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BREAKING THE LINK WITH STERLING

by

RI cha.~d Bruton

"lhe Economic and Social Research Institute

1. Introduction                           ~"

The Irish £ was established in 1927. It was fully convertible at a

one-For-one rote wilh sterllng and full backed by reserves of sterling and

gold. Thls strong llnk between the two currencies has only been

modified ~i~ some minor respects since 1927~ At that t~.mei lhe overrldlng

arguments in favour of the link were to ensure’publlc confidence in the new

currency and to mlnlmlse disruption to banking and to trade. However, repeated

deprec]aH0n o.£ sterling and the prospect that this will continue has recently

provoked criticism of the link. Since the end of 1971, the value of" the£ sterling

¯ has fallen by about 7.5 per cent in terrns of the dollar and by. over 30 per cent

in terms of the s6-called snake currencies. The snake was established in May

1972. It is a systern under which EEC members maintain narrow marglns of

o

variation between one another’s currencies. The system also provides mutual

support to help countries ma|nta~n these margins. In|tially, all EECcurrencles

t.ook part ~l~ the snake but the £ sterling~ the French franc and the Italian lira1

hax, e since defected, leaving the remainder floating togeiher.

Because of" the link~ the Irish £ has fallen exactly |n step with sterling.

Our attachment to a falling currency has been criticised for a number of‘moior

¯ o
t"

reasons:
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(i)

(ii)

Oil)

It is argued by some economists - and I g° a Io0g way with them -
that the fixed I~nk with sterling forces the British long-run inflation
rate on Ireland, an ~nflation rate far higller ihan in any other EEC
country.

I| is po~nled out’that depreciatlon reduces the foreign exchange
value o[agr~cultural exports because of EEC regulations. Howevert
recent changes in .the Irish green £ takes some of the force out,of
this argument.

Finally, il is orgued that by promoting continued close trading links

with Britain, the link has made us more vulnerable to the effects
of Britain’s slow economic growlh and the stop-go econornlc policies
adopted to protect slerling.

2. Examinetlon of the Link

Havin,q noted these criHcisms, ! will now examine some of the benefits

of the link and some practical consequences of brealdng it. The convenTence

for trade with the United Kingdom of a fixed one-for-one parity with sterllng

|s certalnlX an important benefit. The extra mental chcre of" translating values

|s avoided because any prTce quoted ~n Irish £s is of equal val.ue in terms of

sterllng. The actual expense of trade with Brlta[n is also minlrnised, for

e.xchange transactions need not be undertaken. A cheque drawn on an Irish bank

is perfectIX acceptable as payment for importz from Brlteln and Hce versa.

Breaking the llnk with sterling would changethls. It is likely that Irish cheques

.-.

would be less acceptable in the U.K. ,Irlshimporlerswould,.then, have to get

drafts from thEr bank made out in sterling to pay for ~mports. This would involve

extra cost. On top of lh~s, the possibil;ty of exchange variation between the two

currencies would introduce a risk into trade. An importer placing an order for

goods to be delivered in three months’ time might flnd that he had to pay more Irish

£s titan he expected because the currency had depreciated in the meantime. The

.°
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rlsk of loss in thls way can loom large in terms of.the profitability of trade,

partlcuJarly if the value added in Ireland isrelctively sma].l. A forward

exchange market would have.to be established ir. Ireland to allow lraders

cover themselves against this risk. But, he, dglng in a forward exchange

n]arket, again, involves extra cost and, presumably, the cost will be

proportionately .greater in the small Irish market.

No one has ever estimated how much the trading convenience

of the sterling link is worth to Ireland, but it is certainly relatively smaller

now than it was in 1927. Some further .practical difficulties of break]ng the

link may be mentioned. British currency would kave to be taken oul of Irish

circulation and new Irish coins would have to be introduced. On the other

l?and, ~here would be an offsetting gain because the circulation of British

cu:’rencylnlreland isequivalent to an inter~st free loan to Britain. Aside-

effect of breaking Ihe link is the windfall ~oss inflicted on Irish holders of

British currency and investments (in Ihe case of a revaluation). A person with the

bad luck to have an Engllsh’fivel~ in his pocket would suffer, but |he trader who

owed ster’llng would gain.

The major disadvantage of the link is the surrender of a potential

policy instrument for the achievement of economic goals. Most of the rest of lhis

paper will be devoted to-evaluating the effectiveness of the various ways of usTng

exchange rate as an instrument of policy.

¯ o
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3. Changing tile Exchange Role Against All Currencies

Macro-economlc policy tries to secure (i) a high rate of employment

and at: economic growlh; (il) balar]ce of payments equilibrium; and (iii) an

acceptable rote of inflation. No one policy can achieve all of these goals

and there must be at least as many policies a.s there are goals. Exchange rate policy

is no different in this respect. It is not a cure-all solution toall our economlcil;s.

To illustrate this, consider a devaluation of the !rish £ against eli other currencies,

including sterling. This would raise lhe home price

the.price of our exports in terms of foreign" currency.

of our imporls, but lower

Irish producers would then

be more competitive on both Ihe home and the, e.xport market. This would result
,i

in an improvement in our balance of payments, provided the demand for Irish i,nports

and exports are reasonably price-responsive. The available evidence suggests ttlat,

taken together these demands are sufficiently responsive to secure an improvement

through devaluation. However, there is considerable uncertainty about the length

of tlme it would take for tl~e improvement to come about.

O:~ the employment front devaluation would be a.stimulus because

of the increased sales at home and abroad. However, itwould tend to aggravate

inflation. This .would occur initial.ly t.hrough the rise in the domestic price oF

|reports and import substitutes for consumption and, in most cases also, through a

rlse in the domestic prlce of exportables retained for home consumption. Besides

the immediate effect on consumer prices, there would be a follow-up effect through

two channels: (i) increased production costs due to hlgher-prlced raw ma{erlals and

(ii) increased wage costs as unions seek Compensation for the initla! increase in the

cost oflivlng. Awage-prlcespiral could be trlggeredoff in this way, that would

,, ., ..
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tend to erode the inltial improvement in the balance of paymcnls and employment-.

in the extreme case, where income earners received full compensal’ion for price

increases, the initial improvement in competitiveness would be entirely lost aqd

employment and the balance of pay.mer, ts would return ie theTr pre-devaluatlon stale.

This highlights the crucial point thal devaluation can only help employmen:~ and

the balance el: payments to the exlent that i,~ is effective in reduclng the real value

of domestic money incomes. It is for this reason that exchange rate policy is

offer, thought inappropriate for small open economTessuchaslrelcnd. Ira great

deal of~ncome is spent on internationally traded goods, itw]!l be difficult to

achieve a reduction Tn real incomes large enough to have a significant ~mpact on the

balance of payments. In Ireland’s, case, trade~bles are important both for consum2t!:,n
Q

and as raw materials. Moreover, in recent years, the tendency to look for

compensalTon for price increases has grown Tn this country. As a result~ a significant

¯ |mprovement in Ihe balance after all adjuslments had been made would requlre a sizeable

devaluation and would be accompanTed I)y a very considerable rise in prices. A

once-overdevaluafion should not affect lhe rate of inflation in the long-run. However, -

if further devaluations were used in an attempt to prevent the initial improvement in

the balance of payments being eroded by demands for price compensation, then, a con~Tnu:

wage-prlce splral would be set in motion.

The long-term effects of dev&luaHon on the economy would largely.

depend on how Tnveslors reacted. Expansion of sales at home and abroad .~hould

encourage investment~ unless inflation or uncertainty completely eroded the benefits

of devaluation.

t"
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Revalualion

Tile other possible exchange rate alteration is to upvalue the

lrlsh£agalnstall other currencies. This woulddomage the competitiveness

of Irish producers in both the home and export ma,’kets~ and result in a

deterioration in the bSlance of payments and employment. The rate of inflation

should be moderated in the short-run as the fa!l in import prices worked their

way ihrough the system, but the degree of moderation may not be great due to

areluctance to reduce wages and prices. Moreover, to maintain a Iowerrote "

of inflation in the long run would require repeated appreciation of the currency,

not a once-.ever change. Anyhow, it seems lha.~ internationally revaluation.

is a.resFonse to conditlor~s of high employment~ low inflation, and balance of"

payment surplus, rather than a means of" coming to grips with the problem of

inflation. Posslb!y this is because loss oi: sales at home and abroad is adverse

to inveslment and growth. " ¯ .

Free Float

A free float of the Irish currency would raise additional difficulties

to those relating to devaluation and revaluation. First, trading uncertainty would

be greater through having no link with any major currency. Secor, dly~ Iheviabifity

of Irish firms could be severly affecled by periodic changes in the exchange rate,

for although short-run losses due to fluctuations can usually be hedged~ nobody can

hedge against awhole business becoming unvlab[e. Thirdly, there could be adanger

of perverse speculation .against the currency in a small foreign exchange market.

Finally, sorne might take Ihe gloomy view thal~ wilh floating exchange rarest government

and private interests would make little effort to prevent rapid inflation, because its

o



effects on employment could be avoided in the short-run by gradual depreciGtion

of lhe currency.

Fixed Exchanges

/V’~any economists have suggested that, [or smallopen economies,

fixed exchange rates bre prefer.able. They argue that balance of paymenis

difficulties can be remedied by relatively small changes in domestic spending.

The employment objective, they say, can be secured, b7 slrlvlng to have a

-slightly__ lower rate oflnflation than that of trading partners. Thiscduld be achieved

through a prices and incomes policy, along with fiscal and monetary measures.

At any rate, maintaining a fixed rate of exchange does not hamstring an economy

completely with regard to competitiveness. A 10%o export subsidy plus a 10%

import tariff is formally equivalent to a I0% devaluation, and Ireland has made

quite extensive use of both export subs]dles and impurt tariffs at various times

since 1927. It has also made some all-erupts to introduce a prices and incomes

policy, but nofr always with the grea|est of success..

To summarize |his sectlon~ I have tried to show that a change in the

exchange rate is very often a two-slded weapon, i~" promotes some of the targeis

of economic policy but puts others further from reach. The texlbook remedy in I.ish

economic circumstances, namely a persistent tendency to high unemployment and

balance of payments deficits, is to devalue. However~ in view of Ihe openness of the

economy$ significant gains on these fronts would require a sizeable devaluation and

would be achieved at the cost of a very significant increase in inflation at least in the

short run. At the same llrne~ i1 would involve considerable convenience costs.



4. A Possible Alternative

However, to say that upward or downward changes

in the exchange’rate with respect to al..._k currencies are not on for Ireland

does not answer the complaint that Ireland w~ll suffer through being fixed

tea falling £ sterl_ing, in the event of a further maior decline in sterllng,

some people have argued that the Irish £ should only sink part of the way

wlth sterling, then break the llnk and attach to the snake currencies. The

prlncipal argument put forward in favour of thls move is that it would glve

Ireland the opportunity to bring its accelerating rate of inflation under

control.
¯

.Q

The relevant choice here is : if sterling s~nks, do we ~ ’ ,allow

her down, or do we’at some point call a halt and decide a further drop is not

approprlate for Ireland. At that po~n| we would llnk to tl~e snake, in making

the cholce, the present state of affairs is not a relevant alternative, and the

emphasT~ in the rest of the dlscusslon will be on the relative merits of the lwo

optloqs, rather than enquiring would we be better off than we are now. However:,

some reference will also be made to the present situaHon,for this comparlson is of

clear interest to those considering what adjustment would have t0 be made to

existing plans.

In assessing the two options, I will discuss the different sectors

of the economy separately. The discussion concentrates on the effect on the

balance of payments in each sector. For thls reason, I examine the effect on the

value of trade in terms of foreign currency, ignoring the important consideration of

%. ¯"
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the impact on incomes in terms of home currency.

Agricu’lture

,.

"In the case of agriculture, the CAP will dominate what"

happens to the forelgn exchange value of exports. The CAP covers almost all

agricultural products amounting to about 95% of our agricultural exports:

both the Irish and U.K. green £ parltles remalned unchanged regardless of

If

the moves in exchange rates, then Monetary Compensatory Amounts would

Claw back the normal gains of devaluat-io,1. A loss in the value of agricultural

exports would be incurred by devaluing in step with sterling. The

loss depends on the extent of the devaluation and, therefore, it would be smaller

if we do not go all the way dow’n with sterling. On the other hand, "if the

Irishgreen £ devalued in line with the lrish £ for all other purposes but the

.Britlsh green £ remalned unchanged, then MCAs would not be levled on Irlsh

exports but subsidies on sales to the British market would still beglven. This

.would leave the value of agricultural exports unchanged regardless of how far we

" sinl~ with sterllng. On the imports side, MCAs would operate in Ireland’s favour

under elther proposal; more fav. ourably if we ~o d’own fully wlth sterllng. Negotlatlon

ot’agreen£would again make theiwooptlonsldentical. On lhe whole then, if

.no green£was negotiated, letting sterllngsink away from the Irlsh£would be less
o*                                                                             °

adverse to the balance of agricultural payments. But if a green £ devaluation was

secured, the balance would be unaffected by either optlon.
+

o
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! ndustry

We turn now, to look at industrlal trade.. Sinking fully

, with sterling would improve Irish compet!tiveness relative to foreign producers

other than the British. However, less price-responsive goods are traded with

these countries (raw materials for example, which we cannot do without).

Thus~ the improvement in the balance of payments would not be great. Gains

-on the employment front would also be moderate.

if we do not follow sterling the whole way down, our

competitive gain over foreigners would.be reduced an._~d competitiveness

woulclbedan,agedrelative totbe British. Initlallyat least~ the effect on the

balance of payments would be adverse. The deterioration would be pal:ticuiarty

serious in the case of trade with Britain, where the type of goods traded tends to

1
be more prlce-responsive. The indirect barrier to trade with Brilaln due

to in.creased tradlng costs once the sterling !ink was broken would cause further

losses to Irish exporters but, on the home mdrket~ losses would be moderated.

The net effect of this barrier on the balance of payments would hardly be great~

so it would not materially affect the expected deterioration caused by slnklng by

less than sterl!ng. -:-- ".
:

°
°°

¯ .. On the employment front the.effect would also be adverse.

1his would apply to al__.l sections of industry. However~ the damage to industry

competlng with European and American firms would be a smaller improvement

1.    This is so both because of the composition of trade~ and becf~use contactst
elc, are probably of" greater importance relative to price in the more distant
markets.                                                ..

.o
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than they would otherwise have enjoyed, wh~le industries who compete

w~th Br]tlsh firms would suffer an absolute deterioration in ~mployment.
i

Traditional Irish industrles, such as textiles, clothing, and footwear~

would appear to be the principal sufferers. These :.ndustrles are already

under pressure in free trade.

invisibles

Next~ we must conslder invlslble trcde, lnvlslble

receipts, other than from tourism, are usually in terms of Foreign currency,

and they would be unaffected by either:proposal. Tourist receipts wou!d fall

in terms of Foreign currency by devaluing in line with sterling but the fall
Q

would probably begreater if we did notsink the whole way. As regards

employment in industrles serving the tourlst~ breaking the link would be a gloomy

prospect. Many Brltlsh tourists would probably be [osl~ discouraged both by price and

the inconvenience of havlng to change money.

Inv|sible payments abroad may be denominated efther in

Irish or in forelgn currency and those paid [n Irish currency would cost more if we

do not depreclate by as much as sterling. Looking then at the balance of invisible

.payments - it.would be more adv.ersely affected it: we do n61 follow sterling down
°’ . ~

to the full extent.

.°
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Current and Capltal Balance

" Combinlng agricultural~ industrial and invislble trader.

it seems If, att even ifnogreen £were negotlatedt breakingwlth adownward

float in sterling would causearelatlvedeterioratlonin the overal! current

balance of payments. It mlght nol be very great~ because of the low import

content of improved agricullural earnings. If a green £ clevaluation were

negotlated the relative deterloratlon in the balance would be all the greater.

The relativ~ effect on employment would also be damaglng~ and would be felt

most acutely in industrles already under severe pressure.

¯Less can be sbid wlth cerialnty about the b~!ance of
¯

payments on capital account. ~;terllngwould certainly hold additlonal risk
r.

for Irish investors~ and vlce versa for P.ritlsh investors in Ireland. On the

part of Irlsh investorst thls woulcl probably reinforce recent trends for a greater
i

volume of lendlng on Irish financlal markets.    But it would be a dislncentive

to British investors~ and the ease with which the government could boirow in the

.-. United Kingdom mlght be ¯impaired.. The capital balance would be

improved by an increase in the value of ccrtaln capital inflows from EEC funds

denominated in terms of Irish currency. Overall~ moves in the capitol balance

would depend very largely on foreign investor confidence in Ireland’s growth

prospects followlng the break with sterling¯

,/
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The maln hope pinned on breaking the link wiIl~ sterling

is that it would help.contr.ol inflation. By breaking tile llnk, the increase in

the home price of all traded goods would be reduced and inflation would be

moderated in the short run. However, the crucial cluestion is not the impact

effect on inflation.’but whether Ireland would be able to reduce domestic inflation

after the break was made. To do so, two conditions would have to be met.

Firstly, a faster rate of inflation in Britain than-in the rest of the EEC must be

reflected in a continuatlon of sterling’s downward float. Itis’at least conceivable

that confidence in the long-run prospecls of the British economy would prevent this

happening. Capital inflows might sustain the exchange value’of sterling despite

,b

faster inflation. If so, then, even though the sterling link was formally broken,

British inflation would still be transmitted tolr¢landlhrough our trade, and the

.costs of breaking the ITnkwould have been fruitless.

However, even if sterling continued fo sink downwards,

the-break would not be sufficient on its own to reduce Irish inflation in the

long term. The whole project would stand or Fall on the second requirement,

namel>, an effective counter-inflationary policy at home. Economic analysis

cannot give much guidance on whelher this would be achieved, much would
- .

depend onlhe political will. However, some of the dlfficul|’ies may be
i.

mentioned, if employment was to be protected, great restraint on pay demands"

would be needed in the firs| six months or so after the break and even before

the break was made. Claims could not be made on .the basis of continued
..

inflation at past rates nor on the basis of money income movements in Britain.

This would call for a far-reaching change in behavlour0 and agreements already

made would probab!y have to be altered. If restraint Failed to bring inflation

under control, then Ireland would have to choose between letting the Irish £

float down or suffering a severe recession, to Force inflation down to a level that

would hold our competltiveness in the snake. ’"
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Investment and Growth

Q

How investment and growth wouid be afl:ected by-breaking

the link is difficult to predict. Initially, investment would probably be

..discouraged. UneertaiAty and the loss of competitiveness relative to BrHaln

would put off investors inteiested in selling to tJ~e U.K. market. In the long

term, much would depend on our success in bringing domestic inflation under

control. If successfu]~ the prospect of closer links with European currer, cies

would attract investors interested in EEC markets. Indeed, initial success

inmocieroting inflatlon.could become a virtuous circle, as increased capital

inflow make subsequent adjustment less onerous.

Some other issues may be raised on the question of growth.
4

We should reallse that breakir~g the link would not shelter us from th’e impact

of slow growth or stop-go economic policies in Britain. Only in the very

long term would Ireland become less vulnerable to Britain’s growth performance,

This would happen as hish exports were diverted to markets outslde Britain.

Indeed, in il:e short run~ h’ish trading relations wilh Britain would be hit by

a new squrce of stop-go, namely moves in exchange rates between the currencies.

Speculation
...       ,°

’o.

The possibl& destabilising influence of speculation in a thin ¯

¯ Irish market for foreign exchange is sometimes mentioned as a reason for avoiding

lhe break wilh sterling, it is difficult to assess how liquid funds would flow.

However, under the arrangement we are considering, the attachment to snake

currencies would make funds available to us to counter destabilising speculation.

A Practical Problem
°°

Finally we must return to the serious p.ractical problem for

**                                   ¯

a Minlster of Finance ot: choosing the .point at which we break with sterling.
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If we break earl), in sterllng’s decllne, then we expose ourselves either to the

r|sk that tile decl ine never materialized; or if it. did, to serious difficulties for

employment and the balance of payments. On tile other hand, if we decline

.a conslderable distance befor’e breaking, then wh~le problems for the balance

of payments might be reduced, our inflation would have worsened in the mear..~ime

and efforts to brlng il under control in the longer run made more difficult. " It

z
is important to recognize the practical difficulties caused by the free float

mechanism.

To summarlse this sec.tion, I have tried to show that

if sterling sinks further, breaking the llnk"would involve costs as well as benefits.

The costs are in terms of trading convenience; uncertainty, and an initial
t

deterioration in employment ahd the balance of payments. The benefits are

malnly long term, the opportunity to reduce inflation and put the economy on

to a better growth path. -But the crucTal point is that these benefits are not
o.

automat;c. They depend on our own success in bringing inflaiion under control

once we are released from the obstructive influence of British inflation. A

number of other imponderables also surround the propositlor~, ;n particular,

what happens to sterling subsequently, how buslness confidence reacts, and

how |n~ernational.investors react.
° .

°.
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I hope I have managed to throw some light on a complex

prob!em. However, even if I have not succeeded ~n clarifying all the issues,

perhaps I have, at least~ brought home to 7ou that it is a complex problem and

one on which you should be warned against glib so!utlons.

No matter wha~ the " circumstances, breaking the llnk with

sterling is not an ellxlr for all diseases, it is salutary to recall DrT.I(. Whitaker’s

words in 1958. He wrote that ~here was no use "in suggesHng that through

some simple expedient --- rapid expansion of emplo),rnent and living standards

cari be assured . .. Unless, the indivldual members of the community have

sufficient patr~otlsm and realism to accept the :.~,ndard of living produced by

their own exertions ... the basis for economlc progress simply does not exlst".

lhere is always a tendency in times of crisis to latch onto one simple unlque

soluHon. No ecnnomic policy can offer that, and breaklng the llnk with

sterling is no different. Indeed, ! would venture to suggest that lssues of far

greater consequence for economic policy are:- ..

(i) How can we secure restraint in income demands?

(ii) How can we achieve real growth in agriculture and industry?

(ill) Flow can we ensure efficiency and fairness in public expenditure?

.°

Whatever way we go wlth regard to sterllng will have advantages

and disadvantages. We may have to be content to take a course that is not

an absolute improvement but is one that will be the least disadvantageous.

"l’he decls~on is all the more difficult because it has to be taken in conditlons

of" uncertainty, so lllat even the advantages and disadvantages are not always

clear, l’he final outcome will depend not one one declslon~ but also on the

use of olher pollcy instruments and on the

unions and foreign investors).

response of key groups (such as trade



.... .-

Howevert some concluslons are suggested by the.d~scussion.

First, unilateral devaluation of tile Irish £ would seem to be outt because it would

aggravate inflatlon. Second, a unilateral revaluation would also seemt6 be

out, because the approprlate conditlons oF balance of payments surplus and

over-full employment do not exlst |n heland. Finally, the most likely contingency

is that, if sterling floats down agaln, we mlght want to break away flom this a~

some point. But, |f we are to do so successfully, the role of an incomes policy

|s even more important fl~an before. It would be necessary to have prlor

- ¯agreernent that the break would create a new siluat]on for pay clalms. Existing

pay agreements mlght have to be modified, if employment was to be protected

and sustained moderalion would be necessary to maintain our position wlthln

the snake.|n the tong-run.

¯ .’t
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