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Convergence 'the enemy of growth'

Adapted from an article by Derek Scott in The Observer, March 21st, 2004.


Few people are against economic stability. But stability of what? Britain has had nearly 50 consecutive quarters of growth, averaging more than 2.5 per cent a year, with inflation hovering around 2.5 per cent. If that's not stability, it is difficult to know what is. 

The Bank of England sets interest rates to meet the needs of the economy; it can do that only because the pound is free to float. Not perfect, not always comfortable for everyone but, overall, it works. Emu provides currency stability with other members but at the cost of greater instability in the things that matter: output and jobs. 

Interest rates can be too low as well as too high. If Britain had joined Emu at the start, interest rates would have been half the level judged appropriate by the Bank. Britain would have experienced another boom on the way to bust. Alternatively, fiscal policy would have tightened - taxes up or expenditure cut. Leaving aside the need to improve transport, schools and hospitals, this would have resulted in lost output and jobs. And that would be true if Britain joined today. 

Questions

1
Do you think there is a simple trade off between output stability and exchange rate stability?

2
Explain why UK membership in the Euro would lead to tighter fiscal policy.

