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FOREWORD

The Wincott Memorial Lectures, which have been held every
year since 1970, provide an opportunity for distinguished econo-
mists and practitioners to reflect on topics that lie at the centre of
the debate about economic policy. Sir Alan Budd’s 2004 lecture,
which is published together with three commentaries in this book,
is unusual in that it focuses on a particular episode in Britain’s re-
cent economic history — entry into, and departure from, the Ex-
change Rate Mechanism (ERM) of the European Monetary System
in 1990-92. That episode remains a source of lively debate, both in
terms of domestic politics and in relation to the wider issue of how
best to keep inflation under control.

Most commentators have regarded ‘Black Wednesday’ — the
day on which Britain left the ERM — as a humiliation for the Con-
servative government and an indictment of its economic man-
agement over the preceding five or six years. Thus, in reviewing
the Conservatives’ economic record in his 1997 Wincott Lecture,
Professor Nicholas Crafts gave them high marks for what they
had achieved in microeconomic policy, particularly in the field of
competition and labour market reform. But their Achilles heel, he
argued, was macroeconomic management. They had made ‘major
errors’ which had led to ‘excessive economic fluctuations and the
eventual loss of the government’s reputation for economic com-
petence’.

FOREWORD

That mistakes were made in the late 1980s and early 1990s is
not in dispute, and many people (often with the benefit of hind-
sight) include in those mistakes the decision to join the ERM. But
there is another way of looking at that experience, and in his lec-
ture Sir Alan provides a closely reasoned case for believing that the
outcome of the ERM adventure was a blessing rather than a dis-
aster. The argument is that, without ERM membership, it would
have been very difficult to squeeze inflation out of the system, and
that departure from the ERM led to a new approach to monetary
policy which, by ‘locking in” low inflation, paved the way for an
exceptionally long period of economic stability. According to this
account, the decision by the incoming Labour government in 1997
to delegate interest rate management to the Monetary Policy Com-
mittee of the Bank of England was not so much a radical change as
an extension of the policies introduced by the Conservatives in the
post-ERM period.

Could inflation have been brought under control in other
ways, as it was in countries such as Australia and New Zealand?
Was resort to the ERM, as Martin Wolf has suggested in the Fin-
ancial Times, a reflection of the defeatism of British officialdom
— the belief that Britain was incapable of achieving stability with-
out outside help?

These and other aspects of Sir Alan’s argument are discussed
in this monograph by three economists — Sir Samuel Brittan,
Professor Tim Congdon and Derek Scott. There are disagree-
ments between them on several points — not least on whether the
UK should have joined the ERM in the mid-1980s, or whether, as
Professor Congdon argues, the fatal decision at that time was to
abandon money supply targets as the principal anti-inflationary
weapon. We believe that bringing their disparate viewpoints
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together in a single volume, along with Sir Alan’s lecture, will
contribute to a better understanding of the ERM episode and il-
luminate, if only indirectly, the very different issues raised by Brit-
ain’s possible membership of European Monetary Union.

The trustees of the Wincott Foundation are grateful to Sir
Alan for agreeing to deliver the 2004 Wincott Lecture, and to Sir
Samuel Brittan, Professor Tim Congdon and Derek Scott for com-
menting on it.

SIR GEOFFREY OWEN
Chairman of the Trustees,

The Wincott Foundation

April 2005
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T BLACK WEDNESDAY -
A RE-EXAMINATION OF BRITAIN'’S
EXPERIENCE IN THE EXCHANGE
RATE MECHANISM
Alan Budd

Introduction

The objective of this Wincott Lecture is to re-examine the events
associated with the UK’s brief membership of the Exchange Rate
Mechanism (ERM) of the European Monetary System. I am inter-
ested in the experience itself but I also want to examine its effect
on the performance of the UK economy. The commonly held view
is that our membership of the ERM was a disaster and was always
doomed to fail. I shall seek to demonstrate that, although it was
certainly a political catastrophe, the case can be made that it was
an economic triumph and marked the turning point in our macro-
economic performance.

A tale of two economies

As a way of introducing the case that is explained in detail below,
it is instructive to consider two unnamed economies and some
statistics that present a fairly conventional way of measuring
the performance of an economy over an eleven-year period.!
The economies will be described as ‘Economy A’ and ‘Economy
B’. Economy A is an economy that had periods of rapid growth

1 Chartsillustrating these points are shown in Budd (2004).

15



BLACK WEDNESDAY

16

but very large swings in growth and, sometimes, large swings in
output. The eleven-year period started with a recession and ended
with another. Economy B, however, is remarkably stable. Growth
is positive in every single one of the eleven years and, for most
of the period, growth stays at between about 2 and 4 per cent a
year. Economy A has high unemployment throughout the eleven
years. There is a brief period when unemployment falls but it soon
reverts to its previous peak. Economy B starts with high unem-
ployment but it falls steadily and stays at low levels from about
year eight onwards. With regard to inflation, Economy A starts
with inflation at about 12 per cent. It falls to below 4 per cent but
this success is not sustained and it rises to about 10 per cent before
falling back again to about 4 per cent. Economy B has inflation
which is low and stable, staying at between 2 and 3.5 per cent for
almost the entire period.

So if one had to choose between these two economies one
might reasonably conclude that Economy B had performed far bet-
ter than Economy A. It has more stable growth, lower unemploy-
ment and lower, and more stable, inflation. Which are these two
economies? Economy A and Economy B are both the UK economy,
Economy A being the UK economy in the first half of the period,
from 1981 to 2003, and Economy B being the UK economy in the
second half. This analysis does not prove anything, but it is clear
that the British economy has generally performed better in the last
ten years than it did in the previous decade. I shall explore the part
that ERM membership played in that record.

I shall start by reminding you of the events preceding ERM
membership. Then I shall discuss the experience of being in the
ERM and the circumstances that led to our departure from it.
Then I shall talk about our economic performance since leaving
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the ERM and see how far I can support the claim that ERM mem-
bership deserves a large share of the credit for it.

Economic developments in the years before ERM entry

The election of a Conservative government in 1979 may seem the
obvious starting point for an analysis of economic developments
before ERM entry. More significant, though, was the combina-
tion, in 1975, of inflation at 30 per cent and unemployment at
then record post-World War II levels. That combination was
experienced under a Labour government, but was the conse-
quence of policies introduced during the earlier Conservative
administration under Edward Heath. Those policies involved the
use of fiscal measures to cut unemployment (with considerable
short-run success) while using direct controls on pay and prices
in an attempt to control inflation. For reasons I have discussed
elsewhere (Budd, 2002), economic events in 1970 and 1971 led the
government to believe that an expansion of demand would help,
rather than hinder, the objective of cutting inflation.

The abandonment of the post-war tradition of demand man-
agement was announced in a notable speech by James Callaghan,
in September 1976. But while it seemed clear that crude Keynes-
ianism — which was so crude that it was hardly Keynesian at all
— was wrong, it was not so obvious what should replace it. Joining
the ERM in October 1990 can be thought of as yet another attempt
to find an answer.

Earlier attempts included monetary targets, which, as some
have forgotten, were first introduced by a Labour Chancellor of
the Exchequer but which gained rather greater prominence under
the Conservatives. After 1980, monetary targets were accompa-

17
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nied by a planned path for the public sector borrowing require-
ment — one part of the policy framework which has survived even
if the details have changed. The experiment in seeking to control
inflation by setting quantitative monetary targets did not match
the hopes of its most enthusiastic supporters, among whom I was
one. Inflation was reduced, from 20 per cent in 1980 to 5 per cent
by 1985; but the monetary growth outcomes bore little relation to
the targets. Between 1980 and 1982, the money supply grew twice
as fast as it was supposed to but, as we would now recognise,
monetary conditions were exceptionally tight. GDP fell in 1980
and 1981 and, although it started to grow from 1982 onwards,
unemployment continued to rise until 1986, reaching a peak of
over 3 million unemployed.

The philosophy behind the new approach to policy-making
was set out in Nigel Lawson’s Mais Lecture of 1984. He argued
that previously policy had suffered from what economists would
call an assignment error. Instruments were wrongly assigned to
objectives. In the past, he argued, microeconomic instruments
(price and wage controls, for example) had been used to control
inflation and macroeconomic instruments, particularly changes
in the fiscal balance, had been used to control unemployment and
the growth of output. Conservative economic policy reversed that
assignment. There are few who would quarrel with that analysis,
though support for incomes policies as a means of reducing infla-
tion persisted for some time; but the problem, at least on the mac-
roeconomic side, was implementation. In particular there were
the problems of how to select quantitative monetary targets and
what to do about the exchange rate.

The Budgets from 1980 onwards included targets for the
growth of the broad money supply. From 1982 onwards they were
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accompanied by targets for the growth of the narrow money sup-
ply.

Money supply targets were unsatisfactory because it was ex-
tremely difficult, if not impossible, to establish stable demand
functions for money. The role of the exchange rate proved equally
problematic. In its simplest version, the monetarist approach re-
quired setting an appropriate monetary target and allowing the
exchange rate to float freely. If the exchange rate were not allowed
to float freely, an important part of the transmission system, from
the money supply to inflation, was lost. This part of the transmis-
sion system was thought to be particularly important in an open
economy such as that of the UK.

In the early years of the new policy, the Treasury was willing
to allow sterling to fluctuate freely. The rise in the exchange rate
in 1979 and 1980, which no doubt reflected the de facto tightness
of monetary policy, was one means by which real demand was
slowed down and inflation was cut. One may suspect that it went
farther than was comfortable and that the government hoped
that the abolition of foreign exchange controls in 1980 would help
bring the exchange rate down, though it didn’t do so. In practice,
while appreciation of the currency could be tolerated, depreciation
seemed to be more of a problem. In February 1985, the pound fell
very close to parity with the dollar. In his Budget speech in March
of that year Nigel Lawson said:

There are those who argue that if we stick to sound internal
policies, the exchange rate can be left to take care of itself.
In the long run that may well be true, but significant
movements in the exchange rate, whatever their cause,

can have a short-term impact on the general price level

and on inflationary expectations. This process can acquire
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a momentum of its own, making sound internal policies
harder to implement. So benign neglect is not an option.

So much for free floating. The Budget of 1985 also came closer
than before to announcing a target for money GDP (something for
which Samuel Brittan had long argued). As Mr Lawson said, ‘The
Medium Term Financial Strategyisas firm a guarantee againstinad-
equate money demand as it is against excessive monetary demand.’

So by 1985 we had a somewhat eclectic approach to macroeco-
nomic policy — a bit of monetary targeting, a bit of money GDP
targeting, and some concern for the exchange rate, though the
broad money target was suspended later in the year.

We now know that there was a serious attempt in the autumn
of 1985 to persuade Mrs Thatcher to join the ERM. To quote Nigel
Lawson, ‘The overwhelming case for joining now was the desir-
ability of reinforcing our anti-inflationary strategy. While this
continued so far to be successful, the monetary indicators were
proving increasingly difficult to interpret.” Mrs Thatcher rejected
the arguments outright, thereby producing what Nigel Lawson
described as the saddest event of his time as Chancellor and the
greatest missed opportunity (Lawson, 1992).

In the absence of ERM membership, Nigel Lawson sought, for
a period in 1987/88, to stabilise sterling’s exchange rate against
the Deutschmark. This was in the general context of the move to
stabilise exchange rates after the Louvre Accord. He has argued
that this policy started with the objective of keeping sterling above
its pre-Louvre level of DM2.8, but the market chose to guess that
there was an upper limit and that it was DM3. During 1987/88, the
policy of shadowing the Deutschmark required a series of inter-
est rate cuts, and by May 1988 base rates were cut (briefly) to 7.5
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per cent. With hindsight we can accept that this policy was over-
stimulatory from around 1986 onwards. The exchange rate policy
may have contributed to this error, though the general problem
was of estimating the pressure on resources — had the economy
become capacity constrained? At the time I shared the general op-
timism that it had not.

Once policy had turned, interest rates were raised rapidly, to
13 per cent by the end of 1988 and reaching 15 per cent in October
1989. They were held at that level for a year.

June 1989 saw the presentation of the so-called Madrid Condi-
tions which had to be satisfied before the UK would join the ERM.
The conditions were: lower inflation, the abandonment of ex-
change controls, further progress towards completion of the single
market, free competition in financial services, and the strengthen-
ing of European competition policy.

On 5 October 1990 the Madrid Conditions were deemed to
have been met and it was announced that the UK would join the
ERM on the following Monday at a central parity of DM2.95 with
a permitted band of 6 per cent either side. Headline inflation was
10.9 per cent. Inflation, as measured by retail prices excluding
mortgage interest payments, was 9.5 per cent. That obviously did
not meet the Madrid requirement that inflation should be lower
(in fact it was a peak); but it was explained that the prospects were
for lower inflation.

Whatever the political arguments regarding the ERM, the eco-
nomic case for joining was that it would provide a more successful
basis for macroeconomic policy, particularly counter-inflationary
policy, than we had been able to achieve through independent do-
mestic policies. It was, in a sense, an admission of failure. It had not
proved possible to discover the correct combination of monetary
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and exchange rate targeting. The story had ended with a misjudge-
ment of economic conditions. Inflation had briefly fallen below 3
per cent, helped by a fall in oil prices, but from 1986 onwards the
economy had been allowed to grow too rapidly and inflation had,
once again, reached double figures. In fact one might argue with
hindsight that the policy response, though tardy, was correct and
would have brought inflation under control, but an alternative ap-
proach to policy was thought necessary (see also below). The ERM
gave the UK a ‘nominal anchor’, in the form of an exchange rate
target, albeit with a wide band around it. The hope was that the
nominal anchor would bring UK inflation in line with the lower rate
prevailing among other ERM countries, particularly in Germany.

In the ERM

The period in the ERM and the events surrounding our depar-
ture from it have been much described, most notably in Philip
Stephens’s book Politics and the Pound (Stephens, 1997), and I shall
sketch only the main economic developments.

Headline inflation was 10.9 per cent when we joined and 3.6
per cent when we left. The figures for the more reliable indicator of
underlying inflation, known as RPIX, were respectively 9.5 per cent
and 4 per cent. Interest rates were cut by 1 per cent to 14 per cent
on the day we joined and were 10 per cent on the day before Black
Wednesday. GDP fell by 1.4 per cent in 1991 and rose by 0.2 per
cent in 1992. Unemployment (as measured by the claimant count)
rose over the two years from 1.7 million to 2.8 million. Those are
the bare facts: in crude terms, a policy-induced recession brought
down inflation.

Although there had been people who opposed the policy right
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from the beginning, popular opposition to the ERM, in the press
and elsewhere, did not really get under way until the summer of
1992. Norman Lamont felt able to give a fairly confident Mansion
House speech in the autumn of 1991, when he was able to draw
attention to the fall in the inflation rate and to point out that the
interest rate differential between the UK and Germany was at its
lowest for ten years. The objections became much noisier as un-
employment rose and there appeared to be no signs of economic
recovery.

There has been a long debate about whether the problem in
1992 was the exchange rate or the level of interest rates. I now rea-
lise that the debate is misguided for two reasons. The first is that,
if policy settings were too tight, it is not helpful to try to distin-
guish between the effects of two separate elements. If you are sim-
ultaneously being hit over the head with a shovel and your knees
are being battered by a mallet you do not necessarily seek to ask
which onslaught is causing the pain. Policy conditions would have
been less tight had the exchange rate or interest rates been lower.
But there is a particular point about the level of the exchange rate
which I shall make below.

The second reason why the debate is misguided is that it as-
sumes that policy was too tight. But who says so? We cannot con-
sider whether or not policy was too tight unless we can answer the
question ‘Too tight for what objective?” We need to discover what
the policy objectives were and then we can consider whether the
policy settings were appropriate for meeting those objectives. The
main objective of tight monetary policy was, presumably, to con-
trol inflation. The intermediate objective was to keep the UK in
the ERM. Interest rates certainly weren’t too high for the interme-
diate objective; if anything they were too low. I think that Philip
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Stephens (ibid.) is right to emphasise the eventual consequences
for the credibility of the ERM policy of failing to match the in-
crease in German interest rates in December 1991 and then to cut
them to 10 per cent in May 1992. Were interest rates too high for
the control of inflation? That, of course, depends on what the
inflation objective was. Unfortunately we cannot know the answer
to that since, by joining the ERM, the government had sacrificed
its ability to choose its own inflation rate. It was willing to make
that sacrifice in the belief that the outcome of membership would
be low and stable inflation. Thus its implicit inflation target was
whatever was consistent with continued membership of the ERM.
One ex post rationale for leaving when we did was that continued
membership would lead to an inflation rate that was lower than
thought necessary or desirable.

One question that I find extremely difficult to answer is
whether in fact we could have stayed as a member of the ERM.
All counter-factuals of this type present enormous problems. It is
tempting to divide the question into two and to ask, first, could
we have avoided the speculative attack on sterling and, second,
could we have survived the speculative attack? But that division
won't quite work since speculative attacks themselves depend on
views about survival. History would no doubt have been different
if other members of the ERM had been willing to support our ef-
forts, but that pushes us back to the question of what actions of
ours might have persuaded them to do so.

I have said that it is not sensible to ask whether the problem
in 1992 was the interest rate or the exchange rate; but there is a
question that is perhaps more sensible. It has been said that the
Bundesbank, and particularly its president, Dr Schlesinger, be-
lieved that we had joined the ERM at too high an exchange rate. I
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want to comment briefly on that issue. Some of you may be aware
that Samuel Brittan wrote a piece in the Financial Times (repeated
in ibid.) claiming that Mervyn King and I visited Frankfurt on 14
September, the Monday before Black Wednesday, in an attempt
to persuade the Bundesbank that sterling’s exchange rate was sus-
tainable. Let us assume, for the moment, that such a visit did take
place. Was the exchange rate sustainable? I simply do not know
how the Bundesbank’s doubts about sterling’s sustainability might
have affected its actions on Black Wednesday. But it is remarkable
that, although departure from the ERM was followed by a signifi-
cant depreciation as sterling appeared to settle at around DM2.25
to DM2.50, since 1997 the rate seems to have settled, with remark-
able stability, around DM2.95: the original central ERM rate.

While we were in the ERM, underlying inflation fell from 9.5
per cent to 4 per cent. Headline inflation fell from 10.9 per cent to
3.6 per cent. It is the reduction in inflation which I wish to emphas-
ise. Membership of the ERM forced the UK to maintain the poli-
cies that brought inflation down to the levels at which it has stayed
ever since. Norman Lamont, in the role of Ulysses, was tied to the
mast, his ears stuffed with wax, so that he was unable to hear the
siren calls for reflation.

Was ERM membership responsible for reducing inflation?

It is one thing to show that inflation fell while we were in the ERM,
it is another to establish that it was ERM membership which was
responsible. To illustrate this issue, I would rely on the model of
inflation embodied in consensus models of the economy, with
inflation depending on unemployment (or some measure of
the output gap) and inflationary expectations. That approach is
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consistent with a variety of hypotheses about how inflationary
expectations are formed and about the determinants of the growth
of output and demand. The ideal policy for cutting inflation has
a large effect on expectations and requires a low cost in terms of
output forgone and jobs (temporarily) lost.

It is clear that inflation expectations did fall while we were in
the ERM, though they rose again when we left, and the evidence
supports the view that commitment to the ERM played a part in
achieving that fall. That effect required our membership of ERM
to have been credible, which appears to have been the case. Al-
though public opposition to ERM membership became increas-
ingly virulent as 1992 progressed, confidence in our membership,
as revealed by the currency markets, was maintained until the last
week of our membership.

So I do believe that membership of the ERM had counter-
inflationary benefits that went beyond the deflationary policies
required to sustain it. I do not rely on that result, however. The es-
sential point is that policy was held tight for long enough to bring
inflation down to current levels. The success of the ERM experi-
ment depended not only on our membership, for slightly less than
two years, but also on our leaving it when we did. Had we retained
our membership at the DMz2.95 central rate, we would have ex-
perienced further increases in unemployment, and although infla-
tion would no doubt have fallen further, the price would not have
been worth paying.

The policy of ERM membership was successful because the
markets believed that we would maintain our membership of the
ERM, so inflationary expectations fell. But it was a classic example
of time inconsistency, of reneging on commitments. Were we ever
to embark on a similar experiment in the future, markets might

BLACK WEDNESDAY

reasonably remember how we behaved last time. Also, it should be
remembered that we did not leave at a time of our own choosing.
I believe that we joined at the right time and left at the right time
but that was a matter of luck rather than skill.

Could we have stayed in the ERM? This leads to another un-
answerable question about the final period. Suppose, as many
argued was appropriate, the Deutschmark had been temporar-
ily revalued to allow it to deal with the problems associated with
reunification without imposing an unnecessary recession on the
other ERM members — would that have produced a superior out-
come? I believe that, from the point of view of economic perform-
ance, the outcome would not have been as favourable for the UK
as was leaving the ERM.

Economic performance after the ERM

After we left the ERM interest rates were cut progressively, to
7 per cent by the end of 1992 and reaching a trough of 5.25 per
cent in February 1994. The exchange rate fell below DMz2.50. The
combination of lower interest rates and a lower exchange rate
allowed an economic recovery which gained pace in 1993 and
1994, despite the severe fiscal tightening introduced from late
1992 onwards. Unemployment rose to a little under 3 million at
the end of 1992 and then started its more or less uninterrupted
fall to today’s level (using the claimant count measure) of around
800,000. According to the Treasury’s calculations, the output
gap, the difference between potential and actual output, was
about 4 per cent of GDP in 1993 and was not closed until 1997.
That output gap helped to exert downward pressure on inflation
at the same time as the economy was growing at an above-trend
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rate and despite the rise in inflation expectations when we left the
ERM. Underlying inflation fell below 3.5 per cent in January 1993
and has stayed in the range 1.5-3.5 per cent ever since. Of course, I
am not attempting to attribute all that success to our membership
of the ERM — it has been necessary to conduct the right policies
since we left — but I do argue that ERM membership provided the
foundation for that sustained success.

Was ERM membership necessary?

You may, perhaps, accept that our experience in the ERM caused
us to adopt policies that brought down inflation. But it is reason-
able to ask whether there was not some other way of achieving the
same outcome, but without the political cost (and, indeed, without
the cost to the taxpayer of intervention). Why did we have to join
the ERM? Why couldn’t we have persisted with the policies that
preceded it, or have put in place earlier the policies that succeeded
it? Here we enter the world of the counter-factual. The best I can
hope to do is to offer some convincing arguments.

Could we have continued with the policies that had been put
in place before we joined the ERM as an alternative to joining? No
doubt we could have done, but my discussion of events leading
up to 1990 demonstrates how difficult it had been before ERM
entry to choose the correct policies. I have not discussed the politi-
cal reasons for joining when we did, since they are not relevant to
my arguments. They may have been extremely important, but the
clear economic reason was to find an alternative and, it was hoped,
superior method of conducting a counter-inflationary policy. One
way of describing policy-making from around 1972 onwards was
that it represented a struggle to learn how to conduct policy in the
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world of flexible exchange rates. The solution had eluded us, al-
though progress was being made.

There were three peaks of inflation after 1972. The first was at
around 30 per cent, the second was at about 20 per cent and the
third was at about 10 per cent. We cannot know whether further
progress would have been made and, indeed, there is a paradox
here to which I shall return shortly. In the circumstances of the
time the government did not believe that the experiment should
be continued.

In this context I want to return to a point I made earlier. As
I have described, interest rates were raised to 15 per cent by the
end of 1989 and were held there for a year. That was an essential
step in the defeat of inflation. It worked, I believe, because interest
rates were held at a high level (though they were cut from their
peak) for a further two years after we joined the ERM. Both the
initial increases and their maintenance were essential elements in
the success of the policy. I cannot rule out the possibility that the
same interest rate path would have been followed if we had stayed
out of the ERM. The great benefit of ERM membership was that it
gave us no choice in the matter.

The conduct of monetary policy after ERM exit

How about the policies that were introduced after we left? It
is universally acknowledged that the current framework for
monetary policy in the UK is sound and appears enduring. That
raises the very reasonable question of whether we needed the ERM
experiment at all and could not have moved, in 1990 or earlier, to
our present system, or even to the system put in place when we
left the ERM in 1992. Nigel Lawson, we know, proposed in 1988
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that the Bank of England should be made independent and given
the responsibility for preserving the value of the currency (i.e. for
maintaining its internal purchasing power).

The decision to set up the Monetary Policy Committee (MPC)
after the 1997 general election was brilliant and timely. It dem-
onstrated the government’s full commitment to the control of
inflation. But it is far from obvious that an earlier move to inde-
pendence for the Bank of England would have worked, even if it
had been politically acceptable. The defeat of inflation requires a
political consensus that it is the right thing to do as well as a will-
ingness to pay the temporary cost of achieving it. In a country with
our strong tradition of ministerial responsibility and accountabil-
ity to the House of Commons it is difficult to believe that the prob-
lem could have been solved by passing such a responsibility to an
independent unelected body. In 1997 the Bank of England was not
asked to succeed where politicians had failed; it was asked to main-
tain the rate of inflation, namely 2.5 per cent, that it inherited. Of
course, the MPC has done a brilliant job and its success has far
exceeded what might reasonably have been expected, but it was
not required to perform miracles.

There is also the question of whether, before 1990, the Bank
of England could have solved the technical problems of monetary
management that appeared to have defeated the Treasury. And
that brings me to the paradox I mentioned earlier. Crudely speak-
ing, we joined the ERM because we could not devise the correct
independent monetary policy. We then spent two years without
an independent policy. But somehow, when we left the ERM we
discovered how to conduct an independent monetary policy. I can
recall defending our membership of the ERM during a particu-
larly painful City lunch in the summer of 1992. I remarked that,
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if we left, our credibility would be completely destroyed. My host
replied, ‘That depends on what replaces it.” The system that did
replace it was set out in Norman Lamont’s letter to the chairman
of the House of Commons Treasury Committee on 8 October 1992.
It worked extraordinarily well. My own view is that the essential
elements of success were the establishment of an inflation tar-
get and the institution of regular monthly meetings between the
Chancellor and the governor to discuss interest rates. The system
was further strengthened by the introduction of the Bank of Eng-
land’s Quarterly Inflation Reports and then by the publication of
the minutes of the monthly meetings.

Success in designing the post-ERM system cannot be attrib-
uted to our experience in the ERM, since, while we were members,
our task was simply to keep the exchange rate within its permitted
range. Credit must be given to those, principally Norman Lamont,
who designed and implemented it.

On the face of it, that system, which allowed the Chancellor to
retain the power to set interest rates, could have been introduced
much earlier. It particularly raises the question of whether an in-
flation target could have been introduced earlier. It can be argued,
however, that we had tried inflation targets earlier and they had
failed. Although the phrase ‘inflation target’ had not been used,
there had of course been policies directed at controlling prices,
either as part of prices and incomes policies or as part of more gen-
eral attempts to control inflation. I can recall discussions of the
amount of public expenditure (in the form of subsidies) required
to knock a percentage point off the retail price index, for exam-
ple: a subsidy on coal in summer was particularly good value! That
approach, the use of microeconomic instruments to control infla-
tion, was precisely the approach condemned by Nigel Lawson in
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the Mais Lecture referred to above. It is possible that memories of
that type of policy discouraged the introduction of an inflation tar-
get; but a more important reason, surely, was that before 1992 the
government would not have believed that it had the policy mechan-
isms that could reliably deliver such a target.

I believe that it is reasonable to argue that the introduction of
an inflation target became much more feasible once the steps had
been taken to bring inflation down. That was the abiding inherit-
ance of our ERM membership.

Conclusion

A long period of attempts to devise an independent domestic
policy to control inflation ended when we joined the ERM in
October 1990. The experience of membership was painful and
became progressively more so despite cuts in interest rates — real
interest rates remained very high. We were members at a time
when Germany, a major fellow member of the mechanism, had
a particular problem of excess demand. This is a well-recognised
potential problem for any currency region. It meant that policies
were imposed on other members which generated severe defla-
tion. While we remained a member we were forced to adopt a
policy that prolonged a recession. Those extra two years brought
inflation down to levels that we have been able to maintain ever
since. I do not believe that, in the circumstances of the time, the
same effect could have been achieved by other means.

The policies that were put in place after we left, starting with
the system introduced in October 1992 and culminating in the
establishment of the MPC in 1997, allowed the benefits of ERM
membership to be sustained. The economy has also benefited
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from changes in the supply side and these have contributed to the
macroeconomic environment. Those changes, particularly those
introduced in the 1980s, have been very much a reflection of the
philosophy commemorated by the Wincott Foundation.

The period of membership of the ERM was not a very worthy
episode. A slightly cruel summary of it would be to say that we
went into the ERM in despair and left in disgrace. Nevertheless, we
are still enjoying the benefits of it.
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2 COMMENTARY
Derek Scott!

Introduction

Any contribution to a discussion of economic policy from Alan
Budd combines intellectual integrity with long practical experi-
ence at the highest level, and a generosity of spirit towards others,
including politicians.

Budd’s case is that, although a political catastrophe (for the
Conservative government), and, ‘in a sense, an admission of
failure’, entry to the Exchange Rate Mechanism (ERM) was ‘an
economic triumph’ and marked a turning point in Britain’s macro-
economic performance. As he freely acknowledges, however, his
thesis depends not only on Britain’s brief period of membership
of the ERM, but also on leaving it when she did. He concludes that
membership of the ERM ‘was not a very worthy episode’, but ar-
gues that ‘we are still enjoying the benefits of it". I discuss this epi-
sode in detail in my recent book, Off Whitehall (Scott, 2004).

Certainly, since 1992 the performance of the British economy
has been remarkable and, as Budd says, one factor has been that,
for whatever reason, it became possible to establish a credible
monetary framework after the ERM experience in a way that

1 Derek Scott is economic consultant to KPMG and was economic adviser to the
Prime Minister from 1997 to 2003. He is author of Off Whitehall, published by
L. B. Tauris in September 2004.
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was not possible before; and the Chancellor of the Exchequer at
the time of Britain’s EU exit, Norman Lamont, is rightly praised
for putting this framework together. There is no doubt that this
stage of Norman Lamont’s career is due for rerating since, in
addition to designing a proper framework for monetary policy
(later consolidated by Bank of England independence in 1997),
he also took most of the tough decisions on spending and tax
to put public finances on the road to recovery, although it was
Kenneth Clarke’s reputation which benefited, and Lamont’s poli-
cies to bring public finances back into order could only work
because monetary policy was set to meet the requirements of the
British economy.

At the core of the economic case made by Budd is the argu-
ment that the ERM forced the government to maintain policies
that brought inflation down to a level where it has (pretty well)
stayed ever since. Of course, it was not the ERM itself which
brought down inflation, but the level to which UK interest rates
were raised within the system: once the medicine had worked, and
long before sterling’s exit, it was obvious that the interest rates that
were imposed through the ERM were inappropriate for Britain.
Budd’s argument, however, is as much political as economic: with-
out the external discipline of ERM, he argues, politicians would
have buckled long before the benefits of the policy to achieve low
inflation had been achieved.

This political case for a ‘short-term fix’ is the most (indeed the
only) credible argument for entering the ERM, even if it is made
only in hindsight. It is also a much more restricted case for the
ERM than most of its proponents put forward at the time or since.
Even this political argument for ERM entry, however, is dependent
on accepting the political and economic environment as it was in
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1990; but could it, and the (necessary) traumas of the ERM, have
been avoided?

The results of the mistaken policy of Deutschmark
shadowing

Budd refers to Nigel Lawson’s attempt to persuade Mrs Thatcher
to join the ERM in 1985. He does not say whether he supported
the then Chancellor, but describes how, with the ERM option
rejected by the Prime Minister, Lawson’s policy was for the
pound to shadow the Deutschmark. I think Budd may under-
play the role of the latter in creating the very conditions that
in the end made ERM membership the policy of last resort for
the politicians: there was no alternative. Beyond that, however,
and perhaps more importantly, although this was no part of
the lecture and Budd made clear that nothing in his case for
the defence of the ERM could be used to support joining the
euro, the lessons of this pre-ERM period (including the aborted
attempt to join in 1985) have still not been grasped by advocates
of EMU.

For Lawson in 1985 ‘an historic opportunity had been lost,
when the time really had been right’. Others, including Geoffrey
Howe and (much later) Tony Blair, shared this view, but it doesn’t
stand up to serious examination.

In 1985 the British economy was recovering from the 1980/81
recession, but it was a long haul. Between 1980 and 1985 the dollar
had been very strong, and at its peak in February 1985 had come
close to parity with the pound. In the latter part of 1985 the dollar
entered a period of weakness and through the year sterling recov-
ered against all major currencies. Towards the end of 1985 it was a
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little over DM3.70, the rate at which Nigel Lawson wanted to take
sterling into the ERM.

Oil prices declined through the latter part of 1985, but in 1986
the decline turned into a free fall. Lower oil prices helped reduce
inflation, but the effect on the British economy was different from
that in most other industrialised countries. Lower oil prices raised
profits and real incomes: people could spend more, taking up the
supply of goods and services that improved profitability made
possible. For Britain, as an exporter of oil, the beneficial impact
was dented because the fall in oil prices produced a partially offset-
ting reduction in national income and this lessened the scope for
increased domestic spending. So if potential domestic output in
the non-oil sector was not to be curtailed it meant diverting exter-
nal demand to British goods. And the way to do that was through
a real depreciation of sterling. This can be effected either through
depreciation of the nominal exchange rate or by disinflation, de-
pressing the rate of increase of costs and prices below the rate of
increase in other countries. The second option is slow and painful
at the best of times, but in 1986 it would have been particularly
difficult since inflation in industrial countries was already low and
was being further reduced by the fall in oil prices.

Since Britain did not enter the ERM in 1985, sterling contin-
ued to float, and between October 1985 and October 1986 the
pound fell over 20 per cent against the Deutschmark and 16 per
cent in trade-weighted terms. The economy continued growing,
but unemployment did not start to fall until October 1986. If
sterling had been at a fixed rate within the ERM the real depre-
ciation would still have been necessary, but the alternative route
of disinflation would have been forced on the economy. Interest
rates would have had to go up dramatically. If policy had aimed
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to hold sterling at DM3.45, where it was in the middle of 1986, let
alone the DM3.70 that Lawson thought was the ‘right’ exchange
rate in November of the previous year, it would have required a
sharp rise in UK interest rates, possibly by as much as 7-8 per
cent (they remained above 10 per cent for the whole of 1986 as it
was). Output and employment would have been crushed. There
would have been no recovery.

Of course, subsequently the recovery that did take place got out
of hand. But the reason for this was the attempt to prevent a rise in
the exchange rate. Lawson’s policy of shadowing the Deutschmark
was a disaster, particularly in the wake of the favourable supply-
side reforms to labour and product markets during the first half
of the 1980s. By 1987, the fruits of these reforms were becoming
apparent, and the rise in anticipated rates of return was generating
a rapid rise in investment expenditure by businesses and house-
holds.

When this happens there is a rise in the equilibrium real rate of
interest — the rate of interest that keeps the economy in some sort
of overall balance. In order for the anticipated real rate of interest
in Britain to be above the world rate it is necessary for investors to
anticipate a fall in the exchange rate, and for this to happen it must
have risen first to levels from which it is expected to decline. The
correct response is to raise short-term interest rates and allow the
currency to appreciate.

In pursuit of a ‘stable’ exchange rate Lawson did the opposite.
In 1987 sterling was under upward pressure as investors sought
the higher rates of return anticipated from sterling assets. The
strength of demand in the British economy should have elicited
higher interest rates from 1987 onwards. They were edged up in
August, but then cut. They were cut first in October 1987 (when
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there was some justification after the stock market crash, but any
cuts in response to that event should have been reversed early) and
then again in February and May 1988. These cuts in interest rates
were combined with heavy intervention on the foreign exchange
markets to curb the rise in sterling. Shortly afterwards, evidence of
inflationary pressure became all too obvious. The upshot of trying
to keep the pound stable in 1987 and 1988 was an unsustainable in-
flationary boom. There was a belated decision to uncap the pound
in the spring of 1988 but the damage had been done. Inflation was
out of control: the rate of increase in the RPI shot up to almost 11
per cent in late 1990.

Inflation at those levels requires draconian monetary tighten-
ing and takes a long time to squeeze out of the economy, so that,
although the demand boom had already peaked by autumn 1989,
it was impossible to start easing monetary policy by cutting inter-
est rates and allowing sterling to start drifting down. On the con-
trary, as both international investors and domestic businesses and
householdslost confidence, interest rates were raised in an attempt
to restore ‘credibility” and get to grips with inflation. Interest rates
peaked at 15 per cent in October 1989, where they remained for a
year. The initial failure to allow sterling to appreciate meant that
the subsequent inflationary surge could be brought under control
only by recession.

Fiscal policy not to blame for the boom

Some people put the blame for the boom on purported errors
of fiscal policy, in particular the tax-cutting Budgets of 1987 and
1988. It probably was not very sensible to cut taxes at this time,
but there was no inherent reason why this relaxation of fiscal
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policy should lead to the boom and thus to the bust in the way
it happened. The boom occurred because of the decision to ‘cap’
sterling. This stopped monetary policy operating properly and,
in particular, prevented the exchange rate from functioning in
the way that it should have done and which would have offset
fiscal policy ‘mistakes’. Furthermore, if monetary policy and the
exchange rate had been allowed to work — so avoiding boom and
bust — it is likely that the tax cuts would have been shown not to
have been an error.

Those who point the finger at fiscal expansion of the late 1980s
miss the point. The fiscal expansion did increase demand, but cap-
ping the exchange rate meant that there was no mechanism by
which either to shift some of that demand to external markets or
to help add to the potential supply of the British economy. In those
circumstances, of course domestic demand caused a major domes-
tic inflation problem, but the error was one of monetary policy.

Did sterling enter the ERM at the ‘wrong’ rate?

Many commentators suggest that the rate at which sterling
entered in October 1990 was the real cause of subsequent
problems within the ERM and an explanation for sterling’s exit a
couple of years later, the implication being that the pound should
have entered at a lower level than the central rate of DM2.95. They
point to the fact that the level was decided without consultation
with other member states and that the Bundesbank thought the
rate too high. Both are true but beside the point.

In 1985 Nigel Lawson wanted to take sterling into the ERM at
a central rate of DM3.70. In his memoirs he says that the fall in
oil prices the following year would have justified a realignment of
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the pound. He suggests that sterling would have participated in
the general realignment that took place within the ERM in April
1986, moving to something closer to DM3.50. This retrospective
view exposes some important issues that have to be addressed by
anyone thinking of supporting entry to EMU. First, Lawson, who
was against EMU but who certainly believed in the disciplines of
the ERM, could not possibly have anticipated the opportunity or
the need for the pound to depreciate if he had been successful in
taking it into the ERM at DM3.70.

Second, the reasons for the necessary depreciation that Law-
son identified were not brought about by any policy failing in
Britain, but by changes in the international economy that af-
fected this country differently from others. It is very doubtful in
practice whether sterling would have been allowed to devalue
within months of entering the ERM. But in any case realignments
within the system were not made in response to genuine changes
in economic circumstances. Within the ERM realignments were
permitted only to restore ‘competitiveness’. In EMU necessary re-
alignments, whether on grounds of ‘competitiveness’ or changed
circumstances, are impossible.

Third, even had sterling been in the ERM and devalued in
1986, it would have been necessary shortly afterwards to revalue
the pound because of the rise in rates of return and the incipient
investment boom that were induced by the supply-side reforms of
the 1980s. Again, in practice, this would not have been possible in
the ERM, since no currency was permitted to revalue against the
Deutschmark. More importantly in the context of EMU, neither
the depreciation nor the appreciation would have been possible,
but the need for both illustrates how swiftly the appropriate level
for a currency can alter.
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The lesson for EMU
In his memoirs Lawson says:

I could not help noticing that that those who castigated John
Major for having joined at an excessively high rate of DM
2.95 to the pound were the same as those who had earlier
castigated me for having shadowed the Deutschmark at the
excessively low rate of DM 3.00 to the pound ... there is no
way that it can seriously be maintained both that DM 3.00
was too low in 1988 and DM 2.95 significantly too high in
1990.

What this fails to recognise, and what those who are preoccu-
pied with the exchange rate at which sterling should enter EMU
fail to recognise, is that it is the very fact that the appropriate real
exchange rate can move very significantly which causes economic
difficulties within fixed exchange rate systems. Within such sys-
tems, the only way the real exchange rate can adjust is through rel-
ative inflation and deflation. The alternative of the real exchange
rate adjusting through movements in the nominal exchange rate is
no longer available. There is no permanently correct exchange rate
for the currency even if, at the moment of entry, the rate is in some
sense ‘right’. Today, the countries in the euro zone are coming to
realise that they may have gained nominal currency stability with
each other, but only at the cost of greater instability in the things
that matter: output and jobs.
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3 COMMENTARY
Tim Congdon’

The origins of the ERM

Sir Alan Budd’s Wincott Lecture tries to justify UK macro-
economic policy during the late 1980s and early 1990s. In particu-
lar, he commends the UK’s membership of the European Exchange
Rate Mechanism (ERM) between 6 October 1990, when the British
government announced that the pound would participate, and 16
September 1992, when it was expelled by heavy selling on the for-
eign exchanges. But the story really begins in 1972. On 1 May 1972
the British government had decided to join the European ‘snake’,
an exchange rate agreement (under the auspices of the European
Economic Community) that was the forerunner of the ERM. From
the start the snake was, to all intents and purposes, led by West
Germany’s central bank, the Bundesbank. On 26 June — after a
mere eight weeks — the UK left the snake and floated the pound,
having lost $2.5 billion of foreign exchange reserves in six days.

The context of the pound’s misfortunes in the summer of 1972
was the realisation by European countries that the Bretton Woods
system of fixed exchange rates had broken down. In the heyday
of that system (i.e. in the 1950s and early 1960s) the US managed

1 Professor Tim Congdon is Chief Economist at Lombard Street Research and
served on the Treasury’s Panel of Independent Forecasters established in the
wake of Britain’s exit from the ERM.
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its own currency in a sound, anti-inflationary way, virtually all the
world’s currencies were tied to the US dollar and, because of the
exchange rate link, the world as a whole enjoyed the benefits of
low American inflation. But between the mid-1960s and the early
1980s US monetary policy was irresponsible and inflationary.
West Germany — a nation scarred by its memories of the Weimar
hyper-inflation of the 1920s — wanted to avoid the contamina-
tion of domestic monetary policy by US mistakes. Ever since its
foundation in 1957 the Bundesbank had believed in a monetary
theory of inflation (i.e. that inflation is caused by excessive growth
of the quantity of money relative to the growth of output). In the
five years to end-1972 the US money supply (on the M3 measure)
grew at a compound annual rate of 9.7 per cent. If the German
currency — the Deutschmark — had stayed pegged to the US dollar
while the US money supply was growing at this sort of rate, West
Germany could not have avoided significant inflation. In May 1971
the German government broke the link with the dollar and let the
Deutschmark float upwards on the foreign exchange markets.
Over the next few months West Germany and its EEC partners
tried to assemble a European fixed exchange rate system. On 7
March 1972 EEC finance ministers decided to form the snake, in
which the participant European currencies could fluctuate relative
to each other within a narrow 2.25 per cent band. This was the
beginning of the process of European monetary integration which
was to culminate in the introduction of the euro on 1January 1999.
Throughout the following 27 years West Germany — with its voice
at international gatherings often being indistinguishable from the
Bundesbank’s — was the key nation promoting monetary integra-
tion. The attitude of other European nations varied widely. The
Netherlands joined forces with West Germany from the outset
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and never wavered. In the mid- and late 1970s West Germany, the
Netherlands, Austria and Switzerland formed an island of finan-
cial stability in a mismanaged and highly inflationary world. The
UK was equivocal about European monetary integration in 1972
and remains so to this day.

British economists’ opposition to the monetary theory
of inflation

Intellectual trends in the economics profession of the English-
speaking nations — and particularly in Britain itself — had been
hostile to the monetary theory of inflation since the publication
of Keynes’s The General Theory of Employment, Interest and Money
in 1936. But the lesson of West Germany’s success in the 1970s
was not lost on the British political class, even if it was beyond a
surprisingly high proportion of British economists. UK inflation,
as measured by the annual change in the retail price index, peaked
in August 1975 at 26.9 per cent. Money supply targets — expressed
in terms of broad money — were introduced in July 1976. With
long-term intellectual impetus from Enoch Powell and Keith
Joseph, the Conservative Party accepted the monetary theory of
inflation. After her success in the 1979 general election the leader
of the Conservative Party, Mrs Thatcher, made clear that her
government would reduce inflation by controlling the money
supply, not by means of administered price and wage controls.

So outraged was the British economics profession by Thatch-
er's monetary (or ‘monetarist’) approach that the government had
considerable difficulty finding academic sympathisers who would
advise it on its favoured course of action. Fortunately, economists
at the London Business School — notably James Ball, Terence Burns
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and Alan Budd - had written papers in the mid- and late 1970s on
monetary topics, and were regarded as generally in favour of mon-
etarism. Burns was appointed the government’s Chief Economic
Adviser in 1979 at the young age of 35. Burns or Budd (or some-
times Burns and Budd) occupied important positions in the eco-
nomic policy-making machine for the next 20 years. Burns was the
driving force within the official machine behind the introduction
of the Medium Term Financial Strategy (MTES) in March 1980.
This strategy specified targets for the budget deficit and money
supply growth for the next four years.

As Budd says, the early 1980s were a difficult period in the
implementation of the agenda of monetary control. Financial lib-
eralisation and the abolition of exchange controls were contem-
poraneous with a step-shift in the level of real interest rates, from
negative values in the 1970s to positive values in the 1980s. The
result was an abrupt change in the trend of the equilibrium ratio
of money to income. Whereas this ratio had been falling for over
thirty years until the late 1970s, it was on a rising trend thereafter.
Budd is correct in saying that this change of trend weakened the
credibility of the money supply targets set out in the 1980 version
of the MTEFS, because these were patently too low. An unexpect-
edly large once-for-all adjustment to the sterling M3 money meas-
ure in the summer of 1980, following the scrapping of the ‘corset’,
was a particularly serious presentational problem.*

However, the government insisted — correctly — that low infla-
tion could be restored only by reductions in money supply growth.
Considerable political courage was shown by Sir Geoffrey Howe in

2 The ‘corset’ was a quantified limit on banks’ eligible liabilities. These liabilities
included bank deposits, which were the dominant part of sterling M3.
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adhering to the essence of the MTFS while he remained Chancel-
lor of the Exchequer. The annual rate of broad money growth (on
the sterling M3 measure), which had often been in the high teens
or even the twenties in the 1970s, was just above 10 per cent in the
years to end-1983 and end-1984. Because of the rise in the desired
ratio of money to incomes, these numbers were consistent with 5
per cent inflation.

Policy mistakes in the mid-1980s

By 1985 money supply targets had been in existence for almost a
decade and had achieved a signal improvement in the UK’s macro-
economic circumstances. Inflation was somewhat higher than
in West Germany and the Netherlands, but it was lower than in
France or Italy. Despite all the brickbats hurled at monetarism
in the early 1980s, domestic monetary control had worked. The
UK had reduced annual inflation from numbers well above 20 per
cent to an internationally respectable 5 per cent, and it had done
so while remaining outside the European snake and the European
Monetary System (which succeeded the snake in 1979). The
Conservatives’ original agenda could have been retained in the
late 1980s, with further reductions in money supply growth and
the eventual establishment of price stability.

But this was not what the Thatcher government did. Instead,
Nigel Lawson — who had succeeded Howe as Chancellor in 1983
— committed a U-turn in monetary policy. He suspended targets
for the growth of broad money in October 1985, as the prelude
to scrapping them in 1986. Money supply growth accelerated in
late 1985 and 1986, and by the end of 1986 the annual rate of
increase in the sterling M3 measure had soared to 18 per cent. It
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continued to run at this sort of rate until 1989. The result of the
abandonment of domestic monetary control was predictable and
predicted.> Marked asset price inflation developed in 1986 and
1987, and was accompanied by a sharp upturn in the growth of
domestic demand. Output boomed, unemployment fell and the
current account of the balance of payments lurched heavily into
the red. By late 1989 — when Lawson resigned — inflation was
plainly on the rise. The annual rate of increase in the retail price
index was to peak at over 10 per cent one year later.

One mistake compounded by another

It was the catastrophic failure on inflation which led to the
decision by Lawson’s successor, John Major, to join the ERM
in November 1990. As Budd says, the Treasury and the Bank of
England had decided that the job of conducting British monetary
policy was too difficult for them, and that they ought to give it to
the Bundesbank. By this stage the ERM was far more meaningful
than the original snake. France, Belgium and Luxembourg had
made almost as emphatic a commitment to exchange rate stability

3 See Congdon (1992), which gives a selection of his articles in The Times from
1985 to 1988, where he warned of the likely consequences of rapid money supply
growth. His newspaper articles borrowed from themes of his work at the stock-
brokers L. Messel & Co. In a Messel research note of 18 October 1985, ‘Sterling
M3 is not meaningless’, written only a few days after Lawson’s suspension of the
broad money target, he wrote, ‘In the early stages of both the Barber boom and
the Healey boomlet [which had seen rising money growth, followed by higher
inflation], excess sterling M3 growth was accompanied by low inflation. It took
two or three years before the full inflationary damage came through. Inflation
may drop in 1986 [it did], but that does not allow Mr. Lawson to claim that he is
innocent to the charge of monetary mismanagement. A better verdict would be
“not yet proven guilty, while awaiting trial”.” (The research note is available from
the author at tim.congdon@lombardstreetresearch.com.)
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within Europe, and to eventual European monetary integration,
as the Netherlands had at the outset. Meanwhile the Bundesbank
had adhered to money supply targets — expressed in terms of the
broad M3 measure — for over fifteen years and maintained its
reputation for inflation control.

But — very plainly — the UK did not have to join the ERM in
order to combat double-digit inflation. To repeat, the UK had be-
tween 1976 and 1985 reduced inflation from over 20 per cent to 5
per cent by domestic monetary control. As in West Germany, the
centrepiece of the UK’s system had been money targets expressed
in terms of a broad measure of money. Despite many technical em-
barrassments, that system worked.* Contrary to Budd’s claim that
the UK needed ‘a nominal anchor’ in the form of a fixed exchange
rate, the UK’s experience in the period from 1972 to 1985 had dem-
onstrated two unsurprising points. The first point was that infla-
tion is caused by faster growth in the quantity of money than that
in goods and services, and the second was that control over the

4 Itiseven possible that by 1989 Lawson came to realise that his U-turn on money
supply targets had been a blunder, even though he denies this in his account of
his years as Chancellor of the Exchequer in Lawson (1992). Lawson’s final Man-
sion House speech, in October 1989, included a detailed discussion of broad
money and funding policy. The extent of his comments was such that he evi-
dently continued to worry about the subject, even if he remained critical of the
pre-1985 system of monetary control. In an article in the Financial Times on 23
October, Samuel Brittan said that the days of ‘old M3’ were ‘still immensely bet-
ter than what is normally said on such occasions’. (This statement was curiously
out of character. Brittan has been highly critical of money supply targets as ‘mon-
etarist mumbo-jumbo’ over the last 20 years.) On 26 October Lawson resigned,
ostensibly in protest against Sir Alan Walters’s influence on the Prime Minister’s
views on economic policy. In an article on Lawson’s resignation on 27 October
Brittan remarked that the fiscal side of the medium-term financial strategy was
‘very much alive and the monetary side will be taken up again’. It is well known
that Lawson and Brittan conferred frequently in this period.
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quantity of money is necessary and sufficient for a reduction in
inflation. The right step in 1989 was to reintroduce an effective sys-
tem of domestic monetary restraint, perhaps buttressed by grant-
ing independence to the Bank of England. The lesson of history
— in West Germany, the UK and many other countries — was that
broad money targets constituted such a system.>

Monetary growth is the best predictor of inflation

It was the blunder in ending broad money targets in 1985 and
the subsequent explosion in money supply growth which were
responsible for the Lawson boom. Budd asserts, ‘Money supply
targets were unsatisfactory because it was extremely difficult, if
not impossible, to establish stable demand functions for money.’
This statement is politely described as an evasion in search of a
half-truth. The supposed absence (or disappearance) of a stable
money demand function would indeed have had a message for the
conduct of macroeconomic policy, but words need to be used with
care when econometric results are translated into policy prescrip-
tions.

When a statistical relationship is estimated between, say, the
rate of change in nominal national income (as the dependent or ‘y’
variable) and the rate of change in a money aggregate (as the inde-
pendent or X variable), it has a number of properties represented
by the values of the regression coefficient, the correlation coeffi-
cient, the standard error of the equation, the so-called ‘t-statistics
indicating the statistical significance of the regression coefficient
(or coefficients), and so on. Suppose that the money—GDP rela-

5  The argument was made in Congdon (1989).
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tionship was less stable in the 1980s than in the 1970s. The mean-
ing of the decline in stability is that — because the correlation
coefficient was lower and the standard error higher with the 1980s
equation than with the 1970s equation — a policy-maker in the later
decade can forecast with less confidence the central value of the rate
of increase in nominal GDP associated with a particular rate of in-
crease in money.®

This would be a disappointment for a supporter of money sup-
ply targets, but it would not be the end of the world. A change in the
degree of confidence with which a forecast is delivered must not be
confused with a change in the central value of the dependent variable(s)
implied by particular values of the independent variable(s). Even after
the supposed deterioration in the stability of the money—income
relationships in the early 1980s, it was still essential for policy-
makers to know the most likely value of the increase in nominal
GDP that would follow a particular rate of money supply growth.
That depended on the regression coefficient, not the correlation
coefficient or the standard error. As long as the regression coef-
ficient on an estimated money-GDP relationship was significantly
positive, it remained true in 1985 (as it was in 1975, or indeed 1875
or 2005) that the most likely outcome of an acceleration in money sup-
ply growth would be an acceleration in the growth rate of nominal GDP
and, in due course, of inflation.

Money and inflation in the mid- to late 1980s

Budd has three problems here. The first is that the alleged instab-
ility of the demand function for broad money was not new in

6  Strictly, the probability statements apply to a band of values either side of the
most likely central value.
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the mid-1980s. Research at the Bank of England and elsewhere
had usually found stable demand functions for broad money in
the 1960s, but two papers were published by Artis and Lewis in
1974 and 1976 arguing that these functions had broken down.”
The breakdown was evidenced in lower values of correlation coef-
ficients and higher values of standard errors, but (as far as the
author is aware) a routine finding in all the 1970s work remained
that the regression coefficients in money—GDP relationships
were significantly positive. The relatively poor correlation coeffi-
cients and standard errors in the broad money equations had a
clear policy implication, but — contrary to Budd’s claim — this was
not that the whole machinery of money supply targets should be
dumped. Because it was unrealistic to expect a reliable y per cent
nominal GDP response to a particular x per cent money growth
rate in any one year, control over the money aggregates had to
extend over several years. Money targets had to be medium term
and pragmatic in nature, as they were in West Germany. That
was one reason why supporters of the Conservatives’ monetarist
agenda advocated a medium-term financial strategy.®

Budd’s second difficulty is that the contrast in the rates of
money growth before and after mid-1985 was so large and egre-

7 Artis and Lewis (1981: 17). In fact the difficulties with money demand functions in
the UK were not new even in the mid-1970s. One of the earliest studies of money
and the business cycle in the UK was by Walters (1966). Walters noted that money
had a good relationship with nominal GDP in the 1877-1913 and 1921-38 periods,
but his comment on the quarterly data in the 1955-62 period was that they ‘fail
to demonstrate the existence of a marked systematic relationship between the
quantity of money and prices and income’.

8  The advocacy of money supply targets over a medium-term horizon was also in-
fluenced by the recommendation of ‘gradualism’ in monetary restraint made by
Professors David Laidler and Michael Parkin at the Manchester Inflation Work-
shop in the mid-1970s.
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gious that any statistical difficulties in the money—income relation-
ship were incidental. But, whereas sterling M3 rose at an annual
rate of 10.3 per cent in the three years to mid-198s, it climbed at an
annual rate of 19.4 per cent in the three years to mid-1988! Bluntly,
it is astonishing that the Treasury and the Bank of England did
not foresee what would happen to the economy in general terms,
even if no forecaster could be confident (to a level of statistical
significance arbitrarily determined by an econometric boffin) of
a decimal-point forecast of nominal GDP, inflation, consumption
and so on.

The third point is that it is far from clear that the demand for
money in the UK did become unstable in the 1980s. The change
in the trend of the money—income ratio cannot be disputed, and
it was undoubtedly a major embarrassment for the government
and supporters of money supply targets. But a change in the equi-
librium money-income ratio could be attributable to changes in
the values of the determinants of the quantity of money demanded
rather than to large changes in the properties (the regression and
correlation coefficients, and so on) of money demand functions.
The author — with the support of teams at L. Messel & Co. in the
1980s and Lombard Street Research in the 1990s — has had no dif-
ficulty in identifying a stable demand function for personal sector
money throughout the period.® Since the personal sector was and
remains the largest holder of money balances in the UK economy,

9  See Congdon (2004). The author first reported in May 1986 on the stability of
personal sector money demand in a joint L. Messel & Co. research note with
Peter Warburton (available at tim.congdon@lombardstreetresearch.com). The
stability of the personal sector’s money demand function has been corroborated
by other researchers and is now widely accepted: see Drake and Chrystal (1997)
and Thomas (1997).
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this finding goes far to refute Budd’s scepticism about money de-
mand functions. Further, the behaviour of the two other compo-
nents of the private sector — companies and financial institutions
—was undoubtedly influenced by their balance-sheet positions (in-
cluding their money holdings) in the 1980s, as it was in every other
decade in modern British history. (Treasury officials may not have
to explain themselves to the bank manager, but finance directors
and small businessmen don’t have that luxury.)

Britain’s economic performance since ERM exit

But that is enough on the technicalities. The passage of events
since 1992 tells its own tale, without the need to rely on high-
powered econometrics. It is surely obvious that the UK’s infla-
tion record since 1992 refutes Budd’s central contention. The UK
has kept inflation down at a moderate figure with remarkably
little variation, while eschewing both membership of the ERM
and adoption of the euro. If it has been able for over a decade
to maintain low inflation without the artificial crutch of a fixed
exchange rate, it could have reduced inflation from 1989 to 1992
also without the artificial crutch of a fixed exchange rate. Budd’s
Wincott Lecture has its attractive side, with its wit and humour
about mistakes in high places. But in its failure to acknowledge
the main lesson from over twenty years of policy-making, it is
misguided. The pound was kicked out of the snake on 26 June 1972
in humiliating circumstances, because earlier mismanagement of
domestic monetary policy had made the exchange rate untenable;
and it was again kicked out of the ERM on 16 September 1992 in
humiliating circumstances, because earlier mismanagement of
domestic monetary policy had made the exchange rate untenable.
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The imperative — in 1972, in 1992 and in all the years in between
—was to manage domestic monetary policy properly.

As Germany showed by its pursuit of money supply targets
throughout this period, a consistent, intellectually coherent and
self-confidentapproachto policy-makingwould deliver results. The
Lawson boom and the two years of bust in the ERM were episodes of
shocking incompetence. If the UK had persevered with a steady re-
duction in money supply growth from 1985 onwards, it could have
enjoyed stable growth with falling inflation in the late 1980s and
early 1990s. It could have avoided the disastrous boom-bust cycle
for which Budd is much too ready to find a face-saving explanation.
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4 COMMENTARY
Samuel Brittan’

Norman Lamont once remarked that membership of the
Exchange Rate Mechanism (ERM) in 1990-92 was beneficial in
bringing down rapidly the British inflation rate but that exit from
the system was also beneficial in promoting recovery from reces-
sion. This is more or less the line taken by Sir Alan Budd now; and
I agree with them.

What I would like to do in this commentary is to say a little
about the European and British political background and then go
on to a few implications of Sir Alan Budd’s analysis. A common
fault among both proponents and opponents of ERM member-
ship was to see the system purely in terms of the British debate
and not to examine how the ERM participants — the core members
of the EU — themselves saw it.

The exchange rate anchor

‘Fixed but adjustable’ exchange rates prevailed under the Bretton
Woods system after World War II, with the emphasis shifting to
‘reluctant adjustment’. They were seen as a way of bringing order

1 Sir Samuel Brittan is a columnist at the Financial Times. His most recent books
are Against the Flow: Reflections of an Individualist (Atlantic Books, 2005) and Es-
says, Moral, Political and Economic (Edinburgh University Press, 1998).
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into international monetary relationships without the straitjacket
of the old gold standard.

The system worked with the dollar as the ‘anchor currency’
against which other currencies were fixed. In the European ERM
the Deutschmark became the anchor for member countries. By
the 1980s many economists and commentators had begun to see
such systems as a back-door method of achieving and maintaining
low inflation. The idea was that if a country had a stable exchange
rate against a low-inflation country it could in a sense ‘borrow’
that country’s credibility. It was even sometimes described as
‘monetarism by the back door’.

A Deutschmark anchor was, however, far from the intention
of the founding fathers of the system, which arose as a result of
the initiative of the French and German leaders Valéry Giscard
d’Estaing and Helmut Schmidt in the late 1970s (in the wake of
earlier prodding by Roy Jenkins during his period as president of
the Commission). A large part of their objective was to combat the
domination of the dollar. To the extent that they worked it out,
what they meant by this was the ability of the US to absorb re-
sources from the rest of the world by running a large balance of
payments deficit financed by other countries accumulating dollar
assets.”

The ERM became a Deutschmark anchor system largely as a re-
sult of the actions of the Bundesbank, which continued to operate
German monetary policy in what it regarded as German interests.
For a large part of the 1980s French interest rates could be above
German ones because of the risks of downward realignment. This

2 Twenty-five years later, with European Monetary Union up and running, the US
is doing exactly the same on a larger scale.
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was the system that most of the advocates of British membership
—apart from the out-and-out European federalists — wished to join
and which Margaret Thatcher and Alan Walters so vehemently
opposed.

But, even as the battle lines were being drawn up in the UK, the
Europeans had, as so often, moved the goalposts. Realising that
the ERM had not worked out as intended they set up the Delors
Committee to work out plans for a genuine monetary union. That
committee seized the bull by the horns and declared that it would
mean a single currency. After the committee reported in 1989, the
aim was to make realignments of the ERM small and rare to pro-
vide a glide path to monetary union. By the time the British had
plucked up their courage and embraced membership in 1990 the
ERM was transforming itself into something very different.

In 1993 the Delors plan threatened to blow apart in a wave of
currency storms (following the 1992 wave which had forced the UK
outside). But European finance ministers decided that, rather than
abandoning the ERM altogether, they should widen the margins
of fluctuation to 15 per cent each way. The characteristic British
reaction was to regard this as just a fig leaf. Kenneth Clarke (who
ironically was the originator of the 15 per cent suggestion) had no
intention of fighting a domestic political battle to return to what
had then become an extremely unpopular system. But, as so often
in the past, the core EU members took commitments and timeta-
bles seriously and eventually reduced to a very small margin cur-
rency fluctuations against the Deutschmark, leading to the formal
establishment of EMU in 1999 and the domestic circulation of
euros in 2002.
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British political implications

The ERM has had a longer history in British domestic politics than
generally realised. Well before the 1979 election, when Labour was
still in power, a Treasury official gave a strongly worded but unat-
tributable briefing criticising the ERM and saying why it was not
in British interests to join. The Prime Minister, James Callaghan,
had apparently decided from the beginning that the Labour Party
would not countenance British membership. At the time Labour
was more sceptical of the EU than the Conservatives, and the
currency project appeared to those who thought about it atall asa
bankers’ ramp to impose deflation on the UK.

Nigel Lawson makes it very clear in his memoirs? that his ini-
tial impetus to join the ERM came from observing that the very
same ministers — the so-called ‘wets’ — who were most opposed to
domestic counter-inflationary stringency were also enthusiastic
supporters of projects associated with the European Union. This
element persisted right through to the end in that notorious 1992
ministerial meeting when exit from the ERM was delayed by a cru-
cial few hours and the reserve losses mounted, while pro-European
ministers fought against the odds to save British membership.

It is impossible to overestimate the political fallout from the
forced departure from the ERM. Although few voters would have
remembered the precise details, it destroyed the Conservative
reputation for economic competence. The repercussions extended
to the Labour Party as well. The former Labour leader John Smith
was an enthusiast for the ERM, precisely because he believed that
it provided an alternative to the party’s previous painful attempts
to obtain pay restraint from the unions directly. Gordon Brown

3 Lawson (1993).
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was Labour’s economic spokesman at the time; and it was in the
post-ERM period that Tony Blair moved ahead of him in the party
popularity stakes. Of course, there were larger elements involved;
but the ERM episode helped give a jolt to the comparative reputa-
tions of the two men at a crucial moment.

The key British error

Could the UK have stayed in the ERM? I believe many mistakes
were made in defence of the ERM parity (some of them are
detailed in Stephens, 1997, and Lawson, 1993) but the one I felt
most strongly about was the surprise expressed by the British
authorities at the size of the speculative movement against the
pound. If there is one lesson to be learned from attempts to defend
parities, it is that the movement of speculative funds is likely to
be many times greater than anything to be expected based on
previous experience.

But I do not want to dwell on this aspect here. A more suc-
cessful defence would have meant higher interest rates for longer.
Even if the British government had been prepared to entertain this,
the markets would not have believed that it would have stayed the
course in the face of soaring unemployment and falling output.

The big error surrounding the eventual entry into the ERM
in 1990 concerned European politics. From the time that the Ber-
lin Wall fell in November 1989 and German unity loomed, the
Deutschmark was no longer suitable as an anchor currency. That
should certainly have been apparent by October 1990 when the
UK joined. Unfortunately nearly all the politicians, officials and
commentators who had previously urged ERM membership con-
tinued to do so despite the way in which German unification was
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being handled: and I include myself. Our minds operated on two
tracks: cheering on German political reunification, while continu-
ing to view British problems in our usual insular way.

After membership

Alan Budd is quite right to say that experience in the ERM
brought inflation down with a rapidity and to a level that would
have been extremely difficult to achieve by domestic means. In
the highbrow literature there is, I believe, an expression known
as ‘opportunistic disinflation’. This means that the authorities in
high-inflation countries will not deliberately impose a sufficiently
fierce domestic squeeze to bring inflation down from, say, double
digits to 2 or 3 per cent. But they will take advantage of any outside
events to — as Gordon Brown might put it — ‘lock in’ the lower
rate of inflation thus achieved. Could disinflation in Britain have
been achieved more slowly and less painfully without the 1990-92
episode? There is a sporting chance that it might have been if the
first attempt at membership had not been vetoed by Margaret
Thatcher, in November 1985, when German unification was still a
distant dream. The model that many ERM supporters then had in
mind was France. That country was prepared to make downward
realignments within the ERM but reluctantly, treating it as a sort
of mini Bretton Woods. For such a policy to have had a chance
of success in Britain, sterling would have had to realign with the
franc in 1986 (as Lawson concedes in his memoirs) without under-
mining policy credibility. Whether that would have been possible,
given the hysteria that has so often surrounded discussion of the
exchange rate in Britain, I do not know.
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How the inflation target was prepared

One favourable surprise after Black Wednesday was the speed
with which an alternative policy was put together. Nearly all the
key characteristics of the present — and so far successful — stable
monetary regime were announced within a few weeks of the exit
from the ERM. These included the inflation target; the Bank of
England’s quarterly inflation report; the formal monthly meetings,
followed, when Kenneth Clarke became Chancellor in 1993, by
publication of the minutes of these meetings. These paved the way
for operational independence for the Bank and the establishment
of the Monetary Policy Committee. Many of these policies were
first contained in embryonic form in a letter dated 8 October 1992,
from Norman Lamont to the Conservative chairman of the House
of Commons Treasury Committee. They apparently emerged from
a meeting between the Prime Minister, the Chancellor and senior
Treasury officials in Brighton, on the fringes of the Conservative
party conference (Stephens, 1997: 266-7). It is difficult, however,
to see how such a comprehensive framework could have emerged
so quickly after Black Wednesday unless at least a few people had
been thinking about policy in a non-ERM world well before the
UK was forced to leave. I am reminded of the period up to the 1967
sterling devaluation when the subject was treated as ‘the great
unmentionable’, but a few people had obviously thought about it
to be prepared for the day when it happened.

One question raised by Alan Budd is whether Britain as a coun-
try could have adopted an inflation target earlier. He quotes Peter
Middleton as saying that there was some kind of inflation target
several years before. But that target belonged to a different era
when incomes policy was still seen as the main way of tackling in-
flation and the target was set in that context. It was both a guiding
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light for pay settlements and held out — rather dangerously — as a
reward for the unions if they stuck with the policy. Inflation tar-
gets, in relation to a monetary approach to inflation, were hardly
known until about 1990 when New Zealand was the first country
to experiment with them. And I must admit that if I had been
asked at any time in the 1980s about such a target I would have
said: ‘How do you enforce it? You are describing only the goal and
not the means.” Even if it had been advocated in conjunction with
an independent Bank of England, I would still have asked: ‘How
does the Bank go about it?’

EMU lessons

I would like to elaborate on why the ERM episode holds almost
no lessons for the desirability or otherwise of Britain joining the
euro. This is because, despite superficial similarities, they are two
entirely different systems. The ERM was an exchange rate system
rather like Bretton Woods; and monetary discipline came from
the exchange rate constraint. There is no such constraint within
the European Monetary Union for the very simple reason that
there are no exchange rates between the euro countries. Their
separate currencies have been abolished (and there has been
rightly no attempt to use the euro—dollar rate or the euro—yen rate
as a counter-inflationary constraint). The euro system is in fact
very similar to the present British system with an independent
central bank and a low inflation target.

Leaving aside the rather political emotions on either side,
the economic question is whether we would do better to have
this system operated by the Bank of England’s Monetary Policy
Committee (MPC) or by the European Central Bank (ECB). It is
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a question of trading off the advantages of ending exchange rate
fluctuations against countries accounting for a good half of our
overseas trade against the disadvantages of a one-size-fits-all mon-
etary policy adapted to average conditions in the euro area rather
than those in any particular country. Until a couple of years ago I
would have said that it was six of one and half a dozen of the other.
But today I would be more inclined to say it is seven in favour of
the MPC system and only five in favour of joining the ECB.

Adjustable pegs

There is a final and more general question. The almost universal
fashion today is to believe that a country must make a choice
between a floating exchange rate and merging its currency with
that of a wider area. Even the halfway house of a currency board
has been out of favour since the Argentinian collapse. Economic
fashions change rapidly and unpredictably. Even so, I do not see
an early return to Bretton Woods-type systems or even G7-type
currency range targets. Such a shift could come about, of course, if
globalisation were to collapse and we went back to tight exchange
control and restricted capital movements, which would be tech-
nically very difficult — but not impossible in the face of strong
populist political reaction. In that case far more would be at stake
than the currency regime.
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