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The EEA's overall currency position lost money in the first
quarter of this year, since sterling strengthened on average
against the major currencies and sterling interest rates were
higher than the average of these abroad. -However, this loss was
recovered at the end of the second quarter when sterling weakened
substantially against the dollar, and somewhat against the Yen.

13. The second section of the table allocates the total return
into two components:

-~ the "intervention component" is the return that would have
been earned if the EEA had owned the same aggregate amount of
foreign currency month-by-month, but held in the form of a
diversified basket containing constant shares of the major
currencies. (The weights used were 40% for the US dollar and DM,
and 20% for the Yen.)

- the "currency mix component"” is the return from owning (as
the EEA in fact did) a different mix of currencies from the
diversified basket

The figures suggest a large intervention loss in the first quarter
from being increasingly short sterling while sterling

appreciated; there was only a modest offset from holding more
than 40% of net assets in the US dollar, which appreciated against
the DM and Yen. Nearly all this intervention loss was recouped
in the second quarter, as sterling weakened against the dollar and
Yen. Over the entire half year that intervention made a modest
loss overall (£20 mn), but the chosen currency mix made £60 mn
more than the "neutral" 40/40/20.

14. The final part of the table shows, for completeness, how the
total return of £40 mn would split up if one regarded the US
dollar as the natural currency for intervention, so that any
holding of other currencies was regarded as the result of active
management of the currency mix. On that basis, there were
intervention losses in the first quarter (from being long low
yvielding dollars out of higher-yielding sterling), and also
currency mix losses since the DM and Yen depreciated against the

dollar. The second quarter saw an enormous intervention gain
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from being long US dollars out of sterling, offset by almost
equally large losses from being switched out of US dollars into DM
and Yen. These figures are, however, of principally academic

interest in view of the strong arguments for diversification.

15. The calculation has been extended back to cover the period
since June 1985. There were losses to intervention in 1986, when
the reserves were short foreign currencies (which appreciated
against sterling). The rate of loss increased in 1987, when the
reserves moved from being long sterling (since net currency assets
were less than currency liabilities) to a substantial short
sterling position while Sterling appreciated.

Table 4: The Return on Currency Exposures: 1985 H2 - 1988 Hl
(£mn)
1985 H2 1986 1987 1988 H1

Total return + 390 + 420 - 440 + 40
of which

Intervention component - 10 -~ 140 - 480 - 20
Currency mix component + 400 + 560 + 40 + 60

But there were considerable offsetting gains from the currency
mix, particularly in 1985 H2 and 1986. These arose because the
EEA's short position in foreign currencies involved being
particularly short the US dollar, which depreciated sharply
against the DM and Yen over the period. It is of interest to
note that, if all the net reserves accumulated in 1987 and 1988
had been in DM, net returns would have been £1400 mn worse than
the figures in this table.

16. The net outcome over the whole period is a total positive
return of £410 mn. The volatility of returns within the period,
and within components, illustrates the desirability of assessing
intervention and currency mix decisions - beset with uncertainty
and with political constraints - over a rather lengthy horizon.
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E. CURRENCY PROSPECTS AND SUGGESTED STRATEGY

17. The present strength of the dollar (charts 1 & 2) seems
rather overdone, in view of the USA's continuing difficulties with
trade and fiscal deficits. Since our last meeting the USA has
(in common with the other major economies) grown rather more
strongly than we - and financial markets - expected, but has
nevertheless made considerably more progress in reducing its trade
deficit than we thought likely. However, markets are, in our
view, now too optimistic about the future spread of improvement in
the US trade position; and, in addition, the current strength of
the dollar may, after the long decline, have a considerable
self-sustaining component. We thus expect the dollar to weaken
eventually from today's levels, and by more than sufficient to
make up for the running yield loss suffered from being short

dollars.

18. The dollar is however in sight of a bottom. At our last
meeting we suggested that the dollar had fallen - at the end of
1987 - close to levels (DM 1.55 and Yen 120) - which made some
fundamental sense.

19. The yen has - against the view presented in our last paper -
performed well against the DM this year (Chart 3), perhaps
reflecting the greater appetite for funds of a considerably more
dynamic economy. While we feel that this trend may have further
to go in the longer run, the DM now seems relatively undervalued
to the extent of warranting a long position in DM matched by a
short in Yen. We would suggest that such a position be reversed
as the Yen/DM cross rate moves above 75. (It is currently

T Y/£2): We consider, however, that the likely volatility of the
Yen/DM cross is less than that of other major exchange rates;

positions between Yen and DM are therefore likely to have less
risk than positions involving the US dollar.

20. The EEA's DM bloc holdings include considerable quantities
of French francs ($1.9 bn at parity), and ECU ($1.5 bn). With
almost no liabilities in these currencies, the EEA's net asset
position in those currencies amounts to 30% of total DM bloc net
assets. These continue to seem good value in view of the



considerably higher yields available on deposits in these
currencies (over 2% higher) and the relatively small probability

of EMS realignment. The current position seems at about the
right level, in view of the risks, however.

21, We have come to consider that it would be reasonable to
regard some diversification across currencies as being required
for a 'neutral' allocation of the EEA's net assets in foreign
currencies. Although there can be no very exact or scientific
basis for such a calculation, a 40:40:20 allocation between the US
dollar, the DM bloc and Yen seem to represent an acceptable
balance between such factors as diversification to reduce risk and
the relative importance of different currencies in world

markets. (This is the basis on which returns to currency mix
were calculated earlier.)

22 If this is acceptable, the EEA should seek to attain a
40:40:20 allocation at times when exchange rates are expected to
move at the rates implied (and compensated for) by short-term
interest rate differentials. On this basis, the EEA's exposures
at end-June were:

(% of total net assets)

US dollar -3
DM bloc + 6
Yen -5
Canadian dollar + 1

These exposures seem reasonably consistent with the view of

exchange rate prospects presented above.

23. It is however difficult to assess whether the exposures are
sufficiently large, given our view of the prospects, until one has
established what maximum exposures might be acceptable (in the
absence of overriding political factors). We suggest that (at
today's level of net assets), the maximum exposures in dollars and
DM might be of the order of plus or minus 10% of net assets, with
5% in the case of Yen.
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Recommendations

24. This implies that the EEA's dollar short is not particularly
large, whereas the DM long and Yen short have less room for
increase.

25. In the event of renewed dollar strength, we would suggest
increasing the size of the total dollar short position. Levels
of above DM 1.90 and Yen 150 would seem to justify a switch up to
the suggested maximum dollar short, a further $1 3/4 bn.

26. In the event of a sharp fall in the dollar, we should look to
reduce the dollar short, principally by sales of DM. In view of
the improvement in the US trade position, we consider that DM 1.70
and Yen 130 are reasonable levels at which to be willing to start
going short DM and Yen. Levels only 10% below these would
probably represent good value in the longer run, and should be

used to establish a significant long position in dollars. Such
moves may well be compatible with international pressures if the
dollar weakens so far.

27. The sizeable long position in DM against Yen looks reasonable
at current levels. However, we suggested earlier that DM should
be sold into Yen if the DM strengthens significantly against the
Yen from current levels. This switch is likely to prove
difficult to achieve at all quickly, partly for political

reasons. We suggest, however, that we should aim to unwind the
short Yen/long DM position as the DM strengthens from its present

rate against the Yen of 71 1/2. At cross rates above 75, we

would prefer to own mostly Yen against the dollar short, but the
sheer scale of such a move - about $2 bn in total given the
current dollar short - is likely to prove difficult in political

terms.

28. There are also implications for intervention. Where
possible, intervention to restrain sterling should concentrate on

Yen, with DM a second best, at current exchange rates in view of
the large Yen short. If there should be purchases of sterling,
we should aim to sell dollars, with DM as second choice. 1L
intervention in either direction should become very large, the
currency mix should, where possible, be designed to be consistent
with the pattern of desired exposures set out above at various
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INTEREST RATE EXPOSURES
F DEVELOPMENTS SINCE DECEMBER.

29. The preceding analysis assumed - counterfactually - that all
assets and liabilities were held in short bank deposits in the
relevant currency. This assumption is in practice true, for all
but the largest changes in the scale of the reserves and for
switches between currencies, since holdings of fixed income
securities are relatively small (see annex table A). It also has
the advantage of allowing us to separate out the decision
regarding interest rate exposure in each currency, in the form of
a choice between fixed income securities and short bank deposits
in that currency. This section thus describes developments in
and proposes a strategy for each major fixed-income market, each
leg of which may be evaluated in isolation both from other legs
and from the currency strategy proposed above.

30. The following table summarises our net exposures in each
major fixed income market in the usual way. (Each holding of a
particular security owned by the EEA, and each of its fixed income
liabilities, is converted to an equivalent amount of a standard
4-year security, on the basis of how much its value changes if
yields move by a given amount: the figures are thus most relevant
in assessing the gain or loss from a uniform shift in the yield
curve).

Table 5: Net Interest Rate Exposures ($bn in 4-year equivalents

at then current exchange
rates)

Dec 1987 March 1988 June 1988

US dollar - 2.5 - 2.40 - 2.20
DM bloc 0.3 0.90 0.75
Yen 0:5 0.60 0.45
Canadian dollar 0 .10 - 0.05

- 1.70 - 1.0 - 1.05

Note: A 1% change in yields is worth about $30 mn on a $1 bn
position.
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31. We agreed in January that we should seek to reduce our fixed
income exposure, principally by additions to holdings in the DM
bloc. As the table indicates, the EEA's aggregate short in fixed
income markets has been reduced by $650 mn, of which $450 mn was
by additions to DM bloc holdings. This program is significantly
smaller than the total of up to $1,350 mn suggested in our last
paper.

32. As charts 4-6 indicate, interest rates fell sharply in most
markets in the early spring (continuing the post-crash fall of
late autumn), and have since climbed steeply, with US yields
leading the way.

33. The EEA's holdings of US securities rose slightly in January,
but were reduced by $200 mn in February; this position was bought
back in March (at a profit of $2 mn), and there were further
additions of $100 mn in April. Since then the net short position
has fallen slightly (at still higher yield levels).

34. The additions to the net DM bloc position were principally in
DM securities, in January and March. These were not particularly
well timed, with hindsight, though we did avoid purchases at the
low yields of February. There were also (as agreed) modest
purchases of French government securities, amounting to $100 mn,
in April and May, delayed by the difficulty of establishing an
account with the Banque de France. By that point yields were
around 50 bp lower than when we advocated their purchase, at
around 9%. Our French government holdings were all sold in June
at an average yield of about 8 1/2%, realising a profit of about
$1 1/2 mn.

35. Finally, there were modest sales of Yen bonds and Canadian
dollar bonds in February. The latter was reversed, at a profit,
in June. There was a further sale of $100 mn of Yen bonds
(partly reversed at a profit of $1 mn in June) in May.
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G. RETURNS ON INTEREST RATE EXPOSURE

36. The following table indicates the total return from the EEA's
changing interest rate exposures over the .six months under review.
It makes the realistic assumption that any excess of assets over
liabilities in a particular currency is financed by borrowing at
interbank rates. The figures thus include the income earned
(with a steep yield curve) from owning securities rather than
cash, as well as the effect on security valuations of yield
changes over the period.

Table 6: Strategic Interest Rate Exposure Returns ($mn)

1988 Q1 1988 Q2

Total return on assets 241 - 5
Total return on liabilities 225 + 3
+16 - 2

37. The EEA made a total profit of $16 mn in the first gquarter.
With yields ending the quarter a little lower in all markets,
there were substantial profits on the long position in DM and Yen
markets ($29 mn), offset by a loss of $13 mn on the short position
in US securities. The loss on this short might have been
expected to be about $25 mn given a fall in yields of about 35
basis points.

38. The second quarter saw a substantial back up in US 4-year
yields, of about 40 basis points. This produced only a small
gain ($10 mn) on the substantial short in US dollar markets,
because the yield curve flattened very substantially. Yields on
7 year securities rose by only 30 basis points, compared with 60
basis points at 2 years. Since the EEA has relatively long
liabilities hedged by assets with an average maturity of 2 years,
there were substantial losses on this score to offset most of the
gains from the general rise in rates. There were modest losses
on DM ($12 mn) and Yen ($9 mn); and the Canadian position produced
a small profit ($2 mn).
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39. The EEA made a net total gain on strategic exposures over the
first half of $14 mn, despite net rises in yields of 30-40 bp in
the markets in which the EEA was long, and despite the flattening
of the US yield curve. This gain is calculated on the basis that
the EEA held its interest rate exposure in the form of passive
'benchmark' portfolios. In practice, the Bank's investment
managers actively managed the EEA's holding, without incurring
additional interest rate or credit risk. Their activities
produced additional returns of $24 mn in the half year. These
will be described more fully in our regular report. However, it
should be noted that additional returns were strong in the
aftermath of the crash, and have since fallen back sharply in more
stable market conditions; this exceptional performance is
unlikely to be repeated except in similarly exceptional
circumstances. Including returns to active management brings
total profits on strategic and tactical interest rate risk to $38
mn for the half year.

H. PROSPECTS FOR INTEREST RATES, AND SUGGESTED STRATEGY

40. In summary, we think the prospects are:

- for modest rises in short term rates worldwide. If however
the dollar falls sharply (as we expect), the rises in Germany and
(in particular) Japan will be reduced, or even reversed

- for rises in US longer term rates, particularly if the dollar
turns; for a degree of stability in DM longer term rates; and
for some volatility in Yen longer term rates.

41. The Fed has - somewhat to our surprise - raised short-term
rates quite considerably in the last six months. Unexpectedly
strong economic growth has probably lessened the political
pressures that might otherwise have surfaced in election year.
With the currency still relatively strong, and some concerns about
domestic inflation pressures, the Fed seems likely to sustain
current rates until the election, and may even be able to tighten
further after the election. The rise has been echoed to some
extent in Germany and (less so) in Japan. There is concern about
monetary growth in both economies, reinforced by very rapid
economic growth in the Japanese case. We expect their short term



rates to drift up (though the Japanese may lag, in the hope that
dollar strength will allay protectionism in the US ahead of the
election) so long as the dollar remains strong. Any such move
could be partially reversed following a slide in the dollar.

43. Longer term US bond yields rose modestly, a little earlier
than we expected. US inflation has, as we thought, turned out to
be rather moderate, and does not look likely to accelerate very
much in the period ahead. Thus yields continue to offer a
reasonable real return.

43. The imbalances remain serious, however. Although improved,
the trade deficit is still running at well over $100 bn annually,
and will continue to do so for several years if forecasts are to
be believed. And the fiscal deficit remains at a level where
action is needed.

44. We continue to believe that the US trade deficit will have to
be reduced - more rapidly than by the normal working of the past
dollar depreciation - by a sharp deflation in US demand. The
combination of a rather fully-employed domestic economy, emerging
inflationary pressures, an accepted need for fiscal tightening,
and heavy reliance on continuing inflows of foreign capital
combine to suggest that US demand is indeed very likely to be
deflated; but the complex circumstances make it hard to guess how
the recession will be initiated. In such a recession, inflation
is likely to fall back, and present yield levels would look rather
attractive.

45. One possibility is that a sharp market-induced rise in US
yields could precipitate adjustment; but it is also possible that
investors might, like us, look ahead to the recession and thus
keep bond yields down even during the adjustment to recession.

This suggests that a strong rise in US yields should be seen as an
opportunity to acquire a sizeable long position in US
securities. (Indeed, even if we were neutral about US yields,

the extra returns from extending along the yield curve should
encourage us to be structurally somewhat long the US market.)
Moreover, if there were a marked steepening of the yield curve it
would be desirable to buy longer-dated securities to hedge the_
EEA's long-dated liabilities.
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46. There is however a risk (from our narrow point of view) that
the US will manage a smooth transition to somewhat lower growth
levels and somewhat higher inflation, without any upsets in
financial markets. In those circumstances, US yields might trend
up in a gradual way. Again, purchases at a somewhat higher yield
level than today's would - if inflation prospects seemed under
reasonable control - seem likely to be profitable once the market
had fully adjusted to the rest of the inflation news. On present
reckoning, that level might be only 50 bp higher than today's -
just over 9% at 4 year maturities, say.

47. German yields have also risen, somewhat against our
expectation; and the yield curve has flattened considerably. We
continue to expect slow growth and very modest inflation, and
consider yields reasonable value at close to 7%. (This is
particularly true since we - unlike many investors - are exempt
from withholding tax, which has been partly responsible for the
rise.) Dutch yields are now much more closely aligned to German
yields (partly because of withholding tax). With somewhat better
fundamentals, but lesser market depth, these too continue to look
fair value.

48. French yields have fallen sharply, to about 9% at 10 years.

The spread over German yields is now 100 basis points tighter than
earlier this year, and does not seem to us to offer sufficient
compensation for higher actual inflation and the inflationary

risks. We shall however continue to watch the market for
opportunities.
49. Japanese yields have risen most, by about 65 bp compared with

the end of the year. 1In view of the strains evident in the
Japanese economy (including the possible effects of indirect tax
on inflation) we would view a 50 bp fall in yields as a selling
opportunity, and would prefer (as discussed in the accompanying
paper) to sell JGB futures in such a case.

50. Canadian yields have risen about 50 bp less than US yields
at the long end, reflecting the Canadian dollar's strength and
good inflation performance and prospects. This market continues
to seem like a good alternative to the US market for part of our
funds.
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51. We continue to feel that the prospects are, overall, for
deflation (except perhaps in Japan, though she may not be able to
buck the emerging trend for 1long). Accordingly, we would like to
reduce overall the short position (now $1.1 bn) as follows:

- additions of up to § 1/2 bn to US dollar holdings at 4-year
yields in the range 8 3/4% - 9%.

— further additions of up to $1 bn to US dollar holdings at 4
year yields in the range of 9 - 9 1/2%.

- the acquisition of a long US dollar position of up to § 1 bn
at 4-year yields in excess of 9 1/2%

-~ additions of up to $ 174 bn to DM bloc holdings at 10 year DM
yields above 6 3/4%

- sales of up to $ 1/2 bn of Yen holdings at 10 year yields
below 5 1/4%; purchases of up to $ 1/4 bn at 10 year yields above
6%. ’

52. The effect of this would be to produce a maximum overall long
position of $1 1/2 bn if US yields rose above 9 1/2% at 4 years,
Japanese yields were above 6% at 10 years, and German yields were
above 6 3/4% at 10 years. This seems sufficiently modest in
relation to the EEA's overall assets that there would be scope for
further additions (to average in), if yields rose further without
a fundamental change in inflation prospects.

53. Finally, if US yields fell sharply from today's levels
without any fundamental change in prospects, we would wish to
increase the short position, by sales of up to $ 1/2 bn. And if
DM yields fell below 6 1/4%, we would wish to sell up to $ 172 bn
of the existing long position.

BANK OF ENGLAND
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