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3. The Chancellor said he would like fo have further 038
on the sources of pressure. He also asked the Treasury, in

consultation with the Bank, to produce spealking

L 2

ther Ministers could use in answerling quesuions

should include examples of "legitima

Ti&hteqingﬁexch@n

I, Mr, Walker ¢ Trcasury was pursuing with
o IS &
two ways of tightening exchange controls mentioned o

and 10 of his paper. The first was a reduction

er
spot currency which banks were allowed to hold aga
1

iabiliities. In the recent period

l_.l

currency

. . 3 - ~ Y iy kS — h R - P
sum held had reached $515 million. This was

($675 miilion), but some banks would have gone to thelr

individual 1imits. The present limits were small in relation
to the total value of transactions. Moreover 1 reducing the
il g sterling ferward, they mighs

lrimit prevented people from sellin
<«

sell spot instead and so add to the pressure on spot sterling.

J
J
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The second possibility was to reduce or abolish the traditionsz

facility for banks to lend sterling overseas. This appeared tc
be a relic of the sterling area. A report on both possibilities

would reach the Chancellor
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5. Sir Derek Mitchell said that ti shtening exchar

o)
1ae

damage confidence. sald that the amounts now at stzie

were small compared with 1968 and he was chary of adopting a

increases had had.
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7. Sir

had beesn
enough. They dissgre
be bigger.

too large and

could have been achilev

y going for 1%

us increage

that in his

interest rate policy should not

the crude "uncovered margin'" for nk rates shown in the

War Loan had shown a yield
operator to hold War Lecan for
T

from an effective uncovered
1

5% would be encugh to cover

921
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g. Sir Derek Mitchell

o
o
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1icellor discussed in

nk, since the

convenlent Lo
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s minnte of

orelgn currency.
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Chancellor and the Governovr had decided thon that 4

was not a good time to launch a pil

Lever said he thought the right time to offer

bond, at least in terms of the likely cost, was socon

after the value of sterling had fallen. He suggested
at officials should consider the idea thorougllv

T

‘‘‘‘‘ neluding

i
LJo
wn

again5 ogether with other possibilit

guarantees (Tl

2 S

involved paying the interest rate prevalling for
rLLn sset 1

. . - P
2 as 3 al

though the assets were effectively

ey

>

nominated in dollars).

DJ
J o

The Chancellor agreed and said he would like to

take a considered decision in mid-June ahout whether

D S

such a bond should be floated with the Saudis leng

m

with other possible alternatives to sterling paper.

~ 3

paying much 1ess for volatile foreign currency
inflows into Government securities. The true cost

N

of borrowing on these terms could be much lerger

than the nominal interest rate. Foreigners could

buy long datoed gilts at Jow prices after an
merease In U.W. interest rates ¢ then sc¢ll v

rate rose, taking the capital ecain.
M < .



denominated in stevling and in currency.
Chancellor invited officials to prepare a note on
thig.

(e) It was agreed that further discussions betw

M. Lever and officlials should take place

points 4 and 5 in paragranh 7 of his note of 2iat

Tiay .

Cw lhnlOﬂ

12. The Chancellor said he would iike to hold a mesting on bhe

central pollcy issues on the foreign exchange front in the w

ing 7th June., In parvicuiar, he would like to dis

SCuUss vhe

1lity of funding sterling balances, and Mr. Lever's propos:

in his minute of 24th May for borrowing "at least $% billiion® ip
advance of sterling, as well as other measure which would
the stability of the pound. He would like to resch decis:

’

this area within the next three weeks and get endorsement,

appropriate, from EY.
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! Mrs Hedley-M{1ler
MR WALKER Mr Littler

Mr CasselX
My Brig;
Mr Middleton
Mr Edwards

Mr Norgrove

EXCHANGE RATES AND INTEREST RATES: IMF DISCUSSION PAPER

You and other recipients may be interested to see the attached IMF Staff
paper on exchange rates and interest rates, which it is suggested might be
discussed by the Executive Directors in an informal session or seminar, If
you and others agree, I think it would be worth putting together our comments

on the paper to send to UKTSD.

2a Briefly, the pggggsdiscusses the history of the"purchasing power parity®
theory of exchange:;/ - ie that they adjust in line with inflation differentials;
points to a number of periods when the theory appears not to have been validy
goes on to argue that in periods when the absolute level of inflation and of
inflation differentials is high, the theory is more likely to be valid and
proceeds to suggest that in order to prevent excessive movements in exchange
rates caused by anticipation of future inflation interest rate differentials
should be used as an inducement to persuade the international ,investor not to
sell a depreciating currency. The table on page 5 of the paper then compares
the "real” interest rate available to investors in a selection of industrialiised
countries and concludes that the countries with relatively higher prospective
rates of inflation appear  to have offered lower real interest rates. The
conclusion drawn by the paper is that where countries are not in a position %o
intervene to defend an exchange rate against persistent capital outflows because
of shortages of reserves 'fund surveillance would have to be directed to a

member's interest rate policy".

3. The paper, perhaps deliberately, asems to over-simplify the issues. It
is not disputable that in a floating rate regime it is ressonable for the Fumd
to pay rather more attention to the external effects of interest rate policy.
But the one-f o r-one relationship implied by the Staff's approach fairly

obviously ignores a number of factors. Subject to your views and to those off



the other recipients of this minute, we might brief UKTSD to make the

following points on the paper:-

A even in the medium-~term there are factors other than inflation
differentials which require exchange rate changes, eg structural changes

in economies;

b. in the shorter-term, this is even more true with confidence and

political factors playing an important role;

Ca exchange rate competitiveness is extremely difficult to measure,

the choice of base-date being particularly important. It would, therefore,
be unwise to place too much reliance on any single indicator, eg whether
exchange rates had moved in line with inflation differentials over a

particular period;

d. the conflict between domestic and external considerations in setting
interest rate policy is probably more acute than implied on page 6 of the
Staff paper. In theory, it should be the real rate of interest which is
relevant to investment decisions, But there is an implicit assumption here
that the economy in general and the corporate sector in particular adjusts
‘without too much friction to changes in the rate of inflation. In practice,
this assumption is not always fully borne out and other Government policies,
for example price control, tend to interfere with the adjustment process.
The conflict is also presumably sharpened when (as may be the case for the UK

now) external expectations about future inflation may be too pessimistic.

e. as implied by b. above, factors other than the real interest rate
are elso relevant to the decisions of external investors, eg the desire
of the portfolio manager to maintain a balance between different currencies,

the comparative advantage of some centres in handling financial investmemts.

In general, therefore, the conclusion to be drawn is that the analysis in the '
Staff paper should be used with some caution us a guide to the Fund's

surveillance policy.,



Future Pund Policyvon Exchange Rate Surveillance

4, You will see from the cover note to the Staff paper that the Fund will

in due course be putting forward further papers on how it should probeed in
exercising surveillance over exchange rate policies, given the new Article IV.
Until we know what the Fund may have in mind, there is not .much to be said

on this topic. I will ask Mr Kent to see whether he can get any advance motice
of the likely Staff proposals. It is, however, difficult to see that any
dramatic change in the Fund's procedures is either necessary or desirable.
Article IV does not represent a significant change in the working of exchange
markets. While one can understand the Staffis feelings of frustration in

this matter, the main procedure for surveillance of exchange rate policies
should presumably continue to be periodic Article VIIL/XIV and purchase
consultations. Apart from this, there is the possibility, which we discussed
to some extent in December, that the Fund might occasionally be present at
Group of 5 and Group of 10 meetings, at least when these are held in the margin
of Working Party 3 meetings. Apart from this, however, the Staff could amd
should be encouraged to do more research on the question of exchange rate
movements on competitiveness. If they also wish to suggest a review of the
existing guidelines for floating, in the light of the new Article IV, we would
presumably not want to object, though it is not obwvious that any significant

chénges are required.

Se Since didating this note, I have seen a copy of Mr Littler's minute of

28 May to Mr Edwards on the general question of a more coherent collective
approach to the subject of exchange rates and competitiveness. My preliminary
reaction is not to alter what I have said above about the role of the IMF.

I imegine we would want to pursue the question of a collective approach te the
subject of exchange rates andcompetitiveness in the Group of 5 and Group eof 10

in the first instance before involving the Fund.

2 June 1976
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The undertaking would be contingent and might not need to be
implemented 1f any sums spent on supporting the £ flowed back.
11. Dr. Witteveen did not comment on this but said he felt
discussions between the UK and the IMF should start quite soon.

He undertook that the IMF would do ﬂverytnzné p0551ole to help the

"Chancellor if he produced a suitable package. He felt that

spending cuts should be made as early as possible. The Chancellor
said he would reflect on what Dr. Witteveen had said. Mr. Ryrie
had explained the difficulties of early action on public expenditure
and he himself felt it would be a disaster to throw away the
Government's understanding with the trade unions, which was the key
to the progress made so far, Moreover, as he had pointed out, he
had not consulted his colleagues about’ reducing public expenditure

below White Paper levels.

"12. In conclusion Dr. Witteveen wished the Chancellor success in

arrying through the policies which had made such an excellent star:

?/\\'/ ’ i\'\

(N. MONCK)
3rd June 1976
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