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NON-TECHNICAL SUMMARY

The paper deals with the progress of opinion about the desirability of the UK's
full participation in the European Monetary System (EMS). Starting with the
objections voiced by the Callaghan Government, which were based principally
on an apprehension that a rigid EMS would condemn the UK to a loss of
competitiveness, British opposition was sustained under the Thatcher
government on the grounds that membership would prevent the exercise of
independent monetary policy. However, practical experience in using monetary
policy to bring down inflation encountered a number of difficulties. There was an
unexpected and severe over-appreciation of the exchange rate and the monetary
aggregates were disturbed by financial innovation. This laid the ground for a
swing in policy towards the exchange rate.

At the same time the EMS proved itself to be a viable system in which an early
phase of ‘crawling’ came to be seen as the necessary prelude to a gradual
counter-inflationary hardening. The System scored important gains, relative to
the UK, in exchange rate stability and then demonstrated that it could also be
used ds an effective framework for beating inflation.

While the appeal of the System for the UK grew for these reasons, some
important problems remained. Sterling was seen as an important vehicle
currency and membership as involving a close relationship between London and
Frankfurt. Other major partners were protected by exchange controls.

Fluctuations in oil prices had important implications for the sterling exchange
rate.

An experiment in ‘shadowing the DM' conducted over a period of 12-13 months
from February 1987 might have demonstrated that these problems were
manageable but in fact revealed a problem of ‘excess credibility’. High UK
interest rates were seen as over-compensating for exchange depreciation risk
and the task of preventing the exchange rate from rising implied that interest
rates were lower than desired. The problem can be viewed as a classic
‘Tinbergen shortage’ problem: there are two targets, inflation and the exchange
rate, and only one instrument, the rate of interest. A theoretical solution is to free
fiscal policy from political constraints.

In the circumstances, the experiment set back, rather than successfully
advancing, the cause of EMS membership. While the government at the Madrid
Summit was widely perceived to have made a significant concession in stating
explicit conditions for full UK participation in the EMS, there is no other sign of
increased commitment.



The leag-stancing reiuctancs of the initeg Kingdom to partizipate fully mn
the EMS 1g well-known. To rationalize the decision to stand off from full
participation @ changing st of reasens has heen offered by successive admin-
istrations and todav there remains doubt about the substantive =zxtent of the
apparent change in aporoach avoied by the Madrid Summit of Julv 1989, This
micht te interoreted as a clear indication that there are deep underlving objective
reasons governing the British attitude. were it net for the fact that large bodies
of opinion in Britzin outside the gevernment {or. more precisely. outside prime
ministerial circles! take a favourable attitude to the prospect af full participation.
This suggests. rather. that the UR’s continued non-participation merely represents

a very particular sectional opinien.

However. this paper does not set out to be an exercise in political speculation.
Rather. it takes as ite theme the gquestion whether sconomic analvsis can provide
some convincing reasons for the British attitude. The paper starts by reviewing
the principal landmarks in the evolution of British opinion on the subject and
goes on to examine more clesely the particular reasons cited at the time for

£

non-particivation. It does appear that the method of conduct of British macre

economic policy at the present time is inimical to joining the EMS: we draw this



out in Section 3. Howewvar. thig ig not 2 fatal cbiection in itself although as will
bz seen the problem icentified mav not be peculiar io the UK, In conclusion we
argue that there 1s no funcamental, unicuelv BEritish oroblem dictating a zon-
tinuation of orevicus policy towarzs the EMS. though there mav be a need for
a specizi adapiation of tne tarmg of entry. Whether this makes it likslv that the
Madrid “eonditions’ wiil be faveourablt internmreted when the time comes is lef:

ta

te the reader’s speculative capacitr.

e

2, The Time is Never Ripe (Rixht:

The Inception

The preliminary work to establish the EMS was undertaken during the peried
of office of the last Labour administration in the UX {that of Mr. Callaghan) and
lup to 2 point) Uk officials participated fuliv in it. 25 described in Ludlew 115321,
Nevertheless. the Callaghan government declined to oarticivate in the Svstem it
had helved to crezte on the grounds that te do s¢ would be prejudicial to the
economy’s competitiveness. What the government had in view was that a svstem
inimical to changing the exchange rate would impose 2 competitive penaltr on an
economy prene to inflationary shocks: as Mr. Callaghan put it in December 1978.
membership of the EMS "would place obligaticns on us that mizht result in
unnecessary deflation and unemvlovyment”. The history of the Labour Governments
18971-1979 clearlv indicates the inflation-prone nature of the British system as it
must have appeared at the time and the balance of nayments crises of the pericd
had eaually given emphasis to the need to maintain competitiveness. Hdwever,
it would be rair to sav that there was also at the time considerable scepticism
about the survival-chances of the EMS. The UK nad. after ail. been 2 member

of the Snake arrangement for an exceptionally short peried of time and it was

easy to read the fate of the Snake as a forecast for the EMS. Oovposition to



membershio of the EMS. 2t least at the start. was b+ no mezas confined to Labour
Party opinlons: the expert witnesses testifving 1o the hearings of the House of
Commons Exvenditure Committee on the subiect in November 1972 were. unusuzilv,
united in their oppesition ic it. (See House of Commons. 1879, oom. BU-TE): In
sum. dominant cpinion in the Ul foresaw the need to devalus mors orftan tha
not and believed that the EME. i successiul. would tend o =revent this and so
condemn the UE to an uncompetitive fatet® m any case. the EMS mizht weil not

succesd at 2l

The Thatcher Government

Upon assuming power in 1278 Mrs. Thatcher’s first sdministration had the
opportunity to reverse the Labour Government’s decision but diz not do so.
The reasons for remaining alcof from the Svstem changed. however. The new
government was intent upon beating inflation by following a gradualist monetary
strategy: this preempted the EMS option ag a regime of fived or ouasi-fixed
exchange rates is inconsistent with an independent monetary policy. The full
statement of the new policy - the Medium Term Financial Strategy (MTFS) - when
it became available in 1980 was in fact unusually forthright in its explicit unconcern
for the exchange rate stating that the exchange rate “is assumed to be determined

by market forces” (see Table 1

2 This unusual display of unity among economists orovoked comment from the
Committee’s Chairman at the time. as Ludlow (1382) notes. However. the rea-
soning offered for the commen opinion was far from uniform.

3 There was a recrudescence of this view much later in 2 House of Commens

Revort in 1985. by which time, however, it had become unrepresentative of
mainstream opinion.



TABLE 1

DESIGN OF THE MTFS: EXTRACTS FROM THE FINANCIAL
STATEMENT AND BUDGET REPORT

March 1880

“Te maintain a progressive reduction in monetary growth...it
max be necessary 1o change policies in wavs not reflected in the

above projections..But there would be no question of departineg !
frem the money supol+ policy. which is essential toc the success ;

of any anti~inflaticnary strategy ... "The exchanege rate is assumed
to be determined by market forces.”

Mareh 198215

"External or domestic developments that change the relationship
between the domestic money supply and the exchangs rate
may...disturb the link between money and prices. Such changes
cannot readily be taken into account in setting monetary targets.
But they are areason why the Government considers it appropriate
to look at the exchange rate in monitoring domestic monetary
cenditions 2nd in taking decisions about policy .

March 1882(ii)

“...Interpretation of monetary conditions will continue to take
account of all the available evidence. including the behaviour of
the exchange rate”.

and

"weestructural changes in financial markets., saving behaviour
and the level and structure of interest rates”.

March 1983

".Egual weight will be given to the performance of MO and
£M3. which will continue to be interpreted in the light of other
indicaters and of monetary conditions. S$Significant chanzes in
the exchange rate are also important. It will be necessary to
judge the appropriate combination of menetary growth and the
exchange rate needed to keep finanecial policy on track: there
is no mechanistic formula”.

"....The Government’s overriding aim will be to maintain monetary
conditions consistent with a declining growth rate of money GDP
and inflation. Short term interest rates will be held at the levels
needed to achieve this".




March 1988

"Policy will be directed at mainizining monetary conditions that
will bring about a gradual reduction in the growth of money GDP
over the medium term....”

"Menetary conditions are assessed in the light of movements in
narrew and broad money and the behavieur of other financial
indicators. in particular the exchange rate...”

"There is no mechan:eal formula for taking the exchange rate
into account...z balance must be struck between the exchange
rate and domestic monetary growth..'

March 1987
Ne target for £M3 "which remains difficult te interpret...”

March 1988

"A declining path for money GDP growth reguires a reduction
in monetary growth over the medium term™.

"MC has continued tc be a reliable indicator of monstary
conditions”.

“"While, as last year. there is no explicit target range for broad
money, the assessment of monetary conditions continues to take
broad money, or liquidity. into account.”

"Interest rate decisions are based on a comprehensive assessment

of monetary conditions so as to maintain downward pressure on
inflation. Increases in domestic costs will not be accomodated
either by monetary expansion or by exchange rate depreciation.
Exchange rates play a central role in both domestic monetary
decisions and international policy co-ordination.”

"The PSBR is now assumed to be zero over the medium term:
a balanced budget. This is a prudent and cautious level and
can be maintained over the medium term. It alsc provides =a
clear and simple rule with a good historical pedigree.”




The Experiment in ~chion

fhe =superience 5f the Thatcner government =2xperiment :n independent
monetary policy produced widegpread distllusionment and a swing 27 both opinion
and policy in favour of exchange rate targets. The paper by ariis and Currie

{

-

2211 wielded an analvtcal landmark. providmng as 1t did 2 comparsen of the
merits of menetars ang exchange rate rargets as intermediate means of “he sentrol
of inflation. This wasg fertile ground for a further shirt of ovinign m fevour of
full particisation in the EMS,

The Thatcher ewperiment turned cut unexvectedly in a number of respects.

First. far from adhering to its "gradualist” credentials the experiment inveolved.
bv mistake. a oprecipitate exchange rate appreciation and a shary znd desp
economic recession. 3Secondly. the experiment succeeded in reducing inflation -~

ahead of what was being achieved in Europe - despite continuing large increases

in the money supplv. as measured in the MTFS by a broad wmeney concent. £M3.

The princival causes of the surprise seem to be threefold: first. thers was
an autoncmeus shift lincrease) in the demand for ibrezad) money: second. there
was the impact of the second OPEC oil shock on the exchange rate as the UL
became self-sufficient in oil at this time: third. there was a lack of understanding
of the effects {"overshooting™) on the current exchange rate of percepticns that

pnalicy was and would remain "tough”.

The instability in the demand for money was particularly critical because
an impertant ingredient in the new policy was its self-declared precomrimitment
to 2 path of monetary deceleration. Because of this. to have executed a U-turn
immediately after announcing the strategy would have been received as a first
order defeat for the programme. Thus the degree of flexibility that might have

been expected of peolicy was not present.
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was relaxed- and the poiicT itsel reformulated so 2s to give greatar room Lo the
exchange rate n diagnosing the need for monetary sarrection: this was cractised
before it was announced but it was made very clear in the restatement »f the
MTES in  198I. Tables 1 and 2 illustrates this chanre. tagether with the
accompanving de-emphasis of rargets for the broad meonetary argragate £¥3. the
subseguent de-emphasis of monetarwr targels altogether aad their revlacement
br targets for nominal GDP with narrow money 2s an indicator wariakle. Several
cbservers te.g. Pliatzky. 1989 have complained that the MTES cffends the Trade
Descriptions Act by describing as the same thing policies of quite different types:
this point aside. however. it also seems clear that the mest recent formal 2xaression
of the MTEFS has entirelv failed to capiure the attention cf informed >Cservers.
Rather. the dominant perception of current monetary volicr is that policy acticns
focus on the control of interest rates with inflation as a direct target and the
exchange rate as an intermediate one. (e return to this formulation lzter). In
1987. followingz the Louvre Accord. the Chancellor of the Zxcheauer hardened the
coacern for the exchange rate into 2 policy of shadowing the D-mark at a ceiling

of 3DM te the £. Chart 1 illustrates the force of this policy.

This phase came to an end. amid recriminations. in February 1988 when the
exchange rate was allowed to rise strongly and thers was 2 refurn 1o 2 more
pragmatic policy stance. one in which the exchange rate was certainly still
important but not so privileged as it had beer in the Louvre episode. The

immediate cause of the recriminations is now recognized as the "excess credibility”

4 Walters {19861 notes how evidence from Niehans was critical in this regard.
Niehans' evidence consisted in showing that measures of narrow money indi-
cated that policy had been very harsh - contrary to the impression generated
by the over-target expansion of broad money. {For those who orefer to
regard narrow money as an endogencus variable. Niehans' figures were simply
another way of showing that the UK had entered a severe recession.)
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CONTENT OF THE MTFS

March

March

Mareh

March

March

March

March

March

March

188¢
1981
1982

1883

i-yvear forward ranges guoted
£MZ: PSER

£M3: PSBR

£M3: M1; PSL2: PSBR

£M2: M1; PSL2: PSBR

£M3: MO: PSBR

£M3; MO: Money GDP: PSBR
MO; Money GDP; PSBER; £M3
MQ: Moner GDP; PSER

MQ; Money GDP; PSBR (zerc!

Target ranges except as noted below, PSER as % GDP

"bread medium term cbiective”

"illustrative ranges” for 1987/88 on

"illustrative ranges” for 1988/89 on




oroblem. During the pericd in which the pelicy of shadowing the DM was pursued
thers were signs of a gzothering inflationary pressure (itsell due to zarlier
stimulatery policies)., But to prevent the exchange rate frem rising bevend the
unofficizl seiling of 2 M reguired interest rates tc te heid down 2t a time when.
for counter-inflatienary reasons. & rige tandfor a rise in the exchange ratel

seemed to be the required policy resmonse.

There has therefoprs been 2 su bstantial evelution of policy in the UK. Starting
from the pursuit of monetart targets without regard for the exchange rate
through 2 180 degree U-turn thz opposite pole was reached during the 1887/3
shadowing . That shase might have led 2n. in other circumstances.
te full participation i the EM3. In fact it was 2n eoxperlence which led to a
restatement of menetary policy in which the intergst rate is used 1o realize.
directly. an objective for inflation, responding to the exchange vate in the licht

of this targel.

Attitudes to the EMS
The policy eveolution described above could not help but lead to 2 reappraisal
of British attitudes to the EMS given the parallel and successful evelution of the

EMS itself.

The House of Lerds Hevort

A report prepared by a committee of the House of Lords in 1983 }:ras an
important early marker of this process of reappraisal. That report concluded
that the UK should seek “earlsy. thourh not necessarily immediate” entry inteo
the full EMS (ibid.. p. xxiv). Important evidence provided to the committes

ipcluded that of Neils Thygesen. Thygesen emphasised that the exnerience of



the EMS to date provided evidence of considerable flexibility. in conirast to the
rigiditr which had been arorehended bV its eritics in the UL, whilst 2t the same
time the Svstem produced greater stabilitv in exchange rates than might stherwise
have come abour. Thvgesen also anticipated a future “hardeniag” of the Srstem.
much as has in fact eventuated. Thiz achievement tand the nrognosisl sppealed
o the Committee which. however. noted reservations about full UK membershin
of the $rstem in two resoDects: first. the problem of cil secend. the prosp=ct
of speculation in what would be 2 “bipolar” (London-Frankfurt! svsiem. At this
time it was only just becoming possible to show that the EMS had exerted a
stabilizing effect on exchange rates® - Sam Brittain in a famous phrase had besn
led by the System’s flexinility in its early phase of cperaticns 1o characterize it
dismissively as & mere crawling peg” (Financial Times. 21 »March 19831
Nevertheless by contrast with recent British experieace. thers was 2an attractive
degree of exchange rate stabilitv. Moreover. the Svstem nad survived. zibeit a2t
the cost of incurring Sam Brittain’s withering description: and it became clearer
with the passage of time that this first phase of accomodating flexibility was the
priqe of a survival which enabled the System thereafter 1o become a harder

counter-inflation discipline.

The House of Lords Report presaged a considerable development of intzrest
in the EMS within the UK. Two further parliamentary reports were tG come, one
each from the House of Commons (1985) and the House cof Lords 11988} which
were addressed directly tc the issue. whilst a number of other investigations by
the influential House of Commons Treasurv and Civil Serviee Committee (&g, the
First Report 1981-82 and the Fifth Report 1983-84 and 1984-83) devoted 2

substantial amount of time to the EMS guesticn. The policy evolution towards

5 See Ungerer et al. (18831



an exchange rate target vrovided a natural trigger: it was easv to see that
such a target would be more credible as vart of an EMS commitment than =3 2
go-it-alone ootion. The reductior: of inflation in Eurcope at large brought attention
to the pessible benefits of using the EMS as a beneficial framework for coun-
ter-inflationary policies. reducing the costs of controlling inflatien. The arcument
nag been set in terms of the value of the added zredibility given by a zommitment
to the EMS (which iz in effect a commitment to a3 peg against 2 low inflation
currency. the D-marki® and has been given added streagth by reason of the
continued instability in the principal monetary aggregates. Thus. Currie and
Dicks (1289) have arcued that renewing the MTFS is an unconvinging option in
view of its past history of changing content in the lizht of the unstable behaviour
of the monetary aggregates (see Tables 1 and % againl. leaving membershin of
the EMS as the onlvy wav of asseriing a2 credible precommitmen: o a tough
monetary pelicy. Implicitly. thev rate the current policy of using interes:t rates

te target inflation directly as lacking in precommitment value.

At the same time, the benefits of the EMS for exchange rate stakilitr became
ever better established. Many studies are now awvailable to show that intra-EMS
exchange rates have been stabilized by the EMS;? there is some dispute in resvect
of the effect of the EMS on member countries’ overall effective exchange rates.
It is perfectly possible that a country could find that in stabilizing its EMS

{mainly DM-) rate it destabilizes its dollar rate with ambiguous effect for its

6 In a variant of this argument de CGrauwe (1989) has argued that whilst the
"short sharp shock” may provide credibility more quickly, because of the
excess appreciation of the exchange rate, membership of the EMS may make it
harder to lose credibility, once it has been earnt. It must be admitted that
the facts do ncot appear to strongly support the value of the System as a
counter-inflationary device - see Artis and Nachane (1989), de Grauwe (1989,
Gilavazzi and Pagano {1988).

T Representative of the predeminant approach is Ungerer 2t al. (1386).




overall effective rate.® This is particular!y imvportant fcr the UL. the composition
of its effective rate beiny more heavily welghted towards the dollar and tess
heavil' weighted towards the DM than that of any ¢ther EMS souatry.? However,

rade patterns have changed markedly for the Uk. as Table 3 shows. T[he cata

in the table show the nroportionate weights in the =ifective rate wndices of the

dollar. DM, the ERM currencies as a whele and sterling. for the UK and for the
ELM couniries individually texcluding Spam!. As can be seen. the pronorticnate
weight of the dellar ia the Uk iadex has fallen between the old and the new
indices!® and that of the DM and the ERM cgurreacies has risen sharoly.
Corresweondingly. the weight of sterling for the ERM zountries has rizen along
with the weight of the ERM currencies: that of the dellar has fallen sharplv. As
a result. the dollar has become relatively more important for the UK thaa for
ERM members than it was, though the weight of ERM currencies ia the UK index
now exceeds 30 per cent. According to results obtained bv Fratimnni (i988) the
oweration of the Svstem has in fact produced a net destabilizing effect on overall
effective rates for mogt countries. though Artis and Tayleor 11989). using different
technigues. contradict this « albeit they find evidence of a less strong stabilizing

effect on overall effective than on intra-EMS exchange rates.lt

8 This is. after all. simply the reverse side of Germanv’'s interest in promoting
an EMS in order to dilute the vulnerability of the DM to swings of opinion
about the dellar.

9 These statements refer to the composition of the IMF's MERMwweighted,effec~
tive rate indices.

10 The old index, based on 1977 tetal trade flows was replaced by the new
one. based on 1980 manufacturing trade flows, in November 1988. The change
in trade flow definition is responsible for part of the difference shown
between the old and new indices.

11 Some opreonents of EMS membership alse stress the possibility of ancther

"velatility transfer”. from exchange rates to interest rates: however, Artis and
Tavlor {1987) find that EMS experience (which. however, mayv be dependent on
the presence of capital exchange controls) does not confirm any such transfer,




TABLE 3
EFFECTIVE INDEX WEIGHTS (%)
{ Old Index : New Index J
l bos oy | ERM | & | s | pM | EmM | 2 |
| 1 | | 1
| L 1 1 ] r
by (RIS ER IR 2 Po- 2o e L 51 -
 Belgium |62 | 252 { 620 | 21§ s& | 276 | 853 |10.0]
Deamark | 240 | 112 | s | 7 Losd | 2ad | M3 n.s';
| France | 227 | 200 ) 960 )l : 121 | 274 | 572 |10
i |
|Germany | 216 - | 47 | 43 | 13.4 - | 467 110.9]
| ttatr [ 207 | 27.8 ses | s i 116 | 276 | 576 | 93
| Netheriands | 103 | 202 i 545 | 3.2 | 102 | 310 [ 524 |10.9]

The figures show the weight in the index. for any country, of the currencies
listed. "EEM" is the sum of the weights of the ERM currencies (excluding Spain!.
The basis of the new and old indices is explained in the source references.
the new index. introduced in November 1988. Australia was dropped from the list
of countries involved.

Scurce:

1988,

Guarterly Bulletin of the Bank of England. March 1281 and November



For these reasons. opinion at large in the UX has been increasingly receptive
to the prospect of full particization in the £vstem. Nevertheless. the deminant
view in the British government has remained opposed. The change of formal
approach at the Madrid Summit in Julvr from the previcus unspecific "when the

time 15 ripe’ cenditienal agreement to ans in which explicit conditions have been

iaid down avoears hirhir significant at some leveals.lc But whils: there is a clear

i 2

sense that a concession was made. there has been nc sense of a genuine shift
in comion: still less any sien of even qualified enthusiasm. [t mizht be pointed
out that there is little available bv wayv of reasonsd reservation 2ither. However.
the beook br alan Walters. Britain’s Ecconomic FRenaissance. does contaln some
reasoned reservations and as his advice is influential with the Prime Minister it

seems fair to zssume that it mav be consulted as a2n autheritative scurce 1o

explain British government attitudes.

2. Reservations
The principal points of reservatica mentioned either in official reports
{including reports of parliamentary committees! or in Professor Walters’ book are

the following:

i. The vulnerability of sterling to oil price movements.

il The prospect of speculation in a bi-polar system.

iii. The loss of monetary independence.

iv. The exchange control "logic” of the EMS. h

12 These conditions are that, before entry: {i) there should be a lower infla-
tion rate in the UK: (i) exchange contreols within the EMS should have been

removed: (iii} sufficient progress should have been made towards the single

EC market; (iv) financial services should be liberalized: (v) thers should be

agreement on competition pelicx.



A The insufficiencv of instruments te centrol comwpetitiveness inside the
EMS.
1. The insufficiency of instruments to control inflation inside the EMS.

This is not an exhaustive list of reservations. but includes tne srincipal
serious and non-ephemeral ones: an asscclated issue - aot so much a reservation
ag o comment on the terms of entry - concerns the rate at which to join =nd

the width of the band. This we deal with in an ensuing section of the paver.

Cil. The oproblem posed by the "petrocurrencry” status of sterling was twofold:
normative and peositive. First. "permanent” changes in cil prices ought to be
allowed t¢ affect the sterling exchange rate in the light of the UK's self-sufficient
position. HM Treasury calculations suggested. as of 1383, an elastizity of the
equilibrium sterling effective exchange rate to the oil price of about .3 (see House
of Commens. 1985. EMT Evidence, p.41).) There was a perception that this
adjustment migh: not be conceded inside the EMS. The positive problem perceived
was that oil price shecks would. willy-nilly. blow the System apart if sterling
was not able to be revalued within it. In retrospect it may seem that both these
concerns were overdone. Indeed. outside the EMS. sterling was vulnerable tc
an "excess” oil price response. which membership of the EMS might have removed

(this point was made in the House of Lords Report!.

Speculation. The problem of speculation was addressed more generally, ¢.2. by
the House of Lords Report. The perception was that as sterling still retained
some status as a vehicle currency. the potential for destabilizing speculative
shifts of funds between sterling and the DM was bigger than the votentizl for

such shifts between (say) the franc or the lira and the DM: in any case these



currencies were protected by exchange controls. Continental observers exhibited
some doubts about the capacity of sterling to adhere o the Svstem witheout the
benefit of such controls (see e.z. the evidence given by Melitz to the House of

Commons 1983 enauiry .

The percepticn that sterling membership of the Svstem might pose special
vroblems of the management of speculation mav have been reduced in th2 light
of the Svstem's increased capacity (since the Nvborr agreementsi tc counter
speculation and the discovery by the UK Chancellor of the Excheguer of the
“paradizm’ EMS realignment - the changing of the central rate and bands withou:
affecting the market rate.l9 Nevertheless. it remains a prominent consideration.
recently cited by the Bank of England in its evidence to the 1982 House of Lords
enquiry and again in the Governor’s Speech reprinted in Bank of England (193%:.
The problem of speculation could be largely selved by sufficient ccoveration but
this raises the third objection. the key reservation of principle of the Thatcher

government.

Loss of Sovereigntv: Adherence to a fixed. or quasi-fixed exchange rate system
makes a country’s money supply and interest rate endogenous to that soal.
Monetary policy cannot therefore be used to pursue any other policy geal.
Although this is true. it seems fair te¢ say that hitherto the proponents of EMS
membership for the UK have so far hac the better of the argument. In the
kind of "natural rate” model taken as standard in much policy discussion these
days. the only virtue of an independent monetary policy (and hence, a Eioating

exchange rate regime} is the ability to "c¢hoose” a different inflation rate. But

13 Peter Kenen {1888) has computed that some 70 per cent of EMS currency
realignments have been of this type. The UK Chancellor advertised the para-
digm to wider circles in his address to the International Monetary Fund in
September 1687,
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this choice seems a negligible advantage when the inflation rate apparentiv offered
b EMS membership is s¢ low and steady. Thus. broadly speaking, the peoint of

the reservation has been accepted in logic but turned on its head in practice.

The Exchaunge {ontrol “logic”

{71

24

the EM

s

it is notable, however. that until the recent trend towards the removal of
exchange controls the existing member eountries of the EMS did not feel too
strongly the constraint upon their mconetary independence. Rightly so. for
exchange controls provids an added "degree of fresdom” enabling a country to
recover a degree of monetar: autonomy.¥ Not accidentally, it is with the removal
of these controls that the movement towards the EMU has been instigated, a
movement which promises the recovery of a degree of sovereignty by sharing

in a collective decision-making.

Short of the EMU sclution. however, it is not difficult to appreciate why
the EMS can be thought of (Walters. 19861 as predisposed towards exchange
controls.ss  These vield monetary independence as well as serving a coun-—
ter-speculative function. Since British policy abclished exchange controls in
1679 there was nc inclination to be forced to adopt them again. (None of the

proponents of EMS entry for the UK has argued for this, it might be noted).

Competitiveness: an insufficiency of instruments

Al s e

This reservation is a repetition. essentially, of the Callaghan government’s
3.

viewpoint, and also can te found. sharply expressed, in the 1985 House of Commons

14 The exchange controls in force in Italy and France have been out-
ward-looking, vielding an opportunity to maintain lower interest rates than
otherwise would have been required.

15 See also, again, Melitz’s observations on the question in House of Commons
119851,
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Report. The argument is that nominal exchange rate wvariation is essential to
control zempetitiveness and that this control would be jeopardized by membership
of the EMS. The counter-inflationary objectives of EMS lend supovort to this
view: for. with these cbjectives ia mind. EMS policy has been 1o =2asure that
exchange rate realignments "under-index” the exchange rate 25 2 means of axerting
a discipline on inflation. Over the long run such a policy. in the face of sersistent
country-specific inflation shocks simply forces the real rates of exchange
cumulativelr away from equilibrium. There is some evidence that this is in fact
what has hapvened: Artis and Taylor 11989 tested the intra-EMS bilateral-DM
real exchange rates for evidence of "mean reversion”. In  other words. theyv
lcoked 10 see whether real exchange rates appeared to be self-stabilizing or not.
Their finding was negative: s¢ far. real exchange rates seem 10 be drifting away
from equilibrium. The competitiveness reservation has rot so far re-zstablished
itself as 2 central objection. however. for two reasons. First. the rezl sterling
exchange rate has fluctuated encrmously during the late '70s and "30s sutside
the EMS. It seems inconceivable that it eguld have become as sharply misaligned
had sterling been in the exchange rate mechanism of the EMS. Second. the
efficacy of nominal exchange rate adjustment for lasting real rate adjustment is

now widely guestioned: the effects appear to be short term, though not unimportant.

Inflation Control: an insufficiency of instruments

Perhaps more surprising at first sight is the objection that membership of
the EMS would not wield the best available framework for beating inflatich. But

this reservation appears in Walters (1986) and is in fact now more than ever of

significance in the UK.
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In Walters (1986! the argument is put as follows: in a fixed exchange rate
svstem. nominal rates of interest must be the same in every participating country.
Then. a country experiencing a positive inflationary shock will find that its rea!
rate of interest falls whilst a country experiencing a negative shock will experience
a rise in its real rate. But these movements are contrary to the direction of
adjustment required for a stabilizing reaction. The argument belles the EMS in
that it ignores the possibility that a currency could be axpected to fall tor rise!
within the baads. but it is appesite for the case where the market invests the
current exchange rate with credibilits whether this pe at the band limits or at

an intermediate positicn.

In current policy conditicns in the UK the argument can be restated 2s
follows. There are two types of policy available in wrinciple, fiscal and menetary:;
however, government spending is determined by medium term vlanning con-
siderations having nothing to do with inflation whilst tax rates can cnly be
changed once a yvear in one Idownward! directiorn. This is & political sonstraint.
hut & constrzint just the same. DMonetary policy consists in changing the rate
of interest with a view to hitting demand and the exchange rate. impecting on
inflation. Diagram 1 tdue to Walter Eltis) illustrates the argument. £ =0is the
locus of zero inflation combinations of the rate of interest and the exchange rate.
FF is a foreign exchange market line relating the rate of interest and the
exchange rate. If FF should shift - say to © ‘7", then the rate of interest should
be increased from r, to r. to offset the inflationary effect of the depreciation as
the exchange rate depreciates from e; to e: . Suppose now that p-0 shifts, say
to n° =0 . Then, for a given exchange rate, the rate of interest must be increased
to keep inflation dewn. This cannot happen i the rate of interest is constrained
to stay the same. The argument relies on less than perfect goods market

integration (for in that case an exchange rate peg would be sufficient inflaticn



Diagram 1

(depreciation ->)




contrel and o= 0 would be wverticall and on the absence of an alternative
stakilizatien tool. The former is a reasenable assummtion but the latter is an
imposed pelitical constraint which coula be removed: fiscal policy could be used

-if nwcessarT -~ tc suppiyv the counter—inflationary pressure reguired.

The arzument is. however, important not just for the U but for anv other
EMY% country which mav now experience an insufficiency of pelicy instruments
to control infiation! once again. countries depleving measures of exchange control
were in effect giving themselves an additionsl pelicy instrument which., under

the provisions of 1992 they are constrained to give UL

4. The Rate Upon Entry

Evidently some of the reservations menticned are less important now than
thev were at the time they were first voiced. In other cases. perception of the
scope for policy has changed so that former reservaticns are nc longer so
important., A problem that is recurrent. however. is that of the “appropriate
rate upon entry”. This problem is particularly important in current circumsiances.
There is = zeneral perception that sterling is overvalued at the meoment. For
example, sterling was some 16 per cent above its "fundamental eguilibrium level”
in mid-88. as calculated by Barrell and Wren-Lewis (188%).  Since part of the
point of joining would be to ensure a favourable climate for counter—inflationary
policy the option of "arranging” a prier devaluation does not seem very sensible.
It mizht be possible to anticipate an early realignment. but the chjection to

v
this is that it would be undesirable from the viewpoint of credibility even if it

16 Currie and Dicks (1989) treat this difficulty as one only of transition. It is
certainly true that the problem illustirated is most acute for a high inflation
country like the UK contemplating a transition to low inflation inside the EMS.
But the argument is just as true for inflationary shocks arising in an initially
low inflation context.
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was allowed. A solution is to join at the top of the band. ie. with the central
raie gome wayr below the market rate.l’ This option might be sxtended to include
2 wider band. not only to accomodate a larger adjustment but also because thig
can be advocated as a suitable counter-speculative medification.  With 2z wider
band. speculzstive movements could be absorbed more frecuentiv in a rate
adiustment and would less often require aa interest rate adjustmeat which mich:

not be desirable cn domestic grounds.!>

Conclusions

The UK has remained aloof from full participation in the EMS sc far. for =
mix of reasons. One of these, the "petro-currencr” reservation. has clear:y
waned in significance. Of the remainder, the speculative vulnerability of sterling
in an EMS framework. if less strongly apprehended than was the case befcre
Nvborg. nevertheless remains a plausible apprehension. Wider bands might be
a suitable modification. The objection from loss of centrol over competitiveness
suffers from comparing EMS membership with a hypothetical regime itself sharply
different from what the UK has actually experienced. The other reservations
hang tegether. Adherence to the EMS would undermine monetary sovereignty
and failing selution by EMU or by exchange control, would coempromise UK
counter-inflationary policy as at present practised. Bowever, there is = soluticn

to this. sc the reservaticn is not ultimately fundamental.

17 Note that the solution of Joining at the top of the band is only feasible if
the "excess credibilitv” problem has already been solved: otherwise. the
expected downward drift will not materialize and counter inflationary policy
will be weakened as interest rates are reduced to prevent the rate rising
through the top of the band.

18 Against this, if exchange rate expectations are extrapolative it may pever
be useful te exploit a wider band.
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