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Recent Strengthening of Britain's position

o Recently the economic position of the Uniteqd Kingdom within the
sterling system has been strengthened. Two factors are largely responsible
for this develooment: (&) the improvement in Britain's terms of trade with

Britain's more favorable terms of trade with the outer sterling
countries have strengthened the position of the United Kingdom within the
sterling system, Unti] recently, the post-war fluctuations in the terms
of trade (between industrial ang primary products) have always had an
unfavorable aspect for the United Kingdom, ‘hen raw material prices were
rising, the United Kingim benefitted from additional dollar earnings from
export sales by the outer sterling countries but found that its own debt
to these countries grew as the terms of trade deteriorated, On the other

sent a gain to the United Kingdom with no offsetting disadvantage, Britain

loses no dollars from exports by the outer sterling members; on the contrary,

being importers from North America, lower prices in foodstuffs tend to reduce

Britain's own trade deficit with North America at the same time that Britain's
terms of trade with the outer sterling area also improve, The absence of any

direct external loss to Britain in recent world price developments represents

2 new and favorable circumstance for the United Kingdom,

The easy-money policy, maintained in the United Kingdom in spite of
post-war inflationary dangers, contributed to the postwwar instability of the
sterling system by making it easier for foreigners to borrow in the London
market, }/ WIith funds in ample supply and with the cost of finanecing in
London below rates prevailing in other financial centers, foreign traders

commercial transactions during periods when the pound was under pressure in
the foreign exchange market, Secondly, the easy-money policy facilitated

the outflow of capital from Britain to the outer sterling area, With virtual
freedom of capital movements within the Sterling Area, the abserce of effective

}/ The easy money policy was probably less harmful in its effect on Britaints
domestic economy than it was on the balance of payments of the Sterling Area,
largely because post-war domestic credit ereation by the British banking system
was neutralized by budgetary policy: surplus tax revenue was used to retire
bank-held Government debt at about the same rate as the clearing banks were
creating new private creditss The consequent stabilization of deposits in the
United Kingdom is to be attributed to the use of fiscal restraint in the place
of effective monetary restraint, However, the availability of private credit
augmented the periodic fluctuations in Britain's imports in that traders were
able to obtain credit to expand inventories when they so desired,

NOT FOR PURLICATTION



-1 - Recurring Sterling Crises

monetary control in the central Londen market contributed to the excess
liquidity prevailing tiroughout the steriing system, By renlenishing the
sterling holdings of member countries, this capital movement postponed the
day when these countries found it necessary to 1limit their import require-
nents to their current foreign exchange earnings, The United Kingdm had
hoped that at least some sterling countries could be counted on to exercise
restraint in drawing on their London balances; but these hopes proved to be
inconsistent with the wide movements in the balsnces of virtually all these
countries since 1945 and in particular with the widespread rumnning down
during 1951-1952, 1/

However, this capital outflow was no immediate drain on Britaints
resources; on the contrary, because the sterling countries imnediately in-
vested their sterling accruals in the London market, the outflow actually
reduced the domestic credit expansion in the United Kingdome Since the
increased sterling balances were used to purchase Treasury bills, the volume
of such bills placed by the British Treasury on the money maricet -- and
financed ultimately by the British clearing banks -- was correspondingly
reduced, It was only at a later stage (when they found that their foreign
exchange, j,e, sterling;holdings were in excess of their permanent require-
ments) that the outer sterling countries wuld draw upon these receipts to
finance additional impor ts,

The development of a sterling shortage among the independent
sterling countries during the spring of 1952 indicated that a new stage
had been reached in the post-war history of the sterling system. For the
first time in the post-war period, several sterling countries found it
necessary during the 1951-52 crisis to restrict sterling imports to a
significant extent, This sterling scarcity was confined to the indepen-~
dent member countries and not the British Colonies which were at all times
more responsive to United Kingdom policies; among other factors, it reflected
the check to Britaints capital outflow as credit conditions in London were
tightened in 1952, Since 1952, the outer sterling countries have rebuilt
their balances but they have not regained their earlier liquidity, For
example, the independent member countries rzn down their balances from
£1.980 million at the end of 1950 to £1,606 million at the end of 1952,
a decline of nearly £375 million; at the end of 1953, their balances were
%£1,77L million or still nearly 1200 million below the 1950 peak,

}/ See, for example, my article, "Sterling Instability and the Post-War
Sterling System", June 23, 1953, for a discussion of the fluctuations in
the sterling balances of the independent sterling countries,
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ability of the pound in the foreign exchange markets In a series of relaxa-
tions announced on March 22, 195l, the United Kingdom abandoned most of the

Despite the increased vulnerability for sterling arising out of
these changes, however, there has been no sterling payments crisis since the
early months of 1952, On the contrary, the pound has shown marked strength
both in the official market for American-account sterling and in the free
markets for transferable sterling,

The United Kingdom has contributed to this stability by limiting
the supply of sterling in foreign hands, on the one hand, and by maintaining
the competitiveness of Britain's exports, on the other, The outer sterling
countries, in their turn, have recognized their commitment made at the
Commonwealth Economic Conference held at Sydney in December 1952, that "an
adequate and stable external balance must be a first objective of all
Sovernments, " g/ The improved performance of these outer sterling countries
reflects in part their reduced foreign exchange (sterling) liquidity and in
part the influence of Britain's own example,

The reduced liquidity within and among all the sterling countries
itself can be attributed in large part to the introduction of effective
monetary restraint in the United Kingdom in early 1952, The sterling coun-
tries have thus shifted away from the policies which tended to encourage
periodic inventory fluctuations and excessive liquidity within the Sterling
Area, Both individually and as a group, these countries have reduced their

curement in the cheapest market regardless of currency., Because of these
developments, the pattern of regularly recurring external payments difficulties
every two years, which marked the post-war history of the sterling system,
seems to have been brought to an end with the 1951-52 crisis,

'l/ See my paper on "Comments on the Wider Transferability of Sterling",
May 11, 195k,

gz Commonwealth Economic Conference Final Communique, Cmd, 8717, paragraph 6,
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