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BREAKING THE LINK WITH STERLING
by

Richard Bruton

The Economig and Social Research Institute

1. Introduction '

1

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

one-for-one rate with sterling and full bccked by reserves of sterling and )

gold.  This strong link between the two currencies has only been

mc.xﬂfied in some minor respects since 1927. At f‘haf ﬁrﬁe, ih.e éverri&ing
Adrgumenfs in favour of the link were to ensure public conﬁden.ce in fhg new
currency and to minimise disrupfi.on to banking and to trade. How.ever, repeaied
.depreciai‘ion of sterling and the prospect that this will continue has recently
provoked critiéism of the link., Since fh.e end of 1971, the value of the £ sterling
" hos fallen by about 75 per cent in terms of the dollar and by over 30 per cent
in torms of the so-called sncl«::- currencies.  The snake was established in May
1972, 1t is a system under which EEC members maintain narrow margins of
variaticn between one another's currencies. The system also provides mutual
-suppori' to help {:ountries. maintain these margins. Initially, q.ll EEC currencies

took part in the snoke but the £ sterling, the French franc and the ltalian lira, )

“have since defected, leaving the remainder floating togeiher.

Because of the link, the Irish £ has fallen exactly in step with sterling.
Our attachment to a falling currency has been criticised for a number of major

reasons:



o (i It is argued by some econotists ~ and | go a long way with them -
that the fixed link with sterling forces the British long-run inflation
rate on lreland, an inflation rate far higher ihan in any other EEC

. : country. ) '

(i) It is pointed out that depreciation reduces the foreign exchange
value of agricultural exports because of EEC regulations. However,
- recent changes in.the Irish green £ takes some of the force out of
" this argument. . ot
(iii) Finally, it is argued that by promoting continued close trading links
with Britain, the link has made us more vulnerable to the effects
of Britain's slow economic growth and the stop-go economic policies
adopted to protect sterling.

2. Examinction of the Link

-. H_c;ving noted these criticisms, | wi.ll now examine some of the benefits

of the link and some practical con::equenccs of brecking it. The convenience
.for frade with the United Kingdom of a fixed one-for-one parity with sterling

is certainiy on important benefit,  The extra -menfo! cheré of 'rronsiafing values
is avoided because any pr‘ice quoted in lrish £s is of equal value in terms of |
sterling.  The actual expense of trade with Britain is also minimised, for
_ ekchqnge transactions need not be undertaken. A cheque drawn on‘on Irish bank
is perfecfly acceptable us payment for imports from Britcin and vice versa.
.. : ’ .Breoking the link with sterling would change this. [t is likely that Irish cheques

would be less accéptable in the U.K. .lrish importers would, -then, have to get

drafts from their bank made out in sterling to pay for imports, This would involve

extra cost.  On top of this, the possibility of exchange variation between the fwo
currencies would introduce a risk into trade.  An importer placing an order for
goods to be delivered in three months' time might find that he had to pay more Irish

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



risk of loss in this way can loom large in terms of the profitability of trade,
particuiarly if the value added in Ireland is relatively small, A forward
-exchange market would have to be established in lreland to allow traders
cover themselv‘es against this risk.  But, hécig?ng in a forward exchange
niox:ke’r, ogoinl, involves extra cost and, presumably, the cost Wi” be .

proportionately greater in the small Irish market,

No one has ever estimated how much the trading co.nvenience

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

now than it was in 1927, Some further pro.c’ricd difficuities of breaking the

linl; may be mentioned.  British curl:ency- would kave o be taken out of Irish
circulation and new lrish coins WO;ld have to ‘be introduced.  On the other
hand, there would be an offsetting gain because the circulation of British
currency in Ireland is equivalent to an intercest free loan to Britain, A side-
effect of breaking the link is the windfall loss inflicted on Irish holders of

Brii‘isﬂ currency and investments (in the case of a revaluation). A person with the

bad luck to have an English'fiver' in his pocket would suffer, but the trader who

owed sterling would gain.

The major disadvantage of the link is the surrender of a potential
policy instrument for the uchievement of cconomic geals. Most of the rest of this
paper will be devoted to-evaluating the effectiveness of the various ways of using

exchange rate as an instrument of policy.




3. .Chonging -fhchxchonge Rofe)’\gninsf All Currencies
Macro-economic policy tries to sécure (i) @ high rate of employment
and of econcmic growth; (ii) balance of payt.nenfs equilibrium; and (iii) an
acceptable rote of infioﬁon. No one policy can achieve all of theée goals
and there must be at least as many policies a_s._f.l‘uere are éoo!s. Exxchange rate pblicy
is no different in this respect. It is not a cure-all solution to all our economic ilis.

To illustrate this, consider a devaluation of the Irish £ against all other currencies,

including sterling. This would raise the home price of our imports, but lower

‘the. price of our exports in terms of foreign'.currency. Irish producers would then
be more competitive on both H.we hon.we and the-export market. This would resuit
in an improvement in our balance of payments, provided the demand for Irish fiaports
and exporfs; are reasonably .price—responsive. The available evidence suggests that,
taken together fhesé demands are sufficiently responsive fo secure an improvemerdt
through devaluation.  However, there is cunsiaeroble unceriéihty about i'h.e length

of time it would take for the improvement to come about.

On the employment front déyc!uaﬁon would be a_si‘imuius because
of the increasea sales at homé and abroad.  However, it would tend .to aggravate
' _infldﬁon. This would occur initially through the nfise in the_domestic price of
imports and import substitutes for consumpfion. and, in most ;:oées also, i‘h'rOl.Jgh a

rise in the domestic price 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 higher-priced raw materials and
(i1) increased wage costs as unions seek compensation for the initial increase in the

cost of living. A wage-price spiral could be triggered off in this way, that would

-
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tend to erode the initial improvement in the balance of payments and employment.

In the exireme case, where income earners received full compcrlwsaﬁon for price

increases, the initial impro.ver.nent in compe‘mivencss would be cntix'eiy lost and
?mployment and the balance of paymerts would return io their pre—-.devoludi'ion state.

This highlights the crucial point that devaluation can only help employment and

the balance of payments to the extent that it is effective in reducing the real value

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

often thought inappropriate for small open economies such as lreland. If a great ‘

deok of income is spent on Interné?ionclly traded goods, it will be difficult to

och'ieve a reduction in real incomes large enough to have a significant impact on the
balance of payments. In lreland's case, tradeables are important both for consumption ‘
and s raw materials. Morcover, ix.m recent years, the tendency to look for

compensaiion for price increases has grown in this country. As a result, a significant
improvement in H.we balance after all adjustments had been made would require a sizeable
devaluation and would be accompanicd by a very considerable rise in ioriccs. A
once~-over devaluation should not affect the rate of inflation in the long-run. However,
if further devaluations were used in an attempt to prevent the initial improvement in

the balcn.ce of payments being eroded by deniands for price compensation, then, a continus

wage-price spiral would be set in motion.

The long-term ¢ffects of devaluation on the economy would largely

%

depend on how investors reacted. Expansion of sales at home and abroad chould

encourage investment, unless inflation or uncertainty completcly eroded the benefits

of devaluation.



Revaluation

The other possible exchange.rafe alteration is to upvalue the
Irish £ égcﬁnst all other currencies. This would aon1age the competitiveness
of Irish producers in both the home and export markets, and result in « )
deterioration in the bélance of poyments and employment. The rate of inflation
should be moderofedA in the short-run as the fall in import prices V\'qued their
\;vay through the system, but t.hc degree of moderation may not be gre& due to
-o reluctance fo reduce vx./oges cmd.prices. Moreover, to maintain a lower rate °
of inflation in the long run would require repeated appreciation of H.we currency,

not a once~cver chonge.  Anynow, it seems that internationally revaluation:
. +

.

is a response to conditions of high emp'loymenf, low inflation, and balance of
payment surplus, rather than a means of coming to grips with the problem of
inflation.  Possikly this is because loss of sales at home and abroad is adverse

to investment and growth,
Free Float

A free float of the Irish currency would raise additional difficulties
to those relating to devotuqﬁon and revaluation. Fi_r.;*;'r, trading uncertainty would
be greater through having no link with any major curx'enéy. Secondly, the viability
of Irish firms could be severly affected by periodic changes in the exchange roi'e‘,
for although short-run losses due to fluctuations can usually be hedged, nobody can
hedge againsi a whéle business becoming unviable. Thirdly, there could be a danger
of ;Sc?rverse speculation against the currency in a small forecign exchange market.
Finally, some might take the gloomy view H"IC.JT, with floating exchange rates, government

and private interests would make little effort to prévent rapid inflation, because its
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effects on employment could be avoided in the short-run by gradual depreciation

‘ ~of the currency.

Fixed Exchanges

Nany economists have suggested that, for small open e.conomies,
fixed exchange rates are preferable. They argue that balance of paymenis
difficulties can be remédied Ey relatively smcx.llﬂ changes in domestic spending.
The employment objective, fhey say, can be secured, by siriving to have a
-slightly lower rate of inflation than that of trading partners. This could be ach.icved
through a prices and incomes policy, along with fiscal and monetary measures.
At ony rate, maintaining a fixed rate .of exchange docs not hamstring an economy
éomplete!y with regard fo compefifi\./eness. A 10% export subsidy plus a 10%
import tariff is formally equivalent to a 10% devaluation, and |r(;land has made
quite exténsive use of both export subsidies and impurt tarifls ot various timas
since 1927, It has also made some attempts to .inrroduce a prices and.incomes

4

policy, but not always with the greatest of success,

To summarize this scction, | have tried to show that a change in the
exchange rate is very often a two-sided weapon, it promotes some of the targeis
of economic policy but puts others further from reach. The textbook remedy in lrish

economic circumstances, namely a persistent tendency to high unemployment and

balance of payments deficits, is to devalue. However, in view of the 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 time, it would involve considerable convenience costs.
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4, A Possible Alternative

Hciwtavc;.r, to say that upward or downward ghchges
in the exchonge rate with ;especf to all currencies are not on for Ireland
d‘oc-z.s not answer the complaint that Ireland will suffer through being fixed
te a falling £ sterling.  In the event of a further major decline in sterling,
~some peoéle have argued .thci. the trish £ should only s'ink.port of the way
with sterling, then break the link and otl'o;:lm to the snake curréncies. ;fhe
principal argument -puf forward in favour of this move is that it would give
" Ireland the opportunity to bring its c;ccej[eraﬁng rate of inflation under

-

} control.
) RN
Thé rel;c.avo.-nf choice Here is : if sterling sinks, do w'e. f'o.l'{ow
h.e'r down, or do we at s;bme .point call a halt and decide a further drop is not
*  appropriate for l;'eland. At that point we would link to the snake. In making

the choice, the present state of affairs is not a relevant oli"emc:ﬂve, and the

" emphasis in the rest of the discussion'will be on the relative merits of the two
options, rather than enquiring would we be better off fhén we are now. However',_
some reference will also be made to the present situation, for this comborison is of

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

“existing plans.

In assessing the two options, | will discuss the different sectors
of the economy separately. The discussion concentrates on the effect on the
balance of payments in each sector. For this reason, | 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.

Agriculture

-

-

‘In the. case of ogriculture; the CAP will dominate what
-happens to the foreign excf;onge value of exéorts. The“CAP covers c.lmosf all
agricultural p‘roducfs amounting to about 95% of o;xr agricultural exports, |If
both the Irish and [J.K. Qreen £ parities remained Unc-honged regardless of
the mc;ve;.in exchange ratés, then Monetary Compenscfo.ry Amounts would
'éluw bagk the normal gains of devaluation. A loss in the value of Ogl:fculfurql
exports would be incurred by devaluing in sfep;with sterling; The
loss depénas on the extent of the dgavaltioi-ion ond, therefore, it \«.n.)uld be smaller
if we do not go all the way down with sterling.- On the other hand, if the )
Irish green £ devalued in line with the Irish £ for a!l other purposes bu.f the -
.British green £ remc—ined- unchcnéed, then MCAs would not be levir_;d on :lr?sh
" exports but subsid%es on sales to the British mqu(\.f would still be given. This
would lecvé the value o.f agricultural exports unchanged regardless of how far we
“sink with .sferli'ng. On the imports side, MCAs would operate in Ireland's favour
" under either proposal; more favourably if we go down fully with sferling; Negotiation
‘of a greén £ .yx.rould again make the two options idenfic;al. On the whole then, if
‘no green £ wc;s negotiated, letting sterling sink away from the Irish £ would be less
. ) . - - oa

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

secured, the balance would be uncffecfed.by either option.
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Industry

We turn now, .t'o look at iﬁdustrial trade,, Sinking; fully'
g/ith sterling would inﬂprox;e Irish competitiveness relative to foreign pro.ducers
other than the Briiﬂsh. However, less prfce-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

cn the employment front would also be moderate.,

lfwe.do not follow sterling thé whole way down, our
ccmpeﬁﬁve. gain ~over foreigners would-be reduced and com.pefiﬁ'veness
would be damaged relative to the British. Initially at least, the effect on the
balance of payments would be c:d.verse. The deterioration would be particularly
serious in the case of trade with B.rHoin, where the type of goods 1'r0d;ad tends to
be more price-responsi,ve.] The indirect barrier to trade with Britain due
to increased trading costs once the sterling tink was brokeh: would cause further
:‘.losses to Irish éxporters buf, on the home mdrket, losses would be moderated.
The net effect of this barrier on the balance of payments would hordly be great,
so it would not materially affect the expected deterioration caused by sinking by

.

less than sterling.

On the employmer;f front the effect would alse be adveise.
This would apply to all sections of industry. However, the ‘damage to industry

competing with European and American firms would be a smaller improvement

1. This is so both because of the composition of trade, and because contacts,

efc, are probably of greater importance relative to price in the more distant
markets.

s
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than they would otherwise have enjoyed, while industries who compete
_with British firms would suffer an absolute deterioration in employment.
Traditional frish ind.usfries, such os textiles, clothing, and footwear,

would appear to be the principal sufferers.  These industries are already

under pressure in free trade. ' . -

-
-

Invisibles

Next, we must vcon-sider invisible trade. Invisible
feceipts, other than from tourism, ovre usualiy in terms of foreign currency,
and fh;ey would be unaffected by .either:proposcl.. Tourist receipfs. would fall
in terms of foreign chrency by devaluing in line with sterling but the fall
would probably be greéfi'e:r if we did not sink the whole way. As regards
employment in industries serving the touriéf, brecaking the link would be a gloomy
prospect.  Many British fogrisfs would probably be lost, discouraged both by price and

-

the inconvenience of having to change money. X .

lnvis.i!ﬂe payments abroad may be denominated either in
Irish or in {oreign chrency and those paid in Irish currency would cost more if we
. do not depreciate by as much as sterling. Looking then of‘the balance of invisible
“payments - it.would bg more adversely affected lf we do not follow sterling down"

-

to the full extent.



Current and Capital Balance

Con;nbining agricultural, inaush'i.ol.and invisibie trcxde,"
it seems that, evex; i% no g.reen £ were negotiated, breaking with ciz downward
fioal in sterling wquld'couse a relative deterioration in ’rheﬂ overall chrenf
balance of payments. 1t might nol b-e_ very great, because of the low ir;\port
" content of improved égriculiural eor;‘irwgs. If a green £ devaluation were
negéﬁoted the relative detcriorotién in the balance would be _alil the greater,

The relativé effect on employment would also be damaging, and would be felt

_most acutely in industries already under severe pressure.

- Less can be said with cerrainty about the bulance of

+ .

payments on capital account, Si'erling would certainly hold addi»f-io_n.ol risk
*for Irish investors, and vice versa for British investors in lr'elondy. On the

part of Irish investors, this would probably reinforce recent trends for a grc.aofer
volume of lending‘on Irish fina‘ncial markets.”  But it would be a disincentive
to British investors, and the ease with which thg government could borrow in the
- United Kingdom might be impaired. . Th‘e capital bélance wou!a be |
imprm}ed by an in.creose in the value of cerfain capital inflows from EEC funds
denominated in terms of Irish currency. Overqll, ‘moves in the capital balance.

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

prospects following the break with sterling.
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“Inflation
The main hope pinned on breaking the link with sterling
is that it v;/;zuld help control inflation. By breaking thé link; the increase in
the home price of all traded goods would be reduced and inflation would be
moaerafed in the short run. However, the cruciai céuesfion is not the impact
effect on. inflation_but whether Ireland would be oBle to reduce domestic inflation
after the break was made. Tc.s do so, two condiﬂ(;ns would h_ave to be met.
Firstly, a faster rate of inflation in Britain thop in the rest.of the EEC must be
reflected in a continuation of sferliné's downyvcxrd float. It is ‘ot__leqsf conceivable
that confidence in the long-run prospects of the British economy would prevent this
happening. Capital Ix.wflows might sustain the exchange value of :,t.erlirjg despite
faster inflation. If so, i-hen{' even though the sterling link was Formo“y broken,
British inflation would still be frarw;xnitted to Ireland through our fréde, and the
costs of breaking the link would have been fruitless. - |
However, even if sterling continued to sink downwards,
the ‘break would not be sufficient on its own to reduc;éz Irish inflation .in the
long term. The whole project would stand or fall on the second requirement,
nomely an effective counfer-—ihf!ationcry policy at home. Economic Fnr;aly;is '
cannot give much guidance -on whether this woul_c# be achieved, much would

depend on the political will. However, some of the difficultiés may be

mentioned. If émploymenfiwcs to be protected, great restraint on pay demands-
would be needed in the first six months or so after the breol.<.ond even be'Fo.'e

the break was made. ' Claims could not be made on -the basis of c'onﬁnued
ir?flo’rio_n at 'p‘ast rates nor on the basis of money ?n.come movem.ents in Britain.
Ti\is would call for a far-reaching change in behoviour,‘cnd ogreeménfs already
made woqld probably have to be altered. If restraint failed to briné inflation
under control, then Ireland would have to choo.se between letting the lrish £

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

would hold our competitiveness in the snake,
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Investment and Growth

How investment and growth woulid be ofFecfeél by- breaking
the link is difficult to predict. Initially, investment would probably be
. discouraged. Uncertainty and the loss of competitiveness relative to Britain
would put off investors interested in selling to the U.K. market. In the long
term, much would depend on our success in bringing domestic inflat_ion under
control. If successfu], fhé érospecf of closer links with European currencies .
would attract investors inferested in EEC markets, Indeed, initial success
in moderating inflation could become a virtuous circle, as increased capital
inflow make subsequent adjustment less onerous.,
Some other issués may be rdise& on the ques‘fion of growth,
We should reqlise that breaking the link would not shelter us from the impo;;f
of siow growth or sfop-—gc; economic policies in Britain.. Only in the very
.long term :\«lould Ireland become less vulnerable to Britain's gréwfh performance,
This would happen as Irish exports were diverféa to markets OL-H’Side Britain,
Indeed, in the short run, Irish frqding relations with Britain won;ld be hit by

a new source of stop-go, namely moves in exchange rates befween the currencies.

Speculation

~ The possible destabilising influence of speculation in a thin -
" Irish market for foreign exchange is sometimes mentioned as a reason for avoiding
the break with sterling. It is difficult fo assess how liquid funds would flow.

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

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

A Pré:cﬁcol Problem ST

Finally we must return to the serious practical problem for

a Minister of Finance of choosing the point af which we break with sterliﬁg.
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T: we break corly in sterling's decline, then we expose oursclves cither to the

risk that the decline never materialized; or if it-did, to serious difficulties for

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

‘a considerable distance before breaking, then while problems for the balance

of payments might be reduced, our inflation would have worsened in the meartime
and efforis to bring it under control in the longer run made more difficult, - It

is important to recognize the practical difficullies caused by the free float

mechanism.

To summarise this section, | have tried to show that
if sterling sinks further, breaking the link ‘would involve costs as well as benefits.,

The costs are in terms of irading convenience, uncertainty, and an initial
deterioration in employment cha the balance of payments. The benefits are
mainly long term, the opportunity to reduce inflation and put the economy on
fo a beiter growth path. -But the crucial point is that these bencfits are not
avtomatic. They depend on our own success in .bringing infla:f.ion under control
once we are released from the obstructive influence of British inflation. A
number of other impoAnderables also surrc.wnd the proposition, in particular,

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

how international-investors react. -~
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- 7. Conclusion

I hope | have managed to throw some light on a complex
problem. However, even if | have not succeeded in clarifying all the issues,
perhaps ! have, at least, brought home to you that it is a complex problem and

one on which you should be warned against glib solutions.

No matter what the circumstances, breaking the link with
sterling is not an clixir for all diseases. It is saiutary to recall Dr T.K, Wlwii‘;nker's
words in 1958, He wrote that rhere was no use "“in suggesting that throu.g-;h
some simple expedient ~== rapid expansion of employment and living standards ‘

* can be assured . .. Unless, the individual members of the community have
sufficient patriotism and realism to aécepi' the riundard of livirg produced by
their own exertions ... the basis fo.r economic progress simply does not exist™,
There is always a tendency in times of crisis fo latch onto one simple ‘unique
solution, No economic policy can offer that, and breaking the link with
sterling is no different, Indeed, | would venture to suggest that issucs of far
greater consequence for economic policy are:- |
[O) AHovf can we secure restraint in income demands?

(i1) Hov:/ can we achieve real growth in agriculture and industry?

(iii) How can we ensure efficiency and fairness in public expenditure?

Whatever wéy we go wifh regard to sterling will have advantages .
and disadvantages. ‘We may have to be content fc; take a course that is not
an absolute improvement but is one that will be the least disadvantageous.
The decision is ‘O“ the more d.ifficulf because it has to be taken in condiﬁ.ons
of therfoinfy, so that even the advantages and disadvan'rc'n.ges‘ are not alwa'ys'
clear. The final outcome will depend not one one decision, but also on the
use of other policy instruments and on the response ofAkey group; (such gé trade

unions and foreign investors).



However, some conclusions are suggested by the .discussion.
, .

First, unilateral devaluation of the Irish £ would seem to be out, because it would

aggravate inflation. Second, a unilateral revaluation would also seem to be
" out, because the appropriafe conditions of balance of payments surplus and

over-full employment do not exist in Ireland. Finally, the most likely contingency

is that, if sterling floats down again, we might want to break away from this ai
some point. But, if we are to do so successfully, the role of an incomes policy

is éven more important than before. It would be necessary to have prior

- agreement that the break would create a new situation for pay claims. Existing

pay agreements might have fo be modified, if employment was to be protected
and sustained moderation would be necessary to maintain our position within

the snake in the fong—run.

~




