










Chapter 3

THE DII~ECVlTON OF Flfl’Ul~d~ I"OLIC Y

Flaving iclentilqed excessively high interest rates, speculative surges, and
the vulnerability to sterling movements as the chief weaknesses of the olcl
EMS regime, we turn now to consider the merius of alternative exchange
rate strategies for Ireland, a topic which has sudclenly I)ecome of central
importance. After all, with margins of fluctuation of +/- 15 per cent, the
h’ish i)ouncl is in an altogether new Wpe of regime. [I is a regime which
allows for something very close to a free-float, or for a much tighter
relationship with EMS or non-EMS currencies, especially if one envisages a
flexible approach to realignments. In fact, the new wicle-margins EMS does
not fully clefine the regime in which the Irish pound is operating.

Some of the options which one woulcl like to consider are not
immecliately available, in that they del)end on EC-wide agreement. Thus
we divide our discussion in two main sections; the first is devoted to what
h’eland should be Imping for in terms of reform of the EMS, as it now
stands, and especially in terms of the desirability of moving to the single
currency. The second section focuses on regimes that are unilaterally
available to h’eland, whether or not they are fully compatible with the EMS
anti thus we include a discussion of the free-float, advocated by some.

3. 1 Reform in the EC: Is the Single Curre.ncy an Attraaive Aim?
The reaction of many policy-makers and economisu~ to tbe suspension

of the narrow-margins EMS seems like a collective sigh of relief, and this
response has certainly not been misplaced so far as h’eland is concerned.
The discussion of the previous chapters provide little reason lot h’eland to
support any move to reestablish the old regime, and there is, in any event,
no al)parent likelihood that such a proposal would soon attract much
supl)ort elsewhere in the Community. (In case it does, we offer some
suggestions below as to how the h’ish pound should be managed in a
restored narrow-band EMS.) But the Maastricht process of convergence to
EMU is now interrupted, without any clear path for the fimu’e monetary
evolution of Europe. The question of European policy-makers blazing a

new trail to the single currency will soon I)ecome a I)ressing one, and it will
be important for h’eland to have a clear idea ~L~ tO whether ill is fully in
lavour of the single currency or not.
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3.1.1 Tile Single Currency: Risks ancl Benefits
The aclvantages for h’eland of a single currency system are

considerable. To sumnaarize an extensive debate which was widely aired
around the time of the Maastricht Treaty,34 the main advantages of the

single currency include microeconomic gains of the elimination of
transactions costs, and stabilization of inflation at a low rate through
removal fi’om the political arena of a policy instrnment whose awtilability
(according to a large body of economic literature) can actually reduce
economic welfare even if governments are well-intentioned.

Many British commentators have expressed the fear that adherence to
a single currency would remove an important degree of freedom in
macroeconomic acljt~stn~ent for individual member states. The point is well
taken in so far as the economic shocks that would give rise to the need for
exchange rate adjustment fall unevenly or asymmetrically on different
members of the EMU. (If all members require the same adjnstment, then
this is still available and wonld be effected by the European Central Bank.)
This is a worry more for large economies such as the United Kingdom
than it is for h’eland. For one thing, as mentioned, h-ish nominal wages are
relatively more flexible in adjusting to external cost-price shocks. Imported
increases in prices - for example through an exchange rate change - are
relatively quickly translated into wages, and this also happens, though
somewhat more slowly, for declines.35 Real wages are not easily changed by

external nominal shocks, thus constraining use of the exchange rate as a
means of lowering real wages on a sustained basis. Again this sbould not be
overinterpreted: exchange rate changes do have real effects: the point here
is that they are smaller and less lasting in h’eland than, for example, in the
UK.

Of course it would be better if the UK were also a member, but even if
it were not, the single currency would remove the damaging interest rate
fluctuations, even if fluctuations in competitiveness vL~-A-vis the UK would
remain. Pending fnrther research, this remains a matter of judgment, but
the balance of advantages seems to favour h’ish membership. On the credit
side there are the micl’oecolaomic savings from avoidance of foreign
exchange transactions costs and the elimination of exchange rate

341 reviewed these issues in my 1991 paper. A much inore detailed, if i’alher pal’lisan.

review :q)peared in Commission of the European Communities (1990), a critical
commentary is pro~qded by Bean (1992).
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uncertainty in markets accounting for over 40 per cent of exports. The
avoidance of speculative interest ~,te surges and elimination of tile stead)’
"peso premium" on interest rates is also a plus.36

The main negative element is tile volatility of sterling and an inability
to adjust exchange rates to deal with this. v~qmt if sterling should weaken
sharpl), with Ireland in tile EMU and thus withoul the option to devalue?
Admittedly, exports to tile UK - which account for almost one-third of the
total - are relatively labour intensive on average,37 and many labour
intensive firms supl~lying the domestic market are also exposed to
competition fi’om Britain (Bakeh 1993). But a resumption of the secular
trend, interrupted during tile Lawson boom, away from low-margin
exports to the UK will progressively narrow tile range of companies whose
viabilit), is threatened by sterling movements. Besides, such companies will
ah’eady have been examining ways of reducing their vulnerability through
financial hedges and appropriate contracting with unions, suppliers anti
customers.

It is sellZevident that a single currency would benefit tile elaboration of
cross-border economic relations on tile island. Tile fact that little such

activity was observed in the sterling link period is a reason for caution
against expecting too much here. But even if some of tile hopes and
aspirations for expansion of such activities have been overstated by some, it

is clear that exchange rate stability and a lack of transactions costs, as
would be provided by tile use of a single currency would remove severe
barriers to mutually beneficial small-scale cross-border economic activity.

That is not to say that all of the Maastricht plans for EMU are well-
conceived. There is good reason to worry about tile deflationary effects
across Europe of an attempt to meet tile arbitraL’),, and in several respects
too restrictive, fiscal guidelines (Cf. Bean, 1992; Buiter, Corsetti and
Roubini, 1993).

hnperfect thottgh its detailed design may be, tile single currency still
represents tile best way forward. It follows that a rapid move to the single
currency should be favoured. But the single currency now seems at the
very best still 6 years away, and may never halgpen. Is there anything that
can be done in tile interim?

~6Gee’tler anad Gilchrisl (1993) discuss how damaging credit crunches c:m be, especially
fi.)r small firms.

"~7Somc are insulated from exchmlge rnle effects bv lht: operatiou of lhe Con|n|oll

Agriculluz~d Policy, though Ibis insulation is not pcrfcct and does elol ~xleel(I to all food

processing concerns. Olhers forn~ pa]’l of the worh:lwlde operalions of i~tlllillati¢~e~;~l

colnpanics ;ll’ltl aft i-t~l:ltively i115A~nsitiv(2 to sl~rlil’lg movemcl~ts
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One idea, far-fetched dlough it may seem at first sight, would be to
leap-fi’og tile process by abandoning our own curl’cncy altogether and
adopting tile DM38 as the legal tender of h’eland. The major advantage

would be that, by abolishing our own currency, we could never be hit by
specific peso-factors driving up ottr ioteresl rate in anticipation of a
de~,aloation of our curl’ency. Tile mechanism woulcl be a legal redefinition
of all h’ish pound conu’acts in terms of tile I)M and the retirement of Irish
pound currency in favour of new issues of tile DM. Without the co-
operation of tile German attthorities ,~ issuers of the DM this would be a
costly exercise, as the Central Bank would have to borrow the DM notes
and coin and service those borrowings.39 This cost - the seigniorage -
would now ohimately to tile German authorities, and so it is not
ttnreasonable to suppose that an agreement could be arrived at greatly
t+educing or eliminating altogether tile cost. The political feasibility of this
option is not unrelated to tile prospects for the single currency as il could
be seen as a stepping stone on the way there. Would the loss of sovereignty
in this unilateral al:)andonment of our ctwrenc), really be unacceptable,
given that we do not object to EMU? This option is admittedly a rather
radical one, and its technical implementation would require a number of
legal and adminisu’ative changes. But it should not be ruled out on that
ground alone.

In this context mention must be made of proposals to narrow tile
margin of fluctuation of the h’ish pottncl against die DM down to 1 per
cent or so, as was clone in tile last couple of years by tile Belgian
attthorities, for example.4° The idea seems to be that annotmcement of

narrower margins will encourage a market belief that tile current parity is
irrevocable. This is an altogether clifferent proposal to the adoption of the
D~,,I as Otll" ctlrrency, ancl has mttch less to recommend it. Narrow margins
encourage specttlation by making it less risky. Policy annotmcements l)*;r se
do not have a reliable effect on confidence. Given our vulnerability to

:"Sit has been suggested to me Lhal the French ft’zttlc miglax also be n c;mdid:ltc.

"~:~Vc ;irtz talking of a sum to be borrowed of al)oul £1.5 billion - q~r about 6 per CelU oJ"

C, NP. II ~’ould involve only a slighl degree of rhet~rical tlourish to remark tll;~l Ihc slims IOSl
ixl the I~Lilecl d~fencc of the currency over the pasl winter ~’oltld have covered 2 or 3 )’cars of

the necesszuT servicing.
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EC Committee Reports on the 1992-93 Crisis
Two high level EC Committees, tile Committee of Governors of tile EC
Cenmd I~,an~s, and tile MonctmT Commiuee (with n’epresentativcs of Finance
Ministries as well as Centre, I Banks), have reported on the lessons to be drawn
from I.hc 1992-93 EMS crisis. Though there are differences of clnpfiasis and
style, both papers identify two mael’oeeonomic causes of the crisis: a creeping
competitive ovefvalualion of some countries (UK, Spain, haly) which had
been ;dlowed to emerge because of a growing tendene), IO treat the EMS as
already a quasi-monet;uT union; and tile high interest rates necessitated I)},
tile C,~.’rman authorities’ decision to finance the eosls of C.ermali unification
by non-inllationary borrowing. The proximate causes were the Danish
rqjeetion of the Maastricht Treat,v and tile impact on weaker EMS currencies
of expansionatT US monctar), policy.

Apart from the usttal pleas for gl’eater attentiOll to fiscal and iiiol’lelal’y policy
eonvet’genee, tile t-emedy, ill the view of b¢~dl veporl~, is quicker action Ol~
realignmel~ts when they are seen a~s needed, and this may require i)artner
eottzltJ’ies to take the initiative in proposing a realignment I~r a etlrrcney
whose i)arity they consider ttnsustainable. ~,~hether Ol" nol a parily is
sustainable will depend inter alia on tile credibility of the govcrnnlent
eoneerftcd, and in particular on its track record in formulating realistic
targeu; and in meeting them.

I)ealing with speculal.ion requires decisive action in raising interest rates in
the first instance; delay here may raise doubts ,as to authorities’ willingness to
defend the parity, and (by allowing the currency to fall to the bou.om of the
band) reinforces tile potential for speculative gain. But the reports recognize
that the authorities may be infilbiled from using high interest I-ales by such
factors as the size of public and private debt (in particular the share of
floating rate debt), the level of unemph:Jymenl and the speed of transmission
of money market interest rates to sensitive lending rates. These points cartT a
resonance for h’eland.

II1 contl’ast, the i’epot’ls downplay the relevance of public slatClllelltS and
exchange markel intervention in suppol-ting a currency. These can be
counterproductive, they say, and there is accordingly no decision to
strengthen co~pet~lion on this front.

sterling movenmlatS, it would seem a reu’ograde and unrealistic step to try

to adhere to narrower margins against the DM. Much tile same argunlent

can be made against trying to hold 2.25 per cent margins unilat.erally

against the DM.
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3.1.2 What if the EMS Narrow Band Were Restored?

Although many public statements have been made to the effect that
the wide-band regime is to be tenworar}; it does not seem very likely that
tile narrow band EMS will return. Still, for completeness, we should
consider how tile Irish pound should be managed within tile EMS narrow
band. The main message of i’ecent months in this regard is that an unduly
rigid approach to realignments w,~ not helpfnl. We would have to returll,
as indeed we did in early 1993, to an acceptance that defensive
realignments must be considered in tile face of externally imposed
competitiveness shocks. This is sometimes expressed as a return to tile
i’egime of the early 1980s, bnt that would be an over-simplification, and
would risk discarding the gains that have been made in terms of reduced
wage and price inflation. In the 1980s the authorities realigned
opportunistically to maintain competitiveness for a period of years when
nominal wage inflation in Ireland was considerably higher than that in
Germany. Having eliminated that differential, it wonld be important not to
allow it to re-emerge by ineans oft I,’~x realignment regime which nfight be
expected to accommodate domestically generated wage inflation. Policy
should not be allowed to generate the kinds of shock that might trigger the
need for a realignment.

A greater degree of domestic flexibility, particularly in wage
settlements, could reduce the need for resorting to realignments (and
domestic flexibili~, will be especially ~aluable in the EMU context). But in
the EMS - whether witb narrow or wide bands - defensive realignments
should be seen ~s a nornlal and correct response ill certain circtnllsU.lnces,

and not as a necessary evil or a defeat. It is to be hoped tllat greater
international co-ordination on realignments will institutionalise this point
in the fnture, as advocated in the recent official EC reports. The new
European Monetary Institute would evidently have a role to play in this
context.

It is sonaetimes held that to realign indicates a loss of credib!lity and
risks placing ns in the second tank, with otw access to the single ctnTency
of EMU potentially compromised.41 In fact, credibility is lost by adherence
to unsustainable and unrealistic policy choices. Adoption of a coherent
and sustainable exchange rate regime will give comfort to foreign official
and pri~,’ate circles, and make our application for EMU melaabership more,
rather than less, credible.

41And indeed the Maastricht criteria require (mistakenly in the view of many)

adherence Io the till’row band withoul realignnletll i1$ :t prer~zquisite for adopting tile single
Ctlrl-ency.
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Tile credibility that government policy has achieved in tile past several
years has been in other dimensions: for instance in its ability to contain
deficit spending and secure low inflation. This credibility was sufficient to
allow a defensive realignment in the face of sterliog’s movemenLs to be
undertaken without that generating any fear of a major resurgence of
inflation or deficit spending. In contrast, government statements ruling
out any realignment bad little credibility in a crisis. A greater degree of
flexibility does not necessarily imply fi-equent realignments even in a
narrow-band environment. Sudden losses of competitiveness of the type

that might u’igger a realignment response occurred as a result of sterling
movements at most 4 times in the past decade. Furthermore, if sterling

were to strengthen sharply, the h-ish pound should take a strong position
on the occasion of a general realignment.

3. 2 I’ossible Exchange Rate Strategies for the hqsh Pound Now

3.2.1 A Floating Exchange Rate
A free float for the exchange rate is an option which has been

recommended by some. The three main currencies - US dollar, DM and
Japanese Yen - all float with respect to each other, and they have, of

course, been joined in the past ),ear by the pound sterling. In addition to
Italy, over the past year several smaller industrial countries, namely
Finland, Norway and Sweden (who join Australia, Canada and New
Zealand and Switzecland in this respect), have.also been forced back on to
floating. But there is a difference in that the choice of this last-named
group of 4 currencies to float has been a deliberate one, not forced by
market pressures.

It is important to recognize that foreign exchange markets are strongly
influenced by many aspects of macroeconomic policy.42 Therefore,

although a COml)letely freely floating currency is one in which the
authorities do not intervene directly by purchase or sale of foreign
exchange,q3 exchange rate movemeots are often the consequence,

4aFIoats are x:n’ely altogether fi’ce, inasmuch as the atxthorities still allow themselves to

inake some use of exchange inal’ket intel’Vention as a SUl)plemel~talT policy inslrulnCnt,

even if they are not lavgeting a particular palh for the exchange rate.
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intended or unintended, of monetary and other policy.44 Indeed, having a
floating currency often has the effect of gearing-up the effectiveness of
monetary policy: fi3r instance a monetary tightening will not only raise
interest rates, but will also usually result in an appreciation of the currency,
both results acting to dampen domestic demand. In the experience of
many floating countries (including the United States and the United
Kingdom in the early 1980s) exchange rate movements in response to
monetary policy have been very sharp and have had the effect of
dampening down an overheating economy more effectively and quickly
than would interest rate inouenlenLs alone45. Ii1 Ireland, the most open

economy in the industrial world, the impact of exchange rate movements
can be dramatic.

v’,qaat underlying policy should be pursued if the Irish pound wel-e to
float? As already discussed, there needs to be at least an alternative
nominal anchor to guide monetal-y and fiscal policy such as a target for the
rate of inflation (as adopted recently in the Canada, New Zealand and the
United Kingdom, for example). Tile attempt to track the desired rate of
inflation will have conseqttences for the exchange rate, but will by no
i’lleal"lS ellStlre a steady exchange rate.a6 Tile inflation rate is a visible
indicatol, but it responds fairly slowly to policy changes and there is the
risk that an unduly lax (or too tottgh) policy course could become well
established before the danger signals fi’om inflation were unalnbiguous. In
other words, by responding to immediate pressures, the authorities might
easily find themselves slipping fi’om policy flexibility to policy drift. That is
one strong reason for being nervous about the adequacy of a floating
exchange rate policy.

’I4ln the early days of Ihe wider margins in August 1993, the role of monetalT policy

and policy expectatit.)ns was evident, especially in the relation between interest rates and the

~’alue of the h’ish pout’ld from day-lc-day. A sharp fall in the currency fi,Jin the 6th to the
9th of August resulted in a sharp jump in money market interest izltes widely interpreted as

reflecting increased p(dicy tmcertainty and a fear that the currency might be allowed to
drift down. Subsequent money market intervenlion by the authorities to lower iuterest I~ates

helped effect a recover3’ of the currency as policy confidence returned.

45Some authors argue that the margins of flucntation in the EMS could have been used

to achieve the same effect, c£ Sven.son (1992b).

46Of course, the inflation target could be supplemented by a policy of smoothing

movements in Ihe exchange rate. Well-intentioned though it mighl be, smoolhing could
exacerbate Ihe risk, mentioned imnlcdiately below, of policy drift vis-(i-vis the nominal

anchor.
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In most circtnnstances, economists typically advocate paying attention
to market signals, and warn or the risks in attempting to hold i)rices away
front market-clearing levels. Such reasoning is sonleti]nes usecl as a basis
rot- advocating an exchange rate float. Bttt tile force of those arguments is
weakened in the case of exchange rates b), virtue of the degree to which
market participants evaluate currencies on the basis of exl)ectations with
regard to fltture government policy. Far fi’om being determined by the
intersection of supply fi-om exporters and demand fi’om importers, the

exchange rate is determined in a market where the dominant i)layers are
deciding between the merits of different currencies as assets. Experience
has shown just bow far the market can move exchange rates away fi’om
l)urchasing power parity.’17 The huge misalignmenLs of rates which could
occur are a strong argument against a floating regime, especially when this
could be avoidecl I)y explicit adherence to an exchange rate rule offering a
more creclil)le nominal anchor.’m

Do floating exchange rates allow lower interest rates? %qaile they can
helI) I)), freeing the domestic financial s),stem from tbe t),rann), of
devaluation risk, this argument has iL~ limitations. (Certainl), the UK’s
experience in the last ),eat- of acbieving much lower short-term interest
rates in a float is not a reliable indicator of our ability to do the same).49

For one thing, the level of price and wage uncertainty would be increased

and this could discourage Irish pound asset holdings. In addition, the high
level of unemploynlent bangs over h’isb macroeconomic policy and is
perceived by potential holders of Irish pounds as a medium-ternl threat to
currency stal)ilit3, - and having a floating policy does nothing to dispel that

I)erception. Thus, a floating h-ish potmd would not have the lowest interest
rates compatil)le with price stability.

It has to be said that, with inflation running at low levels for several
),ears, the adol)tion of a floating reginle would not now be as risk), as it

’lTAccording to calculations b)’ the Intermttional Monetary Fund, and published in

~,l]-ious i~ltes or International Financinl Stalistics. in 1985 the US (It)liar averaged over "15
per cenl al)ovc its average vah~e in 1978-80. corrected for innation differentials. The
ovel~aluation or the i)ound sterling eh]rillg 1981 was even lligher: more than ~7 per cent
above its 1977 average. C~mld h’ish exporters survive such a surge?

’I8cf Krtlglll:lI1 and Miller (1993).

’mFirst, the size of the UK economy is an important factor in its al)ility to operate an
iltdepel~dent monetary i)olicy. Second. the lower shorl-lertn interest raleS are not tlm’elated
to the scale of tile fat[ ill the ~tlue of sterling - leading to some expectation of subsequent
recover),. It is also worth noting that the decline in UK short-term rates has not been
malchcd I)), Iong-l(2rm r;lleS,
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would have seemed ill tile ntid-1980s. Nevertheless, it would have to be
supplemented by an alternative nominal anchor, and building credibility
for that could be difficult. A failure to achieve credihility could lead to a
steep - and presumably unsought - decline in the value of the currency,
fuelling inflation and potentially resulting in difficult industrial relations
and wage negotiations problems as unions sought to restore employees’
purchasing power.

Floating would have the advantage of allowing a speedy and
inconspicuous response to external shocks, including movements of

sterling. But a particular ceiling against sterling would not be guaranteed
by a fi’ee float, and it could result in an even more volatile sterling rate
than we have had. This in turn could make continued snccessfnl operation
of tight margin exporters exceedingly problematical.

There is also the problem that the ERM still has intervention
obligations. A free float could easily see the currency moving outside the
permissible range of flnctuation within the EMS thereby presumably
calling for - potentially fi’eqnent - realignments. Althongh it is unlikely
that Otis could generate a crisis, it is a somewhat awkward featnre of the
fi’ee-float and could damage Ireland’s standing in regard to EC exchange
rate co-operation.

On balance, and taking into account especially the risk of policy th’ift
and the consideration that it could sideline h’eland fi’om the common EC
approach to exchange rate matters, a free float does not seem the best
option. If so, it follows that there should be a definite policy or target for
how the exchange rate itself should evolve. Note that such a policy need

not necessarily he a publicly announced policy; that is a separate issue.

3.2.2 Some Unattractive Forms of Exchange Rate Target
At the other end of die spectrum fi’ont the completely fi’ee float is the

option of afixed current), peg. Earlier, we reviewed this possibility in a rather
special form in relation to the DM as a fast-track to the benefits of the
single currency of the EMU. An economic argument could be made for
the dollar or sterling as equally appropriate pegs, and a political argument
could be marie for the French franc. Any such peg WOtlld provide a
nontinal anchor.5° The problem is that, with our ntain trading parmers

5°There has been a sttggest.ion that the real ~’alue of Irish pound shotdd be pegged to

that of the DM. Such a peg would be compatible with arbiu-arily high h’ish intlation and

would not in itself provide a nominal anchor. It cotdd also restflt in large fluctuations in
competitiveness against sterling.
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grouped in different currency blocs (DM, £ sterling and US dollar), no
simple peg gives a truly fixed exchange rate for us. Any rigid peg risks
making us uncoml)etitive against some major partners (this would have
been true for tile sterling link had it been helcl through 1979 and 1980).
Furthermore, any peg is prone to speculative attack. This would doubtless
apply even to a sterling peg, recommended by some. There is no going
back to the certainties of the old link: even if a new link were at: one-for-

one, it would surely come under pressure if sterling were to strengthen
thematically.

Tile asymmetry of effect, discussed above, whereby divergent
movements in partner currencies could lead to job losses overall, even if
tile average value of the Irish pound bad not changed, has led others to
suggest the strategy of tracking tile weakest of our n’naior wading partners.
This approach is not recommended. It would impart a significant
inflationar), bias, weaken competitive discipline on enterprises and
encourage an expectation of constant bail-out of enterprises, and it would
be wholly inconsistent with adherence to a conlmon EC approach to
currency matters. Besides, its advocates overstate tile difficulties faced b)’
firms in positioning themselves for profitable long-term operation in an
environment of fluctuating exchange rates.

Some countries have operated more complex exchange rate regimes
with reasonable success. Of these, tile crawli~g peg s),stems51 c~tn be ruled
out: though the), provide some form of nominal restraint, it is of a sort that
is suited mainly to high-inflation countl’ies. Another conlplex option would
be management of the currency according to a set of indicators or what
tile IMF term a closely-managedfloat. In this type of regime, the attthorities
typically fix the exchange rate for short periods of time, but also allow it to
drift occasionally in order to track a set of objectives that may be, but more
typically are not, formally announced. Countries that opt for this kind of

regime include countries with a history of high and volatile inflation
(Turkey, Greece, Israel), but also a few low inflation cotmtries which,
because of the diversity of their trading partners, might otherwise opt for
floating rates but ]lave a generally interventionist approach to economic
management (Tunisia, Singapore). Because it allows considerable

5lcz~awling pegs involve depreciation of the currency on :l I)lC-zMnOtlllCCfl schedule.

A~ljustments can bc as freqtlentl), as dnil)’, ,and there may be fluctu.~tion margins. These
systems have I)cen adopted in L:~tin Americ;m countries to briIIg order to the foreign

exch:~ngc markets, typically as parl of a process designed to reduce high inflation gradu.~lly.
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discretion to the attthorities, such a regime could respond proml)tly to
shocks, but b)’ tile same token, a weakness of tile al~pl"oach is its lack of a
nominal anchor.52

3.2.3 Tile Best of tile Explicit Policies: A Trade-weighted qhrget
Because of tile much wider fluctuation margins of +/- 15 per cent now

in effect in the EMS, there is a strong argument for supplementing the
EMS limiLs for tile h’ish pound with a much tighter exchange rate nominal
ancllor. B)’ taking an active role in managing tile value of tile currency
(within tile new margins) in accordance with this sttpplenlentar), anchol,
tile authorities could, to some extent, have their cake and eat it: staying
with the EMS for reasons of political economy,53 but also having tile

possibility of looking over our shoulder at naovements of, for example,
sterling and tbe US dollar allowing a more stable evolution of the average
value of the cttrrenc)’ -- and tile substantial avoidance of the peso-problenl
OIl interest rates.

I:~t;alig’n.ment.~"
However, under tile regime proposed, if tile supplenlentar}’ anchor

brought the currency toward either edge of the new EMS band, then there
should be a realignment of EMS limits to accommodate this nlovement.
Thus, while the EMS limits would be retained as formal obligations, the real
policy would be indicated by the new "supplementary atlchor". Because of
tile width of the new band, realignments wotdd not be fi’equent. If the
nominal anchor was well chosen, it would rarely need to be revised.

While a wider-than-normal (+/- 6 per cent instead of the usual +/-
2.25 per cent) band was used 19), ltal), (ttntil early 1990), Spain, tile UK and
Portugal, it had not been recommended for tile Irish pound at tile start of
the EMS in 1979. Tile reason for not opting for wider margins then is
equally a reason for supplementing tile very wide margins now, namely
that such a wide baIid would lack any disciplinary effect. There is also tile
prolglem that sharp inovemetlts withill the very wide band illcrease

uncertaintT and can cause competitiveness - or inflationary - problems. A
strategy for movements within the band (and for defensive realignmcnus
when necessary) can help reduce tile amplitude of such fluctuations.

5Zl~,c:wing in mitld the fi’equellcy ~d" det~nsive rcaligtmlen~ in the EMS, it might cvcn

be ~fid that Irish exchange rate policy had many of the characterislics of a managed float
during most of the 1980s.

53"]’hoHgh sec ahoy(: Oll the qtlcstion 01" the COllvcrg(:nce criteria for gl,~duation to the
Iinal stage III of EMU.
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The supplementary nominal anchor could, for example, be linked with
an explicit sterling objective.54 But it would seem preferable to maintain
some average value of tbe currency against the main trading partners close
to an announced target.55 Adherence to such a taominal anchor should
provide adequate inflationary restraint by ensuring that Irish inflation
stayed fairly close to the average inflation of the trading parmers, as it is
no~% and would not pose difficulties of transition. A number of possible
averages can be suggested:

The effective exchange rate index, compiled by the Central Bank, is a

tittle-weighted average of movemen~ in the Irish I)ound’s ~lue against
about 10 main trading parmers: it could be used ~ the anchor.

Much the same effect could be obtained by taking an average of
sterling, the DM and the US dollar:56 this would have 01e advantage of
simplicity, and would probably reduce the risk of large movemen~
against sterling. This seems the most plausible Ol)tion.

Alternatively, one could just use an average of sterling and the ECU:
tiffs would be more Communautaire and would probably recluce the
frequency of realignments, I)ut would be less sensitive to the
movemenLs (potentially important) of non-EC currencies.

Note that a trade-weighted target, though it smooths the average
exchange rate value chosen, does not guarantee absolute stability in the
bilateral rate against sterling. Annex 2 reports on some simulations
showing how a wicle margins regime might have worked over the past
decade or so. Althougb 6 per cent margins woulcl uot have recluced the
frequency of realignments, with ]5 per cent margins only 3 realignmen~
would have been necessary. Note, however, that the Irish i)ound price of
sterling - though more stable - is still quite variable. The volatility of

5’q?.ut one can forget about a one-for-one link with slerling being consistenl with no

realignmcn~ in the EMS: the volatility of sterling is simpl)’ too great.

55What is being suggested hcn’e is a target fox" the n~ominal In’ade-weighted ~qdue. This
wotl]d provide ~1 nonlinat anchor. An a]tCrll,qtivc - ]e,ss attl’71cLi~,e il~ present circiinlslances

would be to have a target for the i-e;ll tl’acle-wcighted value; that would have to be

stlppk:mCllt~d by some nolllinal anchor, sllch as ~1 I~ll’gct for inNation or inonctal~’ aggregates.

r’6Eilher with cqu;d weights or (perhaps i)rt:fcrably) wilh a i~lthcr larger weight of up to

50 I)cr cent on stcrling.
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Figure 11
Exchange rates against DM and intervention limits, 1979-90.

Scales vary by Country

sterling with respect to other currencies is too great for a simple exchange
rate rule to provide as much insulation as we might hope for. It would be
possible to tilt the regime in favour of greater stability for the sterling ~,’ate.
For instance, one could have an even higher weight for sterling in the
target, or any of the averages could be combined with a ceiling on the
bilateral rate with sterling. But the more arbitrary the target, the greater
the risk that it might be subject to modification under pressure and thus
the less reliable a nominal anchor it might be.

Although tracking any of the suggested targets conld bring the h-ish
pound to an intervention limit even in the wide-band EMS, wider margins
allow realignments to take place withoutjun~ps in market exchange rates.
Fignre 11 demonstrates how this worked in the EMS.57 The figure shows

daily DM exchange rates for the EMS currencies, along with the
intervention limits for the DM. Note that at some realignments, the new

57The figt~re is taken from Flood, Rose and M;~t|aieson (1991. Figure 2).
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npper intervention limit was still above the old lower intervention limit.
v~qaen that happened, no change in the m~arket exchange rate against the
DM was necessar),.58 This permitted those realiglaments to be implemented

without any large capital gain for speculators. Without the prospect of a
large capital gain, speculation against the currency is unlikely to be strong,
and interest rates need not move to very high levels to limit capital
outflows. Wider margins or more frequent realignments make the
achievement of such oveHapping bands more likely. Italy, for example, had
overlapping bands at each of its 9 realignments against the DM, whereas
h’eland has had overlapping bands at onl), 4 of its 9 realignments.59

An important benefit of the new very-wide margins, then, is that they
can allow the defensive realignments necessary to track a target for the
average value of the currency to be accomplished without any sudden
change in the market exchange rate and thns without the huge incentive
to speculation which we have seen in recent months - a partial relief to the
peso problem is thus provided. Of cottrse, the wider margins are not a
panacea against destabilizing speculation. After all, Spain was forced into
three realignments in a matter of mondas despite having wider margins.6°

But the), certainly help.

A .Soft Bl~fm" Zone
It is clearly important, in adopting a supplementary average target

within the wider bands, to avoid reintroducing the one-way-bet for
speculators. This can be achieved b), following the suggestion of Williamson
(1985) that such a target shottld not be defcnded by rigid intervention
obligations. Instead, the target shottld be represented as a kind of soft buffer

zone: if the currenc)’ drifts outside the zone this will be tolerated, but it will
trigger graduated monetary and other policy action designed to steer
currency back into the zone. In practice, the buffer zone should be about 5
pet" cent wide: movements within the zone would be tolerated freely.61

58Though a discrcte change may happen, of course, and it may be forced if the market

exchange rate before the realignment is higher than the new upper inte~’vention limit
againsl any one of the partner cttrrencies. For this reason, defensive realignments should
normnlly take place before the currency has reached the hottom of the band.

59"the ratios for the other founding parlicipants are Belgium 5/8; Denmark 5/8;
Fl=mcc 2/7; The Nelherlands 2/2.

c’°’Fhough Italy managed to sun,ire for over a decade in the system with wider margins.
and less than 2 years with the narrower margins!

61Though there is no reason why occ,asional day-to-day smoothing operations in spot or
fol’~.’ard foreign exch:mge could not he envisaged as in the past.
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A soft buffer zone wonld not provide an emsy target for speculators, as
the authorities would be able to allow speculative pressure to be absorbed
in exchange rate movements. Its announcement wotdd not give rise to the
problems of credibility of a more rigid system: or in other words not give
too great a hostage to fortune.

3.2.4 Should the Policy Be Announced?
Tbe qnestion of how explicit one should be about one’s exchange rate

policy is an old and thorny one. Traditionally, policy-makers have not
wanted to be too explicit about their exchange market intervention
intentions, and indeed there is evidence that these interventions can be
more successful if not fully anticipated. Furthermore recent experience
with the rigid obligations of the EMS tends to discourage the monetary
authorities from making too many explicit commitnaents. On the other
hand, the absence of explicit nominal anchors certainly contributed to the
great inflations of the 1970s.

Without a clear indication of broadly where inflation is likely to go, it is

difficuh for negotiators to settle on realistic wage contracts. Such an
indication can come either froln an announced commitment to an

exchange rate evolution, or to an inflation target.

Announcing a target zone fen" the exchange rate
Announcing a credible soft-buffer exchange rate target zone seems a

rather low-risk strategy in this context, mad one which would not trigger
destabilizing speculation. Indeed, by retlucing uncertainty it should make
Irish pound assets more attractive and thereby facilitate lower interest rates
without threatening the stance against inflation. Of course none of these
confidence-related benefits would be obtained if the policy remained
secret. Furthermore, if the nominal anchor were secret, it could be e,’~ily

abandoned or weakened under pressure.
Admittedly, there are some advantages of secrecy here. Thus by

adopting a target zone approach, bnt keeping the policy secret, the
authorities could gain some flexibility and effectively reduce their
exposure to choice of a target zone that was not credible or sustainable.
But on the whole, ira target zone policy is to be adopted it should probably
be annotmced.

Announcing an inflation target
If there is to be no definite target for the exchange rate, still there

should be some explicit nominal anchor, probably in the form of an
inflation target. As already mentionetl, the authorities win almost certainly
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want to supplement this with some approach to exchange rate smoothing,
with the day-to-day and month-to-month implementation of policy
representing a kind of compromise bet~veen the need to meet the innation
target and the desirability of excltange )’ate smoothing. In regard to the
latter, our discussion abont alternative approaches to choosing an average
value of the currency will remain relevant, even if not publicly annonnced.

At the time of writing, policy seems to be following some compromise
approach of this sort, but there has been nothing in the form or a
definitely announced conln]itment. It will be clear from the discussion
above tbat we would favour a greater degree of explicitness of about fttture
policy.

While the current international vogue is for an explicit inflation target
with some exchange rate smoothing, our recent experience with sterling-
related problems does seem to in]ply that relatively greater attention
should be given to explicit exchange rate targeting. Overall, the adoption
of a soft-buffer trade-weighted target zone within the EMS wide band
seems to offer dae best option, offering some i~sulation against the worst
swings in interest rates and exchange rates, without threatening a
resurgence of inflation. Previous inhibitions to adopting such a regime
have been made largely redundant by the collapse of the narrow band
EMS.



Chapter 4

CO]’¢CLUSION

h’eland shottld have a credible, stable and widely nnderstood policy in
regard to the exchange rate. "File events of tile past year have revealed
weaknesses on all or these fi’onts. Managed with some greater flexibility,
the narraw band EMS coulcl have t’emained a serviceable regime for
Ireland, But, had it not been for political considerations deriving from
Ireland’s ftdl endorsement of and participation in the constrt~ction of tbe
European Union, the narrow band EMS would never have been the regime
of choice for Ireland. The collapse of the naru’ow band EMS offers Ireland
new choices and requires new decisions. It is not a good idea to change tile
exchange rate regime fi’equently, but this change has been a forced one.

In our discussion, we have identified a ntnnber of criteria for an ideal
policy with regard to the exchange rate regime in Ireland. First, it should
provide a "nominal anchor" ensuring that inflation does not drift up again.
Second, it should make adequate provision for maintenance or wage
competitiveness (though these t~’o criteria may conflict unless domestic
wage-setting behavionr is reasonable). Third, some account must be taken
of our dependence on bilateral competitiveness vis-cl-vis the UK. Fourth, the
regime shottld be able to cope with or preclude speculative attacks on Irish
exchange rate polio, stnch ,’as caused havoc in recent months (and also limit
tile apparently higher interest rates which have persisted far years on end
apparently as an insurance against devaluation risk). Fifth, it should be
compatible with our fun participation in time construction and developn’Jent
of tile European Union.

The pros and cons of tile main options are snmmarised under these
headings in Table 2. No system clearly dominates on all criteria. The
atn’actions of floating tend to be overshadowed by fears of nlisalignment

and about tile reliability of alternative nominal anchors such as an
inflation rate target. Tile EMU provides a good nominnl a/ichor and
n’emoves the risk of speculative attacks on Ireland (as does adoption of tile
DM as our ctn’rency), but it is not immediately available (as is now the case
with the narrow-band EMS, wbether flexible or rigid). Of the inmlediately
available options, staying with tile wide-band EMS seems best, but within
that, the adoption of a supplememary target for the average value of the
currency would offer additional advantages.
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Table 2: Alternative Exchange Rate Regimes: Rating on Various Criteria
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Removal of the constraint.s of the EMS narrow band should allow ns to
avoid the surges in interest rates preceding realignments, and it should be
possible to reduce fluctuations in the Irish pound value of sterling. Bnt to
ensure that the low infladon that has been achieved is secure, and to bring
the general level of interest rates to the lowest level consistent with that, it
does appear adherence to the wide-band EMS should be supplemented b),
a credible and coherent explicit medinnl-term policy. While this could be
expressed in terms of an inflation target (following the new vogue),
Ireland’s recent experience with sterling-related problems suggests that a
better approach would be couched in terms of an indicative soft-buffer
target zone for the average value of the currency. While the currency
would be allowed to drift outside this zone, graduated policy actions would

be employed to steer it back. If the target zone brought the currency near
an tipper or lower EMS limit, pron~pt realignment would permit a smooth
evolution without speculative presstires.

Exchange rate policy is at its most successfu! if it sustains low inflation
without compl’omising competitiveness and without generating uncertainty
or volatility in financial markets, The wider margins should not be used to

engineer a big reduction in the international purcbasil~g power of Irisb
wages with the objective of improving colnpetitiveness: such an action
would dareaten future inflation and industrial peace without guaranteeing
lasting gains.

Though lnuch of what has been presented here is SUl)ported b),
systematic research, there is need for more work: on the ability of h-isb
indusu’y to cope with fluctuating competitive conditions, on u’ends in the
responsiveness of pl’iYate sector wages to changes in exchange rates, and

on the appropriate weighting of exchange rate and competitiveness
indices, for example. Some of this work is needed to document and
confirln matters which have not been systematically researched before;
some to update earlier work.
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DEVALUATION AM) THE COST OF FOREIGN DEBT

Tile purpose of this annex is to clarify a point that is often
misunderstood when the issue of devaluation arises. Thus it sometimes
argued that devaluation (of the Irish pound) would increase the level of
foreign indebtedness of the government. This statement is very misleading;
h’eland cannot unilaterally change the value of what it owes in foreign
currencies. The debt-related effects of a devaluation are more subde, and
considerably smaller, than is generally supposed.

At end-December 1992, the Government’s foreign currency debt stood
at the equivalent of IR£10.9 billion, made up of 42 per cent in Deutsche
Mark, 19 pet" cent in Swiss Francs, 18 per cent in US$ and the remainder in
a variety of other currencies. Ignoring any borrowings or repayments made
between then and the devaluation of February 1, it is u’ue that the Irish
pound value of these obligations increased by the amount of the
consequential change in the market exchange rate of the Irish pound
following the devaluation - about 9 per cent. But the number of DMs, US$
and other currencies owed did not change; the Government still owed DM
12.1 billion, SwFr 5.0 hillion and US$3.2 billion.

Pus discussed in the text, because of our small weight in international
u’ade, the devaluation of tile Irish pound could have had no effect on the
price, measured in dollars or mar’~, of goods or services internationally.
Thus the real value - the international purchasing power - of the foreign
currency debt did not change. Only b), measuring it with the shrunken
measuring rod of a devalued currency did it seem to change. Indeed, to
the extent that the devaluation helped wage competitiveness tile nation’s
ability to earn foreign exchange to service the - unchanged - debt was (if
anything) probably enhanced, at least in the short run. Thus at a first
approximation, the existence of foreign currency debt should never have
been thought of as an obstacle to devaluation.

Of course, so fat" as the domestic currency debt is concerned, a
devaluation does lower its real value: that is why foreign holders of Irish
currency debt were anxious to sell their holdings, or at least hedge them,
when devaluation began to seem likely.
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The story does not etad there, but some of the other relevant
considerations are of considerably less weight than is often implied. For
example, one might worry that devaluation might worsen tile ratio of
National Debt to Gross Domestic Product (GDP), for which a Maastricht

convergence target exists. But this ratio would not worsen for long, since
GDP would eventually be higher in nominal terms than without
devaluation because of tile pass-through of higher import prices - slow
though this may be in times of recession.

Another suggestion is that devaluation would cause an increase in tile
Exchequer Borrowing Requirement in order to meet additional servicing
costs on the foreign debt. If this were the case, and if it led to higher tax
rates to cover the increase, these would certainly impose a true burden on
the economy. But here again the proposition is questionable, and at best
one of secondary quantitative importance, as t~x revenue would also grow

¯ 9as a result of higher prices. Indeed, the Minister for FinanceG- estimated
the net impact of the February devaluation on tile 1993 Exchequer
position at only £13 million - eqtfivalent to an altogether negligible 0.15
per cent of the foreign debt. Furthermore, that calculation was made
before tile full downward impact of the lower post-devaluation interest
rates on the Government’s domestic interest bill was appreciated.

That is not to say that the devaluation does not impose capital gains
and losses on different enterprises; the point is that these balance out on
average for the economy as a whole - and for the Government ,as a whole,
because the Government’s receipts are diversified widely across the
economy.

Note that this argument does not imply that a decision to use reserves
and new borrowings to purchase Irish pounds in the foreign exchange
market in a vain attempt to defend tile currency is costless. The two
questions are quite different: one addresses tile decision to devalue given a
certain level of foreign debt; the other the decision to borrow for the
purpose of buying back h-ish pounds in the face of a devaluation risk¯

°~Dfiil answer, Februaly I I, 1993.



Annex 2

WIDER MARGhVS AND AN AVI£RAGE VALUE TARGET hV PRAC77CI’2

This annex illusn’ates how wider margins might have fttnctioned in the
past if employed to stabilize tile average trade-weighted value of the h-ish
pound (tbe Central Bank’s Effective Excbange Rate Index - EER). We
note that by 1993 the index returnecl to - anti then below - the values

reached around 1981, and for tbe illustration, we have calculatecl what
sterling and DM exchange rates for tile h’isb pound would have emergecl
had the EER been fixed exactly at its 1981 level. The results are plotted
(using 15 per cent margins) in Figures 12-13.

A number of conclusions may be drawn. First, even with 15 per cent
margins,63 three realignments wonld have been needed. The exact

stabilization of the EER contrasts with the actual situation where very sharp
EER shifts were tolerated without realignment. Second, the calculated
value of the cnrrency would bare been higher during ahnost all of the
period under review, notably fi’om mid-1983 to the end of 1989, when it
woulcl have averaged more than 90p, compared with the actual value of
less than 86p. That is, of course, a reflection of the level at which tile EER
is being stabilized in the calculation, but does illustrate that a fixed EER
target is by no means a soft option. Thircl, the variance of the sterling
exchange rate is reduced (by alntost 40 per cent), as is that of the clollaJ,
but tbere is an increase in the variance of the DM rate.

What the calculations cannot convincingly indicate is whether the
wider margins, combined with reduced probability of large realignment
gains, wonld result in lower interest rates on average.

63For 6 per ccnl margins calculated realignlnent~ ;Ire ;dmosl as fiCClUC~at as actually
OCC~ I I’1"~(’[.
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Figure 12
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Anne× 3

VAR YfNG WEIGIfFS hV THE COMPETFITVE~VI£SS hVDEX

Perhaps surprisingly, there is no agreement on the relative weight.s to
be attached to different trading partners in a computation of
competitiveness. Various considetn, tions need to be brought to bear on the
issue. This annex touches briefly only on the main issues attd illustrates
their quantitative importance. The whole area of competitiveness measures
needs to be examined at greater length.

One ,aspect is tile degree to which ln’isb exports and import-colnpeting
goods should be considered as competing in a world market, with the
actual destination or source almost irrelevant. (For instance, UK import
prices surged by about 8 per cent in the 6 months since sterling dropped
out of the EMS. "vVhile this is not the full amount of the depreciation, it
certainly indicates the degree to which even the UK is a price-taker.) The
argument that exports of h’ish branches of muhinationals cottld be
insensitive to exchange rate movements in their first destination is a
related point. There is also the point that many CAP-supported exporLs are
at least partially insulated fi’om local currency movements - though the
insulation is not perfect. Double-weighted indexes of competitiveness such
as that used by Eurostat, and by the Department of Finance (Economic
R~nJi~u and Outlook) are a step in the right directionf’4

Another part of the problem is that the employment content of exports
differs substantially fi’om country to country. For instance, if we weight
exports of industrial prodnets by their employment content (using the
Census of Industrial Production, 1989), we find that the U K’s share jumps
fi’om 27.4 per cent to 37.8 per cent.6s An even higher UK share is attaehecl
to tourism exports (43 per cent in 1989, down fi’om 55 per cent in 1980:66

r~IC£ also Edison and Vfirdal (I 990) for an alternative approach.

65The reweighting d~:~es not affect the share of Ihe US. which stays close to 10 per cent;
the I0 point increase in the UK’s share is divided equally between the rest of the EC. whose
share falls fi’om 43 per cent to 37 per cent, and elsewhere, whose share falls from 20 per
cent to 15 pel" cent.

6a In 1989 the US shzlre here ~.’as 26 per cent. other EC ~,’zLs 94 pen" cent.
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even though totwism exports are equivalent to only about 4 per cent of
indusu’ial exports, their emplo)~aent content could be as high as 20 per
cent of the emplo)~laent content of indusu’ial exports. Then there is the
question of import-competing goods. These points are considered in more
detail in Baker (1993).

In addition to providing competitiveness data for the 50/30/20
weighting for the UK, Germany and US, respectively, we therefore also
show competitiveness with ahernative weightings: 33/33/33 and 40/40/20
(Figure 14). The importance of the US dollar weight is evident. This is
because of the sharp movement of die US dollar in 1985-86.

For refcrence, we also show the nominal effective exchange rate index
as published by dae Central Bank, and the bilateral exchange rates of the
h-ish pound against the three main currencies (Figures 15-18).
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Figure 17
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