PRTME MINISTER

EXCHANGE RATE MECHANISM

There were a number of interesting pieces on the ERM over the
weekend.

The first is a pro piece in the Economist. It argues that the
commitment to sustain a specified exchange rate will have an
important effect on expectations which will allow inflation to be

brought down at a lower cost in unemployment.

The second, from the Sunday Times dismisses the expectations effect
arguing that people will continue to press for higher wages or
higher prices until they are actually hit by higher unemployment or

lower profits.
e

The third piece is by David Morrison, Gavin Davies' partner in the
e
economic team at Goldman Sachs. He points out that output and

world trade have grown strongly in a decade of floating rates and

that France and Denmark, while bringing down inflation, have

suffered rising unemployment.

The final piece seeks to answer whether removing exchange controls
will make a big difference to France and Italy. It observes that

differences between domestic interest rates and Euro-currency rates
for the franc and lira have all but disappeared, iﬁEIEEEIHE‘Ehat
exchange controls are porous. It draws the inference that there

will be not much further impact when the remaining controls are
s e
removed.
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Why peg the pound?

The disaﬁreement between Nigel Lawson and Sir Alan Walters centred
et!

on wh

er it makes sense for the British government to try to hold its

currency steady. The answer is that Mr Lawson was (mostly) right: it

0€s make sense

N THE notorious article that precipi-
tated Mr Lawson’s resignation as chan-
cellor, Sir Alan Walters described the EMs
as “half-baked”. In a way, it is. The system
- lies somewhere between a pure float
(where currencies are moved to and fro by
market forces) and a fully fixed exchange-
rate system (such as the pre-1914 gold
standard or a full monetary union with a
single currency, where parities are irrevo-
cably locked). Such a compromise does
have drawbacks.

Problems arise for an exchange-rate
system that is only semi-fixed if one coun-
try has a persistently higher inflation rate
than the others. Supporters of the EMS
would immediately reject the premise, and
point out that the system has succeeded in
bringing the inflation rates of countries
like France and ltaly (which used to be as
inflation-prone as Britain) almost down to
that of West Germany (the low-inflation
anchor of the system). Yet if the system’s
supporters were fully confident of its
power to make inflation rates converge,
there would be no need for the option of
realignments. The system could be fully
fixed, not semi-fixed. In effect, a semi-
fixed system presupposes inflation dif-
ferentials, and hence the need to move the
parities from time to time.

Very well. Suppose Britain takes its in-
flation into the system. Difficulties could
arise in two distinct stages. In the first,
monetary policy begins to work perverse-
ly. At the start, the currency markets will
expect the floor under sterling to hold.
British interest rates will therefore fall, be-
cause investors will no longer need to be
compensated with high interest rates for
their expectation that the pound will
slide. Allowing for the difference in infla-
tion, Britain’s real interest rates might eas-
ily be lower than West Germany’s. In
which case, monetary policy would be
looser in the high-inflation country than
in the low-inflation country.

In the second stage, if the inflation dif-
ferential persisted, the markets might be-
gin to expect the pound to be devalued
against the D-mark. Thanks to the first
stage, this devaluation would have been
both delayed and amplified by looser
monetary policy. When it arrived it might
therefore be big enough to cause large
fluctuations in domestic interest rates. To
take an extreme example, the belief that

the pound had a 50% chance of being de-
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valued by 5% within the next month
would produce an interest-rate differen-
tial of 2/2% a month (more than 30% at
an annual rate) to offset it. An unappeal-
ing prospect: periods of monetary laxity
followed by bursts of interestrate
volatility.

All this is a simplified, hypothetical
model, and it leads to disaster. So why has
disaster failed to strike the EMS? Sir Alan’s
answer is capital controls. By locking capi-
tal in at home, the governments of France
and Italy (for instance) have been able to
deny domestic investors the interest rate
they would demand in 2 free market. Sir
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Alan expects trouble next year, when the
French and Italian controls are due to be
removed. Time will tell. However, France
(especially) and Italy have already shed
many of their capital controls, with no
sign of ill-effects ‘as yet (see page 132).
Moreover, realignments of the system
have become increasingly rare. The sys-
tem’s ability to force inflation down has
reduced the need for large and frequent
parity changes, and thereby prevented
pre-realignment jitters.

So the actual working of the EMSs, it
seems, has produced a quite different re-
sult from Sir Alan’s hypothetical night-
mare. On closer examination this should
not be surprising.

Inflation is driven by expectations.
Workers demand higher wages because
prices are rising and expected to keep on
rising; firms agree to pay up for exactly the

same reason. One way to break this cycle
is with a recession: rising unemployment
tames wage demands, and shrinking mar-
kets force firms to keep prices down. In an
open economy, another way is for the gov-
ernment to make it clear that it will not
accommodate inflation with a currency
devaluation. This tells companies that
price rises will make their goods uncom-
petitive abroad, giving them a big incen-
tive to resist higher costs.

This powerful discipline seems to have
done the trick for the present members of
the EMS. In Britain this discipline has been
lacking. Since the early 1980s, when a rise
in sterling (rather than a contraction in
the money supply, please note) squeezed
inflation down, the pound has been al-
lowed to move erratically lower against
the D-mark (see chart). With luck the an-
chor of a more stable exchange rate would
have worked as well in Britain as it did for
the other inflation-prone EMS members—
though Britain’s labour market is stub-
born enough to leave an element of risk.

As well as luck, there are two other re-
quirements for a successful anti-inflation
policy. One is an undoubted commitment
to defend the currency. If companies
think they can persuade the government
to devalue whenever they have priced
themselves out of markets at home and
abroad (as British firms do at present), at-
tempts to stabilise the pound are likely to
end in tears.

The other requirement is an instru-
ment of policy to influence demand in the
domestic economy, once interest rates
have been devoted to the different task of
pegging the pound. Without this extra in-
strument, a rise in demand (caused, say,
by a change in attitudes to borrowing) can
lead to a big increase in the external defi-
cit even if the credibility of the exchange-
rate target keeps inflation in check. If the
external deficit gets big enough to under-
mine that credibility, the hard landing
beckons once more.

Shadowing the D-mark in 1987 and
1988 failed because neither of these re-
quirements was met. Mrs Thatcher and
Sir Alan denied Mr Lawson credibility.
But Mr Lawson denied himself the extra
instrument he needed: fiscal policy. Say-
ing it had no role, and thus tying one arm
behind his back, he tried to use interest
rates both to keep the pound steady and
to control demand. In much of 1989, by
unhappy coincidence, that was possible.
In 1987 and early 1988, when the rot of
excessive demand set in, it was not. Soon,
the government will be torn between cut-
ting interest rates to cushion the econo-
my'’s slowdown, and keeping them up to
prevent a slide in sterling. Pegging the
pound makes sense—but you need both
arms to be sure of success.
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FINANCE

Ex  nge-rate mechanism

Premature entry?

N JULY 1990 France, Italy and Belgium
must abolish their remaining exchange
and capital controls under the first stage of
the Delors plan for greater European mone-
tary convergence. Spain and Ireland have
until 1992, Portugal until 1994. Open to the
currency winds since 1979, Britain has used
the lingering of these continental controls as
an excuse to delay its own entry into the Ex-
change-rate mechanism (ERM): no point in
entering the mechanism, so the argument
runs, if it is going to unravel at the first sign
of French franc or lira weakness once capital
flows are free. Are such fears exaggerated?
They are.

* France and Italy have already removed
most of their controls and the ERM looks
more stable than ever. Tax-cheating French-
men still cannot open a foreign bank ac-
‘count (though companies can). But there is
not much else left to scrap. Italy has only a
bit more to do. Italian individuals cannot
hold foreign bank accounts, nor can they
buy certain short-term assets. But in both
countries the really powerful constraints—
ones preventing companies from moving
money abroad, or from advancing or delay-
ing trade payments, or from borrowing their
curency to sell it—have largely gone. Spain,
too, has seen much liberalisation; few re-
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strictions on non-peseta borrowing remain.

One test of the effect of the remaining
controls in France and Italy is to compare
the interest rate in the protected domestic
money market with that in the unregulated
Euro-currency market. The more extensive
the controls, the wider the divergence in
rates (see chart). Once Britain abolished ex-
change controls in 1979, its two rates con-

verged. In the early 1980s there were big dif
ferences in the rates for France and Italy,
reflecting pervasive controls. As these were
relaxed, differences have narrowed—per-
haps because governments chose to keep do-
mestic rates in line with the Euromarkets’;
more likely, because the remaining controls
are having no significant effect.

As it happens, as controls have been re-
laxed, many of the liberalisers have seen
large net inflows of capital. Money goes
where the return is highest. Spanish and
Italian interest rates are among the highest
in Europe. Last year the inflow of capital
into Italy was roughly twice the size of the
current-account deficit; similarly with Spain
(so both countries’ reserves incrased). The
peseta and the lira face upward pressure on
their exchange rate. After the Bundesbank’s
more recent rise in interest rates, Spain and
Italy were the only two ERM members not to
follow suit.

The absence of exchange and capital
controls in the weaker-currency countries
will make it more difficult to postpone ex-
change-rate realignment when (and if) the
market thinks one is inevitable. Postponing
inevitable realignments is not a good idea
anyway; it just adds to uncertainty. If coun-
tries want to peg their rates to the D-mark
they have to run similar monetary policies as
the anchor country, West Germany. This is
the lesson France has learnt. Inflation there
is 3.4%, just 0.1% higher than in West Ger-
many, the smallest-ever difference.

Malaysia’s and Singapore’s stockmarkets

Separating the twins

KUALA LUMPUR

THE dowdy Kuala Lumpur Stock Ex-

change has long suffered from an inferi-
ority complex towards Singapore’s, its more
sophisticated rival to the south. So now the
Malaysian government is doing something
about it. All companies incorporated in Ma-
laysia are to be made to cancel any joint list-
ing on the city-state’s stockmarket. The de-
cision will halve the S$112 billion ($57
billion) capitalisation of the Singapore mar-
ket. For Kuala Lumpur’s stockbrokers it is
the best news in years—if, a big if, they can
handle the increased business that should
now come their way.

Datuk Daim Zainuddin, Malaysia’s fi-
nance minister, announced the decision in

* his budget presented to parliament on Octo-
ber 27th. Both markets fell when they re-
opened for business on the following Mon-
day. Investors were flummoxed as to how
the decision will be put into practice.

The move is no surprise. Once as close
as Siamese twins, the two markets have been
drifting apart. They have different listing re-
quirements and use different trading and
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settlement procedures. Since 1987 Malay-
sian companies have been banned from
seeking a new listing in Singapore.

Of the 317 companies quoted in Singa-

C’mon back, Sime

pore, 182 are incorporated in Malaysia. So
far this year the volume of Malaysian stocks
traded in Singapore has been greater than
total trading in Kuala Lumpur. By compari-
son, only 55 Singaporean companies are
quoted in Kuala Lumpur, out of a total of
300. They account for only 2% of trading.

Singapore’s dominance has been helped
by being in favour with foreign investorr
some of whom would have trouble finding
Kuala Lumpur on a map. They tend to stick
to blue chips such as Sime Darby, a diversi-
fied Malaysian conglomerate with a market
capitalisation of M$4.8 billion ($1.8 billion).
On October 30th, for each Sime Darby
share that changed hands in Kuala Lumpur,
13 were traded in Singapore.

The Kuala Lumpur exchange will have
to grow up a lot to cope with this increased
business. It will need to automate its trading
and to establish a centralised clearing sys-
tem. Local brokers also have much work to
do. In 1986 the rules were changed to let lo-
cal banks take stakes in brokers. Some of the
larger outfits that have emerged, such as
Arab-Malaysian Securities, have the capital
to provide liquidity to a larger market, but
few can produce research that matches that
from Singapore.

Foreign securities houses are only al-

lowed to buy an initial 30% stake in a Malay-
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