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REFLECTIONS ON THE UK'S MEMBERSHIP OF THE ERM

‘W' paper, attached to MNESURgyg® mninute of 5§

January, makes fascinating reading. It is, as ek says, a
thorough and thoughtful analysis, and I do not really ‘disagree
with either his or Qs main conclusions. What follows in this
minute are some particular points regarding the analysis as well

as some personal observations.

2. i. Personal recollection, as well as L ) record makes
clear, that pre-entry preparations in 1989 and 1990 focused
heavily on the domestic political handling of the entry
decision, notably the persuasion of the Prime Minister
herself. That Ministerial and senior official energies were
focused on that aspect provided an unhelpful and distracting
backcloth for our preparations. There is a wider issue here.
The-political-consensus in favour of the ERM was fairly
superficial. To some extent it was regarded as a useful
instrument for reducing interest rates. Indeed, from
fpmbgee® zccount and from personal recollection, the Prime
Minister seems to have accepted entry as a quid pro quo for a
1l per cent cut in interest rates, a cut which many of us in
the Treasury were intensely unhappy to see implemented before

entry.
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Contrast this ambivalence with French attitudes post-August
1993. Then despite the recessionary temptations, there was
still firm resistance to eérly cuts in interest rates. There
are no doubt many explanations : for the difference between
French and UK attitudes he;e,';ncluding the French belief in
EMU a msgé Cohééiﬁe poiitiﬁélaclaSS,‘a less hostile media,
and an industry and private sector less exposed to short term
interest rates. Another way of putting this point is that
ERM membership, at least as the mechani$m operated while we
were members, required a total subordination of economic
management to the maintenance of sterling's position within
the bands, particularly through vigorous and early use of
interest rates. Ministers never really accepted that here.
Indeed, we were perhaps unduly domforted by our sudcessful

compression of the interest rate differential with Germany.

ii. SeemeEN» paper give insufficient weight to the change
in the international environment during our period of
membership. We certainly underestimated the trauma of German
reunification - but so did .everyone else, including the
Germans. Nor did we foresee the decline in the dollar viz a
viz the European currencies as the American recession took
hold. Again we were not alone there. The reunification
trauma meant that the mismatch between the requirements of
German and UK policy would be especially pronounced while it
was the fall of the dollar, rather than Sterling's
relationship with the Deutschmark which caused
"competitivity" problems, to the extent they existed. I very
much agree here with GsmsissSWNNEN® judgement, in paragraph 8 of
his minute, that our entry rate against the Deutschmark was
not way off course. As I recall, there were few complaints
from exporters about Sterling's relationship with other ERM
currencies - indeed the UK was the only major country to
increase its share of German imports in 1992. CEEEEESEEE———
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iii. The paper provides good evidence that a necessary
condition for a successful monetary policy is to take
monetary policy decisions on the basis of monetary criteria,

not political criteria or' on the deemed consequences for

particular financial institutions.

3. BAs regards the possible further study, I agree with b
e terms of reference, exceﬁt his subhead (iv) namely:

"In the . light of these points, to make proposals for any
‘adjustments to current techniques or establish tactics  for

market operations”,. .

Surely the téchniques used in the period in guestion were too a
high degree conditioned by our membership of the ERM. I therefore
rather doubt 'whether such a specific reference "to adjusting
- current techniques or established tactics for market operations is
altogether appropriate. Could we not have something more general
like:

“In the 1light of these points to make proposals, 'as

appropriate. "

I think it important that the  author of the study should be

someone who has a first hand knowlédge of markets.

4. As regards gemmienfemmgmia® ¢ conditions for re-entry, I believe
that we are too far away from any re-entry date to be too specific
regarding conditions. Even so, I agree with the philosophy behind
Sapige® 4 points. In particular, we should explore what can be
done to capitalise on our newly achieved long term interest rate
further to encourage the process of fixed rate lending - and the

answer here may be no more than to run monetary policy in a way
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which maintains long term interest rates at low levels. I also
agree with his point that the Bank should not be cqnst;ained by

having responsibilities for other functions like debt management
| or by the nature of its links to counterparties in the markets.

But that is another way of making the point at iii. above. .



