











- 13 - The Post-War Sterling System

The stability of the post-war outflow of capital from
Britain is in marked contrast with the wide changes in the trade
balances of the Independent sterling countries, both with the
United Kingdom and with the rest of the world. Since the member
countries maintain foreign exchange reserves primarily in sterling,
their balance-of-payments surpluses with countries outside the
sterling bloc (whether in the dollar area or elsewhere) give rise
to increases in their holdings of sterling balances, and their
deficits to decreases in their holdings. In addition %o dollar
and sterling settlements through London credited or debited to
their sterling accounts, they receive sterling against Britaints
purchases of newly-mined gold from them. All these transactions
of the Independent sterling countries and the Colonies with outside
countries plus the gold sales are shown in column three in Table III..}/

Up to 1950, the sterling hloc tended to be in deficit in
its trade with the world as a wholes Despite this deficit and despite
Britaint's substantial current account surplus after 1947, however,
the total sterling reserves of the other members were only slightly
depleted since the capital outflow was almost as large as the
commodity trade surplus. This was the period when India made sube
stantial inroads upon its balances and when Australian reserves were
augmented by a speculative capital flow from Britain,

Beginning in 1950, the capital flow to the sterling
countries declined markedly, Despite this reduction, however, the
sterling balances of the sterling bloc had increased to a record
peak by June 1951 as may be seen in the lower section of Table III,
This accrual resulted directly from the area's enormous surplus
with third areas and reflected their Korean export boom, particularly
with the dollar and European Payments Union areas, Part of the
sterling balance accrual to the sterling area members was the counter=
part of the building up of Britain!s gold and dollar reserves and
part came from a running down of non-sterling area holdings, but a
significant volume represented European spending in the sterling

countries of the credits granted by Britain to the European Payments
Union,

l/ Since the table is presented from Britain's point of view, a
minus (=) sign means that the United Kingdom either has bought
gold and dollar assets from the member countries or has been
enabled to reduce its sterling liabilities to non-sterling area
countries -- in other words, that the member countries have earned
a net surplus in the transactions included in this category of
paymentse A plus (+) sign means that the sterling countries have
obtained gold and dollars from Britain or have drawn on their
sterling holdings to make payments to non-sterling countries in
financing their deficits with the non-sterling world,
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This accrual came to an abrupt end in mid-1951. After
accurmlating & 7h6 million of sterling balances in the preceding
18 months, the sterling bloc ran through & 5h5 million from July
1951 to June 1952, Already in the last six months of 1951, the
outer sterling area had a current-account deficit with Britain that
was as large as its overall deficit with the dollar and E.P.Ues areas,
The dollar deficit led to a drain on Britain's gold and dollar reserves;
the deficit with Europe also led to the reduction of sterling liabilitiess.
The sterling was displaced through gold and dollar payments to the
EePeUs and through the granting of credit to Britain by the E4P.Us 1/
The deficit with the United Kingdom utilized sterllng, in return for
goodse

During the first half of 1952, the sterling areals deficit
with third areas disappeared while the deficit with Britain almost
doubleds With the outflow of capital reduced, most of Britainl!s trade
surplus led to a corresnonding reduction in its overseas liabilities.
Consequently, a sterling shortage developed among the Independent
sterling countries for the first time in the post-war period. Several
member countries found it necessary during the 1951-52 crisis to re-
strict sterling imports to a significant extent; this was particularly
true of Australia which had undergone the most substantial reduction
in its sterling assets (see Table II), The Financial Times reported
that the Australian Prime Minister had proposed that "the U, K, should
guaran.ee a form of sterling overdraft as a protection against the
Australian reserves reaching a critically low point" but the proposal
had not met with agreemento 2/

l/ Throughout 1951 and early 1952 Britaint!s continndng deficit with
the EqPeUs resulting in increasing percentage gold and dollar
payments under Eo.P4Us rules; by May 1952, the United Kingdom was
making full gold and dollar settlement for the sterling areal's
deficit, a position which continued until the deficit was eliminated
in September 1952, Thus, the E,P.Us proved to be a mechanism by
which Britain's sterling balances, and hence the sterling in the
hands of foreign holders, was substantially reduced by means of
gold and dollar payments by Britain,

2/ Financjal Times (London), June 11, 1952, page 1l In Parliament,
it was sugsested that a long-term credit be arranged for Australia
"so as to enable the speedy resumption of shipment of goods from
this country to Australia" but the Chancellor of the Exchequer had
replied that "the Us. Ko economic situation did not enable the export
of British goods to be financed in this way,"
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The strategic role of monetary restraint

The deficits of the Independent sterling members and
the fluctuations in their external positions contrituted to sterling's
post-war instability, These deficits were financed out of their
own overseas exchange reserves and these countries were able -~ until
the sterling shortage of 195152 == to replensih their sterling ‘
reseurces, largely through receipts of British capital and, at times,
through export earnings from Europe and North America, The emergence
of a shortage of sterling reserves in 1952 indicates that a new stage
in the post-war history of the sterling area had been reached,

The 1951-52 sterling shortage of the Dominions can be
attributed to four main factors: (a2) the Colonies by then owned
about one-third of the sterling balances; (b) the E¢PsUs operated
to wipe out sterling in foreign hands in exchange for gold payments
by Britain and the creation of EePyUs credit; (c) the rise in world
prices and in the value of world trade had increased the minimum
working reserves required by the sterling bloc; and, finally, (d) the
restoration of monetary policy in Britain had been accompanied by an
increase in Britain's export surplus to the area and a diminution of
capital outflow from the United Kingdom,

Removal of the one-half per cent peg for Treasury bills
in late 1951, which brought the era of cheap money to an end, made
it more difficult to borrow in London and also more expensive;
formerly money rates there had been below those in other financial
centers, During the post-war period of easy money, in fact, the
ease with which sterling could be acquired by foreign holders might
have had even more serious external consequences had not the United
Kingdom benefitted from substantial assistance from the United
States and from its Colonies. The wartime balances were almost
certain to lead to difficulties after 19L5: they could not be exe
pected to be entirely frozen nor their rate of current usage deter--
mined solely by financial and economic considerationse Nonetheless,
the easy-money policy aggravated the disturbance growing out of this
wartime inheritance and created postewar instability due to the
creation of new supplies of sterling credit.

The abandonment of the easy-money policy came at about
the time when the sterling bloc had passed from early post-war transie
tional conditions into a distinctly less difficult economic phase,
The outer sterling countries had completed their initial post-hostilities
investment and restocking activities, and Britain had finally been able,
as a result of her investment program, American aid and the mere passage
of time, to approach a greater degree of balance, both external and
internal, than had yet been possible., The favorable background develop~
ments help to account for the recent improvements in Britain's economic
position and in the economic prospects for the area as a wholee
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Looked at more broadly, monetary restraint seems to have
a particularly strategic role to play within the sterling mechanism,
particularly from the point of view of the United Kingdom as the
supplier of capital and the foreign-exchange banker for the areae
Only by controlling the volume of sterling created by the British
banking system can the United Kingdom place some limitation upon
the foreign exchange receipts of the outer sterling countries, With
complete freedom in capital movements, an easy-money policy in London
raises the danger of excessive sterling accruals in foreign hands,
In the past, because they had the sterling in hand, the member
countries sought to convert it either into British merchandise or
into foreign currencies at a rate beyond the capacity of Britaints
resourcess Because their supplies of sterling exchange were more
than Britain could convert, the feeling that "dollar pooling" seriously
interfered with their rate of development tended to grow; they would
be able to grow more rapidly if only they were freed from the restraints
of the sterling area. This reaction took the form of restiveness over
dollar pooling and disagreement over dollar allocation, of sales of
sterling at discount prices and of excessive importation of British
merchandises But the root cause of this discontent was less the
dollar-pooling principle than the fact that the countries had sterling
balances which they did not want to hold permanently as reserves, In
the future, the more the United Kingdom augments the sterling supnlies
of the Independent countries through a light-handed regulation of
credit creation by the British banks, the more likely this difficulty
is to reemerge as a source of tension within the area,

To emphasize the need for some restraint upon the outflow
of British capital is not to maintain that the United Kingdom is no
longer in a position to provide funds to the sterling bloce On the
contrary, since 1950 the United Kingdom has been able to achieve an
export surplus substantially in excess of the capital outflow to the
sterling area, as may be seen in Table III. Nor is there evidence
that the volume of merchandise exports from Britain has constituted
an appreciable burden upon the United Kingdom economy, even at the
record volume reached in the first half of 1952, although it is true
that the continuing demand from the sterling bloc has served during
the post-war period to discourage adjustments in the regional distrie
bution of Britaints exports. Since the savings available in the
United Kingdom are limited and must be allocated between domestic
and overseas claiments, the danger exists that, without effective
monetary restraint, excessive supplies of sterling created by the
banking system would stimulate investment activities on a scale beyond
the capacity of Britain's TeSouUrces,

Limiting the volume of overseas investment to the export
capacity of the British economy will lead the outer sterling countries
to seek supplementary foreign capital from outside the area in order
to satisfy developmental aspirationse Such a tendency is already
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apparent in the growing volume of World Bank loans to sterling
bloc members. Yet it is difficult to sce how dollar borrowing
in eny way imperils the structure of the sterling system, On the
other hand, the stress imposed upon the sterling mechanism by the
exlstence of large supplies of Dominion~-held sterling reserves,
which was not converted into merchandise or foreign currency as
rapldly as the holders desired, showed itself in 1951-52 to be a
serious threat to the existence, and not merely the external
economic stability, of the sterling bloce '

Britain's monetary policy has a contributory role to
play in encourzging the maintenance of current-account balance by
member countries in two ways, First by limiting the flow of capital
end expanding U. Ke exports, Britain can keep the member countries
under some pressure to economize on their use of sterlings For this,
they may rely on trade and exchange controls or they may adjust their
domestie policiese Some restraint on the domestic policies of the
Independent sterling countries can also be exerted by Britain through
consultation and moral svasion, It would seem that acceptance of
comestic discipline by the United Kingdom is a condition for its
acceptance by other member countries. The agreement at the 1952
Commonwealth Economic Conference that "all Commonwealth Govermments eee
(wvould) persevere in their ef’orts to curb inflation" and that an ‘
"adequate and stable external balance must be a first objective for
all Governments" 1/ may have bcen directly related to the previous
measures of restraint introduced by Britain during the winter of 1951~
52¢ These same measures also made it easier for the British Chancellor
to deny to New Zealand financing facilities in the London market for
the Aucklend bridge as a project without a sufficiently high priority.
This emphasis upon the leadership role of the United Kingdom in setting
an example for the Independent sterling members recalls earlier days
in the history of sterling; during the 19th and early 20th centuries,
the quality of Britain's monetary mansgement was probably one of the
reasons why countries actively sought close economic association with
the pound sterlings If incentives toward individual balance are not
introduced into the sterling system, therefore, the United Kingdom
will have to continue to rely upon suasion and example to induce the
individual countries to pursue policies consistent with economic
stability for the area as a whole.

1/ Commonwealth Economic Conference Cormunéque, December 13, 1952,
This emphasis upon the need for internal stability within indi-
vidual Commonwealth countries was rcpeated in the communique
of the later Economic Conference issued on June 10, 1953, (See
Financiel Times (London), June 10, 1953, pagze 1)
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