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MINUTES * 
OF THE 235th MEETING OF THE COMMITTEE OF GOVERNORS 

OF THE CENTRAL BANKS OF THE MEMBER STATES 

OF THE EUROPEAN ECONOMIC COMMUNITY 

HELD IN BASLE ON TUESDAY, 9th MAY 1989 AT 9.30 a.m. 

Those present at the meeting were: the Governor of the Bank of 

Greece and Chairman of the Committee, Mr. Chalikias, accompanied by 

Mr. Papademos, Mr. Karamouzis and Mr. Brissimis; the Governor of the Banque 

Nationale de Belgique, Mr. Godeaux, accompanied by Mr. Rey and Mr. Michielsen; 

the Governor of Danmarks Nationalbank, Mr. Hoffmeyer, accompanied by 

Mr. Mikkelsen; the President of the Deutsche Bundesbank, Mr. Pohl, accompanied 

by Mr. Gleske and Mr. Fischer-Erlach; the Governor of the Banco de Espafia, 

Mr. Rubio, accompanied by Mr. Linde and Mr. DurSn; the Governor of the 

Banque de France, Mr. de LarosiGre, accompanied by Mr. Waitzenegger and 

Mr. Cappanera; the Governor of the Central Bank of Ireland, Mr. Doyle, 

accompanied by Mr. O'Grady Walshe and Mr. Reynolds; the Governor of the 

Banca d'Italia, Mr. Ciampi, accompanied by Mr. Dini and Mr. Santini; the 

President of De Nederlandsche Bank, Mr. Duisenberg, accompanied by Mr. Szdsz 

and Mr. Benard; the Governor of the Banco de Portugal, Mr. Tavares Moreira, 

accompanied by Mr. Pggo Marques and Mr. Amorim; the Governor of the Bank of 

England, Mr. Leigh-Pemberton, accompanied by Mr. Crockett and Mr. Price; 

the President of the Commission of the European Communities, Mr. Delors, 

accompanied by Mr. Costa, Mr. Carr6 and Mr. Dixon; the Director General of 

the Luxembourg Monetary Institute, Mr. Jaans; the Secretary of the Monetary 

Committee, Mr. Kees. Also present at the meeting was Mr. Dalgaard, Chairman 

of the Group of Experts. The Secretary General of the Committee, Mr. Morelli, 

his Deputy, Mr. Bascoul, Mr. Scheller and Mr. Giles, and Mr. Bockelmann and 

Mr. Dagassan also attended. 

In addition, Mr. Lamfalussy, General Manager of the BIS, and 

Mr. Gros, Head of the Banking Department of the BIS, took part in the discussion 

of item IV of the agenda. 

* Final text approved at the meeting on 11th July 1989, which incorporates 
some drafting changes. 



The Chairman opened the meeting by informing the Committee that, 

as from the next meeting, the Commission of the European Communities would 

be represented either by its President, Mr. Delors or by Mr. Christophersen, 

Vice-President with responsibility for Economic and Financial Affairs. 

I. Approval of the minutes of the 234th meeting 

The Committee approved the minutes of the 234th meeting, on the 

understanding that the editorial amendments suggested would be incorporated 

in the final text. 

11. Monitoring of economic and monetary developments and policies in the 

EEC based on: 

- Preparation by the "Dalgaard Group" and discussion by the Committee 

of Alternates; 

- Statistical charts and tables 

A. Statement by Mr. Dalgaard 

The "Monitoring Group" had concentrated on three questions: the 

continuing strength of the dollar, the increase in interest rates in Germany 

and its repercussions, and the Spanish peseta. 

The general feeling was that the foreign exchange markets were 

continuing to show remarkable confidence in existing exchange rate relationships 

and that capital flows were therefore to a large extent determined by interest 

rate differentials. 

The dollar had remained at a high level in April and early May, 

between 1.85 and 1.89 against the Deutsche Mark, and just recently had even 

risen above 1.90. High US interest rates were the key to the dollar's underlying 

strength; had it not been for the fear of central bank intervention, it 

would probably have risen further. During the first three weeks of April 

the dollar had eased slightly in response to the G-7 meeting, together with 

intervention by the Bank of Japan and expectations of a slowdown of growth 

in the United States and consequently a fall in interest rates. It had 

since strengthened again, reflecting at least partly the markets' belief 

that the central banks would not, after all, do much to check the movement; 

official US statements that the dollar's current level was satisfactory had 



also played a part. The central banks had not in fact done very much to 

push the dollar down. Total intervention in April had resulted in some 

112 billion of net dollar purchases, despite small sales by the Federal 

Reserve and some EC central banks. Other central banks, in particular Sveriges 

Riksbank, Norges Bank, the Banco de Espafia and the Banco de Portugal, had 

bought considerable amounts of dollars. In the first week of May net sales 

of dollars had totalled some 1.4 billion. 

There had been some concerted intervention in late April and 

early May, following a standard procedure, whereby the European central 

banks would do nothing during the morning but then, when the Federal Reserve 

entered the market, if the dollar was rising, it would propose concerted 

action, would itself sell, but only moderate amounts, and the European 

central banks, often fifteen or sixteen of them, would intervene together, 

also fairly modestly. For example, the Deutsche Bundesbank had committed 

only about half the amounts spent by the Federal Reserve, and the other 

central banks generally symbolic amounts. Moreover, as soon as this intervention 

had halted the rise of the dollar, the Federal Reserve would stop. The 

"Monitoring Group" had felt that this technique was the worst possible way 

of intervening if exchange rates were really to be influenced: not only did 

this approach have little effect, it tended to undermine the credibility of 

central bank action. It would be better to intervene less often, but at the 

right time, namely when the dollar was already falling, and a number of 

opportunities of this kind had arisen in the past few weeks. The Federal 

Reserve clearly did not take this view; it now seemed willing to take the 

initiative and intervene on a larger scale than previously and than the 

European central banks, but it maintained a defensive attitude and halted 

its intervention as soon as the dollar stopped rising. Its purpose was not 

to weaken the dollar, lest the movement should go too far, and to keep the 

markets quiet so that the US deficits could continue to be financed smoothly. 

Within the EMS, the main feature had been the relative weakness 

of the Deutsche Mark, as demonstrated by the very large intervention purchases, 

equivalent to US$ 3.7 billion in April and US$ 2.5 billion in the first 

week of May. The total so far this year was in excess of US$ 20 billion, 

i.e. almost as much as for the whole of 1988 (US$ 27 billion). The Deutsche 

Mark was still the strongest currency in the exchange rate mechanism, with 

the lowest interest rates in the Community, but it was weak measured against 

the strong fundamentals. This could be explained in particular by the fact 



t h a t  confidence i n  t h e  p re sen t  exchange r a t e  r e l a t i o n s h i p s  wi th in  t h e  EMS 

was such t h a t  i n t e r e s t  r a t e  d i f f e r e n t i a l s  were s t i l l  s u f f i c i e n t  t o  make 

investments i n  t h e  o the r  cu r r enc ie s  a t t r a c t i v e .  Spec ia l  f a c t d r s  had a l s o  

played a p a r t ,  f o r  example, i n  Spain, and a l s o  Germany, where p o l i t i c a l  

developments seemed t o  be weakening t h e  Government, even though t h e  genera l  

e l e c t i o n s  were not  t o  be he ld  f o r  another  year  and a h a l f .  

O f f i c i a l  German r a t e s  had been r a i sed  by 112 percentage poin t  on 

24th Apr i l ,  i n  order  t o  moderate monetary growth, dampen down p r i c e  i nc reases  

and a l s o  support  t h e  Deutsche Mark. Market r a t e s  had r i s e n  by only 114 

percentage poin t ,  and only i n  t h e  case  of short- term r a t e s .  Long-term r a t e s  

had even eased somewhat, perhaps a s  a r e s u l t  of t h e  dec is ion  t o  abo l i sh  t h e  

withholding t a x  a s  from 1st J u l y  1989. However, t h i s  measure and t h e  h igher  

i n t e r e s t  r a t e s  had so  f a r  had no e f f e c t  on t h e  Deutsche Mark exchange r a t e .  

Most EC coun t r i e s  had followed t h e  r i s e  i n  German i n t e r e s t  r a t e s .  

I n  some coun t r i e s  it had been necessary t o  r a i s e  o f f i c i a l  r a t e s ,  i n  o the r s ,  

such a s  France, market r a t e s  had increased s u f f i c i e n t l y  without a change i n  

key r a t e s .  Overal l ,  t h e r e  had been l i t t l e  change i n  i n t e r e s t  r a t e  d i f f e r e n t i a l s  

between t h e  EC coun t r i e s ,  and it was the re fo re  not  s u r p r i s i n g  t h a t  t h e  

impact on exchange r a t e s  had been l imi t ed .  

The e f f e c t  of abol i sh ing  t h e  withholding t a x  i n  Germany might be 

f e l t  l a t e r .  Residents might be wai t ing  f o r  formal a b o l i t i o n ,  on 1st Ju ly  

1989, o r  even t o  be s u r e  t h a t  t h e  t a x  would not  be reintroduced i n  a Community 

context .  While r e p a t r i a t i o n  of c a p i t a l  would probably be slow, new outflows 

should dec l ine ,  and t h a t ,  combined with t h e  cons iderable  current-account  

su rp lus ,  should be s u f f i c i e n t  t o  s t rengthen  t h e  Deutsche Mark. 

The expe r t s  from t h e  EC c e n t r a l  banks had no t  voiced any c r i t i c i s m  

concerning t h e  repercuss ions  of t h e  increase  i n  German i n t e r e s t  r a t e s ,  but 

they had f e l t  t h a t  it would have been h e l p f u l  t o  have been n o t i f i e d  of t h e  

dec is ion  i n  advance, a s  it was important t o  Germany's p a r t n e r s  and had come 

a s  a s u r p r i s e  t o  a l l  of them. 

The o ther  cu r r enc ie s  p a r t i c i p a t i n g  i n  t h e  exchange r a t e  mechanism 

had no t  experienced any p a r t i c u l a r  problems. The French f r a n c  had performed 

we l l ,  supported undoubtedly by t h e  p o s i t i v e  fundamentals. The I t a l i a n  l i r a  

had a l s o  been f i rm,  mainly because of high i n t e r e s t  r a t e  d i f f e r e n t i a l s ,  

given t h a t  t h e  balance of payments and i n f l a t i o n  were not  developing p a r t i c u l a r l y  

well .  The s t a b i l i t y  of t h e  l i r a  showed t h a t  not  only d id  t h e  market no t  

a n t i c i p a t e  a realignment,  it d id  no t  even expect any major changes wi th in  



the margin; the lira could at present afford to fall by 5% and still remain 

within the margin. The market for the Danish krone was again quiet following 

the pressures of late March. In Ireland interest rates had increased more 

than in other countries - by 1 percentage point for short-term rates and 

1/2 percentage point for long-term rates - because of large-scale capital 

outflows, amounting to nearly $1 billion since February. The Central Bank 

of Ireland had for a long time hesitated to raise interest rates, as growth 

was weak, inflation low and the balance of payments in surplus. In the 

Netherlands the recent political tension, which meant that the elections 

would be brought forward to September, had temporarily weakened the guilder 

slightly. However, a small increase in interest rates had been sufficient 

to restore the former exchange rate relationship between the Deutsche Mark 

and the guilder. 

The fundamental situation in Spain was unchanged; growth was 

still strong, no tightening of fiscal policy was expected and therefore 

monetary policy had to be very restrictive. High interest rates had attracted 

large capital inflows, and to limit them the Banco de Espaiia had allowed 

the peseta to appreciate, for example, by 10% against the Deutsche Mark 

since the beginning of 1988, and had raised reserve requirements. This had 

succeeded in curbing residents' borrowing abroad, but foreign investors had 

turned to massive buying of Spanish Treasury bills. Although the current- 

account deficit was growing apace, the market was unperturbed, since it 

felt that the deficit could easily be financed by new inflows of capital, 

given that investment in pesetas was still very attractive. 

Sterling had recently been under some pressure. It had seemed 

that higher interest rates might be necessary but up to early May this had 

been avoided, mainly because of the publication of better-than-expected 

trade figures. Overall, the sterling/Deutsche Mark rate had remained relatively 

stable and market interest rates had not moved much. 

In Greece and Portugal the policy of gradual, moderate exchange 

rate depreciation had been continued, but with the difference that it had 

been accompanied by considerable capital outflows in Greece, while in Portugal 

there had been substantial capital inflows. 

Lastly, it should be noted that, as was mentioned in the monthly 

report of the Agent for the EMCF, the first transaction with an Other Holder 

of ECUs had taken place in April, when De Nederlandsche Bank had sold ECU 

50 million to the Swiss National Bank. 



B. Statement by Mr. Papademos 

The Alternates had focused their attention on the effectiveness 

of recent intervention in the foreign exchange markets, the longer-term 

outlook for exchange rate developments, and interest rate policies in the 

Community. 

1. The interventions carried out recently, especially by the 

Federal Reserve, had been judged to be relatively ineffective. They would 

have been more effective if they had been larger, if they had been better 

concerted, and if they had been reinforcing exchange rate movements rather 

than resisting them. It had been pointed out that the Federal Reserve had 

been reluctant to pursue such a strategy, for fear of provoking a sharp 

fall in the dollar. If recent intervention practices continued, central 

banks could lose their credibility in this area. 

2. In recent months paradoxical exchange rate relationships had 

been observed. The currencies of countries with relatively high inflation 

and current-account deficits had been appreciating, while the currencies of 

countries with low inflation and current-account surpluses had tended to 

depreciate. Two explanations could be offered for this. Firstly, markets 

attached greater importance to interest rate differentials than to fundamentals, 

partly owing to the perception that the central banks were aiming at nominal 

exchange rate stability, and this tended to reduce the exchange rate risks. 

Secondly, countries which were experiencing high growth rates and inflationary 

pressures were pursuing tight monetary policies that were not adequately 

supported by fiscal policies, and this kept interest rates high and induced 

capital inflows. 

One Alternate had stressed that in view of the increasing integration 

of financial markets, the adjustment process had to be seen in a wider 

context. The developments observed were symptomatic of a difference in 

cyclical positions between the countries concerned. There was an important 

trade-off. Countries that were pursuing tighter monetary policies to ease 

inflationary pressures had contributed to the convergence of inflation 

rates but at the cost of larger divergences in current-account positions. 

If current-account imbalances primarily reflected different cyclical positions, 

they would have to be accepted temporarily. Intervention and interest rate 

policies would not be successful in dealing with situations resulting from 



divergent economic performances. It had been suggested that the factors 

causing these differences in cyclical positions should be re-examined. 

Other Alternates had emphasised the structural nature of recent 

developments in the financial markets. The new financial environment, character- 

ised by the advent of new financial instruments and large capital movements, 

had implications for the conduct of monetary policies. Some felt that the 

liberalisation of capital movements might delay rather than facilitate the 

adjustment process. 

3. The German Alternate had pointed out that the recent increases 

in official interest rates had not had a lasting impact on the Deutsche 

Mark exchange rate vis-5-vis the major currencies, partly because market 

interest rates in other countries had increased by an equal or greater 

amount, thus maintaining or even widening interest rate differentials. On 

the same subject, another Alternate had observed that, if German monetary 

policy was to provide the anchor for price stability in the EMS and the 

exchange rate was no longer available as an instrument to curb inflation, 

the Bundesbank had to use the remaining instruments, that is interest rates, 

to preserve price stability. In addition, in view of the inappropriate 

policy mix in the United States and the high level of capacity utilisation, 

a dollar depreciation was unlikely to contribute to the adjustment process 

but might exacerbate inflationary pressures. 

Finally, the Alternates had referred to the recent sharp rise in 

Irish interest rates. The limited liberalisation of long-term capital flows 

at the beginning of the year had led to capital outflows mainly because 

institutional investors had diversified their portfolios. The official 

foreign exchange reserves had fallen considerably, which had reinforced the 

need to increase interest rates. 

C. Discussion by the Committee 

The Chairman noted that the appreciation of the dollar despite 

some slowdown in economic activity in the United States was surprising and 

raised the fundamental question of whether it was a case of the market 

"overshooting" and thus a temporary movement or rather a new and lasting 

upward trend that called for the Governors' close attention. The Governors 

might also look at recent developments in Germany, viz. the interest rate 

increases, the abolition of the withholding tax on interest income and the 



sharp rise in the current-account surplus (+44% in the first quarter of 

1989). 

Mr. P6hl offered some comments on a number of points that had 

been dealt with in the full and balanced reports of Mr. Dalgaard and 

Mr. Papademos. 

The raising of German interest rates had three main reasons, 

which had already been aired over a number of weeks, in particular within 

the Committee, so that there had perhaps been an element of surprise in the 

timing, but not in the measure itself. The first reason related to the 

stronger-than-expected growth of the German economy, which harboured increased 

risks of overheating. Bottlenecks were already appearing in certain sectors, 

and the present position was that of a late phase in a cycle of six to 

seven years of continued growth. Problems like those affecting other European 

countries, such as the United Kingdom, had to be avoided. Moreover, even 

though the next wage negotiations would not be taking place until 1990, 

there were growing indications that the strength of the economy and other 

factors would lead to substantial claims, particularly as the price situation 

was not as favourable as usual. Consumer prices were rising at an annual 

rate of 3%, which was high by German standards, although account had to be 

taken of the impact of the raising of consumption taxes. More worrying was 

the rise in import prices, at an annual rate of almost 12%, which resulted 

in particular from the increase in oil prices and the deterioration in the 

terms of trade. 

The second reason for the raising of interest rates was the Deutsche 

Mark exchange rate, which was neither conducive to price stability nor 

compatible with the current-account surplus. The surplus was growing steadily 

and might exceed US$ 50 billion for the year as a whole; it was due in part 

to the depreciation of the Deutsche Mark in nominal and real terms vis-2-vis 

the dollar and also the yen and other currencies, such as sterling and the 

Spanish peseta. The trade surplus had narrowed appreciably in 1988 vis-2-vis 

the United States but had widened again since last autumn; more generally, 

the surplus reflected the strong demand for manufactures and capital goods 

in a number of European countries, particularly those experiencing extremely 

buoyant domestic demand and inflationary pressures. Germany's surplus also 

had to be seen from the angle of the country's trading partners which, 

thanks to the freedom of the market, could absorb and counterbalance domestic 

pressures, but when all countries were overheating this equilibrating process 

no longer functioned. 



Although it was slowing somewhat, monetary growth remained strong 

and was overshooting the targets for the third year in succession; this was 

the third reason for the tightening of monetary policy. Follbwing the raising 

of interest rates in January the market had anticipated further increases 

in March, which the Bundesbank had not implemented. When official rates had 

been raised on 24th April market rates, which had risen in the meantime, 

had hardly moved. Overall, however, they had virtually doubled within eight 

months at the short-term end. Long-term rates had changed little; the abolition 

of the withholding tax might have contributed to their stability, but an 

upward trend had developed recently, probably in connection with the appreciation 

of the dollar. 

The surprising strength of the US currency was related to the 

weakness of the yen and the Deutsche Mark, which was due in part to political 

factors but also to other influences, for example the fact that the markets 

had grown accustomed to the existing large imbalances and to the idea that 

the world could live with them, which was a dangerous attitude. Another 

factor, which merited closer examination, could be found in the restrictive 

policy long pursued by the Federal Reserve and reflected in particular in 

an undershooting of the targets for the monetary aggregates, whereas the 

contrary was the case in Japan and a number of European countries. 

The central banks' intervention policy had been criticised as 

being the worst imaginable. This was true in part; for instance, the Federal 

Reserve and the US Treasury were in fact very anxious not to trigger an 

uncontrollable fall in the dollar. Apart from this, however, it had to be 

stressed that the burden of intervention was essentially being borne by the 

Deutsche Bundesbank. Use of the Deutsche Mark had, in fact, grown considerably. 

Holdings of that currency were in excess of DM 100 billion in Europe and 

the United States alone, not counting holdings elsewhere, on which there 

was little information. Within the EMS exchange rate mechanism, where the 

Deutsche Mark was naturally the intervention and reserve currency, holdings 

amounted to 36 billion, which did not appear excessive; the figure for the 

United States was 34 billion. These large purchases had certainly enabled 

the Deutsche Mark to remain the strongest EMS currency, despite relatively 

low interest rates, but they had not prevented its international weakness. 

At all events, consideration had to be given to the possible consequences 

of a reversal of the situation, of massive use of these holdings, which 

represented approximately 17% of global exchange reserves. Moreover, the 



use of t h e  Deutsche Mark i n  in t e rven t ions  gave r i s e  t o  money c rea t ion ,  and 

thus  t o  an i n f l a t i o n  r i s k  depending on t h e  ex ten t  t o  which it was neu t r a l i s ed .  

There were the re fo re  l i m i t s  t o  i n t e rven t ion ,  and i n  t h e s e  circumstances, i f  

t h e  d o l l a r  continued t o  r i s e  and t h e  yen and t h e  Deutsche Mark t o  deprec ia te ,  

i n t e r e s t  r a t e  d i f f e r e n t i a l s  would have t o  be widened, which meant t h a t  i f  

t h e  a u t h o r i t i e s  o r  t h e  market f a i l e d  t o  br ing  about a  f a l l  i n  r a t e s  i n  t h e  

United S t a t e s ,  they would have t o  be r a i sed  f u r t h e r  i n  Europe. 

The Bundesbank's dec is ion  t o  r a i s e  i t s  r a t e s  had caused some 

disappointment among i t s  pa r tne r s  because of t h e  lack  of p r i o r  consul ta t ion .  

The German c e n t r a l  bank was i n  f a c t  a  f i rm be l i eve r  i n  co-operation and in  

monetary po l i cy  co-ordinat ion,  i n  p a r t i c u l a r  within t h e  exchange r a t e  mechanism, 

and had furnished proof of t h i s  i n  t h e  pas t ;  however, l i k e  i t s  counterpar t s ,  

it had c o n s t r a i n t s  of i ts own, and t h e  example of 24th A p r i l  showed t h a t ,  

i n  t h e  present  s t a t u t o r y  i n s t i t u t i o n a l  framework, ex a n t e  co-ordinat ion of 

economic and monetary p o l i c i e s  had i t s  l i m i t s .  This example might con t r ibu te  

t o  speeding up t h e  establ ishment  of a  common decision-making s t r u c t u r e  i n  

l i n e  with t h e  r epor t  of t h e  "Delors Committee". 

M r .  de LarosiGre thought t h a t  t h e  cur rent  s i t u a t i o n ,  following 

t h e  dec is ion  of t h e  Bundesbank t o  r a i s e  i t s  key r a t e s ,  was paradoxical  i n  

seve ra l  respec ts .  That ac t ion  had been taken e s s e n t i a l l y  on domestic grounds, 

i n  response t o  s igns  of tens ions ,  but  had it been e f f e c t i v e ?  Cer ta in ly  not  

a s  f a r  a s  t h e  Deutsche Mark exchange r a t e  was concerned, which had depreciated 

v is -5-v is  t h e  d o l l a r  over t h e  p a s t  two weeks. The d o l l a r ' s  s t r e n g t h ,  however, 

had o the r  causes, a s  had been mentioned, but  t h e r e  was a l s o  t h e  f a c t  t h a t  

i n  Europe i n t e r e s t  r a t e s  had r i s e n  following t h e  German dec is ion  even i n  

those  coun t r i e s  where o f f i c i a l  r a t e s  had no t  been increased.  Thus t h e r e  had 

been no r e a l  change i n  r e l a t i v e  pos i t i ons .  The German measure might have 

some impact on domestic demand, but  was t h i s  intended? A s  M r .  Pohl had 

s a i d ,  one of t h e  e s s e n t i a l  elements i n  t h e  German economic boom was t h e  

s t r e n g t h  of exports  and thus  of domestic demand i n  Germany's t r ad ing  pa r tne r s ,  

i n  Europe i n  p a r t i c u l a r .  For them, t h e  very f a c t  of having followed t h e  

increase  i n  German i n t e r e s t  r a t e s  meant t h a t  t h e r e  was no fundamental 

change i n  t h e i r  r e l a t i v e  macro-economic pos i t i ons ,  and thus  no adjustment 

of t h e  fundamentals i n  volume terms such a s  would enable German expor ts  t o  

be reduced somewhat. 

It the re fo re  seemed c l e a r  t h a t  t h e  r e a l  problem t h a t  had t o  be 

examined was one of more concerted management of t h e  European and 



international macro-economy. However, such management was faltering at the 

global level because it was always difficult to incorporate US policy, 

which lay outside the scope of European economic intervention =nd currmtly 

raised a number of concerns, in particular in the fiscal sphere. The 

inflationary pressures observed in several countries could ultimately only 

be alleviated if the slowdown in the US economy, of which there were some 

preliminary indications, was confirmed. The concerted management of the 

macro-economy was also faltering at Community level; in particular, there 

was no genuine discussion of the adjustment of relative macro-economic 

positions. In this context the Bundesbank could raise its rates following a 

surprise decision by its Central Bank Council, a decision which might have 

certain effects and no others but which rather indicated that the 

EC countries were proceeding blindly. As Mr. Pohl had pointed out, this 

example should lead to a reflection on the quality of the decision-making 

process and of ex ante concertation within the Community. Such concertation 

had been lacking on 24th April, which was regrettable, but it was at least 

equally important to establish genuine concertation on the "fundamentals" 

than to know whether the Bundesbank was going to raise its rates on a 

particular Thursday or fifteen days later. 

As far as interventions on the foreign exchange markets were 

concerned, Mr. de LarosiGre recognised their limits but agreed with the 

criticisms expressed by Mr. Dalgaard. For several weeks now interventions 

had neither been vigorous enough nor sufficiently well managed. Without 

seeking to push the dollar into a new downward cycle, the timing of intervention 

during the day could be varied to secure the best effect. It would therefore 

be useful to review central banks' intervention techniques and procedures 

in the days ahead. 

Mr. Ciampi agreed that the markets appeared to be accepting the 

large disequilibria which existed both globally and within the EMS, and 

that relative macro-economic positions were a major factor behind these 

imbalances. This accommodation or resignation on the part of the markets 

regarding the disequilibria meant that the authorities had to do everything, 

and quickly, to restore equilibrium. Adjustment policies in each country 

were therefore essential, and it was very important that they should be 

pursued within a framework of co-ordination and concertation of macro-economic 

policies. 

In Italy the performance of the lira showed that the status quo 

had become accepted; although there were clear signs of a worsening of the 



economic s i t u a t i o n ,  i n  terms of i n f l a t i o n  and t h e  current-account  balance, 

t h e r e  had been no r eac t ion  on t h e  fo re ign  exchange markets. On t h e  

cont rary ,  t h e  l i r a  remained f i rm and had even apprec ia ted  i n  nominal and 

r e a l  t e r m s  v i s - a -v i s  o ther  EMS currencies .  While t h i s  was c l e a r l y  welcome 

from t h e  po in t  of view of checking i n f l a t i o n ,  it should not  obscure t h e  

f a c t  t h a t  t h e  fundamental d i s e q u i l i b r i a  were worrying and d i f f i c u l t  t o  

co r rec t .  Although s t i l l  inadequate,  I t a l i a n  f i s c a l  po l i cy  seemed t o  be 

embarking on t h e  r i g h t  pa th ,  and t h e  measures adopted a t  t h e  end of March 

should l i m i t  t h e  c e n t r a l  government d e f i c i t  f o r  1989. Moreover, domestic 

demand could be r e s t r a i n e d  by t h e  bringing forward, from November t o  June, 

of t h e  payment of personal  and corpora te  taxes .  

The cu r ren t  problems observed i n  most coun t r i e s  h ighl ighted  t h e  

importance of co-ordinat ion of macro-economic, monetary and exchange r a t e  

p o l i c i e s .  Recent developments had shown t h a t ,  within Europe, i n t e r e s t  r a t e  

d i f f e r e n t i a l s  had no t  r e a l l y  changed a f t e r  t h e  German dec is ion ,  which, f o r  

t h a t  reason, had remained l a r g e l y  i n e f f e c t i v e .  

With regard t o  in t e rven t ions  on t h e  fore ign  exchange markets, 

M r .  Dalgaard suggested t h a t  both t h e  method and t h e  timing could be improved. 

I t  was t r u e  t h a t  even i f  they were of l imi t ed  value,  i n t e rven t ions  could be 

made more e f f e c t i v e ,  f o r  example by opera t ing  i n  a  p rocyc l i ca l  d i r e c t i o n  

r a t h e r  than defens ive ly ,  when t h e  d o l l a r  was r i s i n g .  

M r .  Duisenberg observed t h a t  D e  Nederlandsche Bank had innnedi- 

a t e l y  followed t h e  increase  i n  i n t e r e s t  r a t e s  by t h e  Deutsche Bundesbank. 

A s  regards t h e  decision-making process,  t h e r e  was no t  a s  powerful a  Cent ra l  

Bank Council i n  Amsterdam a s  t h e r e  was i n  Frankfurt .  Although t h e  German 

dec is ion  had been su rp r i s ing ,  it was q u i t e  understandable given t h e  domestic 

and e x t e r n a l  cons idera t ions  underlying it. Simi lar  reasons had been behind 

t h e  Dutch dec is ion .  The i n f l a t i o n  r a t e  was low - a t  0.8% t h e  lowest i n  

Europe - but  it was inf luenced by t h e  lowering of VAT, which had helped t o  

dampen i n f l a t i o n .  Worrying s igns  were emerging i n  o the r  a reas .  For example, 

some acce le ra t ion  i n  wage increases  was evident ;  t h e  agreements concluded 

r ecen t ly  kept  j u s t  within t h e  l i m i t s  of product iv i ty  ga ins ,  and a  number of 

agreements were due t o  exp i re  a t  t h e  end of t h e  year.  I n  add i t ion ,  t h e  

dura t ion  of t h e  agreements was becoming s h o r t e r ,  which was a  r e f l e c t i o n  of 

t h e  t ens ions  on t h e  labour market. I n  some s e c t o r s  capaci ty  l i m i t s  were 

being reached, and capaci ty  u t i l i s a t i o n  o v e r a l l  s tood a t  a  record l e v e l .  



The rise i n  import p r i c e s ,  i n  p a r t i c u l a r  of raw m a t e r i a l s ,  was a l s o  worrying. 

The main concern, however, was monetary growth. Af te r  t h e  United Kingdom, 

t h e  Nether lands had r e g i s t e r e d  t h e  sha rpes t  growth i n  M2 i n  1988 - a r a t e  

of 14% - and it had p e r s i s t e d  s i n c e  t h e  s t a r t  of t h e  year .  I n  t h e s e  

circumstances D e  Nederlandsche Bank, which would no t  have taken  t h e  i n i t i a t i v e  

t o  r a i s e  i t s  i n t e r e s t  r a t e s ,  had taken  t h e  German dec i s ion  a s  an oppor tun i ty  

t o  do so ;  it had even gone f u r t h e r  i n  t h a t  it had en t e r ed  i n t o  d i s cus s ions  

w i th  t h e  commercial banks t o  conclude a  gentleman's agreement aimed a t  

moderating money c r e a t i o n .  

The Chairman s a i d  t h a t  t h e  i nc rease  i n  German i n t e r e s t  r a t e s  had 

a l s o  persuaded t h e  a u t h o r i t i e s  i n  Greece t o  i nc rease  i n t e r e s t  r a t e s ,  i n  

p a r t i c u l a r  on Treasury b i l l s .  

M r .  Rubio remarked t h a t  i n  Spain t h e  c u r r e n t  d i f f i c u l t i e s  were i n  

l a r g e  p a r t  due t o  t h e  mix between monetary po l i cy  and f i s c a l  po l i cy .  The 

aim of f i s c a l  po l i cy  was t o  reduce t h e  pub l i c  d e f i c i t ,  which was n o t  very  

h igh  compared wi th  t h e  o t h e r  European coun t r i e s  bu t  which was neve r the l e s s  

p lay ing  an expansionary r o l e  a t  a  t i m e  when domestic demand, p a r t i c u l a r l y  

investment demand, was very  s t rong .  It was no t  ve ry  l i k e l y  t h a t  t h e  Government 

would be a b l e  t o  change f i s c a l  p o l i c y  fundamentally i n  1989, bu t  c e r t a i n  

measures might soon be taken  which might a l l e v i a t e  t h e  monetary po l i cy  

dilemma. The pese ta  had f o r  q u i t e  some t i m e  been s u b j e c t  t o  s t r o n g  upward 

p re s su re s  and it had app rec i a t ed ,  f o r  example, v i s - 5 - v i s  t h e  Deutsche Mark 

by 11% i n  r e a l  terms over  t h e  l a s t  twelve months. Fu r the r  app rec i a t i on  was 

n o t  d e s i r a b l e ,  given t h a t  t h e  cur ren t -account  d e f i c i t  was i nc reas ing  con- 

s i d e r a b l y ;  f o r  t h e  year  a s  a  whole it was expected t o  be double i ts  1988 

l e v e l ,  reaching approximately US$ 7 b i l l i o n ,  equ iva l en t  t o  more than 2% of 

GDP. However, t h e  Banco de Espafia had t o  fol low a r e s t r i c t i v e  monetary 

po l i cy  and maintain h igh  i n t e r e s t  r a t e s  t o  counter  domestic demand p re s su re s  

and i n f l a t i o n a r y  t ens ions .  

M r .  Hoffmeyer r e c a l l e d  t h a t  i n  Apr i l  he  had argued t h a t  t h e  EC 

c o u n t r i e s  should no t  au toma t i ca l l y  fol low t h e  i n i t i a t i v e s  of t h e  Deutsche 

Bundesbank i n  r e spec t  of i n t e r e s t  r a t e s  un l e s s  cond i t i ons  r e a l l y  c a l l e d  f o r  

it. I n  January Danmarks Nationalbank had no t  followed s u i t  and had been 

p a r t l y  succes s fu l ,  but it was aware, a s  it had poin ted  o u t ,  t h a t  it could 

n o t  hold back i f  t h e r e  was a  f u r t h e r  i nc rease  i n  German i n t e r e s t  r a t e s .  

There had been such an i nc rease ,  which was no t  r e a l l y  s u r p r i s i n g ,  and it 

was important  t h a t  some c o u n t r i e s  had shown t h a t  it was no t  necessary  t o  



follow it. Even if market rates had risen nearly everywhere, there was a 

big difference if official rates had not, as they acted as a signal and had 

a major impact on expectations. 

Mr. Hoffmeyer remarked that at present the Deutsche Mark was the 

strongest currency in the EMS and that the German economy was also expand- 

ing rapidly. In these circumstances nothing could be done in a European 

context. The problem lay basically in the relationship between the Deutsche 

Mark and the dollar. It was, however, likely that any significant decline 

of the dollar would give rise to concern. At all events, it seemed that one 

could not criticise Germany's growth policy and monetary policy at the same 

time . 

111. Adoption of the Committee's report to the EC Ministers of Finance 

on developments on the foreign exchange markets of the nineteen 

countries participating in the concertation procedure during 

April and the first few days of May 1989 

The Chairman noted the Committee's adoption of the "concertation 

report", which would be sent to the EC Ministers of Finance in the usual 

way. 

IV. Organisation of the ECU clearing: criteria for extension 

The Chairman recalled that this question had been touched on in 

April but that it had been decided to deal with it in May after further 

examination by the Alternates. The Alternates had carried out their examination 

the previous day and Mr. Papademos would be giving an account of it. Before 

this, however, Mr. Lamfalussy could introduce the subject. 

A. Statement by Mr. Lamfalussy 

At their April meetings the Committee of Alternates and the Committee 

of Governors had discussed the problem raised by the question of accession 

of new banks to the private ECU clearing and settlement system. At the 

close of these discussions, it had been agreed that the question would be 

taken up again in May in order to try to reach a consensus on the desirable 

form and degree of EC central bank involvement in this matter. 



It should be recalled that in 1986, when the EC Governors and the 

BIS Board had decided that the BIS could agree to act as agent for the 

clearing and settlement system for the "private" ECU, it had'been generally 

accepted by the Governors and the Bank, that - in particular during the 

system's running-in phase - the rate of increase in the number of clearing 

banks, and the number itself, should satisfy two fundamental objectives: 

- the rate of increase should be sufficiently slow to enable the 

system to absorb new members without creating technical problems 

for the efficient operation of the system and without jeopardising 

its financial integrity; 

- yet, at the same time, it should be sufficiently fast to demonstrate 

that the system was not a closed one - i.e. that it was not to be 
regarded as one designed to protect the commercial interests of 

existing members. 

It had been to satisfy these objectives that the BIS had done two 

things. On the one hand, it had set a minimum admission criterion of a 

balance-sheet total of ECU 30 billion, i.e. six times the minimum level set 

by the ECU Banking Association (EBA) itself. On the other hand, the Bank 

had made repeated efforts to ensure that the process of admission should 

not come to a halt. 

It had become apparent from the outset that it would not be easy to 

reconcile the two objectives, but it had now become well-nigh impossible. A 

number of the existing clearing banks had grown more and more reluctant to 

admit new members and to accept a downward revision of the initial ECU 30 

BIS billion criterion. They invoked the potential increase in their own 

credit risks linked to a further enlargement of the number of members, but 

some of them at least might have other considerations in mind. Be that as 

it may, the result of their reluctance was likely to be that some quite 

respectable banks were left out in the cold. This was why the problem was 

being put to the central banks which clearly had an interest in the efficient, 

safe but also equitable operation of the system. 

There were many difficulties in trying to find a balanced solution, 

but two should be mentioned in particular. 

The first, which was a problem of procedure, derived from the 

fact that the BIS criterion of ECU 30 billion was part of the contractual 

arrangements between the BIS as agent and the EBA. This meant that it could 

not be altered - relaxed or replaced with another - unilaterally. The EBA 



had to approve any such amendment. In the absence of such approval, and 

this was precisely how things now stood, the only options left to the BIS 

were either to live with the present situation, at the risk of appearing to 

sanction the closed nature of the system, or to apply the shock treatment 

of withdrawing from the system, something which the agreement allowed but 

which neither the BIS, nor, certainly, the central banks, would contemplate 

happily . 
The second difficulty was more one of substance, and here three 

points should be made. From the point of view of the technical operation of 

the system, it would no doubt be possible to raise the number of clearing 

banks well above the present thirty-three. Secondly, however, one could not 

reject as irrelevant the view of those who argued that admitting a large 

number of banks might present dangers, in the form of increased credit or 

settlement risks, for the participating banks; such risks were inherent in 

the way the system worked and existed even with the present number of 

participants. Thirdly, at the same time, one could not help but feel that 

this argument was also used by some banks in order to protect their commercial 

interests. These fundamental difficulties warranted that due consideration 

be given to all appropriate measures to prevent any increase in the credit 

and settlement risks inherent in the operations of the system, but without 

laying it open to the charge of safeguarding vested interests. 

In order to carry out such a task, or indeed simply in order to 

continue to act as agent within the present framework, the BIS needed the 

support of the central banks concerned. As had been clearly understood 

right from the beginning, the clearing system should not, and could not, 

count on liquidity support from the central banks, and the BIS was naturally 

not asking for support of this kind. What it wanted was support to enable 

its representatives to act with greater authority in forthcoming discussions 

with the EBA regarding the operations of the system and, in particular, the 

rules of access to the status of clearing bank. Such moral and technical 

support could take different forms, but it was essential if the BIS was to 

continue to play a useful role in the private ECU clearing and settlement 

system. 



B. Statement by Mr. Papademos 

The Alternates had discussed at some length the is~ues relating 

to the enlargement of the private ECU clearing and settlement system and 

had arrived at the following conclusions. 

The Alternates agreed that the Governors could confirm their 

commitment to the private ECU clearing and settlement system as an open 

system which should develop in accordance with criteria that ensured adequate 

participation and promoted operational and prudential soundness. It was 

recognised that the BIS needed support in order to enable it to overcome 

the present deadlock. 

The Governors' commitment could be expressed as follows: 

1. The BIS would be provided with a summary of the Governors' discussion. 

The Alternates felt that this summary should contain, in particular, the 

following elements: 

(a) a reiteration of the principles laid down by the EC central banks 

in March 1983 governing the participation of the BIS as Agent for 

the ECU clearing system; 

(b) a reaffirmation of the desire to see the system evolve in accordance 

with well-defined admission criteria which would permit a balanced 

expansion of the system; 

(c) an expression of the desire that, pending the revision of the 

admission criteria, membership of the system should be extended 

to include a limited number of banks which were at present excluded 

for reasons which could not be justified on either credit or 

prudential grounds; 

(d) the creation of a technical working group as outlined below. 

2. A working group would be created, comprising experts drawn from 

the central banks, the Commission of the European Communities and the BIS. 

This group would assist the BIS in reviewing the criteria governing admission 

to the clearing system in order to bring about a satisfactory expansion of 

the membership of the system. The group should also examine the systemic 

risks in the clearing mechanism, in particular those related to the netting 

of transactions, taking into account the relevant prudential considerations. 

3. Finally, the BIS would be called upon to keep the Committee of 

Governors regularly informed of progress in its discussions with the ECU 

Banking Association. 



C. Discussion by the Committee 

Mr. de LarosiGre said that he had listened to the statements by 

Mr. Lamfalussy and Mr. Papademos with great interest and was in complete 

agreement with the four points put forward by Mr. Papademos. In fact, the 

Governors had already expressed such a view at their April meeting and the 

minutes clearly reflected this. The summary and structure proposed by 

Mr. Papademos were wholly appropriate, reasonable and balanced; they should 

form the decision or the summary of today's discussion by the Governors, so 

that Mr. Lamfalussy could act in the way he had indicated. 

Mr. Pohl expressed his full agreement with Mr. de LarosiGre; the 

Governors should support the BIS in opening up the ECU clearing system, as 

it was not in their interest to see the system closed. However, it was 

perhaps a little too early to decide to set up a new group, as there were 

so many already, and this also raised the problem of having to find experts 

and send them to all these groups and meetings. For the time being, it 

would be sufficient to endorse very clearly what had been said by Mr. Lamfalussy 

and to authorise him to inform the banks of this and even to tell them that 

there was a serious risk that the BIS would withdraw from the clearing 

system. 

Mr. Pohl added that he was not in favour of such an outcome but 

that the threat could be made. At all events, he thought that the support 

given by the central banks should impress the banks in the clearing system 

and persuade them to change their minds; if that did not happen, the Governors 

could look at the matter again. 

Mr. Lamfalussy felt that the support given in this way by the 

central banks should be sufficient, provided that the BIS could call for ad 

hoc discussions if there were technical problems. A permanent group was 

certainly not necessary, but situations might arise in which it would be 

very useful to seek the views of the central banks on certain technical 

matters. 

Mr. de Larosigre suggested that the fourth point made by Mr. 

Papademos should be amended to read that, if necessary, an ad hoc group 

could be convened to examine the items in question. 

The Chairman noted that the Committee was in agreement on the 

matter of the ECU clearing system and that the views of the Governors would 

be conveyed to the BIS in the form of a letter from the Chairman. A draft 

would be drawn up and circulated by the Secretariat; it could be amended 



following the written procedure, the final letter then being sent to Mr. 

Lamfalussy. 

V. Longer-term perspective of changes in the exchange rate structure, on 

the basis of a short presentation by Mr. Bockelmann 

The Chairman recalled that the usual procedure would have been 

for the Alternates to deal with this question first and for their Chairman 

to report to the Governors, but owing to lack of time they had not been 

able to do so. He proposed, however, that it should be discussed without 

waiting for the July meeting, as then the agenda was very likely to include, 

in addition to the usual items, the examination of Report No. 35 of the 

"Raymond Group" and the annual note on public finances; the latter was on 

the agenda of the present meeting, but since the Alternates had not analysed 

it, it seemed preferable to postpone discussion of this topic. 

A. Statement by Mr. Bockelmann 

The full text of this statement, which is annexed to the present 

minutes, was distributed to the members after the meeting. 

B. Discussion by the Committee 

Mr. Ciampi thought that the analysis of effective exchange rates 

presented by Mr. Bockelmann was of great interest and that it would in fact 

be desirable to broaden the study to obtain a more complete picture and to 

elucidate the links with the principal economic variables. With such an 

extension of the study in mind, some (essentially statistical) aspects 

deserved to be highlighted. Mr. Bockelmann had taken the consumer price 

index and unit labour costs as indicators or deflators. Both had their 

limitations and imperfections, as did any other benchmark, but one should 

try to choose the least bad. The first yardstick, prices, was only an 

imperfect indicator of a country's external competitiveness; the second 

took no account of the cost of capital and capital goods; moreover, 

calculations of unit costs varied appreciably between countries. One might 

follow the example of the Banca d'Italia, which had long used the wholesale 

prices of manufactured goods. Though not perfect, this benchmark was 

perhaps better suited to the 



ob jec t ive  i n  quest ion and gave r e s u l t s  s i t u a t e d  between t h e  two extremes 

obtained on t h e  b a s i s  of consumer p r i c e s  and u n i t  cos t s .  

F ina l ly ,  it should be noted t h a t  t h e  chosen base year ,  1979, was 

a  s p e c i a l  year f o r  I t a l y  because a  deprec ia t ion  of t h e  l i r a  had d e l i b e r a t e l y  

been engineered s o  a s  t o  allow it t o  hold i ts  pos i t i on  wi th in  t h e  EMS f o r  a  

longer period without realignment.  A t  t h e  time, i n f l a t i o n  d i f f e r e n t i a l s  

with t h e  p a r t i c i p a n t s  i n  t h e  exchange r a t e  mechanism had been very high, 

and t h e  Banca d ' I t a l i a  had wanted t h e  l i r a  t o  e n t e r  t h e  g r i d  a t  a  f a i r l y  

low l e v e l .  

M r .  Hoffmeyer observed t h a t  it was i n t e r e s t i n g  t o  review t h e  

development of e f f e c t i v e  exchange r a t e s  over a  number of years;  he  pointed 

out  t h a t  t h e  theory of purchasing power p a r i t y  held completely only a t  

t imes of high i n f l a t i o n .  A more s u b t l e  ana lys i s  should t a k e  account of a  

number of f a c t o r s  such a s  s e r v i c e s  and q u a l i t y ,  but it was d i f f i c u l t  t o  

grasp t h e  r e a l i t y  p e r f e c t l y .  Other independent measures, f o r  ins tance  based 

on p r o f i t s  and wages, ex i s t ed  and could be used. It had been found, f o r  

example, t h a t  i n  nea r ly  a l l  coun t r i e s  t h e  share  of wages had tended t o  

inc rease  u n t i l  t h e  e a r l y  1970s and had subsequently cont rac ted .  

M r .  Doyle shared M r .  Ciampi's and M r .  Hoffmeyer's r e se rva t ions  

regarding t h e  s t a t i s t i c s .  For ins tance ,  i n  I r e l and ,  t h e  f i g u r e s  based on 

consumer p r i c e s  were very  s t rong ly  inf luenced by t h e  h igh  incidence of 

i n d i r e c t  t axes ,  p a r t i c u l a r l y  s i n c e  1983. The f i g u r e s  ca l cu la t ed  on t h e  

bas i s  of u n i t  cos t s  were a l s o  a f f e c t e d  by t h e  s t r u c t u r e  of I r e l a n d ' s  economy 

and indus t ry .  The enormous importance of a g r i c u l t u r e  was no t  taken i n t o  

account, while  a  l a r g e  p a r t  of indus t ry  was very c a p i t a l - i n t e n s i v e .  Thus 

t h e  competitiveness of I r i s h  indus t ry  was not  measured on t h e  b a s i s  of u n i t  

labour c o s t s  but  more on t h a t  of wage r a t e s .  I n  a l l  such i n t e r n a t i o n a l  

comparisons, it was more important t o  compare s i m i l a r  economic and i n d u s t r i a l  

s t r u c t u r e s  than t o  undertake r a t h e r  a b s t r a c t  c a l c u l a t i o n s  which gave t h e  

impression of being based on o b j e c t i v e  c r i t e r i a  but  i n  f a c t  d id  not  have a  

common b a s i s .  

V I .  Exchange of views on r ecen t  developments i n  publ ic  f inance  and pol icy  

implicat ions 

The Chairman s a i d  he  had already mentioned t h a t  t h e  Al terna tes  

had no t  had t i m e  t o  examine t h e  no te  on developments i n  pub l i c  f inance  and 



that he had proposed that the discussion be postponed to the July meeting, 

at which the new report of the "Raymond Group" on monetary policies was 

also to be examined. Furthermore, Mr. Raymond, who had been inable to come 

to Basle this time for health reasons, should be present in July to take 

part in the meetings. 

VII. Other matters falling within the competence of the Committee 

There was no other business. 

VIII. Date and place of the next meeting 

The Committee's next meeting would be held in Basle on Monday, 

12th June 1989 at 9.30 a.m., i.e. just before the BIS's Annual General 

Meeting. By tradition, the June meeting was confined to a few items only, 

such as the approval of the minutes and of the "concertation report", with 

the addition, since 1988, of the "monitoring" exercise. The latter would, 

as usual, be prepared by the experts, but only via the teleconference which 

took place every month on the Friday afternoon preceding the Committee 

meeting. So neither the "Monitoring Group" nor the Committee of Alternates 

would hold a meeting in June, unless of course circumstances required them 

to meet on the Sunday. 

The "Concertation Group", on the other hand, would meet on Monday, 

12th June 1989 at 8.30 a.m. in order to finalise the report to be adopted 

by the Governors. 
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BRIEF REPORT ON 

DEVELOPMENTS ON THE FOREIGN EXCHANGE MARKETS OF THE COUNTRIES 

WHOSE CENTRAL BANKS PARTICIPATE IN THE CONCERTATION PROCEDURE 

APRIL 1989 

This report summarises developments on the exchange markets of 

the countries whose central banks participate in the concertation proce- 
1 dure and briefly describes their interventions during April and the first 

few days of May 1989. 

I. EXCHANGE RATE DEVELOPMENTS 

The main features of the foreign exchange markets in April 1989 

were : 

- an easing of the US dollar followed by a renewed strengthening 

towards the end of the month; 

- the continued decline of the Swiss franc. 
After reaching period highs on the first trading day of the 

month, the US dollar eased as market participants adopted a more cautious 

stance following the Group of Seven meeting and intervention dollar sales 

against both the Deutsche Mark and Japanese yen. Although investor 

sentiment towards the dollar remained positive, data pointing to a possible 

moderation in the pace of US economic growth at times tempered dollar 

demand. Late in the month, upward pressure re-emerged amid reports of 

persistent corporate and investment demand for dollars. Thus, the dollar 

changed little for the month as a whole. 

1 The central banks of the EEC, Norway, Sweden, Finland, Switzerland, 
Austria, Japan, Canada and the United States. 



In the B, exchange rate relations were stable. A moderate 
increase in German interest rates towards the end of the month was followed 

by most other EMS countries and therefore it had little impact. 

The Deutsche Mark strengthened slightly. Its weighted index 

vis-a-vis its eighteen most important trading partners (1972=100) rose from 

173.8 at end-March to 174.4 at end-April. The strengthening occurred in the 

first half of the month and was due in part to the weakening of the dollar 

which took place during this period and in part to the debate on the 

abolition of the withholding tax. By contrast, the raising of the 

Bundesbank's discount and lombard rates on 20th April by 0.5 percentage 

point to 4.52 and 6.52, respectively, had no lasting effect. During the 

last days of the month the Deutsche Mark weakened a little. 

The French franc continued, on the whole, to h012 firm during the 

period, benefiting from the publication of positive economic results and 

from the favourable orientation of the French bond market. The increase in 

the official rates decided by various European countries had only a very 

brief impact, notwithstanding the narrowing of the short-term yield 

differential resulting therefrom, and the franc recovered by month's end 

its initial position in the Community band. 

During the month, the Belgian franc remained stable against the 

Deutsche Mark. The Banque Nationale de Belgique raised both its discount 

rate and its special advances rate by 0.5 percentage point in the wake of a 

similar move by the Bundesbank. The Bank acquired foreign currencies during 

the period. 

The position of the Dutch guilder in the upper part of the EMS 

band underwent little change. Following the rise in German interest rates, 

effective 21st April, the Nederlandsche Bank raised both its discount and 

lombard rates by 0.5 percentage point to 5.5% and 6.252, respectively. 

The Danish krone remained the weakest currency in the EMS, placed 

close to its lower limit. The interest rate differential against the 

Deutsche Mark was kept almost unchanged as the Nationalbank raised its main 

interest rates by 0.5 percentage point when the Bundesbank raised its 

official rates. 

The Irish pound remained relatively stable in the upper half of 

the EMS band during April. The Central Bank responded initially to 

continued net commercial outflows by net sales of foreign currency. 

Domestic money-market rates commenced rising from mid-April, and on 

27th April the Central Bank increased its short-term facility lending rate 

by 1 percentage point to 92. 



The Italian lira was mostly stable in the lower part of the EMS 

band. Large capital inflows occurred during the second week of the month 

requiring fairly large purchases of Deutsche Mark by the Banca dlItalia. 

Adverse press comments triggered a fall in sterling at the 

beginning of the month, but it recovered well in the wake of robust 

intervention and growing expectations of a further increase in UK interest 

rates. When no such increase was forthcoming, sterling became unsettled, 

amidst fears of a dock strike and concerns about a disruption to oil 

production in the North Sea. Further support was also provided following 

the interest rate increases elsewhere in Europe but, helped by the 

better-than-expected UK trade figures for March, sterling ended on a 

steadier note. The trade-weighted index fell by 0.4% to 95.1 (1985=100). 

The Greek drachma remained stable against the US dollar, but 

against the ECU it depreciated by 0.7%. The Bank of Greece intervened in 

the market several times in implementing the current exchange policy. In 

effective terms the drachma depreciated by 0.7%. 

The Spanish peseta again came under upward pressure, due mainly 

to short-term capital inflows driven by the existing interest rate 

differential, which resulted in intervention purchases by the Banco de 

Espafia. It ended 0.4% higher against the ECU and 1.1% higher against the 

US dollar. On 25th April the Banco de Espaiia raised its three-month 

repurchase agreement rate by 0.4 percentage point to 13.75%. 

In effective terms, the Portuguese escudo depreciated by 0.25% as 

a result of considerable intervention purchases in the framework of the 

exchange rate policy. Against the US dollar, the escudo rose by 0.26%. 

Vis-5-vis all important currencies, the value of the Swiss franc 

declined further. Against the US dollar, the loss of value amounted to 

0.6%, compared with a 1.3% loss against the Deutsche Mark. The 

export-weighted index of the franc at the month-end was below the March 

level by 0.9%. In the domestic money market, the interest rate increased 

once again by roughly 1 percentage point to between 6.75% and 7%. On 

13th April the official discount rate was raised by 0.5 percentage point to 

4.5% and the lombard rate rose 1 percentage point to 7%. 

The reasons for the continued weakness of the franc are not 

clearly identifiable. The following causes may be of relevance: 

- The surplus in the balance of payments on the current account 
decreased between 1986 and 1988 by roughly 30%. This trend 

continues to persist. 



- Other currencies, in particular those within the EMS, have made 

distinct progress in achieving stability these past few years. 

For many investors, the Swiss franc is no longer the outstanding 

investment currency, but merely a fair alternative along with the 

others. It must now stand up in a competitive way against similar 

robust currencies. 

- The heavy fall in interest rates in the first quarter of 1988 

possibly gave rise here and there to doubts regarding stability 

determination. These doubts are unfounded. The monetary course 

taken in recent months unequivocally shows that now as before the 

price-stability target is given top priority. 

The Austrian schillinq firmed against the US dollar by 0.7%. 

Against the Deutsche Mark it fluctuated by only 0.04%. Effective 

21st April, the discount rate was raised from 4.5% to 5% and the lombard 

rate from 6% to 6.5%. The rate for short-term open market operations was 

increased from 5.75% to 6.25% effective 24th April. 

The Norwegian krone strengthened to index values around 111.50 

during the first three weeks, but weakened somewhat thereafter, ending the 

month 0.3% stronger in effective terms. Despite decreasing interest rate 

differentials against the basket currencies, the krone strengthened due to 

high oil prices and release of positive economic data. 

The Swedish krona continued to strengthen during April due to a 

persistent revaluation rumour, speculation about an interest rate hike, and 

a favourable interest rate differential. This caused a relatively large 

inflow of funds. Effective 28th April the Riksbank raised the discount rate 

by 1 percentage point to 9.5% to adjust it to the already prevailing higher 

interest rates in the market. 

The Finnish markka continued to firm towards the strong end of 

its fluctuation range. Short-term interest rates eased by about 

0.5 percentage point. 

The Japanese yen remained fairly stable against the US dollar 

over the period. The yen was supported mainly by fear of concerted 

intervention by central banks, while demand for the Japanese unit was 

limited in the light of higher oil prices and interest rate differentials 

between Japan and the United States. In its effort to support the yen, the 

Bank of Japan stepped in the market at the beginning of the month. The yen 

depreciated slightly against the ECU. 



The Canadian dollar firmed slightly in April in cautious trading 

ahead of the federal budget speech on 27th April. The leak and subsequent 

early release of the budget on 26th April gave rise to a prodounced, but 

brief, period of weakness as participants responded negatively to the news 

of a larger-than-expected federal deficit in fiscal year 1989 and the 

political uncertainties linked to the circumstances surrounding the leak. 

However, in the last few days of the month, the Canadian dollar 

strengthened, more than offsetting the weakness on 26th April, as large 

commercial and investment related demand emerged for the currency. It 

closed the month at US$ 0.8450, slightly up from the end of March. 

11. INTERVENTIONS 

A. Interventions in US dollars 

Net purchases of US dollars amounted to US$ 0.5 billion, compared 

with net sales of US$ 4.4 billion during the month of March. A part of the 

dollar sales was made in concerted interventions. The major net sellers of 

dollars included the Bank of England, the Federal Reserve, the Bank of 

Greece and the Central Bank of Ireland. Sveriges Riksbank, the Banco de 

Portugal, the Banco de Espaiia, and Norges Bank made the largest purchases. 

B. Interventions in Comunity currencies and in private ECUs 

Interventions in EMS currencies by Community central banks 

amounted to the equivalent of US$ 2.3 billion, compared with 

US$ 2.9 billion in March. The interventions consisted almost entirely of 

purchases of Deutsche Mark by the Banco de Espaiia, the Banca d'Italia, the 

Banque de France, the Banque Nationale de Belgique and the Central Bank of 

Ireland. Also the Sveriges Riksbank made substantial purchases. 

111. DEVELOPMENTS IN THE CURRENT MONTH, UP TO 5TH MAY 

Upward pressure on the dollar persisted in the first few days of 

May, tempered by several rounds of concerted central bank intervention. The 

dollar firmed amid reports of strong corporate and investor demand for 

dollars and a marked absence of dollar sellers. Thin markets, due to 

holidays in Europe and Japan, at times exacerbated the effect of large 

orders to buy dollars on exchange rate levels. 



E V O L U T I O N  OF THE ECU,  THE k1IDDLE RATE OF THE CURRENCIES  
P A R T I C I P A T I N G  I N  THE EXCHANGE RATE MECHANISM OF THE EMS, AND THE 

CURRENCIES OF THE EEC CENTRAL  BANKS WHICH DO NOT P A R T I C I P A T E  I N  THAT  
F,lECHANISE.I, ON THE B A S I S  OF THE EXCHANGE RATES P R E V A I L I N G  ON 3 1 S T  

DECEMBER 1987 A G A I N S T  THE USD*  
. 

* See n e x t  p a g e .  



E V O L U T I O N  OF THE CURRENCIES OF THE NON-EEC CENTRAL BANKS 
P A R T I C I P A T I N G  I N  THE  CONCERTATION,  ON THE B A S I S  OF THE EXCHANGE 

RATES P R E V A I L I N G  ON 3 1 S T  DECEMBER 1987 A G A I N S T  THE USD*  
, 4 

* ECU 0 , 7 6 7 2 5 4 ;  GBP 0 , 5 3 4 6 ;  GRD 1 2 6 , 2 0 0 2 ;  ESP 1 0 7 , 8 4 9 8 ;  PTE 130 ,0242;  F I M  3 , 9 4 5 ;  CAD 
1 , 3 0 2 ;  CHF 1 , 2 7 7 5 ;  JPY 1 2 1 , 4 5 0 1 ;  SEK 5 , 7 9 5 ;  NOK 6 , 2 3 3 ;  ATS 1 1 , 1 2 9 ;  m i d d l e  r a t e  o f  t h e  
c u r r e n c i e s  p a r t i c i p a t i n g  i n  t h e  EMS 0 , 7 7 3 2 4 .  The m i d d l e  r a t e  o f  t h e  c u r r e n c i e s  
p a r t i c i p a t i n g  i n  t h e  EMS r e p r e s e n t s  t h e  d a i l y  a v e r a g e  o f  t h e  exchange r a t e s  o f  t h o s e  
two c u r r e n c i e s  wh ich  have t h e  l a r g e s t  d i v e r g e n c e  f r o m  t h e i r  c u r r e n t  b i l a t e r a l  c e n t r a l  
r a t e s ,  w i t h  a  maximum f l u c t u a t i o n  o f  2 . 2 5 % .  
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E V O L U T I O N  O F  T H E  D I V E R G E N C E  I N D I C A T O R *  

The d i v e r g e n c e  i n d i c a t o r  p r o v i d e s  a  u n i f o r m  measure o f  a  c u r r e n c y ' s  p o s i t i o n  i n  
r e l a t i o n  t o  i t s  ECU c e n t r a l  r a t e .  The maximum d i v e r g e n c e  sp read  i s  t h e  maximum 
pe rcen tage  by w h i c h  a  c u r r e n c y ' s  ma rke t  r a t e  a g a i n s t  t h e  ECU may a p p r e c i a t e  o r  
d e p r e c i a t e  i n  r e l a t i o n  t o  i t s  ECU c e n t r a l  r a t e ;  i t  i s  exp ressed  as + / - l o o ,  t h e  
d i v e r g e n c e  t h r e s h o l d  b e i n g  + / - 7 5 .  The d a t a  w h i c h  has been used t o  d raw t h i s  g raph  a r e  
t h e  ECU r a t e s  a g a i n s t  t h e  d i f f e r e n t  c u r r e n c i e s ,  a d j u s t e d  t o  e l i m i n a t e  t h e  e f f e c t  o f  
t h e  f l u c t u a t i o n  o f  t h e  I t a l i a n  l i r a ,  t h e  pound s t e r l i n g  and t h e  Greek drachma o u t s i d e  
t h e  2 . 5 %  marg in  a g a i n s t  t h e  o t h e r  c u r r e n c i e s  p a r t i c i p a t i n g  i n  t h e  EMS.  



E V O L U T I O N  OF THE POUND S T E R L I N G ,  THE GREEK DRACHMA, THE S P A N I S H  
PESETA AND THE PORTUGUESE ESCUDO, ON THE BASIS OF THE LIARKE'T RATES 

P R E V A I L I N G  ON 3 1 S T  DECEMBER 1 9 8 7  A G A I N S T  THE ECU* 

GBP 0,696793;  GRD 164,483; ESP 140,566; PTE 169,467. 
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E V O L U T I O N  OF THE CURRENCIES OF THE NON-EEC CENTRAL BANKS 
P A R T I C I P A T I N G  I N  THE CONCERTAT ION,  ON THE B A S I S  OF THE EXCHANGE 

RATES P R E V A I L I N G  ON 3 1 S T  DECEMBER 1 9 8 7  A G A I N S T  THE ECU*  
. 
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* USD 1,30335; CAD 1,69696; CHF 1,66503; JPY 158,292; SEK 7,55292; NOK 8,12378; ATS 
14,5050; FIM 5,14172. 



Annex 

Horst Bockelmann 7th April 1989 

Speaking notes for a presentation to the 

EEC Governors, on 11th April 1989, 

on exchange rates in a longer-term perspective 

- The tenth anniversary of the EMS seems an appropriate 

occasion to reflect on longer-term exchange rate devel- 

opments, but as the EMS is a regional agreement within a 

wider international context, I shall enlarge my perspec- 

tive to include all EEC currencies and the two major 

currencies outside of the EEC, the US dollar and the 

Japanese yen. 

- Let me explain briefly how I have approached the sub- 

ject. Exchange rates as a market phenomenon are bila- 

teral by nature. However, when a large number of curren- 

cies are being considered, it becomes rather difficult 

to keep track of the bilateral relationships, even 

though they vary widely in importance. I shall look at 

effective exchange rates for the currencies concerned, 

based on trade weights calculated from export and import 

flows for twenty-one industrialised countries, and also 

taking into account third-market competition on the 

export side. For some time the BIS has been using its 

own method for this calculation which has, however, been 

revised recently. The decision to employ our own formula 

was taken in view of the fact that no clear "winner" has 

emerged so far from among the different approaches. In 

the absence of a broad consensus, one has to use one's 

own judgement to decide how best to combine the maximum 

number of advantages with a minimum of disadvantages. 

Our method differs from that of the OECD and the IMF 

mainly in its definition of "goodsvv (which is wider, not 

just confined to manufactured goods) and in its 



treatment of trade with countries for which effective 

rates are not calculated l i.e. LDCs, OPEC and eastern 
bloc countries). 

- Exchange rates are, af course, strongly in£ luenced by 

inflation differentials. If inflation differentials are 

large and consistent, they will, over time, assume 

dimensions which completely dominate exchange rate 

developments. As the different inflation performances of 

different countries is not our subject we shall look at 

real effective exchange rates. Statistically this 

implies an additional complication; it necessitates 

using the trade weights of the effective exchange rate 

also to construct the price indices abroad in order to 

obtain an effective inflation differential. 

- One question in this context, to which there is no 

obvious answer, is which price index to use. The two 

most commonly used indices are the consumer price index 

and the index of unit labour costs, with a slight pref- 

erence, it seems, for the latter,. even though it is 

subject to much greater statistical problems than the 

former. The choice has, clearly, to do with the purpose 

of the calculation. If one calculates real exchange rate 

changes as a guide to changes in competitiveness, the 

index of unit labour costs in manufacturing or industry 

is obviously the better one, as productivity gains - 
which, together with wages, are reflected in unit labour 

costs - are of prime importance for competitiveness, 
although they do not, by any means, include all cost 

elements (interest rates, raw material prices, etc.).. 

- There is, however, a different way of looking at what 

the inflation-adjustment of exchange rates is about. One 

can simply use purchasing power parity as a benchmark, 

as Rudiger Dornbusch put it, by which to judge the level 

of an exchange rate. Except in rather special circum- 

stances, the best indicator for the development of pur- 

chasing power is the consumer price index. Deflating 



effective exchange rates by relative consumer price 

indices best serves the purpose of eliminating inflation 

differentials so as to be able to concentra,te on the 

other elements that contribute to changes in real 

exchange rates over time. In fact, most of the not par- 

ticularly extensive discussion of these other elements 

in the literature has grouped them under the heading of 

"factors explaining deviations from purchasing power 

parity". I do not like that way of putting it because it 

implicitly assumes that purchasing power parity prevails 

over the longer term, or, to put it in normative terms, 

that real effective exchange rates should be stable. As 

we shall see, the factual statement proves to be the 

exception rather than the rule. The list of reasons for 

effective exchange rates not being stable is long and 

there are perfectly good reasons alongside less good or 

even bad ones. As there is not always a consensus on 

what is "good1' or l'badql in any particular area, it may 

be more useful to distinguish between reasons on the 

real side and reasons on the monetary side. 

- It must suffice for the moment just to indicate a few 

reasons for a permanent change in real effective 

exchange rates on the real side of the economy. The most 

striking reason is obviously higher productivity growth, 

which is often linked to higher growth in general and to 

a strong export orientation. The next most important 

reason may be terms-of-trade changes, particularly for 

exporters of raw materials. For other countries it can 

be conceptually difficult to distinguish between cause 

and effect as changes in real effective exchange rates 

themselves have terms-of-trade effects. Perhaps it may 

now become clearer why I prefer deflating by the con- 

sumer price index rather than by unit labour costs.. The 

latter method offers more than inflation adjustment, it 

also contains an element of productivity adjustment, but 

it is done in a somewhat untidy way. From a practical 

point of view it may still, in the short run, provide an 



acceptable approximation for evaluating changes in com- 

petitiveness, but interpretation becomes difficult. I 

shall come back to this a little later. 

- Nobody would argue, though, that the changes in real 

effective exchange rates which we observe are predomi- 

nantly, or even solely, due to developments on the real 

side of the economy. Particularly in the short run, 

exchange market dynamics, such as overshooting, and 

influences of monetary and fiscal policy are clearly the 

dominant factors. A country that shifts unilaterally in 

the direction of tight money must expect a real appreci- 

ation, and vice versa. The effect of changes in fiscal 

policy is more controversial as the experience of the US 

differs from that of other countries. Factors which 

influence international portfolio decisions also have a 

bearing on real exchange rate changes. Fiirstenberg 

argued in 1985 that portfolio holders have a preference 

for the currencies of low-inflation countries, which he 

found causes these currencies to appreciate. It appears, 

however, that this held true only at a time when real 

interest rates were low or negative in high-inflation 

countries. More recently this has certainly ceased to be 

the case. In addition, expectations of stability in 

nominal exchange rates seem to have tended to cause a 

real depreciation of low-inflation currencies. 

- May I now ask you to look at Table 1 of the statistics 

which I have distributed. The year 1979 has been taken 

as the base year ( =  100); the data are annual averages. 

1979 has been used as the base year not only because it 

marks the birth of the EMS, but also because it was a 

year when current-account imbalances were on the whole 

relatively modest. There can be no perfect base year, 

but 1979 seems less imperfect than any other. 

- Over the period from 1979 to 1988 real effective 

exchange rates remained stable only in the case of 

Portugal, which may merely demonstrate that the escudo 



is managed, presumably on a trade-weighted basis, in a 

way not dissimilar to that used for our calculation. 

Four of the thirteen currencies appreciated in real 

terms over the same period; these are, in descending 

order, the currencies of Japan ( +  36 % ) ,  Italy i: 18 % ) ,  

Ireland ( +  13 % )  and the United Kingdom ( +  4 % )  . That 
leaves eight currencies which depreciated; again, in 

descending order, they are the currencies of Belgium 

( -  15 % ) ,  Germany ( -  13 % ) ,  Greece ( -  11 % ) ,  the Nether- 

lands ( -  9 % ) ,  France ( -  8 % ) ,  Spain ( -  7 % ) ,  the United 

States and Denmark ( -  4 % ) .  The fact that the apprecia- 

tion rates were higher partly accounts for the asymmetry 

between the number of appreciating currencies (four) and 

the number of depreciating currencies (eight). (Another 

reason is the fact, mentioned earlier, that these effec- 

tive exchange rates are calculated on the basis of 

twenty-one countries, as against only thirteen shown 

here; those missing from this table include Canada, 

Australia and Switzerland.) 

- Table 2 gives for comparison the same results for unit 

labour costs. As you can see, they are quite different 

for a number of currencies, such as the Irish pound 

(which drops from third to twelfth place) and the Portu- 

guese escudo (from fifth to eleventh). Strong movements 

in the opposite direction can be observed for Germany 

and Greece. Otherwise the "league" table is similar, 

with Japan in the lead, and United Kingdom and Italy 

towards the top and Belgium at the bottom of the list, 

but the actual figures are nevertheless quite different. 

- The interpretation of these differences - as I mentioned 
earlier - is not easy. It may be necessary to look at 
developments in profits in manufacturing on a country- 

by-country basis. The fact that the appreciation of the 

yen is lower in CPI terms than it is in terms of unit 

labour costs might suggest that profit margins in manu- 

facturing in Japan have been reduced. The fact that the 

Deutsche Mark is shown to have been stable in unit 



labour cost terms but to have depreciated in CPI terms 

might well be explained by the restoration of profit 

margins. But this is certainly not the whole, story, as 

the consumer price index does not include export prices 

and, indeed, may be dampened by import prices. Price 

performance in the export sector and in the rest of the 

economy can differ widely. 

- Table 3 takes the time series for the CPI-deflated real 

effective exchange rates of the thirteen currencies back 

to 1960, well into the time of the Bretton Woods system. 

It would not be surprising to find that changes in real 

effective exchange rates turned out to be larger between 

1960 and 1973 because of the stickiness of nominal 

exchange rates under a fixed exchange rate system. That 

was, -taking the period as a whole - not generally the 
case, but it does hold true for quite a number of coun- 

tries, including the UK, the Netherlands, Denmark and 

Greece, with Germany, Italy, Spain and Portugal on the 

border-line. In six countries, the US, Japan, France, 

Spain, Denmark, Greece, the direction of change was the 

same before and after 1973, in other words: if these 

currencies had been depreciating or appreciating in real 

terms over the period 1960-73, they continued to do so 

over the period 1973-88. Clearly, it would be very 

difficult to attribute such a long-term trend to any- 

thing other than quite fundamental characteristics of 

the economies concerned. Neither speculative capital 

movements nor fiscal or monetary policies qualify as 

explanations. Things would, no doubt, be different if we 

looked at the year-on-year changes, which, however, we 

cannot do here. 

- Table 4 shows instead the variability of changes in real 

effective exchange rates based on the consumer price 

index for the periods 1960-73 and 1973-88. There is not 

a single currency whose variability was not sub- 

stantially greater during the latter (floating) period 

than in the period before; in some cases the increase is 



dramatic. The smallest increase in the variance of 

changes is observed for the currencies of Ireland and 

Germany, with multipliers of 1.1 and 1.2. The largest 

increase is that of the yen, where the variability of 

changes in the real effective exchange rate is three 

times what it had been under the Bretton Woods system. 

For the US dollar the variability has been multiplied by 

2.2; for the currencies of most EEC countries the 

increase in variability is smaller. 

- Even more interesting than the contrast between the two 

periods is the actual level of variability in the later 

period. Here we can see demonstrated the well-known fact 

that real effective exchange rates have fluctuated less 

for the currencies of the EEC countries than for the yen 

or the US dollar. The currencies of those EEC countries 

not participating in the EMS - the United Kingdom, 

Spain, Greece and Portugal - have, however, figures for 
variability which are close to that for the US dollar, 

but still well below that for the Japanese yen. 

- I should draw your attention to the fact that we have 

been looking at the variability of changes from year to 

year (based on annual averages). Short-term volatility 

from day to day, week to week or month to month has been 

left out of account. You all know the verdict on the 

floating rate system: that, while high volatility can be 

tolerated, severe misalignrnents cause trouble because of 

the wrong signals they imply for investment in capital 

goods. Given the increased changes from year to year, 

one must conclude that severe misalignments have become 

more frequent. Non-misaligned real effective exchange 

rates may well have to change over time, but certainly 

not by as much as we have observed here. But this is 

only a tentative observation. To discover whether any 

particular effective exchange rate is "out of line" at a 

particular time requires, clearly, a much broader analy- 

sis than one which looks at exchange rates and nothing 

but exchange rates. 




