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CONFIDENTIAL 
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(In c~nsultation with the Exchange and Trade Relations, 
Legal, Research, and Treasurer's Departments) 

Approved by L. A. Whittome 

December 1·6, 1976 

I. Introduction 

In the attached letter dated December 15, 1976, from the Chancellor of the 
Exchequer to the Managing Director, the United Kingdom is requesting a stand-by 
arrangement for a period of two years for an amount equivalent to SDR 3,360 mil­
lion. The letter also sets out the policies and intentions of the Government 
of the United Kingdom. A staff mission cou:iprising Messrs. Whit tome (EUR), 
Finch:{~TR), Vittas (EUR); Brau (ETR), Marrison (EUR), and Deppler (RES), with, 
as secretaries, Mrs. Stephens and Miss Ryan (EUR), discussed these policies 
and intentions with U.K. officials in London during the period November 1 to 

'December 12, inclusive, 1976. Mr. Ryrie, Executive Director for the United 
Kingdom, also participated in the .discussions. 

The last Article VIII consultations with the United Kingdom were held in 
·Loridon in May 1976 and the Staff Report (SM/76/153, 7/27/76) 1/ was discussed 
by' the Executive Board on July 30, 1976 (EBM/76/116). -

The par value of the pound remained unchanged in terms of gold in the 
December 1971 currency realignmemt. On June 23, 1972, the Government of the 
United Kingdom notified the Fund that "for the time being the market rate for 
sterling would not necessarily be confined within announced limits." Since 
that date, the exchange rate has depreciated unde~ pressure from market forces, 
and by December 13, 1976, it had fallen in effective trade-weighted terms by 
4'4 .4 per ·cent· compared to its level on December 21, 1971. 2/ 

The United Kingdom has a quota of SDR 2,800 million. On December 31, 1975, 
· the·E~ecutive Board ~pproved a purchase under the Oil Facility for 1975 for an 
·amount equivalent to SDR 1, 000 million and on the same date approved a one-year 
starid-by arrangement .for the United Kingdom authorizing purchases of currencies 
up to the equivalent of SDR 700 million. On. Janµary 16, 1976., the United 
Kingdom purchased the full amount of the gold tranche, on January 23, 1976, the 
equivalent·of SDR 1;000 million under the Oil Facil~ty, and on May 12, 1976, the 

1/ Background information i:o that' report was conta,ined in -SMTf6Tf54TfT12/ 76). 
2./ 'Accordin'g ,to estimates of the· Bank of England, which uses an approach 

si;ilar to that incorporated in the Fund's Multilateral Exchange Rate Model. 
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equivalent of SDR 700 million under the stand~by arrangement. On November 30, 
1976, the Fund's holdings of pound sterling, excluding amounts purchased under 
the Oil Facility, amounted to the equivalerit of SDR 3,500 million or 125.0 per 
cent of quota and, including the amount outstanding from the oil facility pur­
chase, amounted to the equivalent of SDR 4,500 million or 160.7 per cent of 
quota. If the United Kingdom purchased the full amount available under the 
proposed stand-by arrangement (annexed), the Fund's holdings of pound sterling, 
excluding the amount outstanding under the oil facility purchase, would reach 
245.0 per cent of quota. A waiver of the conditions under Article V, Section 3 
(a)(iii) of the Fund's Articles of Agreement will be required. According to 
the phasing of the proposed stand-by arrangement, purchases may not exceed the 
equivalent of SDR 1,950 million over the first 12 months. The stand-by arrange­
ment includes performance clauses with regard to domestic credit expansion, 
the public sector borrowing requirement (PSBR), and with respect to multiple 
currency practices, restrictions on payments, and transfers for current inter­
national transactions and restrictions on imports for balance of payments pur­
poses. Performance clauses for purchases .in the second year of the stand-by 
arrangement will be agreed in the light-- of the review with the Fund, which is 
to be completed before January 16, 1978 and which is referred to in .paragraph 
25 of the annexed letter. The United Kingdom will consult with the Managing 
Director regarding the currencies to be purchased under the stand-by arrangement. 

On November 30, ·1976, the United Kingdom's holdings of Special Drawing 
Rights a~ounted to SDR 629:5 million or. 62.6 per cent of its .net cumulative 
allocation. 

This report is divided into three.sections and an attached appendix. The 
first section summarizes, against a brief exposition of the historical back­
ground, the present economic situation of the United Kingdom, the second comments 
on the content and adequacy of the stabilization program adopted by the British 
authorities; and the last contains some concluding remarks. The appendix analyzes 
in greater detail actual developments in 1976 and discusses the prospects for 
the next two years as foreseen in October 1976. · 

II. ·The Present Economic Situation 

As ·recently as last July, the U.K. authorities were anticipating a strong 
recovery in economic activity-, against a background of a contin.ued and steady 
deceleration in the r~te' of inflation. During the period to the second half of 
1977, real GDP was expected to increase at an average annual rate of more than 
4 per cent, ori the basis of a steep rise in exports of goods and services, 
the resu'inption of stockbuilding, and a marked upturn of investment in the manu­
Jacttiring sector. Unemployment was expected to level off in early 1977 qnd the 
~urr~nt account df the balance of payments was projected to move into surplus 
from about the middle of that year. 

0 

0 

By October the picture was very different. The upturn in demand, which 
app~ared to be well under way in early 1976, has since tapered off. In the six 
months to September 1976, industrial output rose by less than 0.5 per cent, 
while total real GDP is estimated to have actually fallen somewhat between the Q 
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first and third quarters of the year. The recovery of investment in manufac­
turing has been delayed and the performance of exports has been extremely dis­
appointing. In volume terms, exports fell by 3 per cent in the third quarter 
of 1976, despite an estimated growth in U.K. export markets of nearly 4 per 
cent, while the growth in imports was exceptionally large, given the depressed 
state of t~tal demand. In recent months, the deceleration in prices has ceased 
and there are instead clear signs of renewed acceleration, notwithstanding the 
successful implementation of the voluntary policy of pay restraint. 

There has also been a distinct worsening in the short-term outlook for 
economic growth. Real GDP is now expected to grow by only 2 to 2.5 per cent in 
1977 over 1976, after an estimated incr~ase of only 1.2 per cent in 1976 
(Table 1), and unemployment is likely to continue to rise. The maintenance of 
the pay policy, against the background of escalating price increases, is expected 
to lead to a sharp fall in real personal disposable income and a small decline 
in private consumption. The prospect of a marked upturn in private investment 
is becoming increasingly uncertain and the turnaround in the current account 
of the balance of payments into a surplus is not now expected to occur before 
1978, despite the weakening of domestic demand. 

This disappointing change in economic performance and in the immediate 
prospects is difficult to explain. The U.K. authorities attach importance to 
the slowdown in the rati of recovery of the world economy. They also stress that 
the hoped-for continuing improvement in domestic price trends has been hampered 
both by rises in the world prices of imported goods and by sharp and unforeseen 
weaknesses in sterling, resulting in part from large withdrawals of sterling 
balances. The staff accepts that these factors have hampered progress but 
would put more stress on what they regard as other weaknesses. First among 
these has been the failure to establish effective control over financial policies. 

For a number of years now, the growth in public expenditure has been very 
rapid and has led to a very sharp increase in the public sector borrowing re­
quirement (PSBR) which, in 1975/76, reached a level equivalent to some 10 per 
cent of GDP at market prices. In the course of 1976, the financing of the 
PSBR by nonmonetary means has become increasingly difficult and, there has also 
been a recovery in the demand for private credit to finance stockpiling of 
imported goods and speculative outflows of capital, mainly in the form of ad­
verse shifts in leads and lags. As a result, the growth in the monetary aggre­
gates has accelerated markedly and has contributed to repeated instability in 
the 'exchange market. This, in turn, has led to increases in long-term interest 
rates to levels that must be about prohibitive to industrial borrowers, unless 
the latter are content to assume that the rate of inflation will not fall in 
the future. Moreover, in the view of the staff, these developments in·financial 
markets have created an atmosphere of uncertainty, which has further damaged 
business confidence. In these circumstances, it is hardly surprising that the 
responsiveness of business to favorable export prospects or to the numerous 
and generous investment incentive schemes has been sluggish and often scarcely 
perceptible. Part of the blame for this snail-like response must also be attri­
buted to the disincentive effects of very high marginal rates of taxation, the 
continuing control of prices and dividends, the tendency of successive govern­
ments to support or nationalize faltering private enterprises, and a variety 
of other factors of a similar nature. 
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It is instructive to consider these developments in a broader historical 
perspective. For many years, the British economy has been characterized by a 
low rate of growth, reflecting fundamentally a rate of productivity growth far 
below that in most other industrial countries. From ti~e to time, the authorities 
have attempted to raise the rate of expansion by stimulating consumption mainly 
through re1axation in the stance of financial policies. These attempts have 
been unsuccessful and have invariably led quickly to balance of payments dif­
ficulties. The laxity of financial policies has added to such difficulties by 
provoking capital outflows and increasing domestic inflationary pressures. The 
result has been an unhappy historical pattern of "stop-go" cycles and recurrent 
external crises, which have greatly weakened business confidence. 

The need for a fundamental change in the policy approach came to be accepted 
in the late 1960s. The devaluation of sterling in 1967 and the subsequent 
introduction of a sharp, if slightly tardy, constraint on domestic demand led 
briefly to a distinct im?rovement. But it required more time and patience 
than was forthcoming to correct tbe weaknesses that had become structural and 
to overcome the lack of social consensus manifested in industrial attitudes. 
Indeed, the improvement in competitiveness obtained by the devaluation of 1967 
was allowed to be eroded all too rapidly as U.K. relative cost and price per­
formance deter.iorated again, while t.:he exchange rate remained unchanged, with 
the result that the incentive to shift resources to exports and import substi­
tutes weakened (Chart A). In consequence, the follow-through to investment and 
employment did not materialize. In the early 1970s, a renewed massive impetus 
was given to consumption and public sector expenditure, in order to increase 
the rate of growth, while the pound was allowed to float in the hope that this 
would remove the external constraint. Once again, control of monetary develop­
ments was neglected and the fiscal position was allowed to deteriorate sharply. 

t ~ In the event, the floating of the pound in the absence of adequate supporting - r action did little more than contribute to an acceleration of inflation and 
to increasingly rapid rises in wages. Moreover, the recourse to external bor­
rowing, which became very large after the advent of the oil crisis in 1974 
(Table 2), prevented the exchange rate from falling to a level where British 
exports would be competitive even in the face of such well publicized weaknesses 
of British exporters, as failures to meet delivery dates, lack of quality con­
trol, and less than efficient sales organizations. As a result, the United 
Kingdom continued to lose shares in world markets and suffer a rate of penetra­
tion by imports of manufactured goods well in excess of that recorded by most 
other industrial. countries (Table 3). 

By the summer of 1975, the multiplication of the danger signals had com­
pelled a re-ex:amination of policy. Wages were rir-3ing at an annual rate of about 
30 per cent and prices at about 25 per cent. Profits and investment had fallen 
off sharply and output was being maintained only by a continuous but unsustain­
able expansion in private and public consumption. A new strategy was therefore 
adopted. It sought to reverse the secular decline in the manufacturing sector by 
relying on exports and investment to provide the impetus to growth. The staff 
has no doubt that this change in strategy was right and indeed long overdue. 

The authorities realized that an essential preliminary for the success of 
the new policy approach was the control of wage and ~rice inflation and that a 
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second precondition, of equal importance, was the maintenance of a sufficient 2 
degree of slack to facilitate the switch of real resources toward net exports • 
and investment. 

Substantial progress has been made in each of these areas. As a result 
of the policy of voluntary wage restraint, the rise in average wage earnings 
was halved in the year to July 1976, to 13.9 per cent, compared with an increase 
of 27.6 per cent in the previous 12 months, and a further decline to about 
9 per cent is now expected in the year to July 1977. There has also been a very 
marked improvement in industrial relations with the number of days _lost in 
strikes falling from 14.7 million in 1974, to 6.0 million in 1975, and 2.5 mil­
lion in the first nine months of 1976. 

Discernible progress has also been made in establishing more effective 
control over government spending. A system of cash limits, affecting some 
60 per cent of total public sector expenditure, was introduced in the current 
financial year and has been vigorously enforced. This has been accompanied by 
greater efforts to prevent overspending by the local authorities. 

Despite these achievements, progress in attaining the basic objectives of 
the new strategy has been very slow. The PSBR has remained at a very high level 
and contributed to a high rate of growth in the money supply. Action to tighten 
credit conditions and allow interest rates to rise was taken only reluctantly 
in the wake of pressures in the exchange market, induced at least partly by 
the acceleration in the growth of domestic credit. This further reduced confidence 
in the authorities' determination to carry through their strategy. The climate 
of uncertainty, and indeed the external trade returns, have also not been helped 
by repeated and well publicized calls on the Government to adopt a strategy of 
generalized import restrictions. 

The staff also has strong doubts as to whether the exchange rate policy 
that has been followed by the authorities has been properly geared to the suc­
cess of the new economic strategy. The rate has been held stable for long 
periods of time despite sharply adverse movements in relative costs and prices 
(Chart A) with the result that it has had to fall very rapidly subsequently, 
often despite heavy official support. It is difficult to substantiate, as is 
sometimes argued, that sterling is undervalued at the present exchange rate 
given that the balance of payments will remain in substantial deficit in 1977 
despite high and rising unemployment. Moreover, according to official forecasts 
the United Kingdom is likely to continue to lose export market shares and ex­
perience a very high rate of import penetration. If the present rate can be 
regarded as approximately appropriate, it follows that sterling has been consis­
tently overvalued except for rare and brief occasions ever since the adoption 
of the policy of export-led growth in mid-1975. These factors help to explain 
why the response of exports and imports has been much less favorable than could 
have been expected. 

To take this view of past exchange rate policy is far from denying the 
obvious advantages that can stem from a much greater stability in the rate. But 
stability in the exchange rate can only be realized if there is also as much suc­
cess in achieving stability of costs as in competing countries. 
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III. ·Program 

It is against the background of recent. developments that the British 
Government has just concluded a reassessment of policies. In summary, the 
strategy of switching resources to secure an export and investment-led growth 
has been-reaffirmed, and measures have also been announced to correct the weak­
nesses that have delayed, an·d threatened to abort, the realization of the gains 
that could be expected from ~his economic strategy. The reassessment has also 
had to take into account forecasts which suggest that the economy would continue 
to be weak over 1977 and that, if no action were to be taken, the financial 
developments that were implicit threatened an unsustainable situation. Given 
the immediate prospects, the U.K. authorities have decided upon a program which 
would build up over a two-year period and which should around early 1978 bring 
about a very marked improvement in underlying trends. To this e~d, a financial 
program has been for~ulated for the first year and financial targets have been 
specified for the second year. The measures already announced are geared to 
the achievement of the targets set through the second year and will be supple­
mented by further measures, provided that the review around the end of 1977 
confirms the hoped-for improvement in prospects and the need for making addi­
tional room to sustain the shift of resources to net exports and investment. 

If the program is continuously adhered to and successfully implemented, 
then, in the staff's view, it promises to lead to a shift of resources that 
will result in a significant improvement in the current account of the balance 
of payments by 1978/79, helped by the exploitation of North Sea oil and gas 
and achieved in conditions of relative financial itability. In the staff's 
view, an essential element in such a policy has to be the determination that 
U.K. production should not again be allowed to become insufficiently competitive 
but that the desired switch in resources will be encouraged by the continued 
maintenance of the improvement in relative costs, compared with recent years, 
that has now been created. 

1. Incomes policy 

Overall wage settlements ·in the second year of the policy of voluntary wage 
restraint have so far been in accordance with.the agreement which is consistent 
with the achie~~ment of ~ growth of average labor earnings of not more than 
9 per cent in the 12 months ending July 1977. It is obvious that a satisfactory 
agreement on the pay policy for a third year beginning August 1977 is of vital 
importance for the success of the Government's overall ·strategy. It is also 
plain that industrial and external confidence would be helped if this could be 
achieved and announced just as soon as is praciicable. Discussions on the 
third stage of the pay policy between the Government, the Trades Union Congress 
(TUC), and the Confederation of British Industries (CBI) have been brought 
forward ~o very early iri 1977, and it is hoped that they will be completed 
before the budget strategy is finally decided. It is sometimes claimed that an 
incomes policy can only be effective over a short period of time; moreover, 
the decline in real personal disposable income foreseen duri~g 1977 and the 
projected high and rising level of unemployment in that year hardly constitute 
a favorable background for the attainment of a satisfactory agreement for a 
third year. However, the preliminary signs are that both the TUC and the 
CBI are determined that the progress achieved to date .by voluntary wage re­
straint--in particular, the sharp reduction in the rate of inflation--must not 
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be jeopardized and that all are conscious of the dangers inherent in any other 
course of behavior; The new agreement will rieed to include provision for some 
flexibility as the erosion of differentials has begun to arouse mounting pres­
sures and ·to create disincentives for the development of needed skills. This 
flexibility will undoubtedly have to be circumscribed. Lastly, if the rate 
of inflation is to be rapidly reduced to levels approximating to those expected 
in the other major industrial countries, then the rate of growth of earnings 
for the 12 months ending July 1978 will need to be significantly lower than 
that inherent in the present agreement. 

2. Industrial strategy 

The Government will continue to give a very high priority to its effort, 
through a broad range of ·measures, to encourage a regeneration of the U.K. in­
dustrial sector and to lead in particular to an improvement in th'e trend growth 
of productivity in manufact~ring industry. The success of this policy depends 
upon changes in attitudes and work practices a'nd progress can, therefore, at 
best only be slow. Yet, the success of this policy is vital to the achievement 
of a more rapid and sustainable rate of growth in the future. 

3. Fiscal policy 

The sharp rise in public sector expendit~res during recent years has been 
a striking feature of the U.K. economy (Chart B). The Government has already 
made noticeable progress in containing public expenditures wqich, in the cur­
rent fiscal year (1976/77), have been largely kept within the original budget 
estimates. The need to ensure continued room for a switch in resou~ces and to 
avoid new uncertainties in financial markets caused the authorities to decide 
to limit further the real volume of public expenditures; in July 1976, they 
announced cuts in total programmed expenditures for 1977/78, including invest­
ment by nationalized industries but excluding debt interest payments, amounting 
to about £1 billion in terms of constant prices. 1/ At the same time, an in­
crease of 2 percentage points in employers' contributions to the Natio.nal 
Insurance Fund, which should reduce. the. PSBR by about £600 million in 1977/78, 
was also announced. 

However, pressures on financial markets continued and showed up in repeated 
instability in the foreign exchange market, sharply rising interest rates, and 
a further erosion of business confidence. For this reason, the authorities 
have now decided on a further reduction in the volume of public sector expendi­
tures of £1.0 billion i'n 1977/78 and £1.5 billion in 1978/79 (in 1976 Survey 
prices). In current prices these cuts would be equivalent to about £°1.3 bil­
lion in 1977/78 and a little over £2.0 billion in 1978/79. In 1977/78 the 
U.K. authorities will also sell shares in the British Petroleum Company presently 

·.belonging to the Government by an amount sufficient to raise £500 million. 
In 1978/79 additional fiscal action t~taling £500 million at 1976 prices will 
be taken to reduce the PSBR further. In the view of the staff, it would be 
preferable if, given the need to emphasize incentives, this last amount also 
were primarily concentrated on further expenditure tuts rather than on increases 
in taxes. 

1/ Defined as 1976 Survey prices, namely for goods and services the prices 
ruling in August-October of 1975 and for transfers and other expenditure aver­
age estimated prices in the financial year 1976/77. 
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Tne Chan·c·ellor has al$O announced a 10 per cent increase in the excise 
duties on tobacco and alcoholic beverages. This incre~se is estimated to yield 
sufficient revenue to permit an extension of the scheme under which interest 
rat~ reliet may be given for industrial investments and to finance further 
measures to reduce unemployment. In the circumstances, these measures seem 
very appropriate and do not in any way preve~t ~ switch from direct to indirect 
taxation at a later date. In the view of the staff such a switch would be 
desirable i~ order to reduce the b~rden of i~come taxes especially at the 
lower and higher earnings levels. The staff agrees with the Chancellor that 
present levels of direct taxation have proved discouraging to effort and effi­
ciency. The Chancellor has also stated that if, in planning his Budget for 
1977/78, he judged that there would be scope for tax reliefs without increasing 
the PSBR above the level presently foreseen ( £8.7 billion) and if a satisfac­
tory agreement had been reached with the TUC ~nd the CBI on pay arrangements 
for the period after July 1977, then he would plan to use the available margin 
to reduce the present burden of direct taxation. 

If the national income forecasts undertaken in late 1977 or in early 1978 
suggest that GDP will grow at a rate in excess of 3.5 per cent per annum in the 
period from the beginning of 1978 to the end of 1979, further steps to reduce 
the PSBR will be taken in fiscal 1978/79 of between £500 million and £1.0 bil­
lion at 1976 prices. The exact magnitude of the adjustment will depend on the 
buoyancy of demand that is then foreseen while the nature of th,e measures taken 
will depend both on the timing .of the decision and on the ecqnomic prospects. 
The staff regard~ this contingent undertaking as an important safeguard against 
the danger that a higher than prese~tly expected rate of growth· of private 
demand could be aborted at an ea~ly stage by a.scarcity of financial or real 
resources: 

Summarizing the effect of the cuts in aggregate public expenditure is com­
plicated by recent changes in definition. Henceforth, public expenditure totals 
include only the government financing of the nationalized industries, not their 
total investment expenditure as before. Thus, the July cuts which included 
reductions in nationalized industries' investment appear smaller in the new 
presentation. Some of the July cuts have also been offset, in comparison with 
the White Paper of February 1976, by increases in expenditure for .unemployment 
relief due to upward revisions in the unemployment forecasts. Interest payments 
ar~ e~cluded from both the old and the new presentation. The staff has been 
assured, however, that the cuts announced on December 15 will not be offset by 
increases in other programs--and, in particular, that the contingency reserve 
to be• included in the coming public expenditure White Paper for both 1977 /78 
and 1978/79 will be fixed so that the announced reductions are not eroded. 

Apart from the amount of government financing provided to the nationalized 
industries which is not expected to rise over the period, the profile of public 
expenditure, in 1976 Survey prices, after the cuts announced on December 15 will 
be, in ~ound terms, £50.5 billion in 1975/76, about £51.0 billion in 1976/77, 
somewhat less than £50.0 billion in 1977/78, and approximately the same figure 
in 1978/79. 

0 

0 

0 
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To the extent that the additional £ 500 million adjustment in 1978/79 
takes the form of expenditure cuts, public sectoi expenditure in 1978/79 will 
fall, in constant prices, below the level which will be recorded in 1977/78, 
.so that, for two years in succession, such expenditu~es will have fallen in 
real terms (Chart B). In these calculations no allowance is made either for 
the sale ~f the British Petroleum shares or for the contingent additional 
fiscal action of between £500 million to £1 billion. 

In appraising the recent decisions on public expenditures, one has to 
start out from the premise that no program of action can be devised to reverse 
the extremely difficult position in which the United Kingdom finds itself at 
the present time that would not contain certain aspe~ts that are far fro~ satis­
factory if considered by themselves. Thus, it must be anticipated that these 
decisions will have some adverse short-term .effects on employment in certain 
sectors at a time when unemployment is already high. On the other hand, without 
such measures continued financial instabilities would further impede the desired 
recovery of investment and would thus threaten a l,~,it,gt!,.! adverse effect on (. 
employment. There is, moreover, a large question mark overhanging discussion

1 

of the amount of spare resources currently available. 

The immediate application of deeper cuts in public expenditure .. might induce 
a more rapid shift of resources but would not be acceptable to the authorities 
in the prevailing employment situation. It is difficult tb assess the precise 
amount of cuts necessary to achieve the objectives of the program.but the staff 
believes that the measures taken by the authorities strike an appropriate 
balance. However, it is unfortunate that the new measures include substantial 
cuts in construction at a time when this sector is already suffering from· a 
lack of demand and also when it seems likely that these cuts are likely to be 
offset, at least in part, by renewed expenditures in the short to medium term. 
The balance of the cuts is being applied by way of a series of relatively small 
reductions of a large number of programs, regrettably including a small cut 
in overseas aid .. 

As a result of the measures just described, the PSBR in 1977/78 will fall 
to £8~7 billion or 6 per cent of GDP (at market prices) and to £8.6 billion 
or 5 1/4 per cent of GDP in 1978/79 (Table 4); the quarterly path of the PSBR 

, to 'end-1977 I 78, used as a performance clause, is recorded in Table 5; These 
figures contrast with an expected outcome for 1976/77 of £11.2 billion or 
9 per cent of GDP. By international comparisons, the proje~ted ratio of the 
PSBR to GDP in 1978/79 is reasonable, especially considering that the PSBR 
in the United Kingdom has a wider coverage than the concepts used in most ·in­
dustrialized countries. Such comparisons, however, are ~ot the most meaningful, 
as judgment has tO be made On the basis Of· the individual COUntry IS financial 
and economic situation. In the staff's view, the announced cuts in public 
sector expenditure and the resultant reductions in the PSBR will have a dampen~ 
ing effect on interest rates and induce a more buoyant business climate which 
can be expected to lead to the bringing forward of investment decisions as 
there would be assurance that a new recovery would be stlstained. 

It should be emphasized ~hat the.U.K. authorities find ii extremely dif­
ficult to forecast precisely the outturn of the PSfrR. For some·years, there 
was a tendency for this figure to be underestimated, especially when, as in 
1974/75, wages were rising more rapidly in the public than in the private sector. 

---- --- ------- --- ------
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More recently, this tendency has been reversed. The present estimates of the 
U.K. authorities Sugg~st that the PSBR wilf reach fll.2 billion in 1976/77 
but, a~ explained ih th~ Appendix, the staff believes that this estimate may 
be too high. 

4. Monetary policy 

In the past six months, increasing attention has been paid to monetary 
poli~y. Monetary aggregates have been .featured in pdlicy statements, the most 
important of which was the 'Chancellor's reference. to a targe·t for the growth of 
the broadly defined money ~tock (M3) 1/ of 12 per cent for the fiscal year 
1976/77. ·At tne time this target was-formulated, it was still 'thought that 
the recovery of demand for credit by the private sector would be slow. In the 
event, it rose much more rapidly than was expected and a series of tightening 
measures have been taken which raised interest rates shar.ply. As these measures 
proved slow in restraining the growth· of M3, the extreme ·action was taken in 
November of reintroducing the supplementary special depo9its scheme in a form 
which will virtually halt the growth of interest-bearing bank deposits. 

The consequences will be important. It is now virtually assured that M3 
will grow at a very much lower rate than in the immediate past. Because of the 
growth that has already taken place, the continued increase -of Ml, which is 
unaffected by the new deposit requirement, and also the inclusion of foreign 
currency deposits in the definition of M3, whose value has increased as·the 
exchange rate has fallen, the actual growth of M3 in'the fiscal year 1976/77 
is very likely to exceed the target of 12 per cent. But, for the next· six 
months, the growth of the sterling component of M3 is now certain to be at 
an annual rate well below the 12 per cent and it will continue at a low rate, 
while the supplementary special deposits scheme is maintained at its present 
d~gree of restrictiveness. 

;In the program for the next two years, the authorities have adopted a firm 
polidy of managing .the banking system to ensure that the domestic credit expan­
sion will be suitably restrained to limit pressures on the ex~hange market and 
on domestic inflation. In this effort, a major part will be played by the re­
duction of the PSBR, whose size, in recent years, has greatly complicated the 
task of monetary management. .However, it is now also clearly recognized that 
private demands for credit have reached the .point where they too have to be 
restrained. Currently, this restraint· is to be primarily achieved by the new 
supplementary special .deposits but, in the medium term, it is 1'!.!2.~ that the 
task will be eased by a more restrained growth of the monetary base stemming 
from lower PSBR and ·-that more .. orcf;rly ___ fina7tciaT--pr~~ts will-lea-d to in-
crea~ed sales b~ ~ublic sector debt. Indeed, the staff would hope that the 
supplementary special· deposits scheme, which· inevitably causes distorting 

··effects resulting from the impetus which it gives to •intermediation, can 
be relaxed or dropped.during the course of 1977. However, this can onl'y happen 
provided that alternative instruments of monetar~ policy ~re available and are 
used effectively. 

0 

0 

1/ M3 includes notes· and coins in circulation plus all bank deposits, whether 
de~ominated in· sterling or other currencies., held by U. K. residents less 60 per Q 
cent Of the net value of transit items. The sterling component of M3 excludes 

·· bank deposits.denominated in foreign currencies~ 
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7 To give precision to their monetary policy, the authorities have focused 
·on domestic credit expansion as being the most significant indicator in times 
of foreign exchange pressure. Consequently, they have specified a path for 
domestic credi't which will limit its growth from the· £9 billion intended for 
1976/77 to £7.7 billion in 1977/78 and £6 billion in 1978/79 (Table 6). These 
rates of ~redit expansion are equivalent to 24 per cent of sterling M3 at the 
beginning of 1976/77, 18 per cent of sterling M3 at the beginning of 1977/78 
and 13 per cent of sterling M3_at the beginning of 1978/79, respectively. 

There has been one modification of the definition of DCE. Henceforth, it 
will include only sterling credit. Foreign exchange credit to the private sector 
other than for the financing of investment overseas (Table 6), which previously 
was included to the extent that it came from U.K. banks, is now excluded, as the 
provision of such credit by U.K. banks is subject to strict rules relating to 
their o~erall foreign exchange position and no net pressure on foreign exchange 
reserves is possible from this source. Moreover, it was arbitrary to include 
only foreign currency loans from U.K. banks, while excluding those from foreign 
banks. 

The provision for private credit estimated to be available within the 
overall DCE target has been looked at in the light of the projected financial 
flows, including the recovery of investment by the corporate sector. While 
these results must be treated with cau~ion, as past forecasts in this area have 
proved particularly unreliable, it appears that the financing. for the needed 
investment recovery is reasonably assured for both 1977/78 and 1978/79. The 
~ecovery of corporate finances.is expected to be particularly marked in 1978/79, 
notably in the export sector, and it should be possible to finance investment 
well in excess of present projections. If this proved no~ to be so, there is 
the latitude provided by the possibility of drawing on external bank sources 
if expansion prospects were sufficiently attractive. In addition, the ban on 
the use of sterling in third country trade will provide room for the extension 
of credit in sterling to residents of· some £500 million. 

Some problems arise in projecting monetary aggregates while the special 
supplementary deposits scheme is in existence. Undoubtedly, the scheme tends 
to reduce the degree of intermediation of banks and so changes the relationship 
of M3 to the overall demand and liquidity situation. The effect of this should 
not be exaggerated--it arises with any device which relies in part on the ration­
ing of bank credit and it certainly occurred when ceilings on bank advances 
were used in past programs. In determining the annual credit program for 1977/78 
and 1978/79, it has been necessary to proceed on the assumption that the supple­
mentary deposits scheme will not be an effective ~ource of limitation at the 
time the final figures are available. In effect, this means that the scheme, 
if it does continue formally, will stop having any restrictive effect well 
before April 19, 1978. However, the distorting effect of the first st~ge of 

I ~ tight application has been taken into account in the first two ceilings for 
the quarterly path recorded in the Table 5 and used as performance clauses. 

! 
The figures for the remaining two quarters of 1977 /78 will be ag_reed before 
July 31 in the light of-the experience with the scheme and the plans then made 
for its ex~~r'._)~ye,£! i v~~~1~~P.ii.gcJ.a(i:~~}i$Ji.~I?-S_s_,_~Tjn.~lll§.t:o:.,)qi" 
investment and expansion. 
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In tdhe v~ew ohf the.st~ff,f1f't is particularly important, while the supple- ~ 
mentary epos1t sc eme is in e ectj that the cpurse of the interest rates be 
carefully controlled, lest they fall at a rate that would be inappropriate on 
external consideratipns. The scheme, through its distorting effects, can lead 
to a tendency for interest rates to:decline tempora~ily. It is reassuring that 
the authorities have taken special note of the distorting effects of the measure 
and plan to reduce DCE appropriately. It is also help~ul that they have stressed 
their desire to finance the major share of the PSBR outside the banking system. 
It_ will require careful attent~~ to_the gro~he n~gnetary_ base to allow 
interest rates to follow an appro12riate!x .. .E.!:.~tr,aJned eath and to permit the 

2 
supplementary special deposits scheme to stop having any restrictive effect 

• before the. end of the next fiscal year. 

As has been stated, the special emphasis placed in the program on .DCE rather 
than ~3, is. appropriate in present conditions when exchange market management 
is so important. But, in view of· the current employment situation, if the net 

l 
foreign exchange reserves should recover more rapidly than is presently expected, Z it would be appropriate to allow some of the increase to be reflected in money 

• growth. However, the authorities are fully conscious of the need to limit 
the growth of money and they intend to ensure that it does not endanger their 
overall policy. In 1977 I 78, a growth in sterling M3 of around 12 per cent 
is.foreseen, compared with an expected ·rise of 10.6 per cent in 1976/77. This 
latter figure is, however, heavily affected by the imposition of the supplemen­
tary special deposits scheme. In 1978/79, a more difficult problem may emerge 
as the. balance. of payments runs into large surplus. The authorities agree with 
the staff that, at that time, the rate of monetary growth will have to be par-

. ticularly closely watched and controlled to ensure that the changed balance of Q 
payments position does not result iµ a rate of. growth of the monetary aggregates 
that ~ill again lead to loss of control. 

5. External policies· 

Economic policies will be consistent with the achievement of a considerable 
surplus in the current account of the balance of payments in 1978/79. The fore­
casts suggest that the deficit in 1976/77 will be over £2.0 billion, and that 
{t will improve in 1977/78 to about £1.0 billion and then show a surplus of 

. the order of £2.0 billion to £3.0 billion in 1978/79. This sharp turnaround 
.in 197~/79 is attributable to the lagged effects of the depreciation of sterling 
during 1976 especially on the services account; and·a substantial positive 
net contribut.ion from North Sea oil· and gas operations. 

The impact of the North Sea. operations and the determination not to allow 
U.K. exports again to become uncompetitive should lead to a substanti~l rise 
in net exports which would contribute most of the growth in 1977/7'8 and particu­
larly so in 1978/]9. The magnitude of the improvement in the balance of payments 
will be dependent upon a satisfactory rate of growth of world trade in both 
1977/78 and 1978/79. · 

The sharp decline in the trade deficit between 1976/7'7 and 1978/79 is more 
than fully accounted for by the estimated net saving in oil imports. The deficit 
for trade in crude oil and oil products alone, which is estimated at £3.8 bil-
lion in 1976/77, is projected to decline to £1.3 billion in 1978/79 and is Q 
expected to change into surplus in the early 1980s. This improvement is due to 
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rising production from the North Sea oil fields from an estimated 12 million 
tons in 1976 to 62 million tons in 1978, which more than offsets the effects 
of increasing consumption of oil and higher oil prices. Currently, the 
United Kingdom's annual domestic consumption of oil is. about. 82 million tons. 
Production from the North Sea oil fields is expected to continµe to increase 
after 1978~ reaching~ peak of about 130 million tons per annum by 1982-85. 
The United Kingdom also benefits from inflows of capital for investment in the 
North Sea oil fields, which, in 1976/77, are estimated at about £1.0 billion; . 
these inflows are expected to decline over the next two years but will be asso­
ciated with more or less equal falls in the imports of capital equipment, 
materials, and services connected with the development of and production from 
the North Sea oil fields. The gains on the trade and direct investment accounts 
from the North Sea oil ~perations will in part be offset by a large rise in 
private remittances, dividends, and interest payments resulting from the opera­
tions of oil companies in the North Sea oil fields. These invisibles payments 
are projected to rise by nearly £0.9 billion in 1977/78 and by a further 

£0.6 billion in 1978/79. 

The external capital account is expected to remain in deficit in 1977/78 
as inflows due to North Sea oil operations decline, and export tredits rise. 
However, the series of measures recently announced by the U.K. authorities, the 
additional financial support being promoted by Germany and the United States, 
and the possibility of a satisfactory arrangement for the sterling balances as 
well as the repayment of sterling credits to third countries can be expected 
to result in a turnaround in the remainder of the capital accounts. As the 
external position moves into overall surplus, the opportunity will be taken to 
reduce the very large external debts accumulated in recent years and to 
reconstitute gross official reserves. Over the two-year period, foreign cur­
rency borrowing by public sector entities will continue but, it is hoped, 
on~ declining scale. 

The authorities will continue to pursue a flexible exchange rate p·olicy 
with intervention in the exchange market aimed at minimizing short-term disrup­
tive fluctuations and at maintaining stability in the exchange markets consis­
tently with a continued maintenance of the competitive position of U.K. manufac­
tures both at home and overseas. In their management of the exchange rate, the 
authorities will seek to avoid a situation in which the rate became fixed at 
an unsustainable level since the inevitable subsequent fall would do serious 
damage to confidence both at home and abroad. The staff believes that such 
a'policy will go far to avoid the uncertainties which have hampered investment 

\

decision making. Exchange rate policy will be supported by the tight control 
to be kept over the growth ·of money and credit aggregates over the two years 
of the stand-by program. In the staff's view, it is crucial that the exchange 
rate not be allowed again to become uncompetitive. 

In the attached .letter, the Chancellor affirms that it is the intention of 
the Government not to introduce any multiple currency practices or impose new 
or intensify existing restrictions on payments and transfers for current inter­
national transactions or import restrictions for balance of payments reasons. 
However, it is stated that the imposition of selective restrictions on imports 
may continue to be necessary to protect domestic industries which are viable 
in the longer run but which have suffered or are threatened with serious injury 
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as a result of steep and disruptive increases in im~orts: There has been a 
growth of such restrictions. The staff regards this as a matter of concern 
and, in particular, is worried both at the risk that the criterion of "indus­
tries which are viable in the longer run" might come to be too loosely inter­
preted and that these restrictions tend to inflict damage on the exports of 
countries with relatively low per capita incomes. The staff understands that 
any such restrictions would only be imposed within GATT rules and procedures. 

IV. Staff Appraisal and Recommendation 

At this time, given that the hopes of early economic growth have been so 
dam~ened, an intensive debate has been taking place in the United Kingdom about 
the orientation of economic policies. There are those who argue that demand 
policies should be designed to maintain an immediately higher level of employ­
ment, despite the evident failure of such policies in the past. These advocates 
of expansion have increasingly been driven, in the face of evident external 
financing problems, to embrace a willingness to meet balance of payments pro­
blems by direct controls on imports. 

After a long debate the authorities, in unde~taking the program described 
above, have rejected these views. They have decided, rightly in the view 
of the staff, that, in the medium term, such a strategy is not viable and is, 
indeed, likely only to foster inefficiencies and weaknesses in the economy. 
The.long history of responding to weakness in demand through greater stimulus 
to public and private consumption has so reduced incentives for productive 
investment that recourse to consumption-led growth is doomed to an early check 
through a lack of capacity to compete with the r~st of the world. Attempts 
to shelter from. such competition will only worsen the trend in productivity. 
Moreover, it is clear that the future growth of an industrial economy is 
critically dependent on the control of inflation. Serious setbacks in this 
battle would go far toward ensuring continuing stagnation of the economy and a 
low level of job creation. 

The staff strongly endorses the decision of the authorities to place their 
faith in the future ~rowth of U.K. export$, given the right domestic conditions. 
These conditions necessarily involve continuity of policies. Even establishing 
sales outlets abroad on the needed scale will only take place when it is reason-

( ably clear that conditions will remain as profitable as they are now. The 
~\two-year program undertaken by the authorities is intended to give just that 
- assurance. 

There are examples in other countries of a quick and impressive response 
to conditions similar to those being created in the United Kingdom. The staff 
is confident that the United Kingdom could achieve such a turning point in 
the next 18 months, if business can be convinced that the recent uncertainties 
are past and that export profitability can be maintained. The measures now 
being taken go far toward giving such assurance, both with the programmed release 
of resources from the public sector over the next two years and also with the 

0 

0 

steadiness of financial markets which should result from more realistic monetary Q 
and fiscal policie~. 
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However, success will be dependent also on the continued coop~ration of 
the trade unions, who have the power to make or break the strategy. If they 
remain convinced that the strategy will deliver more j.obs over time and also a 
return to a sustainable path of real wage gains, then the maJor hurdle will 
have been passed. 

Moreover, the regeneration 'of an industrial economy which has been debili­
tated by years of slow growth and an exchange rate which has been perennially 
overvalued, will need to be sustained over an extended period. It will take 
courage to maintain a steady incentive to foster production for exports and im­
port substitution and it may be difficult to persevere during a period that 
includes an election. In addition, the siren voice of North Sea oil, with its 
power to limit temporarily external constraints, could weaken the will to per­
sist in the longer-term task of job creation through growth in manufacturing 
output based on a competitive exchange rate~ 

In~vitably, the road is full of pitfalls but the staff believes that the 
program now undertaken can provide a firm basis for the urgently needed change 
in past' economic trends of the United Kingdom. The staff is convinced that the 
program, far from being defl~tionary and d~structiVe of job opportunities, is 
the only way out of the weak economic position and low employment now arising 
from the failures of the past. 

In view of the above, the following decision is submitted· for consideration 
by the Executive Board: 

"The Government of the United Kingdom has requested a 

stand-by arrangement for a period of two years and for 

the equivalent of SDR 3,360 million. The Fund·approves 

the stand-by arrangement attached to EBS/76/519 and grants 

any n~cessary waiver of the conditions of Article V, 

Section 3 (a)(iii) of the Articles of Agreement." 



Table 1. United Kingdom: Selected Economic Indicators, 1975-78 

1970 to 1974 197.? 1976 1977 1978 197611 
1st hc;ilf 2nd half 

Percentage change from preceding year or half-year, at annual rate 

Expenditure (at constant 1970 prices) 
Private consumption '3.0 -0.7 -0.7 0.2 1.4 0.7 
Public consumption 3.2 4.7 3.0 1.2 0.6 1.0 3.0 
Fixed investment 1.6 -1.2 -2.1 -2.1 1.0 -6.1 4.9 

Of which: 
Public 0.3 1.1 0.3' ·-6.5 -5.2 6.0 -6.1 
Manufacturing -1.3 -17.0 -8:5 16.5 16.0 -7.5 11.1 
Other private 5.0 3.6 -2.1 -4.0 1.0 -16.3 ·14.9 

Final domestic293,and 2.8 0.2 0.2 -0.6 b.4 1. 9 
Stockbuilding - 37 o·.1 -2.8 1. 2 1.5 0.5 1.5 1. 3 
Foreign balance- -0.1 0.8 -0.2 1.2 1.7 1.4 -1. 3 

Exports 7.0 -3.4 5.7 8.3 6.8 11.8 4.4 
Imports 

. )4/ 
7.3 -6.6 6.7, 3.9 0.8 6.3 9.8 

GDP (at market prices - 2.8 -1.8 1.2' 2.1 2.6 2.9 1.9 

Prices and incomes 
GDP def lator 9.5 19.0 15.5 12.5 10.5 12.5 12.2 
Consumer prices (unadjusted) 10.4 24.2 16.5 15.3 10.0 15.2 ·13.5 
Real personal disposable income 3.9 -0.5 -3.0 0.5 -0.2 4.6 
Real disposable average wages and 

salaries 1.8 -2.5 -6.5 -0.8 -9.3 8.6 
Gross company profits (net stock 

appreciation) in per cent of GDP 10. 7 6.8 7.2 9.9 12.9 7.2 7.1 

Sources: Central Statistical Office, Economic Trends; and data provided by the U.K. authorities; 
Note: The estimates and forecasts shown for the years 1976 to 1978 are based on policies obtaining in 

October 1976. 
1/ Seasonally adjusted, unless otherwise indicated. 
Z/ Including residual errors. 
3/ Contribution to GDP growth. 
4/ Average estimate based on expenditure, output, and income data. 
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Gross 
official 

End of period reserves 
. ( 1) 

1970 1,178 

1971 2,526 

1972 2,404 

1973 2,787 

1974 2,890 

1975 1st qtr. 2,962 
2nd qtr. 2,837 
3rd qtr. 2,867 
4th qtr. 2,683 

1976 1st qtr. 3,082 
2nd qtr. 2,976 
3rd qtr. 3,075 

r 
r 
\_ . 

Table 2. United Kingdom: Official Reserves, Official Financing 
Liabilities, and External Sterling Liabilities 

(In millions of pounds)!/ 

Official financing i· b'l't' 21 ia i i ies- External 
Borrowing 

from other Other foreign 
monetary curre~cy3 / 

Total I.MF authorities borrowing- Total Total 
(2=3+4+5) ( 3) ( 4) ( 5) (6=7+9) ( 7) 

1,419 970 399 50 4,220 2,547 

555 415 140 5,622 3,240 

155 155 5,909 3,618 

1,283 1,283 5,973 3,689 

3,018 3,018 7,134 4,634 

3 ,1113 3,413 7,381 4,862 
3,922 3,922 7,543 4,559 
4,237 4,237 7 ,164 4,179 
4,409 4,409 7,331 4,102 

5,589 630 4,959 7,254 4,016 
7,642 1,232 577 5,916 6,335 3,111 

6,190 2,756 

Source: Central Statistical Office, Economic Trends. 

/ 

sterling liabilities 
Official 

Of which: 
oil-exp~rt~?g 
countries- Private 

(8) (9) 

1,673 

2,382 

2,291 

959 2,284 

3,101 2,500 

3,449 2,519 
3,239 2,984 
2,943 2,985 
2,839 3,229 

2,622 3,238 
1,964 . 3 ,224 

3,434 

1/ From 1972, foreign currencies converted at end-period middle-market closing rates. 
2/ Excluding official long-term borrpwing. 
3/ By Her Majesty's Government and by public sector entities under official exchange cover schemes. 
"Ti.I Algeria, Bahrain, Brunei, Ecuador, Gabon, Indonesia, Iran, Iraq, Kuwait, Libya, Nigeria, Oman, Qatar, Saudi Arabia, 

Trinidad and Tobago, United Arab Emirates, and Venezuela. 
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Table 3a. Growth of Export Markets and Relative Export 
Performance of Major Industrial Countries 

(Changes, in per cent, at average annual rates) 

1958-68 1968-72 1973 1974 1975 1976-.!/ 

Export market growth 

United Kingdom 7.9 9.2 13.5 9.1 -2.3 9.0 

United States 7.7 9.0 13.6 8.7 -2. 6 5.0 
Japan 7.8 9. Li 10.1 10.5 -1.8 8.0 
France 7.9 10.8 13.1 6.8 -2. 7 8.0 
Germany 9.1 10.1 14.2 7.1 -5.0 11.0 
Italy 9.0 11. 2 12.0 6.0 -1.3 11.0 

Relative 
2/ export performance--

United Kingdom -2.9 -1. 7 0.8 -2.3 -1.2 -1.0 

United States -1.9 -2.7 10.6 -0.8 -1.0 
Japan 9.6 7.3 -4.3 5.2 4.1 12.0 
France 2.1 2.6 -2.6 3.3 -0.7 2.0 
Germany 0.5 1.5 5.4 -5.6 2.0 
Italy 6.3 -9.9 2.1 3.6 1.0 

Source: IMF, World Economic Outlook, December 1975, and World Economic Outlook­
Statistical Summary, July 1976. 

1/ Projections. 
}/ Relative export performance is here defined as the percentage by which the 

index of a country's actual or projected export volume exceeds (falls short of) the 
index of its export market growth. 

United Kingdom 

United States 
Japan 
France 
Germany 
Italy 

Table 3b. Import Penetration and Export Performance in 
Manufactured Goods in Selected Industrial Countries 

1969 1974 

Manufactured imports 
as a percentage of 

the domestic market 

10.2 16.7 

3.7 4.7 
3.1 3.7 

12.1 14.3 
13.4 11.8 
15.2 20.l 

1969 1975 
Manufactured exports from 

selected countries as a 
percentage of tota±; 

manufactured exports-

11. 3 9.3 

19.3 17.7 
11.2 13.6 
8.2 10.2 

19.5 20.3 
7.3 7.5 

Sources: University of Cambridge--Department of Applied Economics, Economic 
Policy Review, March 1976, No. 2; and National Institute of Economic Review, 
August 1976. 

1/ Total manufacturing exports of the 11 largest industrial countries of the 
western world. 

0 



- 19 '.,... 

Table 4. United Kingdom: Public Sector Accounts 

· (In billions of pounds) 

1975176 1976/77 1977 /78 
( 

Total receipts 46 .. 2 52.8 62.6 

Total expenditure 56.8 64.o 71.3 
Of which:. 

Current expenditure 43.9 51. 5 58.5 
Capital ex:pen.di ture 10.8 10.8 12.0 
Net lending 2.0 1. 7 o.8 --

Public Sector Borrowing Requirement 
· (PSBR) -10.6 -11.2 -8.7 

PSBR, in per cent of GDP: 

At factor cost 11.0 10.1 6.9 
At market prices· 9.9 9.1 6.o 

Sources: Central Statistical Office, Financial Statistics; and data 
provided by. the U.K. authorities. 

r:,• 

1978/79 

70.8 

79.4 

65.0,' 
12.5 

1. 9· 

-8.6 

. 6.o 

5.3' 
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Table 5. United Kingdom: Quantitative Performance Criteria 
Under the Stand-By Arrangement 

(In millions of pounds; not seasonally adjusted) 

Limit during: 
6 months to 3 months to 6 months to 9 months to 

end-March end-June end-September end-December 
1977 1977 1917 1977 

Public sector 
requirement 

borrowin~ 
(PSBR)l:/_/ 5,900 3,100 5,200 7,700 

Limit during: 
6 months to 9 months to 
April 20, July 20, 

1977 1977 

Domestic credit 31 expansion (DCE)- 4,500 7,100 

12,months to 
end-March 

1978 

9,200 

Source: Annex to Letter of December 15, 1976 to the Managing Director from the Chancellor of the 
Exchequer. 

l/ The public sector borrowing requirement is defined as the sum of the borrowing requirements of the 
Central Government, local authorities, and public corporations excluding borrowing by local authorities 
and public corporations from the Central Government less net acquisition of other public sector debt by 
local authorities and public corporations. --

2/ Excludes proceeds from the sale of British Petroleum shares estimated at £500 million in fiscal 
year 1971/78. 

]_/ Domestic credit expansion is defined as all lending in sterling by the banking sector (including 
the Bank of England Banking Department, and Issue Department transactions in commercial bills) to the 
public sector, private sector, and to nonresidents, plus the change in domestic nonbank holdings of notes 
and coin, plus overseas lending to the public sector-.--

The dates chosen are the nearest banking month dates after the end of calendar quarters; banking 
month data are used for operational purposes by the authorities and are avai1ablemore quickly than data 
for the end of calendar quarters. 

) 
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Table 6. Unlted Kingdom: Monetary Developments and Prospects 

1~ .. 
.2. 
-3._ 

·4~ 

_:?~: 

(In millions of :pourids) 

- .i'. . · .. - -; '.· . 

Pubiic sector borrowing requirement (PSBR) (borrowing +) 
Sale.s (-) of public sector debt to nonbank private sector 
Bank lendf~g (+) in sterling .. to _private :~nd overseas 

sec tors-: · ·· . : 
Domestic credit expansiori (DCE) (1+2+3)-±j ·· ·. . -
External ~inance (-) of public sector and of banking 

se:ttor 
Increase (-) in .banks' riondeposit liabilities 
Inc_r_ease (+) "in sterling money supply (M3) (4+5fb) 

·Percentage "increase in sterling M3 

Meiilorandum ite~s: 

10~ 

·11. 

Inc~ease-(+) .in residents' foreign currency deposits 
(transacti~ns and valuation changes) 

Inc"tease: (+) •. in money stock (M3) (7+8) 
Percentage increase in M3 

Banks' l~nding in foreign currencies to private sector for 
domestic use (transactions only) 

Domestic credit expansion (old definition) (4+10) 

Source: Information provided by United Kingdom authorities. 

- 1975/76,. 

10.6 
-5.6 

-:-0.3 .. 
4.7 

-1.4 
-_0.8 

2.5 
(7 .OJ 

0.7 
5.4 

·. r: 

Projections 
1~76/77 1971/78 

l'i ~ 2 
-t:i.l 

-4.0 
-,1.0 
4.0 

.. (10.6) 

8.7 
-~ -4 0 9 

3. 9: 
1. r 

-1.8 .. 
·-;lo 0 
. 4 0 9 

(ll. 9) 

1978/79 

4:1 
6.0 

1 .. 2 . .. 
-1·0 
·o .. • • 

.;~. '2 
(•-ii • ) 

±_/ For purposes of the stand-by arrangement, the U.Ko authorities have proposed, and the staff has 
accepted, that domestic credit expansion should be defined to exclude 11ank lending in foreign· currenci:es 

·to the private se'ctor for domestic use (item 10). Such lending to the private sector is subject to 
strict exchange control and mainly limited to North Sea oil operations; repayment of the foreign currency 
loans is not· norm_ally allowed in less than two years, arid exchange losses on such loans are n6t tax-deduc­
tible~ The exclusion of_ this item from DCE means that reliable data on DCE will be available-monthly 
rather· than quart.erly. 
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Table 7. United Kingdom: Summary Balance of Payments, 1974-78 

(In millions of pounds) 

1974 1975 1977 

15,899 18,768 24,600 33,500 

1978 

40,600 

Imports -21,119 -21,972 . -28,200 -37,000 -42,300 

Trade balance 
Of which: 
Crude oil and oil products 

Services (net) 

Interest, profits, and dividends (net) 

Transfers 

Invisibles balance 

Current balance 

External sterling liabilities 

Official 

Private 

Other capital flows (net) 

Capital account balance 

Balance for official financing 

. . b . 2/ Official orrowing-

Change in gross reserves (- increase) 

-5,220 

-3,422 

892 

1,412 

-407 

1,897 

-3,323 

1,410 

148 

93 

1,651 

-1, 672 

1,751 

-79 

-3,204 -3,600 -3,500 -1,700 

-3~114 -3,865 -3 ,175 -1,808 

1,049 1,450 1,950 3,600 

967 1,150 Boo 550 

-468 -750 -800 -1,200 

1,548 1,850 1,950 2,950 

-1,656 -1,750 -1,550 1,250 

-615 (-1,346) 

550 (205) 

242 (-1,023) 

. 177 (-2,164) 

-1,479 (-3,414) 

810 (3,251) 

669 (163) 

Sources: Central Statistical Office, Economic Trends; and data provided by.the U.K. 
authorities. 

Note: The estimates and forecasts for the years 1976 t.o · 19'[8 are base.d on policies 
obtaining in October 1976. 

1/ Bracketed figures refer to the first .three quarters of the year only. 
?.._! Including foreign currency borrowing by the public sector under toe exchange cover 

scheme. 

0 

0 
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CHART A 

UNITED KINGDOM 

COSTS, PRICES AND COMPETITIVENESS IN MANUFACTURING
1 

UNIT LABOR COSTS 

Based on indices 
in local currency 

(1970=100) 

NORMAL UNIT LABOR COSTS 

Adjusted for 
exchange rate changes 
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Source: IMF, Research Department. 
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jJ Ratios of United Kingdom indices to competitors indices. 
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CHART B 

UNITED KINGDOM 

TOTAL PUBLIC SECTOR EXPENDITURES1 

In millions of pounds at constant 1976 survey prices 
55 

1111•••"'''''
11

"'······· 
I lfla11,, ......... , ....... . 50 

45 

Public expenditures 

40 

In per cent of GDP at current prices 
45 

40 

Public expenditures as a percentage of GDP 

35 

1969/70 1970171 1971/72 1972/73 1973/74 1974/75 1975/76 1976/77 21 1977 /78 21 1978/79 21 

Source: Central Statistical Office, Economic Trends; HMSO Public Expenditure to 1979-80; estimates of HM Treasury; and staff estimates. 

1 Excludes debt interest and nationalized industries capital expenditures. 
2 Forecast. In the forecast for 1978/79 it is assumed that the pound sterling 0.5 billion of fiscal action mentioned in the 
text takes the form of expenditures cuts. 
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CHART C 

UNITED KINGDOM 

EMPLOYMENT, UNEMPLOYMENT AND 
CAPACITY UTILIZATION 

UNEMPLOYMENT AND VACANCIES 
600 I OUTPUT GAP IN MANUFACTURING I 

4 

(Thousands, seasonally adjusted) ,_ (In per cent of estimated potential output) ~ 2 

500 I I 
0 

Construction 

400 
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~200 
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Vacancies -j 100 
(right scale) 
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EMPLOYMENT BY SECTOR 
~(1970=100) 
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Sources; Central Statistical Office, Economic Trends; HMSO, Department of Employment, 
Gazette and IMF staff estimates. 
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CHART D 

UNITED KINGDOM 

MONETARY DEVELOPMENTS 
(in millions of pounds, quarterly actuals, seasonally adjusted) 

Public sector borrowing requirement 

Expansion of bank credit to the private sector 
and in sterling to overseas sector 

/ " /\ 
I \ 

I \ 
I 

I \ 
\ 

\ I \ 
\ I \ 
\I \ 

J \ 

Expansion of bank credit to public sector 

I 
I 

I 
I 

I 

:-r\ Domestic credit e;::nsio;./' 

/'\ /, t 1 •• \ I \\ I\ I •• l /:···... \ /]' "'-/. 
! ".\ I . /\ I 
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... f··· • Change m M3J! \ / "-. ~ \ I / 
I · •• ··· ••. ~ I .: ... ·· ... I ... 

1971 1972 1973 1974 1975 

Source: Bank of England, Quarterly Bulletin, and staff estimates. 
11 Money supply, broadly defined i.e. notes and coin circulation with the public together with all deposits, 
whether denominated in sterling or other currencies held by U.K. residents in both the public and private sectors 
less 60 per cent of the net value of transit items. 

1J Money supply, narrowly defined--i.e. notes and coins in circulation with the public plus sterling current accounts 
held by the private sector, less 60 per cent of the net value of transit items. 
';Ji Third quarter data are staff estimates. 
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CHART E 

UNITED KINGDOM 

.INTEREST RATE AND EXCHANGE RATE DEVELOPMENTS 

110 EXCHANGE RATE INDICES FOR STERLING 
(December 1971=100) 
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Against the U. K. 

1973 1974 1975 1976 

Source: Bank of England, Quarterly Bulletin. 
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CHART F 

UNITED KINGDOM 

BALANCE OF PAYMENTS DEVELOPMENTS 
(1970= 100) 

150 VOLUME OF IMPORTS AND EXPORTS 
(Seasonally adjusted) 

TERMS OF TRADE 
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(Seasonally adjusted) 
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-1000 ll 
-1500 Visible balance 
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Source: Central Statistical Office, Economic Trends. 
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UNITED KINGDOM 

Recent Developments and Short-Term Prospects 

I. Recent Developments 

At the time of the Article VIII consultation last May, the U.K. authori­
tie~ weie anticipatin~ a rapid rate of economic growth (about 4 per cent per 
annum in the 18 months to the first half of 1977) in an environment of steadily 
decelerating price increases. Unemployment was expected to continue to rise 
for a number of months but a leveling out and, indeed a reversal was in prospect 
for the period up to mid-1977. The staff had gener.ally concurred with this 
assessment and suggested that, to the extent that the speed of recovery in 
other ~ountries was any guide, the possibility of an even stronger rebound 
could not be ruled· out. In the event, even as the predictions were being made 
the economy showed a weaker development. The current and prospective underlying 
~ate of growth has been cut ba~k to about 2 1/2 per cent per annum; unemploy­
'ment has continued to rise, particularly' if the effects of several emergency 
employment measures are abstracted; the rate of inflation has stalled at around 
13 per cent to 14 per cent and threatens to rise; the exchange rate has fallen 
'~hatply; and, a distinct lack of confidence permeates both the financial markets 
arid British industry. 'This brief outline of the most recent developments 1s 
expanded· on in the following paragraphs. 

1. ·Aggregate demand (at constant prices) 

The outlook for personal consumption expenditures in 1976 was, in any case, 
weak essentially because of the slight fall in real personal disposable income 
implied by the policy of wage restraint. However, even the quite modest increase 
in consumption projected last spring (0.7 per cent for the year as a whole), 
no~ ~ppears optimistic. Consumer expenditures declined by 1 per cent (actual 
rate) between the first two· quarters of 1976, a movement which was only partially 
reversed in the third quarter· under the impetus of tax rebates equivalent to 
s{x months of the tax relief given in the 1976/77 Budget to obtain the consent 
of the Trade Union Congres~ (TUC) to the pay agreement. However, as in other 
c'ountries, ·ah un·expectedly 'large fraction of this one time boost to disposable 
incoine has been saved.· As a result, the savings ratio is now estimated to decline 
by only 0.3 percentage point between 1975 and 1976 (which is 0.6 percentage 
point less than earlier expected). It is mainly for this reason that consumption 
is now estimated to remain flat both'.on a year-on-year and also a through the 
year basis (Table 1). 

Except for some shift from the first to the second half of 1976, the in­
crease in public consumption is still estimated to be about 3 per cent. Public 
investment, however, is now expected to decline by 6 per cent between the .two 
halves of the year so that, despite a year-on-year increase of 2 per cent, the 
path of total public expenditures on goods and services is ·essentially flat. 
Most of the unexpected weakness of private investment.in the first half of the 
year is likely to be made 'up in the second ·half when manufacturing investment 
is expected to begin to rise in response to favorable prospects fo~ net exports 
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and a much improved cash flow. Part of the expected strength of private nonmanu­
facturing investment in the second half of 1976 reflects such special factors 
as North Sea oil-related investments which distort the short-run movements 
of total fixed investment (Table 1), but do not influence the annual changes. 
While total final domestic demand is still estimated to increase at an annual 
rate of 2 per cent in the second half of 1976 virtually no increase is expected 
for the year as a whole. 

The prospects for a prompt recovery were further weakened by renewed in­
ventory disinvestment in the second quarter, after an opposite movement in the 
first, as well as by a weakening of the foreign balance. Inventory investment 
has been subject to quite large variations and revisions in the past, but the 
less favorable foreign trade outturn may be much more serious as it has taken, 
as it were, the wind out of the economy's sails. Substantial increases i~ exports 
of goods and services were expected broadly to offset the effects on incomes 
and production arising from the squeeze on real wages. In fact, after a good 
performance in the early months of the year, exports dropped sharply in early 
summer and are only now returning to the levels reached in late spring. Exports 
of goods fell by 3 per cent in the third quarter in spite of an estimated growth 
in U.K. export markets of perhaps 3.5 per cent to 4 per cent in that quar~er 

('1 ... ____ . 

and maintenance of price competitiveness. The reasons for this disappointing 
performance are not yet fully understood. Meanwhile, due partly to precautionary 
purchases in reaction to the recurring talk of import controls and expectations 
of further depreciation of the pound sterling, large increases in imports were 
again recorded despite the depressed state of demand. Given these unexpected O 
leakages (higher personal saving and imports) and the lack of stimulus from 
exports, it is not surprising that aggregate demand has been on a considerably 
flatter path than expected earlier~ 

2. Output and employment 

The weakness of demand has been coupled with a corresponding sluggishness 
on the supply side. The index of ind us trial production for the third quart'er 
was 1/2 per cent below its level in the previous three months and is now at 
the level recorded in 1972. The drought contributed to the slowdown in produc­
tion, as the output of utilities declined by 5 1/2 per cent between the first 
quarter and August. Overall, GDP is likely to increase by about 1 1/4 per ce~t 
in 1976 with th~ underlying rate of growth during the course of the year b~ing 
in the 2-2 1/2 per cent range. 

The weak development of output has engendered a consider.able amount of 
slack both in the use of plant and equipment and of the labor force. As a very 
rough order of magnitude, GDP is thought to be some 10 per cent below "poteptial" 
in the second half of 1976 though the definition of "potential" output is beset 
with difficulties. In manufacturing, capacity utilization is well below peak 
levels, particularly in the export-intensive industries, although some improve­
ment from the situation at the turn of the year is apparent (Chart C). The unem­
ployment rate (excluding school leavers and adult students), which averaged 
2.6 per cent during 1974, has increased from 5.1 per cent to 5.6 per·cent between 
January and October 1976. The latter figure implies some 1.3 million unemployed, Q 
twice as many as two years previously. The increase has been apparent among 
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all demographic and industrial groupings (except mining and quarrying which 
~ncludes North Sea oil), though in absolute terms the unemployment rate differs 
markedly from sector to sector, being very high in construction and below aver­
age in the manufacturing industries (Chart C). Moreover, even though married 
women have ~o incentive to register, in terms of obtaining unemployment benefits, 
the number -of unemployed women more than tripled over this period. Against 
this condition of generally deteriorating labor market conditions, however, 
there have been some more hopeful developments as unfilled vacancies. showed 
a slight but discernible increase in 1976, overtime hours tended to firm, and 
the number of employees working short-time fell off. Further, the rate of incrase 
in unemployment is slower than at the turn of the year, though this may be 
due to.the various employment measures taken by the Government over the past 
18 months; these are estimated to have kept some 150,000 persons off the unem­
ployment rolls. The most important of these measures is the Temporary Employment 
Subsidy program which offers emploY,ers a £ 20 a week subsidy for keeping on those 
workers who are viable long-term prospects. The costs of the program to the 
government budget are substantially offset by the corresponding savings on 
unemployment benefit payments. 

3. Prices and wages 

Despite the considerable dampening of inflationary pressures over.the last 
year, the .current rate of increase of domestic prices in the United Kingdom is 
still well.above that in most other major industrial countries .. From a peak 
of 27 per cent in August 1975, the 12-monthly rate of increase of retail prices 

\__j declined continually until July 1976, when it reached a rate of around 14 per 
cent. In the 12 months to October 1976 the retail price index rose by 14.7 per 
cent. The reduction in inflationary pressures in the year to mid-1976 reflected 
in part the relatively successful implementation of the first stage of the 
policy of voluntary wage restraint agreed to by the Government and the Trade 
Union Congress. As a result of this agreement and after taking into account 
est~J\lflted wage drift and other· adjustments, average labor earnings were originally 
est~~ated to rise by 12 per cent over the year ending July 1976 compared with 
a 27~~ per cent increase in the previous year. The act~al rate of increase 
was :

0
t,J.9 per cent, with the .excess over the original estimate due to the effect 

of c"~r,tain long-term settlements (mostly tied. to the retail price index), a 
ris~~in piecework payments, and, also, a change in the composition of the work­
forc;~1; Agreement was reached in May 1976 on the detai.ls of the second stage 
of die incomes policy, which is expected to result in pay increases averaging 
5 per cent during the year beginning August 1, 1976. After allowing for estimated 
wage~drift, average labor earnings are expected to rise by about 9 per cent 
. ·J ·. . • • 
in t.RP 12 months to mid-1977. Currently, average earnings are rising at an 
annuaJ rate of about 12 per cent (as measured by the change in the latest three 

(f::r· · 

mont::hJs over the preceding three months). 
(.'q·; 

.. ~.:-Notwithstanding the expected moderation of wage settlements, the immediate 
outlook for prices is clouded by rapidly rising import costs stemming from the 
depreciation of the pound sterling, the effects of the drought on food prices, 
and rising profit margins. Indeed, the wholesale price index for materials 
and fuels used in manufactured goods has risen at an annual rate of nearly 30 per 
cent in the six months to November 1976. 
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4. Financial. policies 

It now appears· that the public sector borrowing requirement (PSBR) for the 
current .fiscal year (ending March 31, 1977) will be somewhat lower than the 
prigii:ial budget, estimate. of £.12 billion. The latest official estimate of the 
PSBR for the full year is £. ll. 2 billion or some 9 per cent of estimated 
GDP at mar:ket prices. The fact that the rate of inflation was higher than pre­
viousi'y. foreseen has raised government revenues above original estimates while 
the strict implementation of the system of cash limits on the bulk of central 
government outlays has contributed to containing the increase in the volume 
of public expenditures below the original plans. At the same time the improve­
ment in .the trading profits of some nationalized industries has reduced their 
needs for external funds. In the view of the staff the.re is a distinct possibi­
lity that even the revised PSBR estimates for 1976/77 may be on the pessimistic 
side. In the first half of the fiscal year, the PSBR was running at an annual 
rate of £10.3 billion. Although the recent uprating of social security benefits 
would tend to increase the PSBR in the remainder of the fiscal year, some other 
factors, including the strict implementation of the pay guidelines in the public 
sector and the continuing efforts to limit the amount of overspending by local 
authorities would probably work in the opposite direction. 

~lthough the PSBR was large in 1975/76 ( [10.6 billion equivalent to nearly 
10 per cent of. GDP at market prices), the expansion of the money supply was 
relatively slow due to the large sales of public sector debt ta the nonbank 
private se~tor and the very low demand for bank credit by the private sector 
(Chart D). The situation changed in the first part of the current fiscal year, 
hpwever, with the increase in the money supply (M3) accelerating as the extension 

- of b_ank loa.ns to. the private se~tor rose appreciably and as the demand for 
gilt-edged s.tocks weakened. The seasonally adjusted rate of increase of M3 
rose .from 9. 8 per cent in the 12 months ending mid-April 1976, to an annual 
rate of .about 17 per cent in the six months to mid-October 1976; the. actu~l. 
inc.rease in the three months to· mid-October was 5.3 per cent. These rates of 
increase compare with an official. guideline of 12 per cent for the growth ~ate 
of MJ during 1976/77. The expansion of bank credit, especially credit to the 
private sector, has been even more rapid. At the time of the last staff consul­
tation discussions in May 1976 the authorities projected an expansion in domestic 
c.redit of £9,1 billion during 1976/77, in line with the target indicated ~n 
the Chancellor's letter of December 18, 1975, requesting a stand-by arrangement 
in the first credit tranche and a purchase under the Oil Facility. However, 
in.the first six months of the current fiscal year the seasonally adjusted 
increase in domestic bank credit was £ 5.5 billion. Of this £. 2.4 billion was 
accounted for by bank credit to the private sector and in sterling to nonresi-. 
dents which for the full,year had been projected to rise by£2.6 billion. The 
authorities attribute some of this rapid expansion to a desire on the part 
of industry to speed up payments for imports and build up stocks of imported 
raw materials, as well as to anticipatory borrowing. The rapid credit expansion 
in the first part of 1976/77 also owed to the Government's difficulties in 
selling gilt-edged stocks -to the nonbank private sector at a time when interest 
rates were expected to rise. 

,01 
\ .... · 
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It was against the background of concern about the rapid growth of monetary ~-/ 

aggregates and the associated weakening of the external payments position that 
the authorities took steps in the past few months to curb the expansion of 
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the money supply. The Bank of England's minimum lending r~te was raii~d from 
11. 5 per cent to 13 per cent on September 10 and then to .. the record high level 
o( 15 per cent on October 7. C~ncurrently, th~ Bank of England ~alled up an 

. additional £1 billion of special deposit~ ( [350 milliori and £700 million on 
September 16 and October 7, respectively) from the banking system. These .deposits 
are equivalent to 3 per cent of the Bank's eligible liabilities against which 
re.serve assets are required t.o be kept. These measures led. to a .rise in both 
market and administered interest rates, iricluding an increase in yields on 
longer-term government securities to over 16 per cent, a rise in the clearing 
banks' base lending rates to .13 1/2-14 per cent, and an incr.ease ,in the mortgage 
rate of building societies to 12 1/4 per cent. The three-month interbank 

. "rate for. sterling rose by nearl.y 3 percentage p~ints ,in the three weeks to 
'October 27 and helped to reduce the covered differential between U.S. a.nd U.K. 
money market rates which had risen to over 4 percentage points against ,London 
by October 6 (Chart E). 

The calls for special deposits i~pinged sharply on the liquidity pf the 
banks and caused them to. compete aggressively for funds in the wholesale market, 

. especially through the offer of high interest rates .on certificates of depo~it . 

. To ease the pressures the Bank of England in early November fannounced that the 
second call for special deposits (equivalent to 1 per cent of eligible liabili­
tiei) due on November 15, 1976 would be postponed until December 14, 1976. · 
Subsequently, on December 10, 1976, it was announced that this call would. be. 
fur~he~ postponed until January 28, 1977~ But as bank credit a~d the money sup­
ply continued to. rise rapidly in the month to mid-October, the Bank of England 
on November 18 announced the reintroduction of the scheme of supplementary 
sp~tial deposits--the so-called, "corset. II • Unde~ this scheme guideline's are 

. applied to the gro~th of the bank's ~ligible interest-bearing liabilities (IBELs). 
l~ IBkLs exceed.these guidelines, a certain portion of the exces~ has to be 
pla~kd in supplementary special deposi~s at a prog~e$sively penal rate. 1/ 
Wi.th: the imposition of the '.'corset" the ~uthorities expected that there would 
be i:l. moderation in the growth of domestic .credit and M3, which would be offset 
in ~art by accelerated growth of wider liquidity components such as building 
society deposits and holdings of Treasury bills and local authority temporary 
deb~'.b~ the nonbahk private sector. On the ~allowing day, November i9, the 
Ban~· of England's minimum iending rate was reduced from 15 per cerit to 14.75 per 
cent in response to an easing in the average rates tendered for Treas~ry bills. 
The ''reintroduction of the scheme of supplementary s.pecial deposits has been 
an imp~rtant factor contributing to the buoyancy in the market for gilt-ed~ed 
secufities in recent weeks . 

. ~' ,.' 

lf,'.,, The g;ideli;e;are;uchthat-the-tl'lree-month-iOO'V[ngaverage of IBELs fo;-­
th; period to April 1977 is not permitted to be ~ore than 3 per cent above the 
average level of IBELs in the three months to October 1976. The implied average 
p~r~{ssible gr6wth rate of IBELs of one half of 1 per cent per month wf 11 6e r~lled 
for~ard until June .1977. Penalties on the exce~~ of IBELs above guidelines are 
assessed monthly with the first ass~ssment taking place once the April banking 
d~ta are reported. If actual IBELs are in excess of guidelines by less than 3 per 
cent, then 5 per cent of' the excess will b~ placed in noninterest-bearing special 
supplementary deposits with the Bank of England; such depoiits wciuld be 25 per 
cent if the excess is between 3 per cent and 5 per cent; a~d 50 per cent if the 
excess is 5 per cent or more. 
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5. The balance of payments 

The, current account of the balance· of payments, after. a fai.rly steady im­
provement. from a £ 900 million deficit in the. fourth qu·arter of 1974 to almost 
balance in the' first quarter of this. year; registered a marked. deterio'ration in 
the' months thereafter (Chart F). The· trade deficit during 1976 rose from 
£ 478 million' in the first quarter, to £1,004 million in the second quarte,r, 
and further to £ 1, 206 million in the third quarter .. And in the first two months 
of .the finai q~arter of 1976, the. trade deficit amounted t'ar.666 million. The 
deierioration in the tradi account has been' due to a substantial decline in 
the vo.lume of e~ports iri. the third quarter combined with continuing increases 
in import volume; there has not been' any significant adverse shift in: the terms 
,of ;trade. Although the Bank of England's trade-weighted effective exchange rate 
depreciated by 20.9 per cent during the first rtine.mbnths of 1976, the external 
te~ms of trade h~ve hardly changed; in the first three qtiarte!s of 1976 both 
export and import unit values rose by 18 per cent; Exporters, who apparently 
have continued to invoice their contracts mainly in sterling, have tended to 
raise the sterling ~rice of their exports in step with the d~preciation ~f the 
pound. The deficit on trade account would have been much greater if it had not 
been for the increase in crude oil produ.ction from t'he North Sea which is esti­
mated to result ·in savings of net ;oil imports of £,650 million in 1976. The cur­
rent account has alsci been supported bf a·substantial increase in ieceipts 

. fro,m touris.m. For 1976 as a whole, the· authorities a~e. now projecting a current 
account deficit of about £1.8 billion, compared to a deficit of £1. 7 billl.on 
in 1975 .(Table 6). · . 

A substantial weakening' in the capitdi account~ particularly in ~he second 
quarter, has also placed pressur.e o,n the external financing position. In fact, 
it is estimated that external iran~actions other than ~hos¢ recorded on current 
account were responsible for about two thirds of the official financing need 
in the first t~iee quarters of 1976. A net .outfLow 6n capital account of b~ 
f,.1.8 billion was recorded in the six months ending September 1976, compa·.Ped 
to· a net outflow of £0. 4 bHlion in the first quarter of 1976_ and a net inflow 
of· f.0.2 billion in 1975. A large fall of £1.3 billion in official sted·ing 
balance's in the se'c.ond and third quarter.s of 1976 was the primary reason f·tir 
the deterioration in the capital acc6unt; ho~ding~ of oil-exporting count#ies 
acco~nted for more than £1 billion of this de~1in~. . j: 

. . 
· The overall balance requiring official financing increased from . £1.:5''bil-

lion in.1975 to an estimate~ £3.4 billion (U$$6.3 billion) in the first three 
quarters of 1976. To meet this requirement, the authorities·. have relied iWainly 

· .. 

on compensatory borrowing in the form of drawings on the Fund totaling ; ' 
US$2. l billi~n; fo~e:j.gn currency borrowings by public sector entities 'amoJnting 
to US$.2.4 billion; and use of.US$1~5 billion of the G-10· stand-by credit a'irange­
~ent. l/' Fuither foreign currency borrowing b~ t~e public sector totaling,riearly 
US$1 billion is estimated. ):o' take place in the final quarter of 1976, incltiding 
a US$500 miUion loan from the euro-curr'ency marltet by the National Electricity 
Council. Gross official re~er~e~ fell by US$0.~ billion in the firsi 11 months 

.of 1976 and reached a level of US$5.2 billion at end.:..November 1976, equivalent 
to about one-month's imports of goods and. se~vices. 

--rr-This amount -was repaid on December 9~· 1976. 
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.~ 

l De~pite the very substantial offici~l intervention the pound sterling has 

l./ 

(~. 

been repeatedly under pressure. The official index of the· effec'tive . (average 
trade-weighted) exchange rate of sterling, which fell by 11 per cent during 
1975, declined by a further 26 per cent in. the period to October 27, 1976; on· 
this date the index was 48 per cent below the level,at end-1971. Between end-
1975 and October 27, 1976 the US dollar/sterling spot rate fell from US$2.0234 
per pound to US$1.5763 per pound. Since then, sterling has strengthened, on . 
balance, and on December 13, 1976 its rate to the u.s. dollar was US$1.6820, 
while the official index of the average effective depredation was 44.5 per cent. 

6. Exchange and trade policies 

As stated by the Chancellor in his letter of December 18, 1975 to the 
Managing Director, the .U.K. Government remained· opposed to generalized res­
trictions on imports. However, the Government considered that selective import 
controls may be justified in cases where industries, which would be viable and 
valuable once economic recovery had. bee.n..established, are damaged or threat;ened 
with damage by an excessive leveT of imports. The Chanc.elior indicated that:· 
the Government would consult with the Fund if measures of this nature were 
proposed. 

In 1976, the Government has consulted the Fund on several occasions 
(EBD/76/50, March 11, 1976 and Sup. 1, July 23i 1976; EBD/76/88, May 5, 1976; 
and EBD/76/174, August 20, 1976) concerning the introduction of import quotas 
on men's woolen suits from Romania, Czechoslovakia, and the German Democratic 
Republic; spun cotton yarn from Spain; men's and boys' woolen jackets from 
Czechoslovakia; synthetic shirts and synthetic undergarments from the People's 
Re.public of China; shirts from Romania, cotton fabrics from Yugoslavia, cotton 
yarn. ,and man-made fibre fabrics from Portugal under the terms of EEC agreements 
established under the GATT Multi-Fibre Agreement, and portable monochrome tele­
vis~,c_>.O,.rsets from the Republic of China. Voluntary restraint on exports to the 
United Kingdom in 1976 of leather footwear was agreed to by Romania, Poland, 
and .G,~echoslovakia, and of woolen suits by Hungary and Poland. The import quotas 
esta1;>1tished since mid-1975 cover approximately 1 1/2 per .cent of total 1975 
U.K. i~mports of textiles, 1 1/2 per cent of total 1975 U.K. imports of clothing, 
and M:2 per cent of tot.al 1975 U.K. imports of consumer electronic products 
( 13 pe,r cent of 1975 imports of monochrome TV sets).. Together, the quotas limit 
imports of affected products td approximately £18 million annually against total 
imports in 1975 of some £22 billion. The voluntary restraint agreements on 
leath~r footwear cover 7 per cent ·of total imports of leather footwear in 1975. 

rll ·' ' ' 
i:W;ith effect from November 19, 1976, the Government required U.K. banks to 

~ease providing sterling finance for trade transactions involving two Overseas 
SterlA:.;ng Area (OAS) countries, or OAS countries and 0th.er non-Scheduled 
.Terr.l:r~pdes '}) (EBS/76/228, ll/18/76). (Pr~viously from August 24, 1976, ·the 
rule~; governing sterling finance for third country trade had been tightened 
so a!?, ;tp allow such financing only against original •documents relating to a 
s~ecific current movement ~f goods and within a period of credit not ~xceeding 
180 day~.) This me.a sure is designe.d to terminate the use by U. K. merchants 

1/ Non-Scheduled Territories comprise all countries other than the United 
Kingdom, including the Channel Islands and the Isle of Man, the Republic of 
Ireland, and Gibraltar. 
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of official exchange to finance trade between any of the non-Scheduled Territories. 0 
No change is made to the arrangement for trading by.participants in Exchange 
Control Commodities Schemes. The measure is expected to produce a substan.tial 
once-for-all inflow of foretgn currency in coming months as drawings.under 
the facilities are repaid . 

. A similar facility for s~erling finance for third country trade.between 
non-Sterling Area countries was withdrawn, in 1968. The Fund agreed i.n 1971 
that this measure would no longer be subiect to the Fund '.s approval urieler 
Article VIII, Section 2(a). 

Sterling credit provided by U.K. banks for foreign trade·will in future be 
restricted to the financing of trade between the rest of the world and th~ 
Scheduled Territories .. In line with this restriction, U.K .. merchants ,will in .. , 
future be allowed to pay nonresidents for goods onsold to other nonresidents 
only with foreigt). currency borrowed for .this purpose.. Banks will remain free 
to. replace the sterling facilities hitherto made available. by. off~ring appro-:­
priate finance in foreign .currency- ta overseas· customers. or. to U:.K.. merchants:",;.. . 

II. Economic Prospects on the Basis of the 
Policies Obtaining in Early Fall 1976 

1. The real. economy 

The forecasts, which are summarized below, had. been priapared in Qctober 
1976 on· the.,basis of polici~s then obtaining. Accordingly, they d.o. not take, Q 
into account the likely economic effects of the policy measures:announced by 
the .Chancellor on, De~ember lS,·1976 .. These forecasts are also b~sed on the 
assumptioµ that the present pay policy would. be. ~()nti-I\_uec!__ig!:() a third year,. 
that the competiti'{~ness-of U.K. exports of manufactures. would be.kept constant 
at the level observed at the beginning of the fourth quart~r of 197~, that~the 
volume of world trade, weighted- by the geographic d.istribution of U .K. exports, 
would increase by 10 per cent and 8 per ceni in 1977 and 1978, respectivelYt 
and that the acute domestic and external financial difficulties besetting the 
U.K. economy during most of 1976 would be satisfactorily resolved. On these 
assumptions, which were admittedly not. entirely consistent with each other, -'it 
was expected that the rate of growth of GDP would-accelerate though gradually 
from an estimated 1. 5 per. cent in 1976 (Table .1) to a rate somewhat greater: 
than the presumed potendal Fate of growth during 1978. '; 

A significanLc:tcceleration in the -r~te of price increas.e between the •third 
quarter of 1976 and mid-1977 was also foreseen. This. would result from a combina­
tion of several factors the most important of which were the effects of ex't~hange 
rate changes on the prices of imported goods and the effect of the drought on 
food prices. The.more rapid increase in prices would occur despite ari assu~ed 
slowdown in average earnings from annual rates of increase of some 14 per C'ent 
in the second half of 1976 to 8 per cent to 9 per cent during 1977. It was 
expected that thereafter.price performance wbuld improve reasonably rapidly. 
After mid-1977, ·exchange rate and drought effects would be dissipated and the 
rate of inflation would return to single digits by 1978, h~lped in part by an 
assumed eye 1-ically weak increase in world commodity prices. 0 

/ 
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Such a development in prices, given_ the s_tarting assumption as regards 
earnings, would imply a substantial decline in r_eal wages in 1977, which would 
not turn around until some time in 1978. In consequence the immediate pros­
pects for aggregate demand and employment were seen to b,e weak. But there was 
also a cumulative process at work as the weak employment prospects were bound 
to depress further the growth of aggregate employee compensation, while the 
support to personal incomes provided by public sector transfers would be offset 
by the rapid rise in taxes. The end result was· that real personal disposable 
income could fall quite substantially in 1_977, and rise only very modestly the 
following year. A partial offset was _likely to come from the company sector 
where net income was expected to increase very markedly (company profits net' of 
stock appreciation were expected to more than double between 1976 and 1978) as 
a result both of the increasingly important and large profits obtained from the 
North Sea oil operations and the much improved profitability of the export-
and import-competing sectors. 

Private consumption would probably_ decline in 1977, but not commensurately 
with real disposable income .. since. a_, fa,i:riy substantial decline in, tlie savings 
ratio was thought probable. Because of the projected decline in public invest­
ment, total public expenditure on goods and services was expected to drop in 
real terms both in 1977 and in 1978. Similarly, nonmanufacturing private invest­
ment was likely to decline again in 1977 on account of weak demand conditions. 
By contrast, the outlook for manufacturing investment was encouraging, with 
increases of the order of 16 per cent to 17 per cent expected in both 1977 
and 1978 because of the favorable demand and profitability prospects in the 
export- and import-competing sectors. But since manufacturing investment accounts 
for only about a fifth of total investment, the latter was nevertheless expected 
to decline in 1977 and to recover slowly in 1978. Overall, final domestic demand 
was forecast to be unchanged between 1976 and 1978, the dip in 1977 being made 
up in the following year. 

:!Between 1976 and 1978, it was expected that growth would mainly emanate 
from §tockbuilding and an increase in net exports. Stockbuilding was expected 
to a9~ount for about half of the growth of GDP in 1977 and considerably less 
than--i.~hat in 1978, with 80 per cent of the increase in stocks taking place 
in th,~ manufacturing sector. The foreign balance was expected to account for 
about half the growth of GDP in 1977, and to do so again in 1978, despite an 
assu1t1~d slowdown in world trade in that year. In both years, net exports were 
expect.ed to benefit from the price effects of the depreciation of 1976 and 
the reduction in net oil imports owing to North Sea oil. Nevertheless, because 
of the subdued pace of the recovery of aggregate ciutput, a further increase in 
the n.i:;mber of unemployed was thought likely. 

;r._he financing picture derived from these projections suggested--always 
give~ the starting assumptions--that the public sector borrowing requirement 
(PSBRlr for 1977/78' would be some £10._4 billion, as compared with the £9 billion 
estil!!.a.ite announced at the time the July 1976 policy package .was introduced. 
This upward revision in the PSBR was at~ributable mainly to two factors: 
(a) the' marked deterioration, between july and bctciber 1976, in the outlook 
for activity and employment in 1977/78, which had reduced the expected revenue 
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from income taxes and national security contributions and had increased the 
estimated expenditure on unemployment benefits; and (b) the higher than pre­
viously anticipated rate of inflation, which had ··raised the estimated cost of 
expenditure programs planned for 1977/78, especially programs involving a high 
import content, and the cost of uprating social security benefits which are 
linked to the cost of living. Projections of debt interest payments had also 
been revised upward, both because of the higher PSBR and because of the rise 
in interest rates which had occurred since July 1976 and which, in the absence 
of any policy changes, was expected to persist. A rate of inflation higher 
than expected in July 1976 had also led to some compensating increase in the 
projected revenue from taxes on expenditure but had not affected the forecasts 
of the yield from income taxes because the assumptions regarding average wage 
increases had not been revised. · · · 

Domestic credit expansion during the financial year i976/77 was expected 
to be in excess of £10 billion, i.e., well above the target of £9.1 billion 
described in the Chancellor's letter a.£. December 1975, requesting a stand-by 
arrangement in the first credit tranche.· The larger than foreseen credit 
expansion reflected primarily the sharp increase of bank lending tothe private 
sector arid in sterling to nonresidents, which had taken place in the first half 
of 1976/77 and, which in the absence of policy changes, was expected to continue 
in· the remainder of the year. Notwithstanding, the larger than originally ·~ 
fore.seen balance qf payments deficit, the change in the. outstandi_ng money ~·tack 
(M3) seemed likely to exceed 15 per cent in 1976/77 (of which 1.5 p'er cent to ·. 
2 per cent would reflect valuation changes in the foreign currency deposits 
included in M3). 

Given the PSBR projection for 1977/78, the above trends were likely to con­
tinue during 1977/78 leading to a rate of domestic credit expansion of betwee~ · 
E 9 billion to ElO billion and an increase in the money· supply (M3) not appre­
ciably different from that which would have occurred in 1976/77. 

2. Balance of payment·s 

A deficit of £1,6 billio~ was projected for ihe ~urrent account of the 
balance of payments' in 1977, compared with qne of some £1. 8 billion in 1976, 
followed by a forecast surplus of about ·El .3 billion in 1978 (Table 2). The 
projections showed a significant shift of real resources into the balance of 
payments both in 1977 and 1978. It was anticipated that the capital account 
would remain ad~e~se iri 1977, but would prob~bly strengthen th~reafter for 
confidence reasons, as the ·current account improved. 

The projected halving of the trade deficit between 1976 and 1978 to about 
E 1. 7 billion was more thah fully accounted for by the estimated net saving in 
oil.imports. Production from the North Sea oil fields w&s expected to rise.from 
an estimated· 12 million tonnes in 1976 to 42 million tonnes in 1977, 62 ·million 
tonnes in 1978, and a peak of about 130 miliion tonnes per annum in the mid..:1980s. 
On the basis of these production· forecasts· and certain working asssumptions re­
garding oil price and e~change rate movements, the net ~ontr{bution of North 
Sea oil exported and substituted for imports (c.i.f.) was estimated to reach 
about £3 billion in 1977 and ES billion in 1978, compared to £0. 6 billion in 
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1976. On the assumption that just over one half of North Sea oil production 
would be used for import substitution, and ihai the substantially improved 
price competitiveness would mitigate the increasing trend penetration of im­
ported manufactures, the growth rate of total import volume was expected to 
be very low in both 1977 and 1978. With respect to exports, the sharp increase 
in oil exports and the benefits of high relative profitability, 1/ favorable 
price competitiveness, and relative absence of capacity constraints was expected 
to lead to a better export performance in relation to world trade than has nor­
mally been achieved in the past. However, some declin~ in world market shares 
was still projected. 

In the next two years, the depreciation of the pound sterling was projected 
to have its most pronounced effects on the invisibles account. The surplus on 
services account was projected to more than double, with exports of services, 
especially those relating to the travel account, expected to rise at a parti­
cularly rapid rate. However, a large rise in profit remittances, dividends, 
and interest payments stemming fLom.. tha µrofits of overseas companies involved 
in the North Sea oil operations and· tfte:. increased cost of official deJ:it.·'servicing,. 
would limit the o~erall improvement in the balance on invisibles between 1976 
and 1978 to about rl billion. 

·.I. 

l ~J- . 

1/ The profitability of exports relative to home market sales is estimated 
currently to be unusually favorable' due to exporters raising substantially 
their sterling prices· fcillowing the depreci~tio~ of the pound during 1976. 
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December 16, 1976 · 

Stand-By Arrangement--United Kingdom 

1. Annexed hereto is a letter dated December 15, 1976, from the Chancellor 
of the Exchequer· setting forth the objectives and policies which the authori-· 
ties of the United Kingdom will pursu·e. · 

2. The International Monetary Fund grants this stand-by arrang~ment to 
support these objectives B:nd policies. 

3. The United Kingdom will remain in close consultation with the Fund 
during the period of the stand-by arrangement and, in particular, will consult 
with the Fund in accordance with paragraph 25 of the anriexed letter· and para­
graph 6 below. These consultations may include correspondence and visit's of 
officials of the Fund to the Unite.d Kingdom or of representatives of the' 
United Kingdom to Washington, D.C.· For the purposes of these consultations, 
the United Kingdom will keep' the Fund informed of developments in the exchahge, 

. trade, credit and fiscal situation tb.r.o.ugh reports at intervals· or dates 

. requested by the Fund .• · 

4. For a period of two years from January , 1977, the· United Kingdom' will 
have the right, after making full use of any gold tranche that it may have, 
to purchase from the Fund the· currencies of other members in exchange for its 
own currency in an amount equivalent to SDR 3,360 million provided that: 

(i) Purchases under the stand-by arrangement shall not, without 
the consent of the Fund, exceed 
the equivalent of SDR 1,000 million until May 25, 1977, 
the equivalent of SDR 1,320 million until August 25, .1977, 
the equivalent of SDR 1,640 million until November 25, 1977, 
the equivalent of SDR 1,950 million until February 25, 1978, 
the equivalent of SDR 2,310 million until May 25, 1978 
the equivalent of SDR 2,660 million until August 25, 1978, and 
the equivalent of SDR .3,010 million until November 25, 1978. 

(ii) The right of the United Kingdom to make purchases under 
the stand-by a_rrangement shall be subject to paragraph 5 below to 
the extent that such purchases would increase the Fund's holdings 
of sterling beyond the first credit tra_nche. · · 

If at any time any limit in (i) above would prevent a purchase under the 
stand-by arrangement that would not increase the Fund Is holdings of sterlin'g 
beyond the first credit 'tranche, the· limit will not apply to that purchase··. 
The amounts available in accordance with this paragraph 4 shall be augmented 
by the amounts equiv~lent to repurchases in respect of purchases under the 
stand-by arrangement, unless when any such repurchase is made the _United ··" 
Kingdom informs the Fund that it does not wish the stand-by arrangement to 
be augmented by the amount of that repurchase. i 

s~ . Durfo'g ·any period of the stand-by arrangement in ·which the limits specified 
in paragrpahs 1 and 2 of t.he annex to the attache.d letter are. not· observed, or 

0 

0 

the inte·ntions in the first and the last sentence of paragraph 24 of the attached 
letter are not being observed, or understandings on the limits specified _in 0 
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paragraph 1 of the annex to the attached letter for the period of the stand-by 
arrangement: afte~ July 31, 1977, and paragraph 2 of the annex to the attached 
letter for the period ot the stand-by arrang~ment after January 16, 1978, are 
not reached, the United Kingdom will not request any purchases under the stand-by 
arrangement which would raise the Fund's.holdings of .its currency beyond the 
first credit tranche, except after reaching understandings with the Fund 
regarding the circumstances in which such purchases may be made. 

6. During the period of th~ stand-by arrangement, the. United Kingdom will 
consult ·the Fund on the ~doption of any measures th~~ may be appropriate at 
the initiative of the United Kingdom or whenever the Managing Director requests 
consultation because any of the criteria/ referred to in paragraph 5 above ·are 
not. being ·ob.served or because .he consid,~rs that consultation on the program . 
is desirable. In addition, after the)p~riod of the stand~by arrangement and 
while: the Fund's holdings of sterling above the first credit tranche include 
currency resulting from purchases under the stand-by.arrangement, the Government 
of the United Kingdom will consult .. th.e. Eund from time to time, at the initiative 
of· the Government or at the·: request. of· the· Managing Director.,. concerning th:e:· 
United Kingdom's balance of payments policies. 

7. The United Kingdom will pay charges for this stand-by arrangement in 
accordance with the. decisions of the Fund on charges for stand-by arrangements. 

8. Subject to paragraph 4 above, -the United Kingdom will have the right to 
engage in the transactions covered by this stand-by arrangementwithout further 
review by the Fund. This right can be suspended only -with respect to requests 
received by the. Fµnd after (a) a formal ineligibility, or (b) a decision of 
the Executive Board to suspend transactions~ either generally (under Article 
XVI, Section l(a)(ii)) or in o_rder to consider a proposal made by an Executive 
Director or the Managing Director, formally to suppress or to limit the eligibi­
lity of the United Kingdom. When.notice of a decision of formal ineligibility 
or of a decision. to consider a propo.sal is given pursuant to this paragraph 8, 
purchases under this stand-by arrangement will be resumed only after consultation 
has taken place between the Fund and the United Kingdom and understandings have 
been reached regarding the circumstances in which such purchases can be resumed. 

· · 9. Not later. thari three years. after e.ach purchase- of exchange by the United 
Kingdom under this arrangement, the Un.ited Kingdom shall repurchase an equivalent 
amount of sterling from the Fund, provided that, if sterling held by the Fund 
as a.result.of transactions under this arrangement is reduced by.repurchases 
unde:J;'.r.iArticle V,·Sectibn 7, or otherwise, such reduction5.shall be credited'· 
again.SJ· the earliest· amounts· that become payable under this· paragraph· 9. Repur­
chasefa shall be made with _the assets specified. by the Fund at the time of the 
repurc_t:iase in a_ccordance with the .. Fund's policies and practices at the time 
of the repurchase. · · · 

()_ 

10. The rate of exchange at w~ich the United·Kingdom will purchase currencies 
fr·om the Fund in exchange for sterling and at which the Fund will return sterling 
in repurchase operations and make a:ll othe_r. computations involving sterling will 
be such rate as the Fund may from time to time determine under Article IV,. 
Section 8, of the. Fund Agreement. 
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Dear Mr. Witteveen: 

CONFIDENTIAL 

Treasury Chambers 
Parliament Street 
London, SWlP 3AG 

15 December 1976 

! ' 

1., The Government of the United Kingdom hereby requests of the 
International Monetary Fund a stand-by arrangement under which for a period of 
two years the Government of the United·Kingdom will have the right to purchase 
from the Fund currencies of other.members in exchange· for sterling up to an 
amount equivalent to SDR 3,360 million. Before making purchases under the 
stand-by arrangement, the Government will consult with the Managing Director' 
on the particular currencies to be purchased from the Fund. 

2. The purpose of this request is to support the policies th~t have b'een 
adopted by the Government of the United Kingdom to strengTfien the balance of 
payments and create the conditions in which·it will be possible to get bo~h 
unemployment and domestic inflation down from their present unacceptable levels 
and keep them down. The stand-by arrangement will also help to repay external 
debt now·falling due and assist in maintaining orderly d6nditions in the ex­
change market for sterling. The Government's objectives and policies, which I 
shall summarize below, h~ave been ·set out in detail in recent policy pronounce.:... 
men ts,· inc1uding particularly the Prime Minister's speech to the House· of 
Commons on ll October 1976., my speeches to the House on 11 Octnber and 
30 November,· and my.statement in the House this afternoon. 

3. .Since the summer-of 1975, the Government, with the support of both 
sides of industry, has pursued a medium-tertn strategy whose objectives are to 
reduce the rate of inflation and t~ achieve a sustainable growth in output~ 
employment, and living stan·dards based on a strong expansion in net e~port's-
and "produc·tive investment. In order to secure. this strategy, the White Paper. 
on public expenditure published in February 1976 (Cmnd. 6393) iri.dicated the 
Government's intention· in the years ahead to reduce the share of resources::. 
taken by public expenditure. It is also part of this strategy to reduce th~ 
public sector.borrowing requirement so as to establish monetary conditions' 
which will help the growth of output and the contro.1 of inflation. The Govern-·· 
ment sees this strategy as the basis for a three-year• prog~amme which will'1firmly 
establish the recovery of the-nation's economy and will· alSo ailow the United . 
Kingdom to make its proper coritributiori"to.th~ stabiliti·~~d·p~osperit~ bf~th~ 
world. · · 

4. The two pillars on which this strategy is based are the social con-
• • .• · i:-------~~ .. 

tract. with the ·trades union movement, which has already allowed us to achieve 
·-a subs t:1lntial reduction .in the rate of price arid wage inflation and has brought 
.about a dram~tic ·improvement ·in industrial relations; ~nd the indus~r'ial ~trategy, 

• . . ' • ~--....____.h~··-~;~"--- . __,..,, . .,_, 
through which the Government, the trade uni.arts, and the employers are seeking·-n> 
improve the performance of our manufacturing industry·. and, in particular, its 
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productivity· and its ability to compete successfully in world markets. It is 
our firm intention to continue the policy of securing a progressive deceleration 
of inflation through voluntary agreement between the Government and the Trades 
Union Congress. Under the first stage of this ,policy,.the increase in average 
earnings was reduced to 13.9 per cent in the year ending July 1976 from 27.6 per 
cent in the corresponding period a year .. earlier. Under the second stage, the 
TUC .and the Government are ·applying the present pay ag.reement strictly; average 
earnings resulting from this second stage policy in the period July 1976 to 
July 1977 will at least rise by sora"ething like half of the amount of in-
crease in the preceding 12 months. Largely because of this restraint .in earn­
ings the rate·of price increase has fallen sharply from a·rate of 25.9 per cent 
in the 12 months to October 1975 to one of 14.7 per cent in the 12 months to 
October 1976. In recent months this progress has been interrupted because of 
the sharp rise in commodity prices, the .effects of the drought, and the depre­
ciation of the exchange rate of sterling. Nevertheless, the Government: is 
determined to ensure that the rate of inflation continues to fail. Accordingly, 
it will begin early next. year t.o. co.nside.r.,_ in consultation with the TUC and 
the CBI, how this objective can·oes .. t.: be,·p:ursuecf inc tke. period .be¥omf July F.:9:77: 
I would aim at reaching agreement through these consultations in the early 
spring of next· year, in time for the Budget. This will ensure that the gains 
achieved by the sacrifices.already made are further improved and that there is 
continued progress in bringing the rate of inflation in the United Kingdom down 
to that obtainfogin the other main industrial countries. 

5. Work to develop an industrial strategy can produce major results 
only in the medium term, but significant progress has been mad.e in the last 
12 months. The current phase of the work is directed to increasing market · 
shares at home and abroad, through improvements in industrial productivity 
and non-price competitivene.ss. It is the· Government's policy to create the 
_conditions in which a strong British manufacturing industry can contribute to 
the tlll.p:i:"ovement of our balance of trade and payments. 

6. . I have repeatedly stressed that the Government aims to strengthen the 
· balans.e of .payments progressively over the coming years .as o'ne essential condi­
tion .for sustained growth and a high level of employment. On the basis of our 
presen.t projections for the growth of world· trade and prices, the Government 
expec~~ that the deficit on current account will f~ll from over £ 2 billion 
in 19,76/77 to about £ l billion in ·1977 /78' and then move into a surplus of 
some '£ 2. billion to £ 3 billfon in 1978/79. In_. the coming years the current· 
accoup~ ~ill increasingly benefit from production of North·.Sea oil and gas. 
This prospect together with continued progress in imprcivfog the non-oil co~ponent 
of oti~·: external accounts will allow us to reduce the large outstanding amount of .. 
foreign. debt that has been accumulated and· at the .same time to reconstitute our 

. foreign .exchange reserves .. · However, _I must emphasize that an improvement of 
this magnitud~ mu~t de~end on a satisfactory rate of expansion in wcirld trade. 
It is.~.not possible for deficit countries to improve their position unless 
c6un~~tes with a strong balance of pa~ments ensure a satisfactory rate of 
growth in their economi~~ and are prepared to accept a deterioration in their 
own external position.. -
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7. The Government is determined to carry through a stabilization programme 
which will bring the economy into balance and which, if it is not to produce un­
acceptable social tensions and levels of unemployment, will need to extend over 
two to three years. The changes required by this programme must proceed at a 
pace which will not overstrain the consensus on which our policies for regenera­
ting industry and reducing inflation must depend. The Government is deeply 
conscious that the present state of the economy has brought a waste of human 
and material resources. The Government's objective is to break decisively away 
from the constricting pattern of present circumstances and post-war disappoint­
ments. It will, therefore, keep a close watch on the development of the 
economy, so that if any further action is needed, it can be taken in good time 
to ensure that conditions are favorable for the necessary shift of resources 
into exports and productive investment. For this purpose, an essential element 
of the Government's strategy will be a continuing and substantial reduction 
over the next few years in the share of resources req~ired for the public 
sector. It is also essential to reduce the public sector borrowing requirement 
(PSBR) in order to create monetary conditions which will encourage investment 
and support sustained growth and the control of inflation. In the following 
paragraphs of this letter I will describe the policies which the Government 
will therefore follow over the next two years: the policies for the second 
year--the financial year 1978-79--will be reviewed before the end of 1977, 
in the light of economic developments and prospects. 

8. Our most recent forecast shows the PSBR in 1976/77 to be fll.2 bil-
lion. This is less than the figure of £12 billion forecast when I requested 
a stand-by arr<').ngement in the first credit tranche in December 1975. This 
improvement in the expected outcome reflects higher revenues because of the 
higher rate of inflation referred to in paragraph 4 above and the improved 
financial position of the public .corporations; .and it has also been assisted 
by the ~rog~ess that has recently been made in establishing firm control over 
large areas of public expenditures by the use of cash.limits and our refusal 
to sanction expenditure beyond the total set in last February's White Paper 
for programmes and the contingency reserve. 

9. In the White Paper of February this year (Cmnd. 6393) the Government 
introduced policies to. move resqurces into the balance of payments and invest­
ment by reducing public expenditure in both 1977/78 and 1978/79. In July 1976, 
it made further reductions in public expenditure programmes for the year 1977/78, 
of the .order of £1 billion at 1976 Survey prices. It also announced a sur­
charge on employers' national insurance contributions, to become effective on. 
Apd.l 6, 1977, which will yield some £ 1 billion in additional revenue in 1977/78. 

10. Since these measures were announced, there· have', been periods of 
instability in the exchange market and pressures on monetary aggregates, which 
have led to a steep increase in interest rates; these, if sustained, wo~ld 
damage our economic performance in several areas. I am therefore convinced 
that a further reduction in public ·expenditure and in the public sector borrow­
ing requirement is unavoidable. 

11. To remove this instability, th~refore, the Government has decided to 
reduce public expenditure programmes in 1977/78 by a further £ 1 billion and in 
1978/79 by £ 1 1/2 billion, at 1976 Survey prices" in both cases. Details are set 
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out in my statement to the House of Coillmons today. At the same time I wish to 
give the maximum possible help to industry and to avoid unnecessary unemployment. 
I therefore intend to increase expenditure on incentives for industrial invest­
ment and expansion and on measures to reduce unemployment in each of the two 
years 1977/78 and 1978/79 by £200 million. This expenditure will be financed 
by an increase of 10. per cent in the duties on alcohol and tobacco. 

12. As a result of these measures and of a sale during 1977/78 of British 
Petroleum shares calculated to yield E500 million, the aim is to hold the 
PSBR to £ 8.7 billion in that year. As a proportion of GDP at market prices, 
the PSBR will therefore, fall from about 9 per cent in 1976/77 to about 6 per 
cent in 1977 /78. If, at the time I plan my Budget for 1977 /78, I judge that 
without increasing the PSBR above £ 8.7 billion there is scope for tax reliefs 
and if, as I hope, a satisfactory agreement has been reached with the TUC and 
the CBI on pay arrangements for the period after July 1977, then I would plan 
to use the available margin to reduce the present burden of direct taxation. 
My own belief is that present levels. of direct taxation. have proved discouraging 
to effort and efficiency, and if they were to continue unchanged they. could· 
threaten the improvement in our economic performance which is an eB"sential 
objective of the Government's strategy. 

13. The profile of public expenditure after these reductions and those 
mentioned earlier in this letter can therefore be stated as follows. The total 
of public expenditure programmes for the financial year 1976/77 (excluding debt 
interest and capital finance for nationalized industries) is now expected to 
be about 1 per cent more in volume than in 1975/76, when it was approximately 

U £ 50 1/2 billion at 1976 Survey prices. This latest 1976/77 estimate is within 
the corresponding provision for these programmes and the contingency reserve in 
the last public expenditure White Paper (Cmnd. 6393). The level in 1977/78, 
after the measures announced in July and the further reductions now decided 
is planned to fall to about 1 per cent below that of 1975/76 at 1976 Survey 
prices without taking account of the proceeds of the planned sale of British 
Petroleum shares. The planned level for 1978/79 will also be about 1 per cent 
below that for 1975/76. That part of total expenditµre which is due to pro­
vision for social security benefits for the unemployed is, however, subject to 
a margin of fluctuation according to the actual level of unemployment. The 
revised expenditure programmes incorporating the changes which I described will 
be published· in the next public expenditure White Paper. The implication of 
the figures which I have given is that the published total for programmes plus 
the· contingency reserve, but excluding on the one hand recMpts from the -·sale 
of the British Petroleum shares and on the other hand debt interest and capital 
finance for the nationalized industries, will be around £ 50 billion or some­
what less in 1977-78 and around £ 50 b.illion again in 1978-79, at 1976 Survey 
prices in both cases. Capital finance for the nationalized industries mobilized 
by the Government is estimated to be broadly stable over this period. 

14. I also intend to ·take further fiscal action totaling £ 0. 5 billion at 
1976 prices affecting 1978/79 in order to bring the PSBR for that year down to 
£8.6 billion in nominal terms; this would represent a fall in the level of the 

PSBR to some 5 1/4 per cent of GDP at market prices in that year. 
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15. The Government has determined these objectives for the PSBR on.the ~ 
basis of a forecast that the gross domestic product will show an increase of ~J 

about 2 per cent in 1977/78 compared with 1976/77, followed by a somewhat larger 
increase of 2 1/2-3 per cent between 1977/78 and 1978/79. 

16. In carrying out the annual survey of public expenditure programmes in 
1977 and in preparing my 1978 Budget, I shall continue to be guided by the need, 
which is an essential element in our strategy, to shift resources into the ex­
port and investment sectors and I shall, therefore, take full account of the 
prospective growth of output and ensure that nothing stands in the way of this 
shift of resources. In particular, if the forecast rate of growth from the 
beginning of 1978 to the end of 1979 is in excess of 3.5 per cent per annum, I 
shall--in order to allow for it--make an additional fiscal adjustment in 1978/79 
of between £ 500 million and £ 1, 000 million at 1976 prices. The exact figure 
would depend on the buoyancy of aggregate demand. · · 

17. A reduction in the PSBR will go a long way to improve our ability to 
control the rate of growth of the monetary aggregates, and will help .to reduce 
the level of interest rates which might otherwise be an impediment to.increased 
industrial investment. I have repeatedly stressed that our policies should 'not 
be undermined by an excessive expansion of credit. In the first half of · 
1976/77, the growth of bank lending rose much more rapidly than expected, and 
this contributed to pressures on the pound. To counter these developments, a 
series of measures have been taken. In September and October 1976, the Bank 
of England increased their minimum lending rate substantially and called for 
special deposits from the banking system amounting in all to 3 per cent of 
eligible liabilities. In November 1976, the Bank of England reintroduced the 
system of supplementary special deposits which should ensure that the growth 
of credit and the money aggregates is brought under control quickly. The 
Government is determined that bank credit expansion will not undermine the 
stability of the exchange market. 

18. I accordingly intend that domestic credit expansion should be ~~pt 
to £ 9 billion in the 12 months ending 20 April 1977 and to £ 7. 7 billiorf'in 
the 12 months ending 19 April 1978. I intend, however, to review the lat£er 
figure early in the financial year and to take account of the prospectiv~~, 
financial requirements of industry for investment and expansion. It is the 
Government's intention that the course during each year df Domestic Credii 
Expansion (DCE), and of the public sector borrowing requirement within it,' 
should be consistent with the intended results for the year as a whole arid.to 
take action as appropriate to this end. ~' - '. 

19. In the year ending 18 April 1979, I expect the expansion of domestic 
credit to be further reduced to £ 6 billion. This, however, will have to be 
reviewed late tn 1977 in the light of the prospects for 1978/79. In that.~review 
an appropriate downward adjustment will be made in the intended rate of d~mestic 
credit expansion for any reduction in the public sector borrowing requirement 
for 1978/79 that may result from the review described in paragraph 16. · 

20. I intend to fund the major part of the PSBR outside the banking system, 
so that there can be room within these levels of domestic credit expansion for 

/ -'\ 

u 

bank credit to facilitate the shift of resources into exports and productive () 
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investment. I envisage that the measures which I have now taken, especially 
those to reduce the PSBR, will make it possible to reduce interest raies pro­
gressively from their present exceptional levels, while maintaining effective 
control of the monetary aggregates. 

21. For at least the immediate future, the supplementary special deposits 
scheme, involving guidelines for the growth of banks' interest-bearing liabili­
ties, will be a key instrument for controlling the growth of bank credit to the 
private sector. It may also cause some :shift of holdings of short-term public 
sector debt away from the banking system, distorting the DCE and money supply 
statistics, without affecting the underlying state of liquidity in the economy: 
if this happens, I intend to keep DCE correspondingly lower than the targets 
set out above. 

22. While the exact implications of the targets for DCE for the growth 
of the money supply and, in particular, for sterling M3 will depend on the 
speed of progress in achieving our balance of payments objectives, I am satis­
fied that the resultant course of sterling M3 will be consistent with a reduc--­
tion in inflation. 

23. During the past year the problems of financing our external and 
internal deficits have seriously hampered progress in achieving our goals. 
The exchange market, in particular, has been a conspicuous cause of uncertainty, 
thereby undoubtedly delaying the recovery of the economy. The measures now 
taken by the Government give assurance that private business decisions can be 

r- taken against the background of a clearly defined policy. Intervention will 
\__,,,, be designed to minimize disruptive short-term fluctuations in the rate and to 

maintain stability in the exchange markets consistently with the continued 
maintenance of the competitive position of U.K. manufactures both at home and 
overseas. It is my belief that this, in conjunction with the continued re­
straint of domestic demand, a steady improvement in non-price competitiveness 
and progress in aligning our cost and price inflation to those of our major 
partners, will alter the long-standing trend for the U.K. share of world 
markets to diminish, and limit more effectively the continuing penetration 
of the domestic market by imported manufactures, thereby promoting industrial 
growth in the United Kingdom. It should also help to secure us a much needed 
improvement in our reserves position. The U.K. authorities stress their sup­
port of the Executive Board D~cision of January 23, 1974, on Consultations 
on Members' Policies in Present Circumstances, and reiterate their intentions 
to collaborate with the Fund in accordance with the provisions of Article IV, 
Section 4(a). 

24. The Government remains firmly opposed to generalized restrictions on 
trade and does not intend to introduce restrictions for balance of payments 
purposes. It continues to believe, however, that in current economic ~ircum­
stances there may be -cases where particular industries which are viable in th-e 
long-term are suffering serious injury as a result of increased imports. The 
Government has introduced ·certain temporary selective measures in a number of 
such cases and has stated that it is prepared to consider the further use of 
such measures where they may be justi"fied in similar cases which may arise. It 

,,.----.. will be the Government's policy to reduce such protective measures as soon as 
I 
\ .' 

:"_. 
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circumstances permit. During the period of the stand-by arrangement, the 
Government does not intend to introduce any multiple currency practices or 
impose new or intensify existing restrictions on payments and transfers for 
current international transactions. 

25. The Government believes that the policies set out in this letter 
are adequate to achieve the objectives of its programmes, but will take any fur­
ther measures that may become appropriate for this purpose. The United Kingdom 
Government will consult the Fund in accordance with the policies of the Fund 
on such consultations on the adoption of any measure that may be appropriate. 
In any case, th~ United Kingdom authorities will reach understandings t.,rith 
the Fund before 16 January 1978, on their policy intentions for the remaining 
period of the stand-by arrangement. 

Yours sincerely, 

/s/ 

Denis Healey 
Chancellor of the Exchequer 

. ' 
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15 December 1976 

Memorandum of Understanding 

1. With reference to paragraph 18 of the letter ·dated 15 December 1976 
from the Chancellor of the Exchequer to the Managing Director of the Interna­
tional Mone-tary Fund, requesting a stand-by arrangement equivalent to 
SDR 3,360 million, it is understood that domestic credit expansion, consistent 
with the intended result for the financial years 1976/77 and 1977/78 as a whole, 
will not exceed the following amounts during the periods indicated below . 

. ~ 

(In millions of pounds; not seasonally adjusted) 

Limit 

6 months to 20 April 1977 4,500 

9 months to 20 July 1977 7,100 

The cumulative amounts for the 12 months to 19 October 1977 and 15 months to 
18 January 1978 will be established during a review with the Fund before 
31 July 1977. 

2. With reference to paragraph 8 and paragraph 12 of the above letter, 
it is understood that the public sector borrowing requirement (PSBR)(excluding 
the receipt of £500 million from the sale of British Petroleum shares referred 
to in paragraph 12 of the letter dated December 15, 1976 from the Chancellor of 
the Exchequer to the Managing Director) consistent with the intended result for 
the financial years 1976/77 and 1977/78 as a whole will not exceed the following 
amounts during the periods indicated below. 

(In millions of pounds; not seasonally adjusted) 

Financial 
year Limit ---

1976/77: 6 months to end-March 1977 5,900 

1977/78: 3 months to end-June 1977 3°, 100 

6 months to end-September 1977 5,200 

9 months to end-December 1977 7,700 

12 months to end-March 1978 9,200 
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'l'uesday, 
November 11, 1975 

MEMOPJ\NDUM FOR FILES 
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1. Mro, Finch and :r callee; on Mr. I.ittler at the Treasury this aftornoon. He 
hanaea us the attached t.iIT!etable on which he made the followinq remarks: . • J • 

(a) that they may need to rev~rse r.he
1 
order 10:,1 Wednesday morning taking the 

balance of payments then and tho u. 'K. t~conorny-in the af:ternoont (b) that they 
hoped to take energy policy on Thur/.sdaY\ GJ.fternoon i leaving Friday afternoon ·free 
for a visit to the Bank of England.\ \ 

2. Mr. Cassell had invj_tea Mr. F:f.nch and I to 'lunch on Thursd.aya On Fri.day, 
the whole mission were invited to lunch at the Bank of England. On Frie.lay 
evenin<J, Mre L.ittler :i.s invi.ting Mr. Finch and myself to ·dinner. on Tuesdayp 
the whole mission were invited to lunch by Sb~ Derek M:l..tchell. 

3. The coverage of the various letters ana statements was discussed i,n an 
informal way. · On the U.K. side, they agreea to produce as early as possible 
drafts of passages which were likely to prove contentious. For our part, we said 
that we would endeavor to leave with th~m by Friaay evening or ·sometime auring 
the course of 'Saturday a draft of the documents which they would have t~o submit .. 

rt was agreed that if by Tuesday some passages.were still contentious then 
they could probably be left aside·and picked up toward the end of the month or 
December c In any case, sorne questions ·such as those pert.inent to import control·s 
and pu.l:>lic sector expenditures could not be. finalized until later in November. 
As nr~ Littler saw it, the final touches could be aqreec either through Mr. Ryrie 
in Washingt~n or by means of a visit to Washington either by hir:iself or by 
Sir Derek Mitchell. 

4., We added to the list of contentious subjects that pertaining to the exchang.e 
rate. Howeveru Mr. Littler said that Ministers had already decided to reject 
the advice of those ·counselling a deliberate depreciation of· the mcchange ·rate 
by more than was requ.ired to maintain the present level of competitivity over 
the next few montf:li;i. !n broad terms, this seems to imply on, present forecasts 

_ that_they contemplate a depreciation .in effecti. ve terms of 3 per .cent between 
now and Easter 1976a When this point was further discussed, Mre r .. .ittler statea 
'that money dra"m ·from the Fund would not ·be used to prevent any further depre"'.' 
ciation should market pressures be stronger than was expected. It is not clear 
what this phrase should be intended to mean~ though it seems likely that he was· 
saying that a depreciation in excess of 3 per cent would not be deliberately 
sought but that it would not on the other hand be res.i.sted if it occurred 
through market pressures a' 

side 
5~ It was agreed that there should be no formal min.utes. That each/would kee.p 
an informal record and that contentious topics would have to be put in writing 
to the· satisfaction of both sides. 
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6., Ne pointed: out that the material qiven -to us in Pµris had been very useful
0 

but that we aia'not know ourse~ves what part of it shouia be regarded as confi­
dentialo Mr. Littler undertook to 1bear this in mind .in all meetings and to make 
it clear what mater.ial, had to be re.-:r~r1ec1 a secret and what cpuld be put in the 
mouths of: t.he staff 0 but not directly attri.buted to \V•K• officials. 

" I I \ ' ' ~ \ 

7. Mr~ Littler. emphasized that the words "L~tter 1 of, Intent11 were an anathema 
in Whitehall and that they would talk throughout in.terms of "Letter of Application .. n 

//~ 
L. Ao Wh.i ttome 

cc: It.1r • Pinch 
Mrc. Vittas 
Mro Brau 
MrG Hyndman 



Office Memorandum 

TO Mr. Whittome DAT£: November 7, 1975 

FROM H. Vittas ~. 
SUBJr<CT : United Kingdom 

The following is a list of subjects that would have to be covered during 
the formal discussions. A few of the subjects involve both technical and policy 
aspects and may require two different sets of meetings. The subject matters are 
listed in the order which appears to be most convenient from our point of view. 

1. Domestic economic prospects 
2. Balance of payments - short-term and medium-term 

prospects 
3. Balance of payments "need" 
4. Energy: information and description of policy 
5. Incomes policy 
6. PSBR and public expenditure 
7. Monetary targets and projections 
8. Import restrictions 
9. Exchange rate policy 

cc: Mr. Finch 
Mr. Brau 
Mr. Hyndman 



Restrictions {very inclusive list) 

(1) In the staff papers, the April 15, 1975 measures affecting gold and 

gold coins will be described as resulting in an incidental restriction 

on imports, while no payments restriction is involved. 

(2) Please confirm that import licenses are issued on demand under: 

(a) the surveillance licensing system for imports of textiles and clothing 

from non-EEC sources; (b) the surveillance licensing system for imports of 

color TV tubes and sets from all sources. 

(3) Please describe the more restrictive practice followed by the Department 

of Trade since early August 1975 in granting waivers of import duties on 

imports of materials from non-EEC sources to be used in industrial production. 

(4) Please provide details of the following measures taken by the EEC as 

they affect the United Kingdom: (a) the re-imposition of import duties to 

10.2 per cent from 6.3 per cent on certain textile goods manufactured in 

Portugal {July 15, 1975); (b) the agreements under the GATT Multi-Fibre 

Arrangements limiting the rate of growth of imports of certain textiles 

from India, Pakistan, Hong Kong, Macao, and Singapore; (c) the suspension 

of imports of cs.ttle and beef f'rom "third" countries (July 15, 1974). 

(5) Please provide a description of the implementation of the scheme for 

partial insurance against cost inflation which affect fixed-price export 

contracts, introduced on February 20, 1975. 

. • 

r 



List of Questions 

Inflation 

(a) What are the main exceptions from the £6-a-week pay limit? 

(b) What . is the permissible percentage increase in wage earnings for employees 

earning (1) minimum, and (2) average earnings? Also for male and female 

employees. 

(c) What is the projected timepath of the index of average earnings through 

the end of 1976? 

(d) Please provide information on the success of the pay limit to date. 

(e) Please indicate whether there has been any modification in the policy 

stance with respect to the phasing out of subsidies to nationalized industries 

and the reduction of food and rent subsidies. 

(f) Please discuss present official attitudes with respect to the price 

controls. 

r 

.. ..,.. ,.. 



September 16, 1975 

CONFIDENTIAL 

Discussions in Washington in Early October 

Suggested Agenda 

The objectives of the discussions will be: 

{a) to establish that there is balance of pa,y1!lellts need in the sense in 
which this term is used for an Oil Facility drawing; 

(b) to agree on the form (straight drawing or stand-by) of a first credit 
tranche transaction, if such a transaction is contemplated; 

(c) to agree on the appropriate quantification and description of fiscal 
and credit policies for the period extending at lea.st through the 
first half of 1976, and to understand the Government's quantitative 
aims in regard to public expenditure and the public sector borrowing 
requirement over the next two to three years; 

(d) to make some quantitative estimate of the speed of the external .adjust­
ment in the next two to three years; 

(e) to understand present policy as regards the exchange rate and agree on 
the terms in which it can be described in staff papers; and 

· (f) to complete as far as possible the documents related to an Oil Facility 
and a first credit tranche transaction. 

Points to be discussed 

l. For the purpose of establishing balance of payments need in the context 
of an oil drawing, ve would need an updated version of the official balance 
of pa,yments forecast for calendar 1975 in the standard format for an Oil 
Facility drawing and discuss the major individual items (indicating where the 
ma.in uncertainties lie) in the light of actual developments so far this year. 
In cases where the forecasts for the year as a whole imply a significant 
change of recent trends, please explain the reasons why such a change is 
expected. 

2. Please describe the Government's objectives for the current account of' 
the balance of pa,yments in the short and medium term. What are the Government's 
gross and net official reserve targets for 1975 and the first half of 1976? 

3. Please discuss reserve and exchange rate policies so far this year and 
indicate the exchange rate policy to be followed over the coming m.:mths. What 
role do relative price developments--past and projected--pla,y in determining 
the exchange rate movement, and which price indices are being used for such 
comparisons? 

4. Please outline the Government's objectives with respect to foreign cur­
rency borrowing by the public sector in 1975 and 1976. 
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5. Please provide information to shov what action has been taken to attract 
private capital flows and also that adequate use has been made of alternative 
sources of financing the balance of payments deficit. Also, please indicate 
vhat is the position with respect to the EEC Oil Facility and the OECD 
"Safety Net. " 

6. Please provide a concise statement of the new counter-inflationary measures, 
their objectives, and some assessment of their likely success. 

7. Please provide your latest estimate of the PSBR in 1975/76 and indicate 
as precisely as possible what is meant by the Government's coI!llD.itment to take 
whatever action is necessary to prevent it from rising further. Please de­
scribe action taken or currently under consideration to substantially reduce 
the PSBR in 1976/77 and, if possible, indicate the order of magnitude by which 
the PSBR is expected to decline in that year. Also, please confirm the 
Government's intention to continue progress in subsequent years toward reducing 
the PSBR to levels consistent with domestic and external stabilization--mainly, 
as we _understand it, by means of effective control on public expenditure both 
in real and in nominal terms. 

8. Please provide the Government's monetary projections for the 12-month 
period ending June 1976, including in particular a maximum target figure for 
DCE as that concept is defined in the Bank of England, Quarterly Bulletin. 
Indicate what is the implication of this target for the growth of M3 over the 
same period. (If preferred, we could work out a DCE estimate from U.K. pro-

'jections of M3·J 

9. Please confirm the Government's connnitment to abstain from introducing 
or intensifying import and current payments restrictions. 

10. ·Please provide a summary statement of the Government's energy policies. 
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September 16, 1975 

CONFIDENTIAL 

Technical Mission to London in Early October: 
Suggested Agenda 

The main purposes of a "technical" staff mission to London in early 
October 1975 vould be to: 

(a) 

(b) 

. Cc) 

ensure that our information on recent economic developments is 
as up to date as possible; 

complete certain gaps in our knowledge of recent measures and 
developments as well as official projections for the near 
future; and 

discuss the assumptions underlying the projections, notably 
those for the balance of payments (current and capital accounts), 
public sector borrowing requirement, and prices and vages. 

Suggested specific questions and topics for discussion are outlined below. We 
have chosen to put these questions in great detail in the hope that they may 
prove helpful. 

.Balance of payments 

1. What revisions, if any, have been made in the official balance of payments 
projections for 1975 recently supplied to the staff in "oil facility" format? 

2. How do you envisage the current account balance developing during the 
remainder of 1975 and 1976 (first and second halves)? 

3. Please specify the volume and unit value assumptions behind the export 
and import value projections for 1975 and first half 1976. 

4. Please analyze recent developments in and prospects for the volume of 
imports. We are especially interested in your assessment of the demand for 
inventories and its relation to imports. 

5. Please analyze U.K. export market performance (in volume terms) over the 
past few years and the prospects through mid-1976, and discuss the relationship 
betveen export performance and developments in U.K. export competitiveness (in­
cluding the impact of exchange rate changes). 

6. Please summarize the forecast for invisibles transactions in the s~cond 
halt of 1975 and, if possible, first half 1976. Explain the main underlying 
assumptions, identifying in particular the impact of interest paid on public 
sector borroving from abroad. 

1. Please outline and discuss the principal assumptions behind official pro­
jections for the capital account in 1975. 

. , 
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Fiscal developments 

8. Please review the latest revised projections of the public sector accounts 
in FY 1975/76, explaining the main revisions and underlying assumptions (in­
cluding projected expenditure deflators). As a basis for the discussion, the 
staff would appreciate a table showing for FY 1975/76 the original and revised 
projections of the public sector accounts, distinguishing between current and 
capital expenditure and revenue items (as in Table XXIII of SM/75/153, 6/J2/75). 

9. As regards the expenditure estimates, please outline the areas where 
significant slippage has occurred thus far in FY 1975/76 and where it could 
occur during the remainder of the fiscal year. 

10. What progresss have the authorities made in devising and implementing a 
system of cash ceilings to supplement the existing technique of planning public 
expenditure programs in "real" terms? How would such ceilings be likely to 
operate and how extensive vould their application be? 

ll. Please explain why the July 1975 counter-inflation measures are officially 
estimated to have a "neutral" impact on the public sector borrowing requirement-­
identifying the expenditure saving, and the income tax and indirect tax losses. 

Monetary developments 

12. Please elaborate the assumptions under.lying the recently revised official 
projections {shown to the staff during the informal discussion in August in 
Washington) of the main components of DCE and M3 in FY 1975/76. To what extent 
can developments to date be interpreted as confirming these projections? 

13. The staff would like to discuss why sales of public sector debt to the 
nonbank private sector in FY 1975/76 are now thought likely to be much more 
buoyant than previously. 

14. Please give some indication, however tentative, of prospective developments 
in DCE and M3 in the first half FY 1976/77 {or at least first half 1976). 

Output and demand 

15. Please elaborate the assumptions underlying the latest official forecasts 
of the national accounts through mid-1976, with special emphasis on those 
relating to the .volume of consumers' expenditure and stockbuilding. 

16. To what extent is industry currently operating at below full capacity? 
Are there any special and identificable problems likely to hinder U.K. industry 
trom taking full advantage of a recovery in ~orld demand (e.g., supply bottle­
necks in certain sectors). 
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Prices and vages 

17. Assess the p~ospects of reducing the r ate of inflation down to 10 per 
cent by end-September 1976 and of producing a corresponding fall in average 
earnings growth. 

18. Please provide official projections for 1975 of: 

(a) domestic uses of primary energy sources; and 

(b) exports, imports, and domestic production of crude and refined 
oil in metric tons (see Appendix A of 'EBS/75/276, 8/8/75). 

.. 
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List of Questions 

Domestic economic prospects 

/ (9 Please elaborate the assumptions underlying the current official forecasts 

of the national account through 1977 (first quarter). 

-==; 2. Please show the derivation of the personal disposable income projections, 

distinguishing between the three main components of personal income (income 

from employment, current transfers, and other earned income including rent 

and incozre for self-employment) and direct taxesJ . 

~ Explain the assumption behind the personal savings ratio projections, 
/ ~ why 

especially/the ratio is expected to stand at the historically high level of 

around ll 1/2 per cent toward the end of the forecast period. 

4. Elaborate assumptions underlying the real gross fixed investment forecasts, 

with particular emphasis on the reasons for the timepath and the break.down between 

the following components of investment: investment and dwellings (distinguishing 

between private and public), other private investment (identifying manufacturing 

investment separately) and other public investment. The overall fixed invest-
~J 

ment forecasts for 1975 (~t half) seems very high. 

5. Explain the assumptions behind the stockbuilding forecasts, identifying 

prospective developments in stocks of finished manufacturers and materials 

and f uels. We would also appreciate your comments on the forecasts' implica-

tions for stock output ratio. 

6. Why is the volume of exports, goods and services, expected to rise by 

6.5 per cent between 1975 and 1976? 
o-f OT>--+~~ 

Please provide current price projections B4td the expenditure s~aei~y of 

GDP t hrough the forecast period. 

r 
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8. To what extent is industry currently operating at below full capacity? 

Are there any specific and identifiable problems likely to hinder U.K. 

industries from taking full advantage in recovery in world demand next year 

(i.e., supply bottlenecks)? 

r 
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Monetary policy 

(1) With reference to the table "DCE and Money Supply 1974/75 to 1976/77" 

please elaborate the asswnptions underlying: 

(a) The projection of sales of public sector debt to the nonbank 

private sector in 1975/76, and the seasonal distribution between 

the first and second halves of the fiscal year. 

't'- The projection of sales of public sector debt of £5, 500 miD.ion 

to the nonbank private sector in 1976/77 in the light of the pro­

jection of sectoral balances for 1976/71. 

(b) The projection of bank lending to the private sector and in 

sterling to the overseas sector of £1.,000 million for 1975/76; V ct-e 

what accounts for the expected drop in such lending in the second 

half of 1975/76? 

The projection of this item at £2,000 million for 1976/77. 

(2) Please provide revised figures for the external finance of the public 

sector in 1975/76 which incorporate the recent seasonality adjustments of 

the trade balance. 

(3) Please provide a breakdown of "other adjustments" as between the 

change in: (a) banks' non-resident sterling deposits, and (b) non-resident 

foreign currency deposits net of foreign currency claims of non-residents. 

What accounts for the particular pattern expected for this item as between 

the first and second halves of the fiscal yea:r 1975/76? What explains the 

further reduction in this item expected for 1976/77? 

(4) The projection of £6,000 million for the increase in M3 during 1975/76 

implies a sharp acceleration in the growth rate as between the first and 

second halves of the fiscal year. To what extent do latest developments 

provide confirmation for this expectation? What would explain the implied 
r 

substantial drop in the velocity of circulation? 

..,..._.,,...,.,._.,....~ .. - ICP ~-------
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(5) What are the implications for short-term and long-term interest 

rates arising out of the Government's monetary projections? 

(6) How do you assess the liquidity position of the private sector? 

r 
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Revised 2nd quarter GDP Figures 

(Seasonally adjusted at 1970 prices)* 

1. GDP 
~ 

GDP(O) fell 2~% in the second quarter (previous estimate 2%). 

GDP(E) fell 3-3~% in the second quarter, thereby narrowing the difference 

between the GDP(O) and GDP(E) estimates. 

2. Consumers Expenditure 

Revised figures have reversed the recent pattern slightly with 

a small increase between the third and fourth quarter of 1974 (1 % 

compared with 1~%) , an increase of ~% in the first quarter (compared 

with a fall of ~%), and a fall of 2% in the second quarter (compared 

with -1~%). 

3. Stockfbuilding 

1973 

1974 

1975 1st quarter 

2nd quarter 

Latest 
estimates 

------I +960 

+553 

L;;_ 9 

(£ ffin •I 1970 prices) 

Previous 
estimates 

+706 

+288 

- 79 

(-100) 

Latest estimates of aggregate destocking in the first half of 

1975 have been revised to over £400 million at 1970 prices, but at the 

same time the build up of stocks in 1973 and 1974 has been revised up 

by a further £500 million to £1,500 million. 

further to go than previously anticipated. 

Thus destocking has 

4. Exports and Imports 

Both series have been revised upwards: imports by about 

£150 million a quarter in 1975, and exports by about £50 million a 

quarter. The quarter to quarter changes are little changed. It does, 

however, have the effect of reducing the difference between the GDP(O) 

and GDP(E) estimates. 

Second quarter changes were:-

volume of exports of goods and services 

volume of imports of goods and services 

* Except for 6 and 7 which are at current prices. 

- 5-5 ~% 

- 5% 
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MEMORANDUM FOR FILES 

Subject: United Kin dom - Balance of Pa ents 
Current Account) Pro ections 

August 13, 1975 

• 

Given the marked improvement in the current account balance in 
the first half of 1975,1./ evidence of a deepening U.K. recession together 
with the further sizable depreciation in the value of sterling in recent 
weeks, suggests a prospective current account deficit of only some 
£1.2 billion for 1975 as · a whole. This contrasts sharply with our projec­
tion in the WEO paper last May of a £2.6 billion deficit--in line with U.K. 
official thinking. Also, it implies a correspondingly reduced financing 
requirement in 1975, thereby raising some doubts ab~ut the likelihood that 
the United Kingdom could satisfy the "need" criteria for drawing upon the Fund's 
1975 Oil Facility. 

Details of the revised current account forecasts for 1975 and 
first half 1976 are shown in Table 1, with the main purpose of the note 
being to provide some further elaboration, including a brief summary . 

'of the main underlying assumptions. 

In constructing the revised current account forecasts, the following 
assumptions were made: 

1. Exchange rates. In 2nd half 1975 the exchange rate of 
sterling in effective (trade weighted) terms, and against 
the dollar, is assumed on average to be unchanged from 
the present level--i.e., an effective rate of about 
28 per cent lower (according to the Bank of England's 
calculations) than at the time of the Smithsonian Agree­
ments, with a U.S. dollar/sterling rate of about $2.10. 
This represents an effective depreciation of some 7 per 
cent between the two halves of 1975. Some further depre­
ciation in the value of sterling is assumed in 1st half 
1976 in order to, at least in part, preserve U.K. export 
competitiveness. 

2. Export prices. In 2nd half 1975 the rise in U.K. export 
prices (in sterling) are expected to be marginally higher 
than in 1st half 1975, assuming: 

(a) no significant slowdown in the present rate of 
increase in manufacturers' costs due to the 
sizable labor cost increases already in the 
pipeline and the lagged interaction of wages 
and prices; and 

1/ For an analysis of this largely cyclical improvement in the U.K. current 

account balance in first half 1975, see Mr. Vittas' memorandum for files on 
that subject dated June 20, 1975. 

______ ,,,,_._ ... ,.. __ ·----- - · - ------- ··---~---· 
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exporters take advantage of the substantial 
depreciation in sterling that has already 
occurred between the two halves of 1975 to 
slightly raise their profit margins. 

In 1st half 1976, a significant slowdown in the rate of 
export price rises is envisaged, on the assumption that 
the incomes policy measures announced in July 1975, toge­
ther vith the deepened recession, will then be starting 
to exert a dampening influence on inflation. 

3. Export volumes. In 2nd half 1975, U.K. exporters a.re again 
assumed to lose export market shares--despite the sharp 
depreciation of sterling--on the basis of lengthy past 
experience which suggests that they a.re "chronic underper­
:t'ormers. '' Given the likelihood of little if any growth 
in U.K. export markets between the two halves of 1975, this 
implies a fall in export volumes between these periods of 
perhaps 1.5 per cent. (The Research Dept. has initially 
projected a 0.7 per cent growth in U.K. export markets bet­
ween the two halves of 1975~ but this seems too high.) 

In lst half 1976, the Research Dept.'s projected U.K. 
markets' growth of 3.6 per cent (from 2nd half 1975), 
plus the assumption of some further depreciation of 
sterling, suggests a modest recovery in export volume 
growth--a rise of 1.5 per cent is projected. 

4 .. Import prices. Between the two halves of 1975 import 
prices (in sterling) a.re expected to rise by about 12 per 
cent. This assumes: 

(a) a rise of_ about 4 per cent in foreign currency 
term.s--in line with current Research Dept. projections; 

(b) most of the balance being due to the depreciation of 
sterling which has already occurred; and 

(c) perhaps a 0.5-1.0 percentage point due to an 
assumed 5-10 per cent rise in the U.S. dollar price 
o:t' OPEC countries' oil in the fall--although time 
lags in deliveries and existing stockpiles will l/ 
probably render any -such effect negligible in 1975.-

!/ Oil imports constitute under 20 per cent of total U.K. imports in value 
terms. 
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In 1st half 1976, a f'urther increase in import prices in 
foreign currency terms of about 4 per cent is expected 
to correspond to about a 6-6.5 per cent rise in sterling 
terms, assuming some further depreciation of sterling. 

5. Import volumes. After the very sharp decline in the 
volume of imports in 1st half 1975--which was largely due 
to substantial decumulation of stocks of industrial mate­
rials and fuels--a further, albeit much smaller, fall in 
the volume of imports is expected in 2nd half 1975. This 
assumes a continuing depressed level of total domestic 
demand, including a further (net) rundown in stocks but 
with the decumulation bottoming out by the end of this 
year. Certainly, the current level of stock output ratios 
suggest there is still considerable scope for stock decumu­
lation, and there seems little immediate motive for delibe­
rate stock accumulation other than perhaps sheer speculation 
in some commodities. 

In 1st half 1976 a slight recovery in total domestic demand, 
including the assumed cessation of the dampening effect of 
stock decumulation, suggests a small increase in the volume 
of exports from the previous half year. Assuming a more 
sizable recovery in domestic demand in 2nd half 1976, 
import volumes could be expected to pick up rather sharply 
then. 

6. Invisibles balance. The recent sizable depreciation of sterling-­
as in the past--is expected to boost the net invisibles balance, 

- if only due to a "scale effect" stemming from the fact that the 
credit items remain significantly larger than the debit items 
in the invisibles accounts. 

7. Financing requirement. With a prospective current account 
deficit of about £1.2 billion in 1975, and official financing 
of some £0.4 billion already undertaken (i.e., the final 
$1 bi11ion drawing on the Government's $2.5 billion Euro­
dollar facility), this leaves an outstanding financing 
requirement of only some £0.8 billion. Given the huge 
capital inflow last year it seems difficult at first sight 
to envisage any difficulty meeting the outstanding financing 
requirement from noninstitutional sources, except in the 
case of a massive capital outflow. 

cc: Mr. Whittome 
Mr. Woodley 
Mr. Ka.rlstroem / 

.Michael Hyndman 

\ 
\ 
I 
\ 
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Table 1. United Kingdom: Balance of Payments 
Projections - CUrrent Account 

1974 1975 1975 
ls"t 2nd 
half half 

{In millions of pounds, ~easonally 
adjusted balance of payments data) 

Exports {f.o.b.) 15,589 18,755 8,961 
Imports (f.o.b.) -20,848 -21,413 -10,153 

Trade balance -5,259 -2,658 -1,192 

Invisibles balance 1,488 1,434 734 

Current balance -3,771 -1,224 -458 

{Percentage changes from preceding period) 

Exports ( f .o. b.) 
Volume 7.0 -1.5 -o.4 

'Price (£) 26.5 22.1 10.0 
Value {£) 35.4 20.3 9.6 

Imports {f.o.b.) 
Volume 1.2 -10.0 -9.2 
Price (£)· 49.1 14.4 4.7 
Value {£) 50.9 3.0 -4.9 

Terms of trade {£) -15.2 6.7 15.2 

9,794 
-11,260 

-1,466 

700 

-766 

-1.5 
11.0 

9.3 

-1.0 
12.0 
10.9 

-1.9 

1976 
1st 
half 

10,636 
-12,048 

-1,412 

700 

-712 

1.5 
7.0 
8.6 

0.5 
6.5 
7.0 

1.5 

Sources: c.s.o., Economic Trends; D.O.T., Press Releases; and IMF staff (BCD) 
estimates. 

Note 1. These projections are based on the assumption that in 1975 2nd half 
the average $/£ exchange rate will be unchanged from the present level of around 
$2.10, but will depreciate further (perhaps by as much as 4 per cent) in 1976 
1st half to maintain U.K. export competitiveness. 

, 

\ 
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United Kingdom: Changes in Export and Import Volumes 

(Percentage change from previous period, seasonally adjusted) 

Export Volume Import Volume 
Balance of National accounts Balance of National accounts 

payments index index pa.yments index index 
Goods only Goods and services Goods only Goods and services 

1974 
I 5.9 4.9 -2.2 -1.8 
II 2.1 2.2 -0.5 0.2 
III 1.9 o.8 -0.2 -0.3 
IV -7.l -4.9 -1.8 -2.7 

1975 
I 7.7 4.41/ -4.9 -4.61/ 

I -7.8 -5.CP -7.3 -7-CP 

1973 
lst half 
2nd half 1.9 1.9 5.4 4.2 

1974 
lst half 6.4 5.2 -0.6 -0.5 
2nd half -0.8 -0.6 -1.4 -1.5 

1975 
-o.8!/ -9.2Y l.st hal.:f -o.4 -9.2 

Sources ': CSO, Economic Trends; DOT, Press Release; and IMF (BCD) staff estimates. 

11 Staff estimate. 
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August 1, 1975 

MEMORtu'fDlP.-1: FOR FILES 

Subject: United Kingdom - Balance of Payments Project.ions 

This note presents guesstim3.tes (henceforth described a.s "projections") 
tor the U.K. balance of payments in 1975 as a whole and spells out the main 
underlying assumptions. The projections, which Yere included in a summe.ry 
form in a recent memo from Mr. Whittome to the l·ID, are shm.;n in Table 1 in 
the foIT.:a.t that vas suggested to the U.K. authorities last May for use in case 
ot an Oil Facility dra.Ying. This format is an adaptat ion of the standard 
balance of payr:ients table in Oil Facility papers . The current account figures 
(items 1 to 6) are the la-test staff estimates and a re unde1· r eview in the pre­
sent round of the short-term forecasting exercise. Item 7 covers payments under 
the Sterling Guarantee Agreements. These agreements have expired ~nd no pay­
ments are due in 1975. 

Item 8 is meant to include the so-called compensato:r-Y borrowing. This 
is defined here to include foreign currency borroving by the U.K. public sector~­
other than the Central · Government--under the exchanGe cover scheme. Such 
borrowing can take plnce either directly or through the i nternedfo.tion of com­
mercial banks. The relevant informati on is not sho-;;n separu·i;ely in the standard 
presentation of balance of payments statistics in U .X. sou:::-ces b'.lt · is normally 
published monthly--togcthe:- with the reserve figures--in t !::'rms of U.S. dollars. 
In the first half of this year such borrowing amounted to US$4'77 million or 
roughly SDR 380 million. The projection for 197$ a.s a whole (SDR 1,100 million} 
assunes that the remainder of the Iranian loe.n (i. e., SDR 640 Lri.llion) vill be 
fully dra'.Tll but that because of doubts about the United Kinz,dom's 11 creditworthiness" 
it vill not prove possible to arrange for any subs tn.:atial further borro...,ing of 
this nature. It is also assumed that no substantial repayrr-.ents of earlier lo!:l.Ils 
are due in 1975. 

Item 9, i.e., the change in sterling holdings nbroe.d includes exchange 
reserves of overseas countries (and interr.ational oreani za:~:. :ici:c.s, other than the . 
Fund) held in sterling , either in the :fo:rm of Br itish Govt..::rn •~ent stocks or banking 
and money market liabilities, as well as othe r (pr esu:nab:y private ) external 
banking and money market liabilities in sterling. In the f'irs t quarter of the 
year~ there was a net inflov on. account of this i t em of £2 '~4 i:1i lJ. ion but there 
have recently been soree reports of vi thdravaJ.s by o i l-exp,n't ing countries which 
nov account for the bulk of exchange reserves in sterline; (TL per c ent at the 
end of March 1975). The projection for this item i!1 'l'able 1 impli es no net 
che.nge in 1975 as s. vhole. but thi s is o"t>vious ly no more thar~ a- working nssump­
ticn. What is interesting to note is that if the a~~suI!lpti 0r:s and f igures re­
lating to other capital flows e.re not v ey off the n e.:::-k t he U;iited Ki ngdom ma.y 
have an unambiguous balance of pay-lllents need even i u the nb::;i::r.ce of any substan­
tial vithdrawals of sterling balances . 
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Item 10 is the net bala.'"l.ce of "import credit , 11 11 export credit , " and 
"other short-term capital flo'W's." The tabulation below shovs the developkent 
ot each of these ite~s in recent years and tentative projections for 1975, in 
millions of pounds. 

~ · 

1974 197511 1972 1973 

Import credit 207 223 27 (-37) 
Export credit -359, -343 -453 -400 (-189) 
Other short-term flovs -425. -275 -166 -200 (-107) 

Total -577 -395 -592 -600 (-333) 

!/ Figures in brackets are provisional estimates for the first 
quarter of' the year. 

No change in import credit is assumed because imports are likely to 
remain depressed through the end of the year. New export credit is assumed to 
be much lower than the first quarter figures imply, mainly because the short­
term outlook for exports is not very good. The projection for short-term flows 

... is no more than a convenient round figure that is not out of line with the 
recent record. 

Item 10, i.e., "Other capital, net" lumps together a heterogeneous 
set of capital flows which in standard U.K. sources are identified separately 
under the headings shown below plus a residual item which in principle includes 
inflows of foreign capital to the U.K. public sector other than those covered 
by the exchange cover scheme. Recent developments and projections for these 
items are as follows (in millions of pounds). 

Official long-term capital 
Overseas investment in U.K. 

private sector 
U.K. private investment overseas 
Overseas currency borrowing or 

lending by U.K. banks to 
finance: 

U.K. investment overseas 
Other (n.i.e.) 

Residua.11~nflow to U.K. public 
sector:! 

Total 

1972 

-255 

774 
-1,393 

725 
-254 

113 

-290 

1,613 
-1,623 

590 
-58 

72 

342 

ill.1!. 
-274 

1,930 
-1,244 

255 
-554 

138 

251 

-275 (-64) 

1,500 (283) 
-1,700 (-539) 

400 (-40) 
-325 (-52) 

( ... ) 
-400 . ( ... ) 

- 1/ This is calculated as the net balance of "Overseas investment in U.K. 
public sector" plus "Oirerseas currency borrowing by banks to finance lending to 
U.K. public sector" minus Item 8 in Table 1. 

\ 
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Official long-term capital i s a fairly stable item. It is assumed 
that easier (than in 1974) liquidi ty conditions in t he U.K. company sector, 
the lack cf investment opportunities at home (other than in North Sea) and 
e.-.:change rate uncertainties will combine to produce a clear shift in private 
nonb&.nk investment flovs in favor of the overseas sector. It seems reasona,ble 
to assume that this shift will be financed to some extent by banking capital 
raised overseas. 

"Net errors and omissions" (Item 12 in Table 1) were very large and 
positive in 1974. It is believed that they reflected mainly unrecorded inflows 
to the U.K. company sector which vas e:"Cperiencing at the time severe liquidity 
constraints. For 1975 a small positive figure is assumed--even though in the 
first quarter of the year this item was still showing a very large (but partly 
seasonal) capital inflow--because liquidity conditions in the U.K. company 
sector are expected to be much easier t han in 1974. 

The table shows for 1975 an overall deficit of nearly SDR 3 billion. 
This should be compared with en actual defi cit in the first half of 1975 of 
close to SDR 1.3 billion, financed by a decline in reserves which at constant 
exchange rates amounted to some SDR 500 mill i on and the drawing in early 1975 

·of the remainder of the US$2.5 billion Euro-dollar loan (SDR 800 million) • 
Thus, the "projections" in Table 1 do not appear to imply any marked change of 
trends between the first and the second halves of 1975. 

~ 
H. Vittas 

~ .... - ------ ·--,:-.. - ... - - .. .... ·-...---1"'..,,.""1W'""'" • ' 
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Suggested Oil Facility Format July 30, 1975 

Table l 
United Kingdom: Summary Balance of Payments 

(In millions of SDRs)Y 

1. Exports, f.o.b. 
Of which: 
Petroleum e~1d petroleum products 

.2. Imports, f.o.b. 
Of which: 
Petroleum and petroleum products 

3. Trade balance {1+2) 
4. Services and transfers {net) 
5. Interest, profits, and dividends (net) 
6. Current account balance (3+4+5) 
7. Capital tra.nsfers_g/ 
8. Foreign currency borrowing by public 

sector other than Central Government 
9. Increase in sterling holdings abroad 

10. Trade credit (net) and other short-term 
flows 

11. Other capital (net) 
l2. Net errors and omissions 
3. Total (7+8+9+10+11+12) 

14. Allocation of SDRs 
15. Surplus or deficit (-) 

(6+13+14) 
16. Financing 

Monetary authorities 
Assets (- increase) 

(of which reserve position in 
the I MF' ) 

Liabilities (+ increase) 
(or vhich use of Fund credit) 

under--Oil Facility 
Other 

Euro-dollar loan 

Memorandum items: 
Maximum acces s to 1975 Oil Facility 

{ SDR millions ) 

1972 1973· 1974 

29,930 

1,336 
40,028 

-79953 
-10,097 

455 
2,1w1 

-7 ,21+0 
-144 

2,342 
2, 991 

-1,136 
482 

1 ,620 
-1,085 

-li005 

. 1,085 
-163 

. (-89) 
i-;248 

{- - ) 
. ( --) 
(-- ) 

(1,248 ) 

) 
) 

l ,'T50 

Source: Data. }rovided by U.K. authorities and staff estimates. 
l/ Sterling f icures are converted into SDR bv applying Rule 0-3 conversion f actors at 

average quarterly values of {in SDR per £) 2.301 in 1972, 2.061 in 1973, and 1 . 92 in 1974, 
and in 1975 at the average monthly values prior to preparation of this t able (1. 894 ). 

2/ Payments under the Sterling Agreements. t 

I 
•1 
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imports were totally pi-ice-inelastic. <1> However, there 
is some evidence that UK price competitiveness has , 
since the fl oating of the pound, been rather better than 
in 1968 and 1969. On the export side this is shown 
fairly clearly by the movement of prices of UK manu­
factured exports (in dollars) relative to world prices 
(table 2), and a similar picture is given by the (sterling) 
ratio of export to import prices of total manufactures 
(even though semi-manufactures have very different 
weights in exports and imports). The story is not 
corrobora ted by some other indices (for example the 
ratio of domestic wholesale to import prices of 
manufactures) but thi s may well be due to inadeq uacies 
in the indices used. 

For the forecast it is fairly clear that we should 
continue to allow for at least the existing degree of 
'saving' of food and fuel imports (the latter increas­
ingly augmented by North Sea oi l production). <2> 

Equally, the foreca st for indust ria l materia ls imports 
should clearly follow the stockbuilding forecast. But, 
as usual, the big uncertainty lies with finished manu­
factures. The assumptions we make below about 
domestic inflation and the exchange rate imply some 
small loss of com petitiveness through the forecast 
period; but against this the level of imported equip-

. ment for use in the North Sea may now be reaching a . 
peak, and we are now assuming an even faster decline 
in shipping investment (where the import content has 
recently been very high). 

The overall result (chart 4) is that we are forecasting 
that the import content of total demand will rise 
slowly from the second quarter of 1975 until the 
middle of next year when the build-up of domestic oil 
production will check it. But it has to be admitted 
that, once the forecasters' relationships begin to err 
by as much as our import equation has done this year, 
the element of 'judgement' or sheer guesswork in the 
forecast becomes very large. 

The forecast 

The UK forecast is set out in tables 1- 7. As usual 
our calculations assume no further changes in govern­
ment policy beyond those already announced. This 
means that the forecasts are probably not a good 
guide to what will actually happen. If our unemploy­
ment forecast is anywhere near right, it seems to us 
quite likely that policies will be changed. 

The exchange rate is assumed (as the most likely 
outcome) to fall further, though only slowly, reaching 

<1> However, our present foreca sting equation for imports 
of goods does contain a relative price term with a long-run 
elasticity of 0.8. But this fail s to capture the extent of the 
overall fall in imports so far this year even after allowing 
for the fuel effect a nd for des tock ing of raw materials. 

<•> For convenience we arc assu;11ing tha t domestic oil 
production will replace imports; in fac t it will probably be 
largely exported. 
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Chart 4. Import ratios 
Volume ratios, 1970 = JOO <a> 

Total imports 

fin i shed 
manufactur es 

O estimate 

to recast 

1965 6 6 67 6 8 69 7 0 71 72 74 75 76 

Source : Trade and Industry, National Income and Expenditure, 
NIESR estimates. 

(a) The curves indicate ratios of imports to the following cate­
gories of demand: total imports to total fi nal expenditure; food­
beverages-tobacco imports to total consumers' expenditure on 
food, drink and tobacco ; industrial materials to manufac tu ring 
production ; fuels to GDP (average estimate); and total finished 
manufactu res to the sum of consumers' expenditure on durables 
and fixed investment in plant and machinery. 1975 II estimated by 
NlESR. 

an effective devaluation of 30 per cent from the 
Smithsonian level by the end of next year. A small los'J~. 
of price competitiveness is involved in this assumptio~~ J 

We have also assumed that the £6 pay limit will 
generally be held, with only minor exceptions. In 
many cases the policy seems to be gaining acceptance 
by trade union members as well as by certain national 
leaders. 

The general picture painted by the forecast is one 
of severe recession brought about basically by the 
rise in oil prices and the failure of governments to 
offset its recessionary consequences. For the UK the 
recession is coming late relative to the experience in 
other countries. The fall in real personal di sposable 
income, which would otherwise have been brought 
about by the rise in oil and other world prices, was 
largely offset last year by a combination of (un­
announced) increases in government expenditure o.n 
subsidies and wage inflation which soared ahead of 
price increases. Now that wage increases are to be . 
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Table 2. UK price competitiveness in manufactures 

Other countries' UK 
export prices ($) export prices ($) 

1965 . . .. .. 89 92 
1966 . . .. . . 89 96 
1967 .. .. . . 90 95 
1968 . . .. .. 91 90 
1969 . . .. . . 92 93 
1970 . . .. . . 100 100 
1971 .. .. . . 105 107 
1972 . . . . .. 113 116 
1973 . . . . .. 134 127 
1974 . . . . .. 163 153 
Forecast 
1975 . . .. .. 191 180 
1976 . . .. .. 200 193 

1974 I . . . . 146 134 
II .. .. 162 153 

III . . .. 168 159 
IV .. .. 176 165 

1975 I .. . . 188 178 
Estimate 

II . . .. 192 182 
Forecast 

III . . . . 190 177 
IV . . . . 193 184 

I976 I .. . . 196 189 
II .. . . 199 192 

III .. .. 202 195 
IV .. .. 204 197 

Source: Table 19, page 70, Monthly Digest ; N IESR estimates. 

controlled, and subsidies reduced, real incomes and 
expenditure are likely to fall for two years. Our 
forecast is that consumers' expenditure "'!ill fall by 
-§-1 per cen t both this year and next. 

The depression of personal spending this year is 
occurring at the same time as tlie fall in world trade 
has intensified. Private industrial investment, in both 
stocks and fixed assets, is also turning down sharply, 
so that real GDP may fall by about 2 per cent between 
the fourth quarters of 1974 and 1975. 

Next year we are assuming that the rest of the world 
economy will be moving out of recession at a fairly 
moderate pace. After falling by around 9 per cent 
this year, the vol ume of world trade in manufactures 
is forecast to rise by 6-7 per cent through the twelve 
months from the end of this year. Over the same 
period the volume of total UK exports is forecast 
to rise by 4 per cent. At the same time, the violen t 
stock adjustment at home should be coming to an 
end, private industrial investment may fall less steeply 

Indices, 1970 = JOO; percentageJ 

UK share in I Ratio of UK 
Relative world trade in export to import 

prices manufactures prices: total 
(per cent) manufactures 

103 13.9 101.2 
108 13.4 103.0 
106 12.3 103.6 
99 11.6 97.8 

101 11.3 97.9 
100 10.8 100.0 
102 10.9 104.0 
103 10.0 106.7 
95 9.4 98.4 
94 8.9 93.1 

94 9.6 102 
97 9.7 107 

92 8.7 91.6 
95 8.8 91.6 
95 9.1 93.6 
94 8.8 95.5 

95 9.8 97.8 

95 9.5 100.0 

93 9.5 103 
95 9.7 106 

-
96 9.8 107 
96 9.8 107 
97 9.7 107 
97 9.6 106 

and North Sea oi l should begin to arrive in significant 
quantities. 

However, real personal disposable income and 
expenditure are forecast to be sti ll declining, while the 
growth rate of public spending is forecast to slow down 
in 1976. Thus, although GDP may start ri sing again, 
it will do so more slowly than productive potential. 

Unemployment is therefore forecast to continue 
rising throughout the forecast period, rapidly reaching 
1-l million during this winter (UK, seasonally adjusted 
excluding school leavers and adult students) and 
continuing to rise to between 11 and It million by the 
end of 1976. 

Our expectation that the new pay policy wi ll be 
observed means that we are forecasting a rapid 
deceleration in the rate of price inflation, though (with 
other policies unchanged) not quite to the single 
figures officially expected. In terms of the implicit 
deflator of consumers' expenditure, prices are forecast 
to rise by 22 per cent through this yea r and by just 
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Table 3. Leading indicators of fixed investment 

Mainly 
Public dwellings Private d wellings Mainly private industries public 

industries 

Contrac- Improve- Contrac- fmprove- INewhomel Contrac- 1 CBI Intentions ' Contrac-
Starts!a> tors' new ment Starts la> to rs' new ment enginecr- 1 tors' new Survey U> tors' new 

orders I bl grants!<> orders!bl grants!<ll ing ord- orders!•> orders!o> 

ers 

1 

I Building /Plant and I 
volume 

1
machinery I 

1970 .. 
I 

154.1 

I 
JOO 59.5 

I 
165.1 I 100 120.5 99 

I 
100 -20 - 5 100 

1971 . . 136. J 85 89.0 207.3 117 143.5 98 74 - 31 - 22 121 
1972 .. 123.0 87 136.8 227.4 142 231.2 108 83 - 9 + 11 119 
1973 . . 112.8 80 . 188.l 214.9 131 265.4 136 104 + 12 + 36 102 
1974 .. 146.8 87 121.4 105.0 63 179.1 106 87 - 22 - 10 81 

1973 I. . 31.2 78 41.8 63.5 173 62.9 1-34 94 + 4 + 30 115 
II .. 26.9 78 41.7 I 55.6 129 70.7 134 98 + 11 + 35 112 

III . . 27.2 84 58.4 52.8 121 66.6 143 111 + 18 + 39 106 
IV . . 27.5 78 46.2 43.0 102 65.2 132 117 + 16 + 38 74 

1974 I.. 35.7 78 37.8 34.1 65 68.5 109 83 - 15 - 3 62 
I!. . 38.9 82 30.0 26.1 62 47.5 114 83 -JO + 2 64 

III . . 36.7 98 22.7 22.5 63 33.7 107 104 -22 - 6 91 
IV .. 35.5 89 30.9 22.3 63 29.4 93 83 -39 - 33 105 

1975 I.. 44.4 104 22.0 34.4 69 23.0 87 77 -47 - 41 71 
II . . 36.5 10410 15.5 35.7 

I 
71 10 27.0 83(h) 55<0 -42 -27 73<0 

Ill .. -39 -24 

Source: Economic Trends, Trade and Industry, Housing a11d Constrnction Statistics, Department of the Envi ronment Press Notices. 
(a) Thousands of dwellings, seasonally adjusted, GB. 
(b) Indices of new orders received by contractors for new housing, 1970 prices, seasonally adjusted , GB . 
(c) Number of house improvement grants approved for local authorit ies. thousands, GB . 
(d) Number of house improvement grants approved for priva te owners and housing associat ions, thousands. 
(e) Indices of new orders recei ved by contractors fo r private industrial work, 1970 prices, seasonally adjusted, GB. 
(f) Twelve-month forecast of investment authorisation-percentage balance of those indicating up or more over down or less. 
(g) Indices of contractors' new orders for public works, 1970 prices, seasonally adjusted, GB. 
(h) April. 
(i) Average of April and May. 

over l l per cent through next. In terms of the retail 
price index, the rate may be about 2 (o r more) per cent 
per annum greater. However, by the end of next year 
the quarter-to-quarter movement of reta il prices may 
be down to 11-12 per cent at an annua l rate. 

The balance of payments forecast has been changed 
substa ntially; for this year the deficit in the current 
account is put as low as £l} billion, an improvement of 
£3 billion on last year's outcome. The forecast for 
next year shows a further but much smaller improve­
ment. However, in the light of our recent errors, we 
put little weight on the actual number. The major 
influences next year (which work in opposite directions 
on the balance) are expected to be a n end to the 
destocking of raw mate ri als and a n upturn in the 
world economy which wi ll be ahead of the movement 
of domestic (UK) demand. 

Uncertainties in the forecast 

With the exception of the ba lance of payments, the 
outlook has been presented above as though we felt 

our usual degree of confidence in the forecasts . In fact 
this is not so; there are several areas in which major 
uncertainties are present and it may assist the reader 
to make his own assessment of our forecasts if the 
important ones are pointed out. 

At root the problem is that in what is generally 
agreed to be an 'unprecedented' situation the experi­
ence of the past (on which both econometric a nd less 
sophisticated forecasting methods rely) is a poor 
guide to the future. The behaviour of economic 
decision-makers in response to changes in various 
economic variables may be different from the average 
of past experience. In addition the levels or rates of 
change of some variables (e.g. unemployment and 
world trade respectively) are well o utside anything 
experienced over the sa mple period of the data used 
to estimate the forecasting relationships . It is a 
standard result in econometric theory that, when this 
is the case, the statistical error band surrounding a n,y 
forecasts increases quite sharply. 

To begin with the world economy, the OECD as 



Current receipt .'; 
Taxes on income 
National insurance 

contributions, etc. 
Taxes on expenditure 
Other 

Capital receipts (net) 

'l'otal rece ipts 

Current expenditure 
C~ods and services 
G:r:..:.nts and subsidies 
De.ot interest 

Cap ital expenU.iture 
Gros s domestic capital 

formation ( inc l uding stocks) 
Grants (including capital 

transfers abroad ) 
rlet lending, etc. 

1'otal expenditure 

Borrowing requirement (-) 

1972/73 

Table XX. Central Government Accounts 

(In mi llions of pounds) 

1973/74 1974/75 

Out turn 
March budget 
est i mates 

Prov.1.sio~~. l 
out turn-

3,483 
7,053 
1,651 

1,070 

21,514 

7,062 
10 ,489 
1,628 

986 
2 .~77 

23,338 

-1,824 

9,595 

4,095> 
7,489 
1,918 

1.177 

24 ,278 

7 ,980 
12,527 
1,915 

882 

1,050 . 
1, 797 

26,151 

-1,873 

13,033 

5,221 
9,012 
2,154 

365 

29 '785 

9,441 
15,0'72 
·2,116 

1,049 

1,273 
2 ,359 

31, 310 

-1,525 

13,146 

5 ,435 
8,619 
2 ,117 

1 ,242 

30 ,559 

10,517 
17,115 

2 ,197 

991 

1,271 
3,577 

35,668 

-5 ,109 

1975/76 estimates 
Before budge t After budget 

changes changes 

15,856 

6 ,635 
9 ,392 
2,501 

251 

34,635 

13,022 
21 , 836 
2 ,987 

1,256 

1,488 
3 ,071+ 

43,663 

-9,028 

16,074 

6,635 
10,520 

2,496 

156 

35,881 
(11.~} 

13 ,029 
21,849 

2 ,987 

1,256 

1,488 
3,099 

43, 708 
(~·~> 

-7, 827 

Sources : Bank of I!.'ngland , Quarterly Bulletin ; and Her ..J:'4ajesty 's St:itionery Office, Fin ancia l Statement and 
Budget Reports , 1974/75, 1975/76. 

!f Includes the effects of policy changes incorporated in the July and Ho·rember 1974 budgetary measures. 
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Current rece i pts • Taxes on income 
National insm·a.nce 

contributions , etc . 
Taxes on expenditure 
Other 

Capital receipts (net ) 

'l'ot al receipts 

Current expenditure 
Goods and servi ces 
Gru.nts and subsidies 
Debt interest 

Cap i tal expcndi ture 
Gross domesti c capi tal 

formation ( including stocks) 
Grants (including capitoi 

transfers abroad) 
fiet lending , et c. 

Total expendi t ure 

Borrowing requirement (-) 

1972/73 

Table XX. Cent ral Government Accounts 

( In millions of pounds) 

1973/74 1974/75 

Out tur n 
March budget 
estimates 

ProvJ.sio£~1 
out turn-

8 ,457 9,595 13 , 033 13,146 

3,483 4 ,099 5,221 5 ,l.f35 
7 ,053 7,489 9 ,012 8 , 619 
1,651 1 ,918 2 ,154 2 ,117 

1 ,070 1.177 365 1,242 

21 , 514 24 ,278 29 '785 30,559 

1,062 7 ,980 9,441 10,517 
10 , 489 12 , 52 7 15,072 17,115 

1,628 1,915 ·2 ,116 2 ,197 . 

696 882 1,049 991 

986 1 ,050 . 1 ,273 1,271 
2 .~- 77 1,797 ....?_,_159 3,577 

23 , 338 26,151 31 , 310 35,668 

-1, 824 - 1,873 - 1,525 -5 ,109 

1975/76 estimates 
Before budge t After budget 

changes changes 

15,856 16,074 

6 ,6 35 6,635 
9 , 392 10,520 
2,501 2 ,496 

251 156 

34,635 35 , 881 

13 , 022 13,029 
21,836 21, 849 
2,987 2 ,987 

1,256 1,256 

1 , 488 1,488 
3 ,074 320 99 

43,663 43, 708 

- 9 ,028 -7,827 

Sources : Bank of 1'ngland , Quarterly Bulletin ; and Her -Majesty's Stationery Office, Financial Statement and 
Budget Reports . 1974 / 75 , 1975 / 76. 

!/ Includes the effe cts of poli cy changes i ncorporated i n the July and November 1974 budgetary measures . 
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of ::::o :"'.':c l l.:-1:,. .r; 'r c r~.1.1t (wt the 10 :p~r ceat i I:>pl.ied by the £.6-pcr-wee}~ licit) . 

On e lr111. not~ o? c~ution is :1~ces ::;ar-J re g~..rdin;; the fore eoing co.lcula.­
tio:n~ ~ i ns ofax as they C.epeud heavily on t he assumption that ·there will be no 
si01i fic:m t r e dact ion in price ::> a.t.tributa blc to the nev mee..'Hu~s during tho second. 
'hal f' o f :i.'i :i l}al yeax· 1)'"('5/76 ( i . e ., Oct ober 1 7 1975 t b.roup;i't Marci 31., b7.G) . This 
11.ey i Hi Li'Hlnl.;' l>':s s irtl .,; t ic$ al t hou v 1 i t see zr-ed. defensib le at t h e tir~ of' cnl.culation , 
ia v:i. ,~•: of ~ha w>r m:U. l.nt be f ore wuee r~tc c~an [~es a.re pass ;;: d on. 7k~ rertheless 9 

thi~ Bti s w:;~·,t.frm co1;il d p •. r ha.ps b~ i.;eak'enet ::md this would tend to lmrnr the net 
i ncx•e :::":lC in t be HH3R due to the .July 19 75 r..'.l';P..Sures . 
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APPENDIX 

UNI'rED KINGD'JM 

Impact of July 1975 Counter-Inflation Measures on PSBR 

The net impact on the PSBR of the United Kingdom's new counter-inflation 
measures--which center on a £6-per-week limit to pay rises during the next 12 
Jronths--is ess entially equal to: the saving in public expenditure arising from 
a lower public sector wage bill, less t he reduction in both direct and indirect 
taxes due to lower money incomes in the econonw as a whole. 

Impact on public expenditure 

In estimating the reduction in public expenditure likely to result in 
1975/76 from the new counter-inflation measures, the following simplifying 
assumptions were made: 

(1) The July 1975 measures' impact on public expenditure in t he 
first half 1975/76 will be negligible, since no further maj or pa;yr settle­
ments are likely in either the public or private sectors until the second 
half of 1975/76. 

(2) During second half 1975/76, the 12-months rate of increase 
in public sector wages and salaries will now be held to exactly £6 
a week, whicb--according to official calculations--is equivalent to 
a.~ average rate of increase of about 10 per cent. 

(3) Tne public sector's wage/salary bill also will now rise at 
a 12-months rate of exactly 10 per cent in second half 1975/76 (i.e., 
the rate of growth of average earnings and wage rates are as sumed to 
be identical). 

( 4) The April 1975 Budget estimate of the PSBR in 1975/76 was 
derived on the basis of an implicit 12-months deflator for cur rent 
p'.lblic expenditure in second half 1975/76 of some 17. 5 per cent--this 
;;·as interpolated from calendar half-year data provided to the staff 
during the last mission to London. Accordingly, it is assumed that 
the public sector's wage /salary bill in second half 1975/76 was offi­
cally expe cted, prior to the July 1975 measures, to rise at a 12-n~nths 
rate of 17.5 per cent. 

( 5) Wages and salaries comprised 31 per cent of the April 19'{5 
Budget projection of current public expenditure in 1975/76--in accor­
dance with Public Expenditure to 1978/'79 (Cmnd. 5879). 

(6) Prior to the July 1975 measures, some 53 per cent of the 
foregoin g 1975/76 wage/salary bill estimate prob ably would have been 
i ncurred in t h e second half of the financial year--based on recent 
trends . 

( 7 ) Because of norma l time lags i n price adjustment. , there \.Ti l.1 

be no si c;n i ~ic a..'1 t reduction in prices in 1975/76--anu thus pub l i c expen­
di t ure--as a result of the lower wages and salaries i mplied by the new 
ireasuras . 
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Given the foregoing assumptio:is, the red.uction in public expendi tuYe in 
1975/76 att ributable to the new counter-inflation measures is equivalent to 
the difference between the pre- and post-measures estima-';es of the public 
sector wage/salary bill in second half 1975/76. The pre-measure estimate is 
calculated as 

(total current public expenditure in 1975/76)(0.31)(0.53) 
~ (£42,587 million)(0.31)(0.53) 
= £7,000 million 

The post-measures estimate is simply the pre-measures estimate reduced by a 
factor equal to the ratio of the pre- to post-measures assumed rate of growth 
in the public sector wage/salary bill. Thus, the post-measures estimate 
equals 

(£7,000 million)(l.10/1.175) 
= (£7,000 million)(0.936) 
= £6, 550 million 

Thus , the July 1975 measures are estimated to reduce public expenditure in 
1975 /76 by some £4 50 million (£7,000 million - £6,550 million). 

The above estimate, however, will underestimate the public expenditure­
saving impact of the measures to the extent that: 

(1) the wages and salaries component of the implicit official 
deflater for current public expenditure in second half 1975/76 is 
higher than the goods and other items components--this seems likely 
since from mid-1974 the rise in wage rates has continued to outpace 
that of prices by a substantial margin (currentiy some 6 percentage 
points); and 

(2) average earnings and wage rates in the public sector are 
hi gher on average than in the econonv as a ~hole and, therefore, the 
£6-per-week pay limit--which is officially estimated as being equi­
valent to an average 12-months rise of about 10 per cent for the 
econOJTlY as a whole--would be equivalent to a lower percentage rise 
in the public sector. 

With these two considerations in mind, the likely reduction in public expendi­
t ure as a result of the July 1975 measures was re-estimated on the revised 
assumpt ions that: 

(1) the implicit deflater (w) for the wage and salaries component 
of current public expenditure in second half 1975176 was 22. 5-25 per 
cent; and 

(2) the £6-per-week pay limit (w') is equivalent on average in 
the publi c sector in second half 1975/76 to a 12-months rise of 8-9 per 
cent. 

Depending on t he values assigned to w and w', the revised estimate of the 
expenditure saving ran ged from about £750 million to £950 million, with the 
best estimate judged to be that corresponding tow= 9 per cent, and 
w' = 23 per cent, i.e., 

£'T , 000 milli on -(£7 ,OOO million)(i:~~) 
- £800 111.i llion 

. (: c 
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Impact on income tax receipts 

To the extent that the new counter-inflation n~asures cause money incomes 
in the econorey to be lower than they otherwise w£yld have been, there will be 
a corresponding reduction in income tax re<;:eipts.-

In estimating the extent of this revenue loss in 1975/76, the following 
assumptions were made: 

(1) The income tax revenue loss in 1975/76 due to the July 1975 
measures will be confined to the latter half of that fiscal year. 

(2) Only the income from employment component of total personal 
income in second half 1975/76 will be directly affected by the new measures. 

(3) The pre-measures employment income in second half 1975/76 is 
interpolated from (confidential) official calendar six-monthly projec­
tions to be £34,430 million. 

(4) The pre-measures implicit official estiw~te of the 12-months 
rate of growth in employment income in second half 1975/76 was 19 per 
cent. 

(5) The post-measures rate of growth of employment income in second 
half 1975/76 will be held to ~ per cent. 

(6) The pre-measures employment income in second half 1975/76 will 
comprise 69.5 per cent of the pre-measures total personal income in that 
period--i.e., the same proportion as in 1974. 

(7) Income tax in second half 1974/75 is deduced to be £10 ,862 million. 

(8) The fiscal drag coefficient is 1.7. 

In addition, the following notation is used to show the method of calculation: 

T'.= total personal income tax (including National Insurance, etc. 
i contributions) 

EY. = income from employment 
:!. 

PY.= total personal income 
i 

f = fiscal drag coefficient 

i = 0,1; where 0 = second half 1974/75. and 
1 = second half 1915/76 

an asterisk (as in T.*) indicates the post-measures value of a variable 
i 

Using the above notation, the income tax revenue loss in 1975/76 due to 
the July 1975 measures (i.e., T

1
* - T

1
) was derived as follows: 

(1) Pre-measures values 

EY = ( 1.19 )(EY0 ) = £34 ,430 million 1 . EY = 34430/1.19 = £28,933 million .. 0 

!/ Including National Insurance, etc., contributions. 
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EY1/PY1 = 0.695 = EY0/PY0 
:. PY

1 
= 34430/0. 695 - £49 ,540 million' 

and PY0 = 28933/0.695 = £41,630 million 

TO = £10 ,682 

f = 1. 7 

6 T
1 

= T - T 1 0 
APY1 = PY - PY = 49540 - 41630 = £7,910 million 1 0 

AT/To = (f) (APY /PY
0

) 
. A 'I' = (T0 

)( f) (APY /PY
0

) .. 1 
= (10682)(1.7)(7910/41630) 

= (10682)(0.323) = £3,450 million 
= T0 + 6T1 = 10682 + 3450 = n4 ,no million 

(2) Post-measures values 

EY1* = (l.lO)(EY0) = (1.10)(28933) = £31,825 million 

PY1* = EY1* + (PY1 - EY1 ) 

= 31825 + 49540 - 34430 = £46,935 million 

Tl* = (1 + AT1*/To)(To) 

= (1.216)(10682) = £12,990 million 

(3) Income tax revenue loss 

The income tax revenue loss due to the new measures is given by 

T1* - T1 = 12990 - 14130 
= -£1,ll10 million 
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Impact on indirect tax recei~ 

Indirect tax revenue in 1975 /76 will be reduced as a result of the new 
measures insofar as they (directly) cause a fall in consumers ' expenditure 
and/or (indirectly) any reduction in the prices of goods and services upon 
which ad valorem taxes are levied. But this loss conceivably could be par­
tially offset to the extent that a.~y reduction in prices aryributable to the 
measures, induced a fall in the average propensity to save-· and thus an 
increase in consumption. 

The loss in indirect tax revenue in 1975/76 resulting from the July_ 
1975 measures is calculated on the basis of the same assumptions used in 
estimating their i mpact on public expenditure and income tax revenue. In 
addition, it is assumed that: 

(1) Tne ratio of indirect tax to consumers 1 expenditure in 
second half 1975 /76 will be 22 per cent--i. e., unchanged from 1974 . 

(2) The pre-measures official estimate of the average propensity 
to save in second half 1975/76 was 8.8 per cent--this was interpolated 
from calendar half-yearly data. 

(3) Tne post-measures 
average propensity to save ; in second half 1975/76 will be only 

7. 5 per cent--s ome reduction is expected insofar as people probably 
will tend to maintain their past level of consumption for a While. 

Likewise, the same notation is used, with the following additions: 

IT. = indirect taxes 
1 

c. = consumers' expenditure 
:l. 

APC.= average propensity to consume 
1 

APS.= average propensity to save. 
1 

The indirect tax revenue loss in 1975/76 due to the new counter-inflation 
~asures (i.e., IT1* - IT1 ) was derived as follows: 

(1) Pre-measures values 

APC1 = 1 - APS = 0.912 
1 

IT1/c1 = 0.22 

cl = (APCl )(pyl - Tl) 

= (0.912)(49540 - 14130) = (0.912)(35410) 

= £32 ,295 

IT
1 = (0.22 )( c.) = (0.22) (32295) = £7 ,105 million 

.l. 
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(2) Post-measures values 

APC * = 1 - APS * = 0.92) 1 1 
IT */C * = 0.22 1 1 
c1 = (APC *)(PY * - T *) 1 1 1 

= (0.925)(46935 - 12990) = ( 0. 9 2 5 ) ( 3 39 j_~ 5 ) 

= £31,400 ~illion 

IT1* = (o.22)(c1 ) = (0.22)(31,400) = £6s910 mill i on 

(3) Indirect tax revenue loss 

The indirect tax revenue loss due to the new mea.sur e s is given by 

IT1* - IT1 = 6910 - 7105 
= -£195 million 

Direct impact on demand 

The first-round direct demand impact of the new meas ur es in 1975/76, on 
the foregoing assumptions, is given by 

c * - c = 31400 - 32295 1 1 = -£895 million 

This compares with a Whitehall estimate of -£300 mill ion (presemably ) in constant 
1970 prices, or about -£540 million in current prices. 

Net impact on PSBR 

The net impact of the new counter-inflation measures on the FSBR in 1975/76 
is given by 

£ million 

-800 
1,140 

195 

534 

e xpenditure savin e (- ) 
income tax reduction (+ ) 
indire ct t ax los s ( + ) 

Thus, some £0.5 billion is likely to be added to the PSBR i n 1975/76 as a 
result of the new measures, assuming they have no s i gnific ant price effect 
during this period. 
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The following are the fiaures 
released for the monthly amount 
of . the money stock, seasonally 
ad1usted, at the month-end 
make-up date. 

Perc entage 
change over 
3 months at 

M1 ~~3 A'lnual rate 
£000m £000m M1 tvl3 .. ----

1974 
Nov 13.0 35.6 10.0 7.7 
Dec 13.2 35.8 17.0 10.0 
1975 
Jan 13.7 36.0 28.3 9.7 
Feb 13.7 36.3 19.1 8.1 
Mar.;h 13.9 36 .9 20.5 12.8 
April 14.3 36.9 17.0 10.4 
M3.y 14.4 '37.:i 22.0 13.9 I 
June 15.1 37.4 12.8 5.E. 
July 15.5 37.6 12.8 . ,:: I Aug 15.7 :58.4 18.1 
Sept 16.1 38.6 28.9 14.3 
Oct 16.1 39.0 17.6 15.1 
Nov 15.9 38.7 3.9 3.6 
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Table 8 / l 

Banlcs in the United Kingdom: summary 
£millions 

-975May 21 
June 18 
July 16 
Aug. 20 
Sept.17 

1975 May 21 
June 18 
July 16 
Aug. 20 
Sept. 17 

1975 May 21 
June 18 
July 16 
Aug. 20 
Sept.17 

1975 May 21 
June 18 
July 16 
Aug. 20 
Sept. 17 

1975 May 21 
June 18 
July 16 
Aug. 20 
Sept. 17 

1975 May 21 

e June 18 
July 16 
Aug. 20 
Sept. 17 

Notes 
out-
standing 

294 
297 
309 
298 
299 

Total 

70,321 
71,728 
76,257 
77,799 
79,783 

Notes 
and 
coin 

1,082 
1,088 
1,121 
1,098 
1,079 

Liabilities 

Sterling deposits 

Total Sight deposits Time deposits Certifi­
cates of 
deposit Total UK Total UK 

sight banking Other time banking 
deposits sector UK Overseas deposits sector 

44,235 13,645 1,124 11,050 1,470 26,703 6,954 
44,307 13,600 1,224 10,863 1,513 26,827 6,918 
44,623 13,882 1,251 11,124 1,506 26,941 6,638 
44,811 14,181 1,174 11,511 1,496 27,131 6,829 
44,112 13,924 1,229 11,271 1,425 26,981 6,513 

Liabilities continued 

Other currency deposits 

Sight and time deposits 

Sterling and other currencies 

UK I banking 
sector 

15,368 
15,786 
17,210 
17,106 
17,741 

Total 

,Gta1 
4,733~a] 

: 4,996) 
\ ~·~~~ 
~ 

Other 
UK 

1,928 
2,014 
1,982 
2,049 
2,277 

Overseas 
48,065 
48,718 
51,657 
53,129 
54,104 

Certifi­
cates of 
deposit 

4,960 
5,210 
5,407 
5,514 
5,661 

Items in 
suspense and 
transmission 

2,064 
1,946 
2,132 
1,985 
1,838 

I 
Capital 
and other 
funds 

7,685 
7,700 
8,167 
8,199 
8,187 

Sterling assets 

Reserve assets 

Total 
liabilities 
and assets 

124,598 
125,979 
131,489 
133,092 
134,220 

Balances Money at call Other bills 
with 
Bank of Discount I Local 
England market Other authority 

314 2,055 258 143 
299 1,988 253 150 
250 1,946 262 156 
227 1,723 234 131 
305 1,589 221 135 

Sterling assets continued 

Market loans (other than Reserve Assets) 

I Commercial 

613 
604 
601 
577 
542 

Other 
UK 

17,940 
18,093 
18,424 
18,395 
18,560 

Overseas 
1,810 
1,817 
1,879 
1,907 
1,909 

3,887 
3,881 
3,801 
3,500 
3,207 

Eligible liabilities Reserve 
ratio 

Total I 
fiz,·ID 32,382 

33,211 
33,049 
32,978 

British 

Interest-
bearing 

i~ 22,575 
22,333 / 14·6 ' 
23,003 I 15'{) 
22,635 ' 15'1 
22,705 15-9 

Special and 
supplementary 
deposits 

government 
stocks 
0-1 year 

356 
359 
356 
518 
503 

950 
959 
953 
978 
973 

Bills (other than 
Reserve Assets) 

Banks in Loans to Certificates UK local Other public 
sector UK 

7,652 
7,820 
7,571 
1,565 
7,327 

Total 
24,606 
24,082 
24,855 
24,630 
24,316 

Total 
70,057 
71,224 
75,648 
77,459 
79,424 

discount market of deposit authorities 
229 2,341 2,044 
579 2,392 2,084 
445 2,420 2,066 
729 2,208 2,148 
811 1,970 2,170 

Sterling assets concluded 

Other UK 

365 
431 
387 
383 
418 

Overseas 

449 
491 
523 
562 
513 

10 
11 
9 
6 
4 

Other 
549 
581 
615 
643 
642 

Advances Investments 

British government Other 

Sterling and other _currencies 

Miscellaneous assets 

stocks 

UK UK Over 1 Over 5 
public private year to years and 
sector sector Overseas 5 years undated 

458 22,047 2,101 1,240 313 
310 21,692 2,080 1,305 277 
364 22,382 2,109 1,382 304 
369 22,115 2,146 1,250 306 
333 21,829 2,155 1,332 302 

Other currency assets 

Market loans and advances [b I 
Banks in 
UK and UK UK 
discount Certificates public private 
market of deposit sector sector Overseas 

15,687 1,452 2,351 4,563 46_,005 
16,003 1,505 2,388 4,821 46,507 
17,376 1,530 2,489 4,932 49,321 
17,287 1,560 2,542 5,108 50,962 
17,861 1,688 2,592 5,177 52,105 

Public 
sector 

87 
76 
84 
98 

101 

Other 
1,613 
1,623 
1,616 
1,628 
1,575 

Items in 
suspense 
and 
collections 

3,250 
2,956 
3,245 
3,112 
2,716 

Bills Investments 

Total UK Overseas 

329 616 28 588 
360 648 32 616 
332 643 42 601 
308 640 43 597 
328 644 45 599 

Assets 
leased 

91 
85 
87 
88 
84 

Other 
2,251 
2,180 
2,186 
2,262 
2,232 

Acceptances 

Other 
Sterling currencies 

2,250 232 
2,241 217 
2,178 220 
2,140 212 
2,091 188 

[a] Also includes £5 million other reserve assets. See 'Competition and credit control; further developments' in the March 1973 Quarterly Bulletin 
page 51. The transitional period was extended to June 1975. 

[b] Of which, advances: May, £19,505 million; June, £20,326 million; July, £20,871 million; August £21,390 million, September, £21,862 million. 
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Banlcs in the United Kingdom: detail y / 
,/. 

£millions Liabilities I Eligible I Reserve 
Iiabili- ratio 

Notes Sterling deposits Other currency deposits Total ties 
out- (including 

Reporting dates: standing I UK I I I Certifi- I UK I I I Certifi-
capital & 

Aug. 20 banking Other cates of banking Other cates of other 
Sept. 17 Total sector UK Overseas deposit Total sector UK Overseas deposit liabilities) 
London clearing Aug. - 22,808 835 20,182 981 810 4,053 913 335 2,489 316 31,805 18,772 13-6 
banks Sept. - 22,338 698 19,927 984 729 4,069 915 332 2,488 334 31,155 18,523 13-7 
Scottish clearing Aug. 264 2,413, 40 2,185 38 150 339 173 32 77 57 3,577 1,927 14·5e 
banks Sept. 265 2,401 44 2,190 37 130 345 180 33 73 59 3,579 1,904 15"6 
Northern Ireland Aug. 34 731 125 416 190 - 16 15 - - - 894 454 15•5 
banks Sept. 34 728 121 418 190 - 17 16 1 1 - 902 449 20-9 
Accepting houses Aug. - 2,178 455 1,409 162 152 2,671 775 223 1,582 92 5,528 1,332 16•5 

Sept. - 2,203 430 1,446 171 156 2,747 826 232 1,595 94 5,637 1,400 20•3 
Other UK banks Aug. - 9,402 4,035 3,406 890 1,071 8,363 2,133 250 5,290 691 20,169 5,988 19•6 

Sept. - 9,303 3,952 3,444 915 992 8,593 2,202 297 5,372 723 20,302 6,104 21 ·3 
American banks Aug. - 4,053 1,350 1,329 419 954 29,878 4,995 809 20,996 3,079 34,296 2,621 14•2 

Sept. - 3,961 1,358 1,375 374 854 30,412 5,301 869 21,145 3,097 34,748 2,649 14·7 
Japanese banks Aug. - 235 159 59 16 1 10,823 3,035 46 7,519 223 11,235 198 14·2 

Sept. - 241 151 69 20 1 11,311 3,150 62 7,855 244 11,729 194 14·6 
Other overseas Aug. - 2,483 769 780 664 269 17,043 3,402 315 12,382 944 20,038 1,568 17"{) 
banks Sept. - 2,445 762 818 603 262 17,646 3,467 398 12,791 991 20,591 1,564 17·7 
Consortium banks Aug. - 509 232 141 44 92 4,612 1,665 39 2,796 113 5,549 189 20-0 

Sept. - 492 226 144 39 83 4,642 1,685 54 2,785 119 5,577 191 26:4 
Total Aug. 298 44,811 8,002 29,906 3,403 3,500 77,799 17,106 2,049 53,129 5,514 133,092 33,049 ( lS·li\ 

Sept. 299 44,112 7,742 29,830 3,333 3,207 79,783 17,741 2,277 54,104 5,661 134,220 32,978 ~ 

Sterling assets 

N~tes & I Reserve assets Special Market loans Bills 
com & supple- (other than reserve assets) (other 

mentary than 
Balances British deposits Banks in reserve 

Reporting dates: I with Money UK&NI government UK and Certifi- UK assets) 
Aug. 20 Bank of at Treasury Other stocks discount cates of local 
Sept. 17 Total England call bills bills up to 1 year market deposit authorities Other 

London clearing Aug. 759 2,548 222 781 763 392 390 566 2,836 387 283 116 259 
banks Sept. 743 2,538 300 661 827 378 372 563 2,887 278 299 110 223 
Scottish clearing Aug. 299 279 1 101 87 46 44 58 305 112 40 2 6 
banks Sept. 297 298 1 102 116 35 44 58 312 115 44 2 15 
Northern Ireland Aug. 17 70 - 19 27 12 11 - 83 34 21 128 7 
banks Sept. 16 94 - 18 58 9 9 - 84 33 20 142 4 
Accepting houses Aug. 1 220 1 152 37 29 1 42 506 299 312 88 86 

Sept. 1 284 1 208 43 29 3 40 504 269 320 80 90 
Other UK banks Aug. 18 1,173 3 461 497 154 58 174 2,583 688 934 239 183 

Sept. 18 1,300 2 373 714 154 57 174 2,427 635 920 264 
2019 American banks Aug. 1 371 1 224 91 50 5 79 893 486 268 123 34 

Sept. 1 391 1 215 116 49 10 78 852 447 274 117 37 
Japanese banks Aug. - 28 - 24 3 1 - 6 42 - - 11 9 

Sept. - 28 - 24 4 - - 6 so - - 11 9 
Other overseas Aug. 3 266 1 181 57 21 6 46 788 132 214 218 60 
banks Sept. 2 277 1 189 62 19 6 47 778 125 217 194 64 
Consortium banks Aug. - 38 - 14 18 4 2 7 260 69 76 17 4 

Sept. - 51 - 19 26 4 2 7 245 69 77 11 3 
Total Aug. 1,098 4,993 227 1,957 ~' 708 518 978 8,294 2,208 2,148 945 649 

Sept. 1,079 5,260 305 1,810 ) 677 503 973 8,137 1,970 2,170 931 645 

Sterling assets continued Other currency assets I Sterling. & other 
currencies 

Advances I Investments Market loans and advances J Bills J Invest-
men ts 

British 
govern-
ment 
stocks UK 

Reporting dates: I over banks & I Certifi-1 UK I UK I 
I 

Miscell-
Aug. 20 1 year discount cates of public private aneous Accept-
Sept. 17 UK Overseas & undated Other market deposit sector sector Overseas assets ances 

London clearing Aug. 12,372 1,726 1,080 906 1,192 33 504 370 1,933 7 128 3,801 142 
banks Sept. 12,121 1,754 1,155 875 1,219 34 512 380 1,890 8 128 3,441 138 
Scottish clearing Aug. 1,469 110 84 47 78 3 64 126 70 - 10 415 34 
banks Sept. 1,439 103 87 47 78 3 65 129 73 - 10 407 37 
Northern Ireland Aug. 318 6 43 29 13 - - - 11 6 14 93 16 
banks Sept. 316 6 46 s 13 - - 1 11 6 14 92 16 
Accepting houses Aug. 874 33 8 170 536 189 14 381 1,465 60 50 197 1,060 

Sept. 867 36 9 171 519 184 14 383 1,560 79 49 175 1,054 
Other UK banks Aug. 4,263 124 229 504 1,841 193 340 1,149 4,833 45 261 394 253 

Sept. 4,227 121 231 506 1,960 234 346 1,172 4,890 46 268 361 239 
American banks Aug. 1,904 39 63 9 6,809 391 811 1,577 20,155 49 37 197 224 

Sept. 1,887 37 62 10 7,099 404 823 1,570 20,356 51 35 218 204 
Japanese banks Aug. 132 41 - - 924 8 216 266 9,350 10 66 126 163 

Sept. 131 37 - - 1,043 8 220 288 9,694 10 67 127 155 
Other overseas Aug. 928 55 33 26 5,158 505 440 1,034 9,749 114 46 223 432-
banks Sept. 946 49 33 26 5,229 570 453 1,050 10,181 109 48 195 409 
Consortium banks Aug. 225 12 15 34 737 238 154 206 3,398 18 28 14 27 

Sept. 228 12 14 34 702 250 159 205 3,451 19 25 15 27 
Total Aug. 22,484 2,146 1,555 1,726 17,287 1,560 2,542 5,108 50,962 308 640 5,461 2,352 

Sept. 22,162 2,155 1,636 1,674 17 ,861 1,688 2,592 5,177 52,105 328 644 5,032 2,279 
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UK bir'nking sector: changes in liabilities and assets [a] 
£millions 

Table 11/3 

Liabilities 

Total Domestic deposits Overseas deposits Non-

Total 

Seasonally 
Unadjusted adjusted 

Month ending 

1975 Mar. 19 + 590 +191 +288 
Apr. 16 +1,750 +110 + 27 
May 2l[b] +1,521 +191 
June 18 +1,245 +167 

+462 
-120 

July 16 +4,141 +468 +196 
Aug. 20 +1,953 +390 +624 
Sept. 17 +1,326 +298 +334 

Public 
sector 

- 15 
- 76 
+352 
-269 
+ 29 
+238 
-302 

UK private 
sector deposits 

Sterling 

I Seasonally 
Unadjusted adjusted 

- 41 + 56 
+539 +456 
-247 + 24 
+363 + 76 
+484 +212 
+101 +335 
+374 +410 

Other 
currencies 

+247 
-353 
+ 86 
+ 73 
- 45 
+ 51 
+226 

Sterling 

+ 91 
- 91 
- 33 
+104 
+ 44 
- 7 
- 35 

- - -- -l<n:..g to :.bliO ~,,:I MreU 
Lending to private sector 

I 

I 
Sterling Other Sterling Other 

deposit 
liabilities 
(net) 

Other 
currencies 

+ 391 - 83 
+1,607 +124 
+l,567 -204 
+ 981 - 7 
+3,174 +455 
+1,560 + 10 
+1,050 + 13 

Lending to overseas 
sector 

currencies currencies 

Month ending 

1975 Mar. 19 
Apr. 16 
May 2l[b] 
June 18 
July 16 
Aug. 20 
Sept. 17 

+ 590 
+l,750 
+1,521 
+1,245 
+4,141 
+1,953 
+1,326 

Total ! 

I Seasonally Central I \. 
Unadjusted adjusted government Other i 

+151 
+425 
+187 
+654 
+441 
+303 
+674 

+297 
+137 
+499 
+331 
+441 
+465 
+427 

+ 55 
+ 31 
+ 7 
+768 
+468 
+366 
+622 

+ 96 + 22 
+394 + 61 
+180 + 63 
-114 + 38 
- 27 I +102 
- 63 I+ 52 
+ 52 '+ 52 

I Seasonally 
Unadjusted adjusted 

-170 -217 
- 47 +128 
+ 9 + 61 
-309 -220 
+659 + 74 
-256 - 27 
-515 -174 

- 69 
+ 36 
+208 
+270 
+111 
+182 
+110 

I 
Other 

Sterling currencies 

+52 + 604 
+87 +l,188 
-54 +1,108 
+68 + 524 
+43 +2,785 
+47 +1,625 
-85 +1,090 

[a]· The bariiO.ngseciorcomprfsesaU-b~k~ ~ fu-e-Unitecf:Kiligdom toge~~th the National Giro, the discount market, and the Bank of England, 
Banking Department. Inter-bank items are excluded and adjustments made to allow for transit items (see additional notes to Table 11 in the 

,A September 1975 Bank of England Quarterly Bulletin). The figures for liabilities and assets in foreign currencies are in some cases substantially 
W affected by changes in exchange rates. 

[b I Partly estimated. 

Money stock: amounts outstanding 
£millions 

Table 12 / l 

Notes and UK 
com m private 
circulation sector 
with public sterling 

1 

sight 
deposits 

2 

less 
60%of 
transit 
items 

[a] 

3 

Money stock 

Mi[b] 

I 
Seasonally 

Unadjusted adjusted 

4 

UK private 
sector sterling 
time deposits 

[c] 

5 

UK public 
sector 

Sterling I Sterling 
sight time 
deposits deposits 

6 7 

UK residents' 
deposits in 
other currencies 

[c] [d] 

8 

Money stock 

M3[e] 

I Seasonally 
Unadjusted adjusted 

9 

Month ending 
1975 Mar. 19 

Apr. 16 

~ 

5,064 9,413 739 13,738 13,940 19,582 759 2,423 36,502 36,850 
5,123 9,845 703 14,265 14,250 19,653 683 2,070 36,671 36,920 

{ 
. ?i.f..~ ? _______ 5MI ~- __ J!_~ ? ______ _! ~1?.Q ______ J.1, ?&9 _______ J2t~.f..~ _____ ~- __ _l, o 3 5 _ _ _____ ~iJ_ ~§ __________ J &.22_1 _______ ~J_,±?_Q ___ _ 

[a] 
[b] 
[c] 
[d] 
[e] 

May 2l[f] 

June 18 
July 16 
Aug. 20 
Sept. 17 

5,259 10,540 786 15,013 15,090 18,762 883 139 2,186 36,983 37,470 
5,270 10,644 658 15,256 15,120 18,893 602 152 2,258 37,161 37,360 
5,465 10,866 708 15,623 15,500 19,205 637 145 2,214 37,824 37,630 
5,494 11,065 761 15,798 15,730 19,160 881 126 2,278 38,243 38,370 
5,460 11,110 578 15,992 16,100 19,306 552 155 2,502 38,507 38,730 

See additional notes to Tables 11 and 12 in the September 1975 Bank of England Quarterly Bulletin. 
Mi equals columns 1 +2-3. 
Including UK residents' holdings of certificates of deposit. 
The sterling value of deposits in other currencies. The figures are in some cases substantially affected by changes in exchange rates. 
M3 equals Mi+ columns 5+6+7+8. 

e[f] The first line of figures is partly estimated. 



Money stock: changes[a] 
I 

£millions: percentages in italics 

/ [ . Notes and coin 
· ../ ~ -- ---- ----- in circulation 

C with public 

1 
Month ending (unadjusted) 
1975 Mar. 19 + 96 

Apr. 16 + 59 
May 21[f] +132 
June 18 + 11 
July 16 +i95 
Aug. 20 + 29 
Sept. i7 - 34 

Month ending (seasonally adjusted) 
1975 Mar. i9 + 48 

Apr. i6 + 42 
May 2i[f] + 89 
June i8 + i5 
July i6 + 76 
Aug. 20 +112 
Sept.i7 + 3i 

UK private Money 
sector sterling stock 
sight deposits Mi[c] 

[b] 

2 3 

+i94 +290 
+468 +527 
-117 + 15 
+232 +243 
+172 +367 
+146 +175 
+228 +194 

+219 +267 +2·0 
+272 +314 +2·3 
+ 14 +103 +0·7 
+ 9 + 24 +0·2 
+310 +386 +2·6 
+113 +225 +1·5 
+334 +365 +2·3 

Tabl~12 / 2 

Domestic deposits Money 
stock 

Sterling Other M3[e] 
currencies 

UK private UK public [d] 
sector time sector -deposits [ d] deposits 

4 5 6 7 

-235 - 15 +247 +287 
+ 71 - 76 -353 +i69 
-i3o +352 + 86 +323 
+131 -268 + 72 +178 
+312 + 28 - 44 +663 
- 45 +225 + 64 +419 
+146 -300 +224 +264 

-163 - 15 +247 +336 +0·9 
+184 - 76 -353 + 69 +0·2 
+ 10 +352 + 86 +551 +l·S 
+ 67 -268 + 72 -105 -0·3 
- 98 + 28 - 44 +272 +0·7 
+222 +225 + 64 +736 +2·0 
+ 76 -300 +224 +365 +l·O 

[a] Changes in the money stock may differ from those which can be calculated by reference to amounts outstanding; see additional notes to Table 12 
of the September i975 Bank of England Quarterly Bulletin. 

[b] After deducting 60% of transit items; see additional notes to Table 11 of the September i 97 5 Bank of England Quarterly Bulletin. 
[c] Mi equals columns i+2. 
[ d] Including certificates of deposit. 
[e] M3 equals Mi+ columns 4+5+6. 
[ f] Partly estimated. 

Symbols and conventions 

•• not available. 

- nil or less than £1h. million. 
Owing to rounding of figures, the sum of the separate items will sometimes 
differ from the total shown. 

Issued by the Economic Intelligence Department, Bank of England, 
London EC2R 8AH. 



Money stock (M3) 

Plus 
Adjustments 
Non-deposit liabilities 
External finance 

Public sector 

... 

Banking sector 
Corresponding to a current 

account deficit-of 

Equals 
Desired domestic credit 

expansion 

= ex post 

Domestic credit supply 

Public sector borrowing 
requirement (PSBR) 

Net acquisition of public 
sector debt by nonbank 
pub±-i-c sector 

r "- .~ 

Barut lending to private 
sector 

Adjustments 

/,\ 

• 
1974/75 

3,432 
(10.1} 

30 
626 

2,863 
(1,550) 
(1,313} 

{3,8287 

. ' - . ' 
Table 2. Domestic Credit Expansi~ 

(Changes in millions of pounds} 

Projection 
1975/76 1975/7~ 

M3 at 10.0 M3 at 12.0 Comments 

3,730 
(10,0} 

-100 
800 

1,500 
( (. .. } 

( ... } 

[f.,5orj/ 

4,470 .,. range of likely increase in M3 at targeted reduction in rate of increase 
(12,0) of CPI to 10 per cent in second half of 1976. 

-100 
Boo 

1,500 
( ... } 
( ... ) 

[l ,509__/ 

particularly undertain estimate dependent on assunption that capital account 
in 1975/76 (including sterling deposits by non-re.3idents) is in approximate 
balance in 1976/76 (as against a surplus of E3 billion in 1974) after uptake 
of whatever foreign currency borrowing by public aector other than the Cen~ 
tral Government is planned or possible. 

6,951 5,930* 6,670*.,. for 1975/76,range of desired credit expansion consistent with price and 

6,951 

balance of payments objectives. 
Excess: 2,470 Excess; 1,730 ... to be eliminated by cuts in PSBR and increase in sale of public sector debt 

(through higher interest rates); the calculated excess is a minimum and would 
be raised by an expansion in bank lending to the private sector, 

87400 8,400 

7,751!.J 11,000~ 
3,657 8,500 

-4,100 -2,500 

11,00~ .•. latest press estimate of PSBR at unchanged policies. 

s;500 

-2,500 ... H.M.G. estimate of May 1975. 

3,264 

30 -100 -100 

with improving liquidity situation of private company sector and continued 
weak investment demand, demand for bank credit by private sector is likely 
to remain very weak (actual decline in outstanding bank lending to private 
sector in first half of 1975). 

1/ Derived by difference; actual data not available; H.M.G.·estimate in May 1975 was E7,600 million. 



BANKING 

TABLE 37 

l· 
Total . 

I 

J 
~1 

J 

Eligible I iabilities 
1974 September 18 30,752 

1975 March 19 ... 32,054 

'l April 16 .... 32,322 
May 21 ..... 32,603 

Reserve assets .. 
1974 September 18 4,187 

1975 March 19 ... . 4.420 . April 16 .... 4.436 
May21 ..... 4.479' 

Reserve ratio 
(percentage I 
1974 September 18 13.6 

1975 March 19 ... 13.2 
April 16 .... 13.7 
May.21 ..... 13.7 

Total 

Eligible liabilities 
1975 June 18 .... 32,382 

July 16 ..... 33,211 
August 20 .. 33,049 
September 17 32,978 

Reserve assets 
1975 June 18 .... 4,733 

July 16 .... 4,996 
August 20 ... 4,993 
September 17 5,260 

Reserve ratio 
(percentage) 
1975 June 18 .... 14.6 

July 16 ..... 15.0 
August 20 ... 15.1 
September 17 15.9 

- -· 

Total 

1974 September 18 4,187 
October 16 .. 4,169 
November 20 4,262 
December 11 4,297 

1975 January 15 .. 4,376 
February 19. 4,293 
March 19 ... 4,420 
April 16 ... 4.436 
May 21 .... 4,479 
June 18 .... 4,733 
July 16 .... 4,996 
August 20 .. 4,993 
September 17 5,260 

See footnotes on page 43. 

I 

Rese~ve_ ratios, undefined assets multiple and special deposits 

Banks (1 J 

British 
of which London Scottish N.orthern Other overseas 
Interest clearing . clearing Ireland deposit Accepting and American 
bearing banks houses ,Common- banks banks bank~ banks 

(21 . ! (3) wealth 
banks 

j 

• \ 

21,808 18,087 1,749 450 364 1,218 1,576 2,279 

22,341 .. }8,740 1,895 399 520 1,269 1,653 2,526 
:22.135 :, _:-18;628 1,932 525 407 1,364 1,700 2,583 

Foreign 
banks 
and 

affiliates 

632 

656 
684 

• . 22,234 18,862 1,917' 431 403 1,246 1,726 2,613 739 
). 

--
2.414 233 64 53 173 229 311 98 

2,570 254 72 54 191 233 336 102 
2.482 258 79 55 213 247 354 112 
2,562 266 68 56 170 253 351 116 

13.3 13.3 14.1 14.6 14.2 14.5 13.7 15.6 

13.7 13.4 13.9 13.6 15.0 14.1 13.3 15.6 
13.3 13.4 15.0 13.4 15.6 14.5 13.7 16.3 
13.6 13.9 15.9 13.9 13.7 14.6 13.4 15.7 

United Kingdom banks Overseas ban ks 

of which 
London Scottish Northern Interest 
clearing clearing Ireland 

Accepting 
Other American Japanese bearing houses 

(2J banks banks banks 

22,333 18,393 1,870 429 .1,356 5,775 2,648 206 
23,003 18,882 1,917 439 1,387 . 5,967 2,668 203 
22,635 18,772 1,927 454. 1,332 5,988 .2,621 198 
22,705 18,523 1,904 449 1.400 6,104 2,649 194 

2,511 265 67 235 962 371 29 
2,578 263 65 252 1,129 379 30 
2,548 279 70 220 1,173 ·371 28 
2,538 298 94 284 1,300 391 28 

13.6 14.2 15.7 17.3 16.7 14.0 14.0 
13.7 13.7 14.8 18.2. 18.9 14.2 14.6 
13.6 14.5 15.5 16.5 19.6 14.2 14.2 
13.7 15.6 20.9 20.3 21.3 14.7 14.6 

.. 

Constitution of total reserve assets 

Money at call Other bills 
Balances Tax UK British 

with Discount and Local Com· government 
Bank of Other 

reserve 
NI authority mercial stocks 

England 
market certificates 

Treasury bills bills bills 0-1 yr. 
-

288 2,267 3 330 142 571 584 
231 2,228 - 407 154 573 57i 
285 2,361 - 378 139 585 508 
298 2;389 - 387 142 590 487 

209 2,396 - 612 131 583 441 
274 2,665 - 403 126 603 220 
358 2.482 - 418 114 602 440 
265 2.474. - 555 146 593 399 
314 2,055 258 - 735 143 613 356 
299 1,988 253 - 1,075.I 150 604 359 
250 1,946 262 - 1,425 156 601 356 
227 1,723 234 - 1,583 131 577 518 
305 1,589 'i\-_ 221,.. [f; iO - 1,965 135 542 503 

·-

42 -,! It j 

£million 

Other Other 

overseas UK 
banks banks 

(lJ 

343 4,053 

348 4,048 
357 4,141 
352 4,313 

65 547 

60 547 
60 577 
58 580 

19.1 13.5 

17.2 13.5 
16.9 13.9 
16.6 13.4 

Other 
Consortium 

banks 

1.475 230 
1,545 204 
1,568 189 
1,5_64 191 

249 45 
258 43 
266 38 
277 51 

16.9 . 19.4 
16.7 20.9 
17.0 20.0 
17.7 26.4 

British 
government 

stocks 
over 

Other 12 mths and 
(4J under 

18 mths 

4 198 
5 207 
7 210 
3 206 

4 229 
2 492 
4 246 
5 255 
5 264 
5 408 

391 
203 
488 

' 



Reserve ratios, undefined assets multiple and special deposits 

TABLE 37 (continued) 

1974 August 21 ......................•..••.•..... 
September 1B ...........•.........••......... 

October 16 .........................•....••. 
November 20 ...•..•..........•.••........... 
December 11 ............•..•...••........... 

1975 January 15 ............•.......•...•......... 
February 19 ...................•............. 
March 19 .....•...•.••.....................• 

April 16 .......•....................•....... 
May 21 .................................... . 
June 18 ................................... . 

July 16 .•............•...................... 
. ·August 20 .. -....•..•• --· •.....•........•..... 
September 17 .................••............. 

Discount market and finance houses 

Discount market 

Undefined 
assets(S) 

1,795 
1,828 

1,864 
1,874 
1,872 

1,866 
1,812 
1,838 

1,789 
1,768 
1,747. 

1,586 
1,513 
1,3.92 

Undefined 
assets 

multiple(S) 

18.6 
19.0 

19.4 
19.5 
19.4 

19.4 
19.3 
19.6 

19.0 
18.8 
18.6 

16.9 
16.1 
14.8 

Special and supplementary deposits 

Eligible 
liabilities(S) 

282 
251 

241 
236 
221 

227 
234 
245 

239 
239 
231 

231 
228 
232 

Finance houses 

Reserve 
assets( s) 

30 
29 

26 
25 

:23 

23 
24 
25 

24 
25 
24 

24 
24 
24 

BANKING 

£million 

Reserve 
ratio 

(percentage) 

10.1 
11.4 

10.6 
10.6 
10.6 

10.2 
10.2 
10.3 

10.1 
10.3 
10.5 

10.3 
10.5 
10.3 

Special deposits Supplementary deposits(?) 

Banks 

1974 August 21 .......•......................... 911 
912 

1975 

September 18 ............•....•............ 

October 16 .... · ................... : .. : ..... . 
November 20. , •.•.......................... 
December 11 ...•.....•...............•..... 
December 16(8) ....... : ...•....•. :: ..••.... 

January 15, ...... : • .. : .. : ...... ~ ~- ·.-: .-: . :··.-:: · 
Febr.uary 19 ............ _ ......•.•...•.••.... 
March 19 . · ... : ..... .-.. .-........ . -:.- ...... .. . 

908 
920 
920 
924 

926 
928 
936 

April 16 . . . . • . . . . . • . . . . . . . . . • . . . • . . . . . . . . . 942 
May 21.................................... 950 

----- Tune18-~:-:· .. :·; :~ ·. ~- .~-: :~·:-:--:-;·.-.-: ;-:--.-7: • • -.-. ,-·- - 959 

July f 6--:-.-. ··:-·.-:--; .--:-;~--;:-:-;-: : : : -~-::--;-:~--;-. · .--:-:-: : : -
August 20 ....•.....•..........•••........... 
September 17- ....... , .· ....... ~ ......... ---.·~· .. 

953 
978 
973_ 

Finance 
houses 

9 
8 

8 
7 
7 
7 

6 
7 
7 

7 
7 
7 

7 
7 
7 

Total 

1 
2 

1 
2 
2 
1 

2 

Total no. 
of insti· 
tut ions 

7 
5 

6 
6 
6 
5 

4 
3 

1st 
tranche 

(I) Two sets of figures for May 1975 are shown, reflecting the change in composition of most groups. See 
supplement to Notes and Definitions on page 137. 
(2) Banks in Northern Ireland were excluded up to the first set of figures for May 1975. 
(3) Offices in Great Britain of Northern Ireland banks were transferred to other UK banks after April, 1975. 
(4) See 'Competition and credit control: further developments' in Bank of England Quarterly Bulletin, 
March 1973. The transitional period was extended to June 1975. 
(S) See Notes and Definitions. (6) Virtually al I interest-bearing. 
(?)Supplementary deposits were paid by banks and deposit-taking finance houses, according to the growth 
in their interest-bearing eligible liabilities in excess of the guide line. The rates of deposit were 5 per cent of 
exceJiS liabilities in the first tranche, 25 per cent in the second, and 50 per cent in the third. Up to the 
August/October average the tranche's were: 1st, up to 1 per cent excess; 2nd, over 1 per cent up to 3 per 

.cent, and 3rd, above 3 per cent. Thereafter they were: 1st, up to 3 per cent excess; 2nd over 3 per cent 
up to 5 per cent; 3rd, above 5 per cent. The same institution could therefore be penalised in one, two or. 
all three tranches in any month. Although the table shows total amounts paid in each tranche, the numbe.rs,of 
institutions comprise only those banks and deposit-taking finance houses whose maximum rate of penalt,v-fell. 
within each tranche. On 28 February the supplementary deposits scheme was suspended for the time being. 

No. of 
insti· 

tutions 

2 

3 

(8) The adjustments to special and supplementary deposits arising from the mid-November-figures were made on 
16 December. 1974. - \ 

-·----------- I 

:· . - l.· 

43 

2nd 
tranche 

.! 

No. of 
insti· 

tutions 

3 
1 

3rd 
tranche 

1 
2 

1 
2 
2 
1 

2 

No. of 
insti· 

tutions 

4 
3 

4 
6 
6 
2 

1 
2 

Source: Bank of England 
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VII. MONEY STOCK AND DOMESTIC CREDIT EXPANSION 
Money stock(!) 

TABLE 57 .. Amounts outstanding £million 

-. Money stock Other UK deposits Money stock .. M1-:- M 3 (61 UK . 
Notes and 

private less Sterling 
coin in 60 per ~~ 

circulation sector 
cent bt Other sterling Public sector 

with transit Un- Season- Total Private currencies Season-
public 

sight 
items(2) adjcr.;ted ally· sector - Sight Time (41(5) Un- ally deposits 

/3) adjusted time deposits deposits adjusted adjusted .. 
deposits(4) . 

I 

1 2 
.. _., 

.. 3 4 5 6 7 8 11 12 9 10 • ·~-: .. 
Average amounts •· . -

outstanding(7) 
1970 ··.········ 3,109 p,387 593 8,903 8,027 7,057 477 493 16,930 
1971 .......... 3,401 7,250 628 10,023 8,808 7,801 513 494 18,831 
1972 .......... 3,839 8,618 775 11,682 11,259 10,118 539 602 22,941 
1973 .......... 4,262 9,414 834 12,842 16,329 14,545 645 1,139 29,171 
1974 .......... 4,711 9,593 934 13,370 21,671 18,912 667 2,092 35,041 

End of period , 
1971 1st quarter .. 3,324 7,051 684 9,691 9,820 8,501 7,470 542 489 18,192 18,330 

2nd quarter .. 3,373 6,996 538 9,831 9,890 8,831 7,819 505 507 18,662 18,740 
3rd quarter! 8) 3.454 7.428 672 10,210 10,230 8,902 7,909 481 512 19,112 19,180 
4th quarter. . 3,589 ~.13/ 638 11,088 10,740 9,453 8,479 544 430 20,541 20,010 

1972 1st quarter(8) f 3,755 8,287 874 11,168 11,140 9,833 8,747 557 529 21,001 20,950 
L 3.755 8,341 871 11,225 11, 190 10, 186 9,099 558 529 21,411 21,360 

2nd quarter . 3,860 8,611 742 11,729 11,590 11,376 10,239 575 612 23,105 23,010 
3rd quarter .. 3,905 8,803 778 11,930 11,790 12,130 10,989 490 651 24,060 23.990 
4th quarter .. 4,079 9,355 777 12,657 12,290 13,588 12,161 625 802 26,245 25,670 

1973 1st quarter(8) t4,170 9,109 946 12,333 12,300 14,805 13,171 635 999 27,138 27,130 

4,170 9,109 946 12,333 12,300 14,813 13,079 635 1,099 27,146 27,140 
2nd quarter.. 4,349 9,623 797 13,175 12,970 15,499 13,762 665 1,072 28,674 28,560 
3rd quarter .. 4,301 9,401 820 12,882 12,540 18,126 16,203 603 1,320 31,008 30,790 
4th quarter .. 4,377 9,695 769 13,303 13,090 20,175 18,018 725 1.432 33,478 33,050 

1974 1st quarter .. 4,574 9,201 1,003 12,772 12,690 21,166 18,660 733 1,773 33,938 33,940 
2nd quarter. . 4,767 9,234 826 13,175 12,960 21,705 18,904 621 2,180 34,880 34,770 
3rd quarter.. 4,772 9,791 1,050 13,513 13,530 22,245 19,122 623 2,500 35,758 35,960 
4th quarter .. 5,085 10,598 944 14,739 14,530 22,959 19,905 656 2,398 37,698 37,260 

1975 1st quarter .. 
t5.448 

10.474 1,187 14,735 14,840 22,687 19,482 686 2,519 37,422 37,600 
2nd quarter(9l 5,369 11,025 1,219 15,175 15,130 23,000 19,797 872 2,331 

-
38~175 38,230 

5,373 11,682 1,152 15,903 15,860 22,259 19,041 734 145 2,339 38,162 38,220 
3rd quarter .. 
4th quarter .. 

1974 January 16 .. 4,264 8,781 600 12.445 12.410 20,406 18,221 664 1,521 32,851 32,610 
February 20. 4,281 8,493 636 12,138 12,320 20,957 18,525 765 1,667 33,095 33,310 
March 20 ... 4,337 8,499 703 12,133 12,320 20,964 18,561 719 . 1,684 33,097 33,440 

April 17 .... 4.450 8,908 722 12,636 12,640 20,597 18,232 696 1,669 33,233 33,530 
May 15 ..... 4,439 8,658 623 12,474 12,560 20,829 18,415 670 1,744 33,303 33,850 
June 19 .... 4,504 8,698 677 12,525 l 2,400 .21,013 18.448 677 1,888 33,538 33,770 

July 17 .... 4,657 8,779 664 12,772 12,680 25,055 18,990 695 2,370 34,827 34,710 
August 21 ... 4,721 8,672 612 12,781 12,770 22,313 19,228 777 2,308 35,094 35,260 
September 18 4,739 8,680 621 12,798 12,820 22,304 19,343 647 2,314 35,102 35,200 

October 16 .. 4,767 9,051 676 13,142 13,080 22,199 19,245 630 2,324 35,341 35,350 
Nobember 20 4,899 9,194 791 13,302 13,060 22,566 19,552 752 2,262 35,868 35,710 
December 11 5,047 9,301 655 13,693 13,260 22,556 19.421 569 2,566 36,249 35,710 

1975 January 15 .. 4,896 9,592 774 13,714 13,710 22,610 19,712 737 2,161 36,324 36,140 
February 19. 4,968 9,196 716 13,448 13,670 22,767 . 19,817 774 2,176 36,215 36,510 
March 19 ... 5,064 9,413 739 13;138 13,940 22,764 19,582 759 2.423 36,502 36,850 

I 

April 16 .... 5,123 9,845 703 14,265 14,250 22,406 19,653 683 2,070 36,671 36,920 
May 21(9) .. {5,255 9,878 853 14,280 14,360 22,714 19,523 1,035 2,156 36,994 37,480 

5,259 10,540 786 15,013 15,090 21,970 18,762 883 139 2,186 36,983 37,470 
June 18 .... 5,270 10,644 658 15,256 15,120 21 ,905 18,893 602 152 2,258 37,161 37,360 

July 16 ..... 5,465 10,866 708 16,623 15,500 22,201 19,205 637 145 2,214 37,824 37,630 
August 20 ... 5.494 11,065 761 15,798 15,730 22.445 19,160 881 126 2,278 38,243 38,370 
September 1 7 5,460 11,110 578 15,992 16,100 22,515 19,306 552 155 2,502 38,507 38,730 -

( 1) The quarterly seasonally adjusted figures have been revised to take account of later information. (2) See Sources: Bank of England 
Notes and Definitions relating to the United Kingdom banking sector. Pl M 1 equals columns, 1 + 2 - 3. Central Statistical Ollie• 
(4) Including UK residents' holdings of certificates of deposit. (s) The sterling value of deposits in other 
currencies. The figures are in some cases substantially affected by changes in exchange rates. (6) MJ equals M1 +column 6. 
(7) Average of the centred quarters of the year. (8) See Notes and Definitions. (9) See supplement to Notes and Definitions on page 137. 
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X. PERSONAL SECTOR 

Personal income, expenditure and saving 

TABLE 86 
\ -

Personal income before tax 
!Transfers UK 

··-- Current abroad taxes on 
Employ-_ (net) 

Wages 
grants Other income 

- ·-· ---- ;rotal 
and 

Forces' er"s' from personal and (pay-
(I J contri- public 

salaries 
pay 

income taxes 
mentsJ 

! butibns authori- (4 )(5 J paid (6) 
(2 J ties abroad 

~ 
(3) 

~ 
1968 ··················· 36.478 22,515 . 542 2,300 3,679 7.442 77 4,524 
1969 .................. 39,066 24,110 539 2.433 3,937 8,047 71 5,139 
1970 .................. 43,183 26,830, 658 2,773 4,336 8,586 57 5,850 
1971 .................. 47,785 29,685 758 3,057 4,784 9,501 35 6.424 
1972 .................. 54:124 33,05u- 862 3,564 5,843 10,805 79 6,642 
1973 .... ·············· 62,720 37;910 928 4,263 6,403 13,156 115 7,807 
1974 ·················· 74,841- 45,490 1,078 5,433 7,850 14,990 121 10,533 

Unadjusted 
1972 1st quarter _ - - . ____ - 12,700 7,690 199 841 1,399 2,571 15 1,871 

2nd quarter .. _______ 13,409 8,150 207 873 1,432 2,747 18 1,612 
3rd quarter. _____ ... 13,598 8,345 231 899 1,394 2,729 22 1,608 
4th quarter ____ . __ . _ 14,417 8,865 225 951 1,618 2,758 24 1,551 

1973 1st quarter _ - - . ___ .. 14,770 8,855 222 1,004 1,585 3,104 29 1,987 
2nd quarter ......... 15,441 9,380 215 1,028 1,553 3,265 43 1,966 
3rd quarter ......... 15,928 9,615 257 1,078 1,517 3.461 18 1,952 
4th quarter ......... 16,581 10,120 234 1,153 1,748 3,326 25 1,902 

1974 1st quarter ..... · .... 16,879 9,905 234 1,223 1,773 3,744 28 2,294 
2nd quarter ........ 17,690 10,825 230 1,261 1,812 3,562 22 2,505 
3rd quarter ......... 19,445 11,755 320 1,414 2,006 3,950 29 2,771 
4th quarter ......... 20,827 13,005 294 1,535 2,259 3,734 42 2,963 

1975 1st quarter ......... 21,668 13,480 281 1,708 2,176 4,023 18 3,372 
2nd quarter ......... 22,726 14,185 311 1,774 2,572 3,884 34 3,517 
3rd quarter ......... 
4th quarter ......... 

Seasonally adjusted 
1972 1st quarter .. , ...... 12,800 7,840 199 841 1,352 2,568 15 1,739 

2nd quarter ......... 13,431 8,150 207 873 1.434 2,767 18 1,587 
3rd quarter. , ....... 13,595 8,355 231 899 1,459 2,651 22 1,623 
4th quarter ....... , . 14,298 8,705 225 951 1,598 2,819 24 1,693 

1973 1st quarter ......... 14,882 9,050 222 1,004 1,538 3,068 29 1,843 
2nd quarter ......... 15,525 9,390 215 1,028 1,560 3,332 43 1,946 
3rd quarter ......... 15,888 9,610 257 1,078 1,597 3,346 18 1,964 
4th quarter ......... 16,425 9,920 234 1,153 1,708 3,410 25 2,054 

1974 1st quarter ........ 17,041 10,145 234 1,223 1,734 3,705 28 2,176 
2nd quarter ........ 17,827 10,840 230 1,261 1,817 3,679 22 2,480 
3rd quarter ......... 19,404 11,755 320 1 ,414 2,082 3,833 29 2,779 
4th quarter .......... 20,569 12,750 294 1,535 2,217 3,773 42 3,098 

1975 1st quarter .......... 21,841 13,795 281 1,708 2,106 3,951 18 3,351 
2nd quarter .......... 22,951 14,185 311 1,774 2,589 4,092 34 3,422 
3rd quarter .......... 
4th quarter .......... 

(I J Before providing for depreciation and stock appreciation. 
(2) Employers' contributions to national insurance, etc. and pension funds. 
(3) National insurance benefits, family allowances, assistance grants, war pensions and service grants, etc. 
(4 J Income from rent and self-employment, before providing for depreciation and stock appreciation, dividend 
and net interest receipts, and transfers to charities from companies. 
(SJ From 2nd quarter 1973 includes tax· credits on dividends. 
(6 J From 2nd quarter 1973 includes_ ii;nputed tax payments set against tax credits on dividends less payments 
of these tax credits by the Inland Revenue. 
(7 J Equals total personal income before tax less payments of taxes on income, national insurance, etc. 
contributions and net transfers abroad. 
(8 J Before providing for depreciation, stock appreciation and additions to tax reserves. 
(9) Personal saving as a percentage of Total personal disposable income is shown in italics. 

100 

£million 

National Total 
insur- personal Con- Balance: 
ance, dis- sumers' 
etc. posable 

personal saving 
ex pen- (8)(9) 

contri- income di tu re 
butions (7 )(8 I 

2,165 29,712 27.375 2,337 7.9 
2,244 31,612 29,033 2,579 8.2 
2,654 34,622 31,472 3,150 9.1 
2,835 38,491 35,075 3,416 8.9 
3,333 44,070 39,635 4,435 10.1 
3,930 50,868 45,141 5,727 11.3 
4,986 59,201 51,670 7,531 . 12-7 

794 10,020 8,914 1,106 11.0 
824 10,955 9,767 1,188 10.8 
835 11,133 10,122 1,011 9.1 
880 11,962 10,832 1,130 9.4 

948 11,806 10.402 1,404 11.9 
944 12,488 11,020 1,468 11.8 
992 12,966 11.477 1,489 11.5 

1,046 13,608 12,242 1,366 10.0 

1,118 13,439 11,373 2,066 15.4 
1,124 14,039 12,551 1,488 10.6 
1,308 15,337 13,269 2,068 13.5. 
1,436 16,386 14,477 1,909 11.6 

1,527 16,751 13,737 3,014 18.0 
1,622 17,553 15,456 2,097 11.9 

-
. 794 10,252 9,394 . 858 8.4 

824 11,002 9,748 1,254 11.4 
835 11,115 10,085 1,030 9.3 
880 11,701 10,408 1,293 11.0 

948 12,062 10,985 1,077 8.9 
944 12,592 11,026 1,566 12.1 
992 12,914 11,413 1,501 11.6 

1,046 13,300 11,717 1,583 11.9 

1,118 13,719 12,058 1,661 12.1 
1,124 14,201 12,566 1,635 11.5 
1,308 15,288 13,233 2,055 13.4 
1,436 15,993 13,813 2,180 13.6 

1,527 16,945 14,545 2,400 14.2 
1,622 17,873 15,475 2,398 13.4 

Source: Central Statistical Office 
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SUPPLEMENTARY TABLES 

TABLED 

Rates of change. of gross national product at current marke~ prices 
(seasonally adjusted) 

Increase at annual rates 

Terminal quarters 

1970 1971 1972 1973 
Initial 

quarters 3 4 1 2 3 4 1 2 3 4 1 2 3 4 

1970 2 ............... 8.1 12.2 8.0 10.8 12.1 11.5 10.3 11.1 10.5 11.4 13.2 11.8 12.1 11.9 
3 ............... 16.4 7.9 11.8 13.1 12.1 10.7 11.5 10.9 11.8 13.7 12.1 12.4 12.2 
4 ............... - 9.5 12.0 11.1 9.6 10.7 10.1 11.2 13.4 11.7 12.1 11.8 

1971 1 ............... 19.9 18.5 15.1 12.1 13.0 11.9 12.9 15.2 13.0 13.4 13.0 
2 ............... 17.1 12.7 9.7 11.3 10.3 11.8 14.6 12.2 12.7 12.3 
3 ............... 8.4 6.1 9.4 8.7 10.8 14.1 11.5 12.1 11.8 
4 ............... 3.8 9.9 8.7 11.4 15.3 12.1 12.7 12.2 

1972 1 ....... ········ 16.5 11.3 14.0 18.4 13.8 14.2 13.5 
2 ............... 6.4 12.8 19.0 13.1 13.8 13.0 
3 ............... 19.6 25.9 15.5 15.7 14.4 
4 ............... 32.6 13.5 14.4 13.1 

1973 1 ............... -2.9 6.3 7.3 
2 ............... 16.3 12.7 
3 ............... r9:3-
4 ............... 

1974 1 ............... 
2 ............... 
3. - ............. 
4 ............... 

1975 1 .......... ····· 

TABLE E 

Rates of change of money stock ( M3 ) outstanding ( 1 ) 

(seasonally adjusted) 

Terminal quarters 

1970 1971 1972 1973 
Initial 

quarters 3 4 1 2 3 4 1 2 3 4 1 2 3 

1970 2 ............... 13.0 11.5 11.5 11.4 11.0 11.5 12.6 14.3 15.6 16.4 17.4 17.9 18.7 
3 ............... 10.0 10.8 10.8 10.5 11.2 12.5 14.5 15.9 16.8 17.9 18.4 19.2 
4 ..... : ......... 11.6 11.2 10.6 11.5 13.0 15.3 16.8 17.7 18.8 19.3 20.1 

1971 1 ............... 10.8 10.2 11.5 13.4 16.1 17.6 18.6 19.7 20.2 21.0 
2 ............... 9.5 11.8 14.2 17.4 19.0 20.0 21.0 21.4 22.2 
3 ............... 14.1 16.7 20.2 21.6 22.2 23.1 23.2 23.9 
4 ............... .,. 19.3 23.3 24.2 24.3 25.0 24.8 25.3 

1972 1 ............... . 27.4 26.6 26.0 26.4 25.9 26.4 
2 ............... 25.9 25.3 26.1 25.5 26.2 
3 ............... 

.. 24.6 26.2 25.4 26.2 
4 ............... • •j 27.8 25.7 26.8 

1973 1 ............... 23.7 26.3 
2 ............... ,. - - 28.9 
3 ............... 
4 ............... 

1974 1 ............... ,, 
2 ............... 
3 ............... 
4 ............... 

1975 1 ............ ·-. . 

(11 Centred by averaging the outstanding amounts at the beginning and end of each quarter. 

TABLE F 
Velocity of circulation (1) .· 

1970 1971 1972 i 1973 t 

3 4 1 2 3 4 1 2 3 4 l I 2 
-. 

3.02 3.06 2.98 3.04 3.09 3.05 2.93 2.84 2.71 2.68 2.71 2.55 

(I) Ratio of GNP at current market price seasonally adjusted expressed at an annual rate to the centred 
quarterly average of MJ seasonally adjusted. 
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- \ 

3 

2.48 
-

4 

19.8 
20.3 
21.2 

22.1 
23.3 
24.9 
26.4 

27.4 
27.4 
27.7 
28.5 

28.8 
31.4 
33.9 

-~ 

4 

2.36 

1974 1975 

1 2 3 4 1 2 

10.7 11.9 13.3 13.2 14.0 14.5 
10.9 12.2 13.6 13.5 14.3 14.9 
10.5 11.9 13.5 13.3 14.2 14.8 

11.4 12.8 14.5 14.3 15.2 15.7 
10.7 12.3 14.1 13.9 14.8 15.5 
10.1 11.8 13.8 13.6 14.7 15.4 
10.3 12.2' 14.3 14.1 15.2 15.9 

11.1 13.2 15.4 15.0 16.2 16.9 
10.4 12.7 15.3 14.9 16.2 16.9 
11.0 13.7 16.5 15.9 17.2 17.9 
9.4 12.7 16.1 15.4 16.9 17.7 

4.3 9.1 13.5 13.2 15.1 16.2 
6.8 12.4 17.1 16.1 17.9 18.8 

·2.31·n-11-::i-16T "Tif219.2 
~-12:0··-20:-1--n:a· -20.1---20.9·-

@ ~26.2 27.0 26.7 

~2~~ 25.8 25.7 
~:a 20.0 21.7 

29.5 27.4 

25.4 

Source: Central Statistical Office 

Increase at annual rates 

1974 1975 

~ ... ,' 
1 2 3 4 1 2 

19.9 18.9 17.7 16.7 15.7 14.9 
20.4 19.7' 18.9 17.7 16.7 15.7 
21.2 20.4 19.9 18.9 17.7 16.7 

22.0 21.1 20.5 20.1 18.9 17.7 
23.1 22.0 21.3 20.8 20.0 18.9 
24.6 23.2 22.3 21.7 20.8 19.7 
25.8 24.2 23.1 22.4 21.3 20.1 

26.6 24.7 23.4 22.6 21.5 20.1 
26.5 24.4 23.0 22.2 20.9 19.5 
26.6 24.2 22.7 21.8 20.4 19.0 
27.0 24.1 22.4 21.4 20.0 18.4 

26.8 23.4 21.5 20.5 19.1 17.4 
27.9 23.4 21.1 20.0 18.4 16.7 
27.4 21.6 19.2 18.3 16.7 15.0 
21.2 15.8 14.6 14.7 13.6 12,2 

10.7 11.5 12.6 11'.7 1'0.4 
12.3 13.6 12.1 10.4 

14.8 12.0 9.7 
9.3 ·' 7.3 

5.3 

Source: Central Statistical Office 

1974 1975 

1 2 3 4 1 2 

• 2.23 2.32 2.44 2.42 2.53 2.64 

Source: Central Statistical Office 
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United Kingdom: Bank Lending in Sterling to the Private Sector 

(Changes in millions of pounds, seasonally adjusted) 

Actual At an annual rate 

1975 January 48 ) 
February -118 ) -287 :..1,148 
March -217 ) 

April 128 ) 
May 61 ) -31 -124 
June -220 ) ---
July 74 ) 
August -27 ) -127 -508 
September -174 ) 

January-September -445 . -593 

Source: Bank of England, Quarterly Bulletin, and Press Releases. 
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United Kingdom: Bank Lending in Sterling to the Private Sector 
\. 

(Changes in millions of pounds, seasona11y adjusted) 

Actual At an annual rate 

1975 January 48 ) 
February -118 ) -287 :1 ,-148 
March -217 ) 

April 128 ) 
May 61 ) -31 -124 
June -220 ) 

July 74 ) 
August -27 ) -127 -508 
September -174 ) 

January-September -445 -593 

() 
Source: Bank of England, Quarterl;y: Bulletin, and Press Releases. 
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---.... August 7, 1975 

MEMORANDUM FOR !''ILES 

'Subject: Uni~~ f(ingdom - Monet~ Pro,jections 

This note briefly reviews recent U.K. developments in, and prospects 
for, each of the main components of DCE and M3 in fiscal year 19'.15/'(6. T1n'ee 
a.l.ter;:atfve monetary projections ar.:: then p:resented~ depicting a range oi' out­
comes in 1975/76 corresponding to the prospective most and least favorable: 
sets of assumptions, as well as a "best" guestimate (Table 1). Finally, these 
various scenarios are compared with the official U.K. 1975/'r6 forecasts of 
DCE and M3, which were made last May. 

Public sector borrowing requirement 

Recently, there ha.s been speculation in the U.K. press that the 
1975/76 public sector borrowing requirement (PSBR) may turn out to be much 
h:i..gher than the £9 .1 billion, estinia.ted in the April 19'(5 :iJudget--perhaps 
reaching nearer £12 billion. At present there is r10 firm evidence t,o su·bstan­
tiate such predictions. However, two recent policy developments, togethe:r 
with some seemingly inevitable slippage in public expenditure programs, 

i- --. suggest a PSBR of at lea.st £10 billion in the current fisce.l year: 

/ ..... 

(e.} The July 1975 counter-inflation mee.sures--assuming 
strict compliance with the new £6-a-week limit to 
pay rises--is estimated by the Fund staff to a.dd 
some £(500-550) million (net} to the PSBR in 
1975/76;1 1 and 

(b) The £2 billion supplementary estimates.of public 
expenditure in 1975/76--published last month--are 
generally expected to add a further £(200-250) mil­
lion to the J.975/76 PSBR. 

Ac:l._uisition of uublic debt by nonbank private sector 

Statistics of the nonbank private sector's (NBPS') net acquisition 
of public sector debt in the rirst q_uarter of fiscal year 1975/'{6 are not 
y,:::t available. But, in iriew of the recent. further deepening in the U .K. 
recession--with unemployment and short-time working continuing t.o rise 
shaI'J?ly--personc..l i:icomes and sa.Yings, and the personal sector 1 s financial 
surplus, now seem likely to be ra.the1· lower in 1975/76 than previously 
en-visaged. Accordingly, it is assumed. that the NBPS' te...i.\:.e-up of public sector 
debt in 1975/76 will be somewhat smaller than the £2.5 billion forecast by 
U.K. officir,J.s last May. 'This seems a.reasonable assumption, gi1ren the 
relatively close correlation between the size of tbe :personal sector 1 s fintm­
cial sm·plus anC. the net a.mount of' public i::ector debt purchased by the NBPS, 
e.s shown below. 

------.. ·-----
~'or details, see ruy July 25, 19'75 :memore.udum t;o l/,r. Whi ttome oD this 

topic. 
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) 

Personal. sector's 
financial. surplus 

Net acquisition of public 
sector debt by NBPS 

1972/73 
1973/7-4 
1974/75 (Prov. outturri.) 
1975/76 (HMG May est.) 

1,291 
2,929 
3,950 
2,800 

(£millions) 

911 
2~5·47 
4,ioo 
2,500 

·Sources: CSO, Financial Statistics; and H.M. Treasury 

Bank lending t_o the private sector 

Bank lending to.the private sector in recent months has been far 
more subdued than. foreseen by either the U.K. authorities or ourselves at the 
time of la.st May's annual consultation in London. Not only has there been a 
drastic dovmward revision to the estimated May bank lending figure (from 
£228 million to only £61 irl.11ion), but--a.s shown below--lending i.n June 
actually fell sharply. 

1975 January 

Bank lending to the Private Sector 

-(Changes in millions of )ounds, . 
sea.sonal.ly adjusted 

Actual At an annual rate 

+48 } } 
February -118 } "".'287 ) -1,148 
March -211 ) ) 

April +128 } } 
May +61 } -33' ) ·-132 
June -222 ) ) 

Source: Bank of England, Quarterly Bulletin and Press 
Releases. 

/ 

As yet it is too early to accurately determine whether this latest 
fall represents a further slackening in t.he private sector's demand for bank 
credit, or is merely o.n erratic movement. However, other !"ecent economic 
developments--such as the much lower than projected real consumers' expenditur& 
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in the second qua.rill' of 1975, and increasingly pessimistic survey reports 
on the outlook for business investment--put the odds in favor of the former 
interpretation. Moreover, in view of om· (August l) revised national . 
accounts projections for the Unl.ted Kingdom through first half of 1976-­
preps.red for the planned WEO upda.te paper--there appears to be little likeli­
hood. of a:ny significant resurgence in priYa.te -demand for bank credit in the 
remainder of fiscal yea:r 1975/76. If there ~s not actually a sizable fall 
in bank lending to the private sector in 1975/76 (of the order of £1 billion, 
say) then at least there is unlikely to be any significant growth. 

Ad.Jllstments 

Predicting what the "adjustment" item is likely to be in fiscal. year 
1975/76 is a rather dubious operation due to the variability of the two com­
ponents a..,d to the relative lack of information about them. Fortunately this 
probably does not matter unduly, since in recent fiscal years the adjustment 
has normally been quite small as shown below. 

1969/70 
1970/71 
1971/72 
1972/73 
1973/74' 
1974/75 
1975/76 (IMF est.) 

Ba.nk lending (+) 
. in-sterling to 

nonresidents 
(1} 

(t millions, 

117 
72 

206 
95 

418 
60 

100 

Bank lending (-) in 
foreign currencies . 
to residents for 
invest.ment abroad Adjustment 

(2) (3)=(1)+(2) 
not seasonally adjusted) 

-50 
-213 
-420 
-715 
-600 
-30 

-300 

67 
-141 
-214 
-610 
-182 

30 
-200 

Our projection assumes that bank lending in foreign cirrrencies to residents 
for investment abroad will have recoYered to a. modest level during 1975/76, 
a.f'ter actually declining in the second half' of' 1974/75. In pa.rt, this rei'lects 
a,n expected turnaround in the company sector 1 s financial position from sub­
stantial deficit in 1974/75 to surplus this financial year. Meanwhile, ba..11.k. 
lending in sterling to nonresidents in 1975/'(6 is asstuned. to be slightly higher 
than in the previous fiscal year. 

External financing of the public and ban_!cigz sectors 

External financing o:t' the public sector plus. the net increase in 
nonresidents' deposits (i.e., financing of the bq.nking sector) in fiscal year 
1975/76 is simply assumed to be equal to the prospective current account 
deficit for the year. Recent developments in the current balance and our· 
revised forecasts are shovn below. 
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Bala.'lce of Pay1n.ents - Current Account 

(_!:__milljons 9 seasonally adjusted} 

1975 1st qtr. -342 ) 
-458 

2nd qtr. -116 ) 

3rd qtr. (est.) -300 ) 
-·r1~2 

4th qtr. (est .• } -4~2 ) 

1976 1st qtr. (est.) -650 

i975. (est.) -1~200 
·-

1975/76 (est.) -1,508 

Sources: CSO/DTI~ Press Releases; and IMF 
staff estimates. 

Banks' nondeposit liabilities 

The increase in the bar1king sector's net nondeposit liabilit.i.es in 
f'iscal year 1975/76 is assumed to be moderately higher than in the-previous 
year. Recent developments in this item, together with our projections for 
the current fiscal year e:1·e presented below. 

Banks' Net Nondeposit Liabilities 

(Changes in £ millions) 

1972/73 
1973/7h 
19f4/T5 
1975/76 (IMP est.) 

802 
346 
626 
700 

Sources: CSO, finan~ial Stati_§..­
tics; and IMF staff estimates. 

Broadly def:i.ned money stock (M3L 

According to.the latest monthly money stock statistics (shown below), 
M3 actually declined slightly in ,Tune, after having risen relatively slowly 
in the previous few months--i.e., by around 10 per cent ~:.t an annual rate. 
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(Money Stock (M3) 

(Seasonally adjusted) 

M3 Percentage change ir~- M3 _ 
From 3 months From 12 

earlier at months 
(£ million) Monthly an a;nnua.l rate earlier 

197!1- December 35,830 0.7 10.l 11.4 

1975 Janaa.ry 35,970 o.4 9.7 9.6 
February 36,41~0 LO 10.0 9.1 
March 36,750 o.8 10.7 9.9 
April 36,830 0.2 9.9 10.1 
May. 37,370 1.5 10.6 11.3 
June 37,280 -0.3 5.9 11.2 

Source: Bank of England, Quarterly Bulletin and Press Releane. 

Comparing our central projection cf the likely change in.M3 in 
1975/76 with the recent monthly data, suggests that/'f-igure (12.6 per cent) 
may be a.little on the high side. Certainly, the U.K. authorities' May 
forecast (16 per cent) seems far too high. 

cc: Mr. Rose 
11.r. Wr.;odley 

Mr. Karlstroem 

vt!f----
Michae1 B. Hyndman 
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Table 1. United Kingdom - Influences on Money Stock and 
Domestic Credit Expansion 

(Changes in millions of pounds) 

19B/74 1974/75 
HMG (May 1975) 

(fl.« ·. estimates 
'<j.ln<;f 

Public sector borrowing requirement.(+) 
L ~-';o.< 4,465 7,600 9,000 

Net acquisition (-) of public sector debt 
by nbnbank private sector -2,547 -4,160 -!f..I -2,500 

Be.nk lending (+) to private sector 6,672 3,300 /,I 3,000 
Adjustments (+) -182 100 ---

Do!!!estic credit expansion 8,408 6,900 1.c; 9,500 

External financing (-) of public sector -125 -1,400 ) -2. () ) 
Net increase (-) in nonresidents' deposits -1,337 -1,300 ~ ,~-1.7, ) 
Increase (-) in banks' nondeposit liabilities -346 -600 -3,500. 

Adjustments (-) ~ -100 l) 
Money stock (M3) 6 782 3 500 ~ .. 2_ 6 000 

(d%l Tl03) /11.7-f,/ ( i6%) 
Of which: ' \ 

Notes a.'ld coin 411 900 1,000 
Deposits 6,371 2,600 5,000 

1975/76 
IMF (August 1975) estimates 

I II III 

10,000 10,000 11,000 

-2,500 -2,000 -2,000 
-1,500 -1,000 

-200 -200 -=.SOO 

5,800 6,800 8,800 

-1,500 -1,500 -1,300 

-700 -700 -700 
__gQQ_ __£QQ. ~ 

3 800 4,800 7,000 
(10.1%) ~) ~) 

Sources: CSO, Financial Statistics; Bank of England, Quarterly Bulletin; official HMG (secret) estimates;. and IMF staff projections. 

Notes: 1. HMG estimates of DCE in 1975/76 were jn the range £(9,500-10,000) million, with the sum of items (6) through (9) correspondingly 
in the range -£(3,000-3,500) million. 

2. · The three alterne.tive IMF staff projections (I-III) correspond to the probable most. favorable, central and least f,avorable sets 
o.f assumptions, respectively. 

3, Adjustments ~bank lending in sterling to nonresidents less bank lending in foreign currencies to U.K. residents for invest­
ment overseas. 

4. Figures in parenthesis below M3 data are the corresponding annual percentage changes in M3. 
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July 30, 1975 

timMORJl.NDUM FOR FILES: 

. . I ,,.. Stibjecb: United Kingdom: Official Forecast·3 of DCE a.nd M3 in· 197?~Jo 

During the 1975 Article VIII eonsultat.ion ~dtn 'the United Kingdom 
last May, the staff received official U.K. forecasts of M3 and DC:F~ iri finan­
cial year 1975/76 ('fable 1, .attached). 

In sum..~ary, U.K. officials at that time envisaged a DCE of some 
£(9 ,500-10 ,000) million in 1975/76--much larger than in the pl~evious financial 
year. This prognosis stemmed from their expectation of further rise in the 
PSBR to a record £9,100 rnilll.on in 1975/76, coupled with substantially reduced 
sales (net) of public sector debt to the general public and only a slightly 
lower increase in bank lending to the private sector. Correspondingly, M3 
was officially projected to ·dse by at least £6 ,OOO million, equivalent to an 
annual growth rate of 16 per" cent. 

These forecasts were based .on the following main assumptions: 

(1) The public sector borrowing requirerr..ent (PSBR) in 1975/76 
would be as projected in tl1e Financial Statement_ and Budget ReJ?ort 
19~{5/76. 

(2) The net acquisition of gilt;-edged stocks by the nonbank 
private sector (NBPS) would be £(1,000-1,500) million lower than in 
1974/75, in view of an expected increase in interest rates and 
deterioration in the current accoc.mt of the balance of payments during 
the remainder of 1975. 

( 3) The IrnPS 1 takeup of' local authority debt would likewise be 
rather lower than in 1974/75. 

( 4 ·,1 The increase in the public 1 s holdings of notes and coin 
would be about the same as in 1974/75. 

(5) National savings ~ould be somewhat higher than in 1974/75 
due to the introduction cf two limited indexed savings-bond schemes. 

(6) Bank lending to the private sector would remain very subdued 
reflecting slack demand for credit attributable to an expected con-

. tinuing depressed level of' economic actiYity. 

(7) There would be a substantial unwinding of the previous 
financial year's very large "unrecorded" short-term ca.pi tal inflow 
of.£.1,214 million, which was attributed chiefly to possible changes 
"in leads and lags" of commercial payments associated with the cash 
flow difficulties of the U.K. corporate sector. 

11.,/-+•· 
Gltll-· 

Michael HyndJilan 
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Table 1. United Kingdom: Influences on Money Stock and 
Domestic Credit Expansion 

(Changes in millions of pounds) 

1973/74 1974/75 1975/76 

Public sector borrowing requirement (+) 
Net acquisition (-) of public sector debt 

by nonbank pri·vs.te sector 
Bank lending (+) to private sector 
Adjustments (+) 

· Domestic credit expansion 

External financing {-) of public sector 
Net increase (-) in nonresidents' deposits 
Increase (-) in banks'· nondeposi t 
·liabilities 

·Adjustments (-} 

Money stock (M3) 

Of which: 
Notes and coin 
Deposits 

4,465 7,600 

-2,547 -4,100 
6,672 3,300 

-182 100 

8,408 6,900 

-125 -1,400 
-l.,337 -1,300 

-346 -600 
182 -100 

6,782 3,500 

411 900 
6,371 2,600 

) 
}" 
) 
) 
) 

HMG Estimates 

9,000 

-2,500 
3,000 .. ~ 
9,500. 

-3,500 

6,000 

1,000 
5,000 

Sources: CSO, Financial Statistics; Bank of England, Quarterly Bulletin; and 
HMG, official May 1975 estimates (secret). 

Notes: 1. Adjustments equals bank lending in sterling to nonresidents less bank 
lending in foreign currencies to U.K. residents for investment over­
seas. 

2. HMG estimates of DCE in 1975/76 were in the range £(9,500-10,000) mil­
lion, with the sum of items (6) through (9) correspondingly in the· 
range -£(3,000-3,500) million. 

3. Bank lending to the public sector equals items (1) plus (2). 
4. The forecast increase in M3 during 1975/76 implies a growth rate or 

about 16 per cent per annum. . 
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United Kingdom - Domestic Credit Expansion 1<;!75-76 

EHBrau 
8-1.1-75 

This note presents an order of magnitude for domestic credit expansion 
for fiscal yea.r 1<;!75•76 which appears consistent with the ·objective of de­
celerating the rate of price increase to 10 per cent in the second hal.f of 
1<;!76; in the absence of a sharp expansionary turnaround in demand management 
policies and significant exchange rate support, a significantly reduced 
current account deficit in 1<;!75-76 appears assured by the deepening recession 
in the United Kingdom economy. 

Demand for liquidity (M3), Table 1: 

i. the rate of growth of M3 bas decelerated from an annual rate of 25 per 
cent in 1<;!74-I to 10 per cent in 1<;!75';'1 and appears to have bottomed out at 
about 10 per cent in 1<;!75-II. Between 1974-I and 1<;!75-I, the M3/GDP ratio 
declined by about 15 per cent but the rate of decline slowed in 1975-II. 

11. given the absence of a reliable relationship between M3, · income, interest 
rates, and price expectations for recent periods and given the (anticipated) 
policy changes, the projection of M3 for 1975.-76 must rely on relatively 
simple methods, subject to considerable margins of error. 

iii. the method applied in Tabl.e l has been to ascertain whether a continuation 
of a rate of growth of M3 at between 10 per cent and 12 per cent (with a mid­
point of ll per cent) in the year to March 31, 1976 appears consistent and 
plausible if checked against independent estimates of nominal GDP for 1<;!75-76, 
and against the target of decelerating the increase in retail prices. 

iv. this has been done, firstly, by computing imp1ieq M3 /GDP ratios for 
1975-76 on the basis of the GDP projection of the la.test WEO (August 1<;!75) 
for 1975-76 (rows 4-7); the quarterly GDP interpolation of rows 7 for 1975-76 
is a guesstimate. 

v. the implied development of the M3/GDP ratio is shown in row 10; 
accordingly, at the assumptions, the ratio would.continue to decline until 
the first quarter of 1976, i.e., velocity continue to rise, while the 
projection for 1976-II assumes a reversal in velocity behaviour as the rate 
of price increase begins. to decl.ine appreciably. The implied velocity 
behaviour f'or 1975-76 does not appear impl.ausible, although it may be con­
sidered a somewhat favorable devel.opment: as price increases continue strongly 
through 1975, vel.ocity would rise f'urther but it is implied (favorably) that 
the rate of increase is slowing down. This assumes, partly, that the public's 

. price expectations are slowly beginning to change. Against this is set the 
decline in real personal incomes during 1<;!75-76 which would tend to weaken 
savings in monetary form. On balance, therefore, the velocity behaviour 
implied by an M3 expansion rate of a.bout 11 per cent, while not implausible, 
is favorabl.e. 
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vi. the second check has been to compute the implied development of the 
real M3 stock through 1975-76 (row 12) against the desired deceleration of 
consumer prices (row ll); accordingly, the reduction in the real M3 stock, 
which had been very sharp .in 1974-75, would continue at a reduced rate in 
1975-76 and bottom out in 1976-I. Such a development is not implausible 
although, again, the extent of the implied reduction in 1975-76 is not very 
great. 

Domestic credit expansion (DCE), Table 2: 

i. the approach in Table 2 is to compare a desired DCE on the ta sis of 
an M3 growth rate of either 10 per cent or 12 per cent as obtained from 
Table 1 (top half of Table 2) with the likely increase in DCE from the 
·supply side at unchanged policies (bottom half o:f Table 2). · 

ii. . the desired DCE is derived, a.part from adjustments and allowance for 
growth in non-deposit liabilities, by esti:nating external finance in 1975-76 
at the level of the current account deficit projected in the WEO for 1975-76. 
This is an uncertain assumption since it depends heavily on the behaviour · 
of capital account items, and the estimated externaJ. fine.nee o:f £1.5 billion 
in 1975-76 (against £2.8 billion in 1974-75) may be an underestimate. However, 
at that level, and given the assumptions regarding M3 growth, DCE expansion 
in 1975-76 consistent with the price and balance of payments objectives for 
1975-76 would amount to between £5.9 billion and £6.7 billion, say around 
£6 billion, and would therefore be slightly less in nominal terms than the 
actual expansion in 1974-75 and considerably less in real terms. 

iii. :from the supply side, and at unchanged policies, however, a domestic 
credit expansion of around £8.4 billion would be generated, exclusively as 
a result of the large public sector deficit. The public sector borrowing 
requirement is estimated at £ll billion (as against a United Kingdom estimate 
o:f £9.1 billion in May 1975),due to increases estimated by the staff, slippage 
and known additional outlays (British Leyland, British Steel, etc.); an 
estimate of a.round £11 billion is in accord with recent press reports. The 
uptake of public sector debt is set at the estimate by United Kingdom 
officials of May 1975 at a.round £2.5 billion. Bank credit to the private 
sector, which showed an absolute decline in the first half of 1975, is 
assumed not to increase at all in 1975-76 due to weak investment demand 
and the company sector's improving liquidity position. 

Conclusion 

At an assumed somewhat favorable M3 expa.nSion of between 10 per cent 
and 12 per cent in 1975-76 and with unchanged fiscal and debt policies, 
a. domestic credit expansion of a.bout £8.4 billion is likely to be gene::rated, 

v which is in excess of the desired (or consistent) .expansion by a.bout £2 bil­
lion. If this credit expansion were to materialize and were to be fully 
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reflected in higher M3 growth, the resultant M3 growth would be of the order 
of 16 per cent to 18 per cent in lg-f 5-76. Such a rate of increase would 
clearly be inconsistent with the United Kingdom price objectives, and very 
likely the balance of peyments objectives as well. 

The conclusion is inevitable that domestic bank financing of the public 
sector must be reduced. The principal means would be a cut in the pub lie 
sector 1:1orrowing requirement (pulling forward the cuts announced for lg-f 6-77) • 
An additional contribution could come from a more aggressive sale of public 
sector Clebt. Such a policy would have very unfavorable employment consequences. 
The hoped for revival in world demand :may not materialize early and strongly _ 
enough 1:;o cushion such employment effects. 
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0 Table 1. Development of Money St.,...--.'t and Projection of Demand for Money u 0 

Quasi-money 
(£ millions) · 

M3 (£ miUions) 

GDP at market prices 
(£ billions, 1970 
prices seasonally 
adjusted} 

GDP deflater (per cent 
change at annual 
rate) 

GDP at market prices 
(£billions, current 
prices, seasonally 
adjusted) 

GDP at market prices 
(£billions, current 
prices, seasonally 
adjusted) 

Ml/GDP 
Quasi-money /GDP 
M3/GDP 
Consumer prices, average 

during quarter (annual 
rate of change) 

M3 at 1970 prices 
(£ billions) 

(End of period stocks; in parenthesis annual rates of change) 

1975 

1974 
Partially ______ Pr_o_,.j'-e_ct_i_o_n~~----
estimated lgT6 

I II III IV I II III IV I II 

12,722 13,175 13,513 . 14,739 14,735 
(3.6) (--) (4.9) (10.8) (11.8) 

21,120 21,662 22,159 22,894 22,589 
(42.9) (4o.l) (22.5) (22.5) (7.0) 

33,892 34,838 35,672 37,633 37,324 38,400 39,400 41,4oo 41,500 43;600 
(25.0) (21.6) (15.2) (12.6) (10.0) (10.2) (10.5) (10.0) (11.2) (13.5) 

9.0 

37.2, 

18.1 19.l 
0.706 . 0.689 
1.167 1.134 
1.872 1.824 

16.l 22.5 

24.4 23.7 

\_____,._/ 

28.8 
(8.4) 

21.4 

21.2 
0.637 
1.045 
1.635 

21.4 

23.6 

22.0 
0.670 
1.041 
1.711 

22.0 

23.8 

28.6 
(-1.2) 

25.0 

48.5 

23.6 24.9 
0.625 
0.957 
1.581 1.540 

20.3 21.0 

22.3 21. 5 

28.3 
(-1.8) 

19.0 

52.6 

25.9 26.7 

1.520 1.550 

20.0 18.o 

21.7 21.5 

28.4 
(o.6) 

13.0 

27.6 28.7 

1. 500 1.520 

15.0 13.0 

21.6 .21.7 

III 

11.0 

G . 
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MEMORANDUM FOR FILES 

Subject: Credit Ceilings for the United Kingdom 

This memorandum discusses alternative options for expressing 

credit ceilings for the United Kingdom for either a credit tranche or 

oil facility transaction. 

1. Central bank er banking system ceiling 

The reluctance of the United Kingdom authorities to express 

their credit policy objectives in terms of targets for overa.l.l credit 

expansion of the banking system naturally leads to considering whether 

a credit policy target might usefully be expressed in terms of credit 

--- -· expansion by the monetary authorities. There are several reasons why a 

central bank ceiling might not be advantageous in the British context, 

including (a) the highly unstable relationship in recent years between the 

change in net domestic assets of the monetary authorities and reserve 

money, between- the change in net domestic assets-.of the monetary authorities 

and overall credit expansion (DCE), and the somewhat less unstable but 

stil.1. difficult to predict relationship between reserve money and liquidity 

(M3); (b) the well understood a.nd :frequently used concept of DCE and its 

components among policy makers as a basic guideline judging monetary . 

policy; and (c) the reference to developments of bank credit to the private 

sector, a component-· ofDCE, in activating or not the IBEL (interest bearing 

eligible liabilities) control system. 

These consideration~ among others, favor the use of a ceiling on 

credit expansion by the banking system. 

I 
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2. The definition of domestic credit expansion 

Apart from conceptually and quantitatively minor differences, the major 

conceptual and quantitative difference between domestic credit expansion as 

defined by IFS and the United Kingdom authorities lies in the treatment of 

foreign borrowing by the public sector. The United Kingdom definition of 

domestic credit includes such borrowing as an item in domestic credit while 

the IFS definition excludes it. 

In the 1969 stand-by arrangement with the United Kingdom which utilized 

the United Kingdom def'inition of domestic credit, the authorities supported 

the inclusion of foreign borrowing in domestic credit expansion on the ground 

that public sector spending was determined independently of' f'oreign borrowing 

and that if such borrowing f'ell either short of, or exceeded, expectations, 

_,,. there would be a corresponding change in the use of domestic finance an:i 

domestic demand would not be affected. The staff representatives argued that 

the balance of payments would vary with the amount of foreign borrowing by 

the public sector and that any shortfall in such financing would, therefore, 

seem to call. for off'setting adjustments in total credit. However, given that 

United Kingdom officials were conf'ident that foreign borrowing by the pub1ic 

sector would be close to the amount forecast, the staff representatives 

accepted the United Kingdom definition of domestic credit as satisfactory 

in the circumstances. The amount of' foreign borrowing invol.ved at that time 

was equivalent to one f'ourth of the outer limit of credit expansion agreed 

f'or the program period, and equivalent to 4o per cent of the central objective 

with regard to credit expansion. In the fiscal year 1.974/75, foreign borrowing 

~---.. by the public sector constituted one fif'th of credit expansion. 
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The economic reasons for excluding foreign borrowing by the public 

sector from the definition of domestic credit remain as stated by the staff 

in 1969. In current circumstances when the margin for further foreign 

borrowing by the public sector bas been considerably reduced, there may 
the 

be added/operational reason that confident projections of such foreign 

borrowing are difficult to make, or in any case, to make in public. 

3. The form of a credit ceiling encompassing the banking system 

If the United Kingdom definition of DCE were accepted as a basis for a 

credit ceiling encompassing the banking system, or if an alternative definition 

were adopted, the particular form in which a ceiling is expressed remains to 

be considered. The question arises as a result of the reluctance of the United 

Kingdom authorities to accept a specific time path of the credit aggregate as 

a.n unambiguous indicator of their credit policy. Two basic technical reasons 

are advanced for this. First, the United Kingdom authorities have not been 

able for recent years to establish a satisfactory predictive relationship 

between income, interest rates, price expectations and liquidity (M3). This 

makes a precise definition of credit policy infeasible. Second, it is impossible 

to estimate with sufficient precision the 1.ikely purchases of public sector 

debt by the non-bank private sector; if, as a result, there are sizable unf'oreseen 

variations in this item, domestic credit expansion is directly affected in the 

opposite direction. A subsidiary reason given, especially in situations when 
. 

a tight credit policy is to be followed, is that actual movements of domestic 

credit could vary from the projected path by sizable amounts because of purely 

random factors.- Considerations of the latter sort led to the formulation of 

credit ceilings with margins for error in the 1969 stand-by arrangement with 

the United Kingdom. 
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There appear to be four basic ways of formulating a credit ceiling for 

the United Kingdom while taking cognizance of the difficulties expressed by 

the authorities. The objection to credit ceilings on the basis that predictions 

of the demand for liquidity are difficult to make is not considered here. 

(a) One alternative is to express a ceiling. in the orthodox manner by 

a single number (phased, if applicable) with the following provisos·:. beyond 

the normal consultation clauses in a stand-by arrangement, there would be 

an explicit discussion of the circumstances in the United Kingdom situation 

which make the exact setting of any single number difficult. The Executive 

Board would be advised of the possibility and the readiness of the staff to 

propose a modification in the ceiling if any of the basic assumptions (other 

than policy changes) on which the ceiling is based were found to be in 

error by subsequent developments. 

An advantage of this alternative is that it would apply to the United 

Kingdom the standard applied to other Fund members with respect to credit 

ceilingi:;. The principal disadvantage might be that the United Kingdom 

authorities could feel that this approach is more a cosmetic rather than 

substantive recognition of their dif':ficulties with the concept of a credit 

ceiling. 

(b) The second al.ternative is to again use a credit ceiling with a 

margin for error. Presumably, this would go further toward meeting the 

objections of the authorities a.nd there is the force of precedent. However, 

the staff might have difficulties with the use of error margins in present 

circumstances if the margins, again by precedent, were to be of similar size 

," -,, as those agreed in 1969, i.e., equivalent to 60 per cent of the "central 
' _,. 

objective" with regard to credit expansion. With a likely ceil.ing on credit 

expansion of the order of several billion pounds, an error margin acceptable 
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to the authorities could be so large as to raise doubts about the meaning of 

the credit policy defined by a ceiling with such margins. To be acceptable, the 

margins would have to be quite narrow, sa;y £1 billion-£1.5 billion above a 

central objective of, sa;y, £6 billion. 

(c) A third possible alternative has emerged from informal staf'f con-

tacts with the authorities. Tb.is alternative, for which there is no precedent 

has apparently not yet been explored by the sta.:ff with respect to its i.ng>lications 

and problems. The general intent is to circumvent the difficulties in esta.b-

lishing a magnitude for the overall credit expansion by agreeing individually 

on magnitudes for the components of domestic credit. Conceptually, this could 

1:e done in two ways in accordance with the alternative methods of deriving 

figures for DCE, using the United Kingdom definition as a basis of presentation. 

Under the more straightforward procedure (public sector borrowing 

requirement minus net acquisition of public sector debt by non-bank private 

sector plus bank lending to private sector plus adjustments equals DCE) an 

independent ceiling could be placed as a fiscal policy criterion on the public 

sector borrowing requirement. This much is clear. The authorities would 

then present an estimate of the net acquisition of public sector debt (on the 

basis of an assumed interest ra.te policy) and also on an estimate of the ex-

pansion of bank lending to the private sector, including any adjustments which 

usually are minor. Presumably the staff would have to regard the estimates 

as reasonable in terms of the objectives of the program. Because such estimates 

of individual components cannot constitute ceilings, it would be necessary, 

however, to arrive at a number for overall credit expansion on the basis of 

the estimates and the given ceiling on the·public sector borrowing requirement. 
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While this can be done by simple aggregation to arrive at a number for DCE, 

it is unclear what status of policy significance such a. number would have. 

If the staff were to do the aggregation in the sta.:f'f' paper, a way would have 

to be found to refer to the resulting DCE number in the letter of intent 

in such a manner that the DCE number would constitute a benchmark for 

judging the performance of credit policy and for initiating consultation, if 

necessary. Unless there were agreement on an overall DCE ceiling in some, 

even indirect, manner no agreed norm for judging credit policy during the 

life of the program would exist. 

Under the other procedure for deriving DCE (holdings of currency by 

non-bank private sector plus bank lending to public sector ~ external 

finance of public sector ~ bank lending to private sector plus adjust­

ments equals DCE) a ceiling could also be placed on the public sector 

borrowing requirement as a fiscal. policy criterion. By definition, the public 

sector borrowing requirement minus net acquisition of public sector debt by 

non-bank private sector equals holdings of currency by non-bank private sector 

plus bank lending to public sector plus external finance of.'J?'ublic sector. 

As a result, the estimate of net acquisition of public sector debt would under 

this procedure be replaced by an estimate of the remaining means of financing 

the public sector borrowing requirement. This procedure is less elegant than 

the first one, but offers the advantage of requiring an explicit estimate of 

the financing of thepublic sector borrowing requirement, after net sale of 

debt, as between currency issue, bank lending to the public sector, and 

external finance of the public sector. This. advantage is, however, not very 

,--,, substantial and the problems of consolidating the component.- estimates into 
,_, 

an a.greed overall DCE number remain. 
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(d) In theory, there is the further possibility of agreeing on a 

DCE ceiling adjustable with respect to net sale of public sector debt to 

the non-bank private sector. This tY}'e of ceiling could be usef'ul if indeed 

the basic reluctance of the United Kingdom authorities in agreeing to a single 

DCE number were to stem from the difficulties of forecasting with confidence 

the sale of public sector debt. Given other estimates, the ceiling would be 

based on the assumption that the sale of public sector debt would amount to, 

say, £3 billion during the program period; it would be reduced by the amount 
and it would be increased by the amount by which the debt sale fell short of t3 bill. 

by which debt sale increased above £3 billion;with a total lilllit on allowable 

upward adjustment due to shortfe.11 of say £l bil.lion. Under this ceiling, it 

~-...... would be important to set a reasonably ambitious target for debt sale (i.e., in-
I , 

terest rate pol.icy). 

h. Credit ceiling by inrulication 

There may be a further option of arriving at an understanding with respect 

to credit policy in an indirect way. Under this-procedure, a ceiling would 

also be placed on the public sector borrowing requirement. The authorities 

and the staff would then "agree", on the basis of the above ceiling and the 

other pol.icy elements in the program on an estimate of the increase in the 

holdings of money (M3) during the program period. In addition, the authorities 

would state that they would so conduct their exchange rate policy that net 

official reserves would change little during the program period. Both the 

M3 estimate and the net reserve (exchange rate policy) undertaking would imply a 

credit expansion. The authorities could undertake to so manage their credit 

polic~r as to be consistent with the M3 estimate and the net reserve under-

taking. The staff would state that this undertaking means an overall credit 

expansion of' a certain magnitude and the:t it would evaiuate credit policy ·with 

reference to this magnitude, rather than something else. 
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This credit ceiling by implication approach may be useful if acceptable 

to the United Kingom authorities although. it mey appe&- to be somewhat 

contrived in its use of an identity to establish the same concept that does 

not seem acceptable, when established more directly. In addition, the use of 

this approach is based on the authorities ma.king a relatively firm undertaking 

~"ith respect to net reserve changes which they may be very reluctant to do. 

E. H. Brau 

cc: Mr. Woodley 
Mr. Finch 
Mr •. Karlstroem 
Mr. Vittas 
Mr. Hyndman 



i O· 

0 

0 

Office Memorandum 

TO . • Mr• Karlstroem . . 

,_ L. G. Manison 4'.<1 DAT,E: December 8, 1975 

SUIJECT: United Kingdom - Possible Introduction of. 
Selective Import Controls 

The recent staff discussions with the U.K. authorities indicated that 
quantitative restrictions may· be placed on the import of motor ca.rs 1 ·.cathode . 
tubes for television receivers, and certain items.of footweaz; clothing, and textiles. 
memorandum, recent. developments relating to the import, production and domestic 
sales of these items a.r~ examined~ The arguments that the U.K~·authorities may 
·present in support.of import controls.are also discussed. 

1. Some relevant statistics : 

this 
In/ 

D:etailed overseas trade statistics are only a.vaila.bie for the first 
eight months of 1975. These data indicate that the value of merchandise imports 
(f.o.b.) rose by 2.6 per cent,11 while import volume declined by 8.9 per cent productE 
during. this period (Table 1). The value of imports excluding petroleum and petroleum/ 
rose ·by 5.4 per cent over the same period, as petroleum and petroleum product 
impOrts declined by 8.9 per cent. Imports of motor ca.rs, clothing, and fifotwear 
have risen at a substantially higher rate than, total imports during 1975. 

In the January-August· period of 1975, the following types of imports 
represented.:t;he following percentages of total imports: passenger ca.rs (2.2 per 
cent), clothing (2.1 per cent), textiles (2.8 per cent), and footwear (o.6 per 
cent). Data.on the value of imports.of· tubes for color television receivers 
were not available, although the value of the imports of the item "thermonic, 
etc~ valves and tubes, photocells' transistors ' etc.''.: amounted to 0. 6 per cent 
of total imports. Accordingly, if broad import controls were . introduced on the 
aforementioned items, such restrictions would cover less.than lOpe:r cent of 
total.imports. 

~ The data in table 3 indicate that ~he number of 
(a) . Motor cars . imports of passenger cars as a percentage of 

ercenta e of domes · · reduction li'ave risen from 
In the first eight months of 1975 7 the value of the imports of passenger 21. 9% 

cars has risen by 52.5 per .cent, with the number of imported passenger cars in the· 
increasingby·27.4 per cent. ·The·rapid rise in car imports has taken place first 8 
despite a cons_i~erable weakening in the· domestic demand for cars; the· average 
monthly leveJ/~ew registrations of ~ars decreased by 6 •. 7 per cent in the first 
eight months o:f 1975., while real~consumerexpenditures on cars and motorcycles the same 
f'ell by 6.5 per· cent in thef'irst hal.f of 1975~ . The penetration of the domestic period of 
car market .by imports is indicated by the fact .that the ratio of imports to 1975 • 

. total. car sales in the United Kingdom, which averaged 27-28 per cent in 1973 and. 
1974, · increased to. 33 per cent in the. first nine months of 1975 (Table·. 2) • 
This penetration has been most pronounced with respect.to Japanese car imports; 
their number rose .bY. 125.8 per cent in the first .e.ight months of 1975 and the 
Japanese share in the imported car market i.ncreased from 15. 6 per cent in the 

Y Unless otherwise specified, percentage changes refer to levels in the period 
mentioned compared to levels in·the corresponding period of the·previous year.· 
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Table 1. United Kingdom: Changes in Total and 

Selected Import Commodities 

Total Total. 
imports· Passenger 
(f.o.b.) 

~on-oily 
imports cars Clothing Footwear 

As a percentage o:f_~9~al 
. imports in Jan.-Aug. 1975. 100.0 82.7 2.2 2.1 o.6 

1974 
Percentage change .y in: 

Value 50.1 26.1 . .-18'. 9 20.6 .. 29.5 
Volume 1.0 -25.6 . . . . . . 

t 

1975 January-Aiigust f' I 

y 
Percentage ~hange in: · fr 

Value 2.6 5.4 52.5 16.8 :·16.2 
Volume -8.9 27.4 6.5 -1.0 

Sources : . ·~ Departm~nt of. Trade and Industry, Overseas Trade Statistics • 
. . 

1/ Imports excluding petroleum and petroleum products. 

.. 
. . 

Textile 
yarn. Woven Other 
and cotton textil-e 

Textiles .· thread :fabrics :fabrics 

2.8 .(0.8) (o.6) (o.8) 
•. 

,. 

33.7 (62.4) (26.1) (30.5) ... . ( ... ) ( ... ) . (. .. ) 

. -3.1 (-19.7) (-:J,.l. 3). (12.2) 
(-15.1) (-12.2) (15.1) 

2/ Percentage changes are calculated by comparison of level in period specified with level in corresponding period of 
the previous year.· 
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Table· .2 •. United Kingdom: Domestic Market iPenetration 
of Selected lzriport Commodities 

half' 

Clothing Footwear 

7.4 

7.9 

10.5 

lo.a 

11.6 

(lzriports as a per cent of 
consumer expenditures) 

ll.l 

11.1 

13.2 

·14.8 

·17.6 

January-September 

1/ Imports as a per cent .of total car sales. 
·, 

Passenf?r· 
cars--

19.3 

23.5 

27.4 

27.9 

33.0 

. . 
.; 
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. Tab+e 3. United Kingdom: Production~ Exports,. and Imports 
of Passenger Cars, 1971 - January-August 1975 

1971 1972. 1973 1974 

. · Passenger cars (nos) 

Production 1,741,940 1,921,311 1,747,321 1,534,119 

. Imports 
/. 

283,512 453,888 508,547 356,898 

Exports . . 714,478 613,430 . ·. 605,105 596,187 

. Supply ? 1,310 ,974 1,761,769 1,650,763 1,294,830 

Imports/Production - percentage 16.2 23.6 29.1 23.3 

Sources: Department of Industry; and Overseas Trade Statistics.· 

.. 

''·.. . .. \ 

0 

1914 12I5 
January-August 

.. 1,034,055 820 ,470 

226,966' 288 ,998 

398, 796 353,270 

862,225 756,198 ' 

21.9 35~2 
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first eight months of' 1974 to 22.6 per cent in the same period of' 1975. Weak 
domestic demand and competition from imports have contributed to a decline in the 
domestic output of passenger cars in.1975. The production of passenger cars fell 
by 20.7 per cent in the first eight months of 1975 and the decline in the period 
up to October 25 was 17 per cent compared to the corresponding period of 1974. 
Employment in the motor car industry~ which tended to stagnate and comprised 
about 3 per cent of total employment in 1974, declined by 5.3 per cent between 
December 1974 and June 1975; this compares with a decrease in total industrial 
employment of 3.3 per cent over the same period. 

The extent to which import penetration of the domestic car market, espe­
cially by the Japanese, can be attributed to dumping and/or other l.illfair trading 
practices cannot be determined on the basis of the available information in 
Washington. In this context, it should be noted that motor car production.for · 
the export market has performed considerably better than that for the home market 
and in the first 10 months of 1975 with the value ~f exports of passenger cars rising 
by 17 per cent. 

(b) Clothing. 

The value of imports of clothing and knitted products increased by 
16.8 per cent in the.first eight months of 1975, with the volume of such imports 
as measured in physical weight rising by. 6.5 per cent. As consumer expenditures 
on clothing rose bt 22 per cent in the first half of 1975, there does seem to 
have been mucfi1Bgfietration of the clothing market, at least for- the industry as 
a whole. There is some evidence that imports of knitted outer garmets, especially 
from Hong Kong, have made some penetration in the clothing market. The value and 
quantity of such imports have risen by 24.7 per cent and 14.8 per cent, respec­
tiveiy, in the first eight months of 1974. The value of imports of knitted outer 
garmets from Hong Kong, which now comprise over one third of the import market 
in these products, increased by 50.9 per cent in the first eight months of 1975, 
with quantity· of such imports measured in terms of.eight rising by 43.3 per 
cent. The production ot clothing and footwear declined by 3 pe~ cent in 1974 
and in the-first seven months of 1975 a further-decline of 3.5 per cent was 
recorded. Employment in the clothing and footwear indust-ry, which accounts for 
about 2 per cent of total employment, has decreased in recent years, falling.by 
3.5 per cent in the 12 months ending June 1975. -.; 

(c) Footwear 

The.value of footwear imports rose by 16~2 per cent in the first eight 
months of' 1975; while the· quantity of such imports declined by 1 per cent. The 
value of consumer expenditures on fo0twear rose by 15.2 per cent in the first 
half of 1975• Imports as a percentage of consumer expenditures have increased 
from 11 per cent in 1972 to nearly 18 per cent in the first half of 1975. 
Although the foot-wear industry has concentrated its ca.lnpaign for import controls 
on.the low-cost countries of the Far East, especially Hong Kong, and the _Comecon­
countries, increased market penetration has come from other EEC countries, .with 

·the value of shoe imports from Italy increasing by. 32 per cent in the first · 
eight months of 1975. · · . 
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(d) Textiles 

The value of the import of textiles declined by 3.1 per cent in the first 
eight months of 1975. Imports of textile yarn and thread and woven cotton fabrics 

.recorded considerable declines while imports of other textile.-. fabrics, especially 
synthetic fabrics, showed strong gains. Domestic sales of textile products_ have 
tended to stagnate in the first eight months of 1975. Reflecting weak foreign 
and domestic demand conditions, the domestic production of textiles declined by 
7.8 per cent in the first seven months of 1975, and in the 12 months to June 
1975 employment in the textile industry, which accounted for about 2.3 per cent 
of total employment, fell by 7.2 per cent. The absence of significant import 
penetration in the U.K. textile market during 1975 probably reflects the fact 
the EEC has already negotiated import restraint agreements with India, Pakistan, 
Malaysia, Hong Kong, Singapore, Macao, and South Korea this year. 

(e) Tu.bes for television receivers 
- . 

U.K. businessmen have accU:sed Japanese manufacturers of tubes for colored 
television receivers of dumping their products on the U.K. market during 1975. 
In replying to this accusation; the Japanese Trade Centre in London has said that· 
in the case of cat}lode ray tubes "the authorities found no evidence of dumping'~ 
In 1974 Japan supplied 65 per cent. of .. the import market for tubes for U .K. 
television sets; the corresponding percentage in the first six months was around 
50 per cent with the annual sales of Japanese imports being considerably below 
that in 1974. The very weak domestic demand for colored television receivers 
has probably contributed more to the frustrations of British television tube 
manufacturers than competition from Japanese manufacturers. In the first seven 
months of 1975, deliveries of U.K. made television receivers for the home and 
export markets declined by 23 per cent, while deliveries.of imported receivers 
fell by more than _ 50 per cent.· -

2. The case for selective import controls? ·. 

The U.K. authorities could present a number of arguments to justify 
the.introduction of selective import controls.- Perhaps the most persuasive • 

·argument (which may not be presented, but may be overriding_wit:ti regard to tl:ie 
authorities' decision to introduce certain import controls) would be that the 
introduction of import controls on certain products is necessary to appease the · 
trade unions so as to not jeopardize other elements in the Government's economic 
program which to date have the support of the trade unions •. The use of import 
controls to help preserve employment in-certain key industries, such-as the car. 
industry, may help iri maintaining the present cooperation of the trade unions in· 
limiting their demands for wage increases to £6 per week. However to determine 
the validity of this argument one would have to resort to politicai judgment. -

Any argument suggesting that import controls on certain types of 
textiles, clothing, footwear, motor cars, and television tubes would lead to a 
significant reduction in imports,.and hence improve the balance of payments, 

't'•. 



.. 
a 

• - 4 

would not carry much weight insofar as imports of-the aforementioned items 
presently amount to about 8 per cent of total imports. If expenditures on 
domestically produced items ·'are increased as a result of new import controls 

·it is possible that the demand by domestic manufacturers for.import.components 
may subsequently rise. For example,. the application of quotas on motor car.and 
footwear imports may eventually lead to increased rubber imports. 

Probablythe argument·that is most likely to be presented is that 
sudden and rapid increases in certain types of imports are providing unfair com-. 
petition in particular sectors of the economy and arvthreatening to destroy 

·industries which may be viable over the medium term.- Thus, it may be contended 
that with the smaller market now available for particular products, such as that 
f'or motor cars, unrestricted competition may irrepairably damage certain sectors 
of' industry as the impact of the world recession is unevenly distributed among 
major industrial countries.2/In the case of th~ motor car industry, it .Ina.y be 

·argued that the present rate of penetration of imports into the U.K. car market 
is too rapid and that the level of 33 per cent (ratio of imports to total car 
sales) in the :first nine months of 1975 is excessive. Terry Dodsworth, in dis-

. cussing the possible introduction of selective import controls, noted that "there 
seems to be a general consensus among large manufacturing nations that 25 per 
cent (or imports to total car sales) is a reasonable figure. This is the kind 
of' proportion that the Department of Trade would find acceptable here. 11 3/ It may 
be ~her argued that the rapid Japanese penetration of the car market in 1975 
doe& not represent normal trading patterns and that British car manufacturers 
f'aced with a falling domestic demand for motor vehicles should be protected in 
the short term against such competition. While it is admitted that import 
penetration in the U.K. car market has been very rapid in 1975, it is noted that 
there. has been a continuous marked increase in such penetration since 1965 despite 
the fluctuations in world economic activity. Whether import penetration in the. 
car industry would decrease as the world economy recovered andwhether the British 
car industry would be competitive over the medium term is debatable. The improved 

. export performance of the British car industry during 1975 does provide some 
·indication of the ability of the industry to be competitive over the medium 
term. 

In other sectors of U.K. industry which have experienced strong co~-
. petition from imports and where import controls may be introduced, such as • 

on certain types of clothing, footwear, and textiles, it. is df?~btful that these 
industries would be particularly viable over the medium term.~While import 
controls may help in moderating theperennialdecline in employment in these 
industries, it is unlikely that they would be competitive with foreign imports 

. over the medium term; this is particularly so with reference to labor....;intensive 
products. Apparently, footwear manu~acturers have argued that short-term controls 
(three years at a maximum) .are required to allow the breathi~g space necessary 
f'or industry to re-equip itself to deal with foreign competition. Whether the· 
modernization of capital equipment in traditionally labor-intensive industries,· 
such as footwear.and clothing, will ·make such industries competitive over the 
medium term is also subject to debate. · · 

1' . This· would be :·in accordance with Article· XIX of GATT . whic.h permits ·the adop­. '. Q · ti~ of: import _ controls ·to protect industries seriously 'threatened by a sudden . 
in_crease in competition . from imports. · . 

2/ ·A comparison of_!'ates _of growth of_ imports and import-GDP ratios· with other 
industrial countries is given in Appendix _ Table I. 

'JI Financial Times, November 22, 1975 ,- p. 20. · industry 
'!:} Sweden faced with a similar rapid erosion of its domestic footwear/by foreign 

competition_recently imposed·import quotas on certain types of footwear for national 
securitv purposes. 1 · 
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FROM. 

SUBJECT : 

The Managing Director 

., l'J \ ' W. John R. Woodley · \ ,_, · 

United Kingdom 

' / .. 1 ' 

SECRET 

18, 1975 

1. On August 14 and 15, together with other ·staff members, I met with 
Messrs. Cassell (Treasury), Price (Bank of England), Bull and Sweeney of the 
Executive Director's office. While Cassell indicated that final decisions had 
not been taken and all options should he kept opP.n, he wauted. to review c0n­
ditions and procedures for.an oil facility Hnd first credit tranche drawing or 
stand-by arrangement. Cassell returned to London with the attached papers. 
It was indicated that they had been done hurri~ly to meet his needs, and that 
on the staff side the positions were ad referendum to ruy colleagues and you. 
In fact, the papers contain no quantities; we listened to their suggestions 
and reserved any reaction. On the U.K. side, Cassell expressed concern about 
how his people would react to the DCE question and other efforts to quantify 
targets. As the weeks go by however, positions are being crystallized, and it 
is now time for us to know where we stand on the major issues. 

2. The U.K. policies as described can be combined together into a 
reasonable program. Output is projected as virtually stagnant, with une~nploy­

.ment rising to 5 per cent and recovery in1976 basically dependent upon a 
1----... revival of. eh.i>orts. The price target is to reduce the rate of increase to about· 
', __ ./ 10 per cent in the second half of 197 6. In the meantime, the price rise is 

expected to decelerate slowly from the present 28 per cent. Assuming the new 
incomes policy is effective, wage increases would be about 11 to 12 per cent 
resulting in a sharp reversal of the increase in real wages that occurn~d in 

~ ..... --.. ,, 

·._ ./ 

the first half of 1975. The balance of payments on current account shows a 
sharp improvement from 1974 to 1975, but then remains at about the 1975 seco~d 
half level in the first half of 1976. Improvement in 1976 is linked to continu­
ing restraint on domestic demand, the lagged effects of. exchange rate changes, 
and a revival in export demand. 

3. The key policies related to the outcome above are: 

(a) The July incomes policy lasting until August 1976. 

(b) The public sector borrowing requirement (PSBR) which is regarded 
as consistent with stable output and rising unemployment, and therefore· leaves 
scope for export expansion when demand revives . 

. (c) A neutral attitude toward credit to the private sector on the 
basis that demand for credit is slack and unlikely to revive. Restr~int is 
pr?rnised if the situation changes. 

(d) On the external side, avoiding controls and letting the exchange· 
rate move to maintain the present competitive position. · 

l __ ,, ___ .. ____ .... _ .. , ..... -· .................... ,. ----···-~···-~···· 
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. 
4. The outlook and policies as described above appear reasonable and 

as warranting support from the Fund. · Nevertheless, there are issues you might 
wish to raise with the Chancellor. 

(a) The PSBR which was f7.6 revised to f8.0 billion last year was 
set at about f9 billion or 10 per cent of GDP at the time of the April budget 
for FY 1.975/76. The current estimate is fl0.5 billion, the increase being due 
to a variety of factors mostly of a non-policy type. Even Treasury officials 
admit that they know little of what local government units are spending and 
that the rapid inflation has reduced the effectiveness of traditional controls. 
The Chancellor is emphasizing the use of cash limits on expenditures next year 
and government officials are working on the problem now, but in the meantime 
one has to have serious reservations about the possibility of staying at the 
present. flO. 5 billion figure. 

You could press the Chancellor for a commitment to take budget 
measures if the PSBR becomes larger than the current fl0.5 billion estimate. 

(b) On incomes policy, there are reports of public acceptance and 
the Chancellor is apparently determined. to.win any confrontation in the public 
sector. Particular doubts must persist· on any scheme which involves such a 
sharp change in trends and which is likely to affect differentials so much 
(the £6 per week increase is about 12 per cent but if it tends to become a 
minimum as well as a maximum~it would be 25 per cent for the lowest paid 
•workers). Moreover, the re-~ntry problem on August 1, 1976 will be acute, 

~ although further income policy measures are expected • 

I. 
I 
I. 
I 

I 
! IQ: 

I 
l 

. Despite _the reservations above, the sensible course seems to be to 
support the present· policy stance. 

(c) The present exchange rate policy seems satisfactory. The difficult 
issue is to appraise if the exchange rate is moving as fast as the deterioration 
in the relative wage and price situation and if this can be maintained. Our 
judgment is that with recent changes the present situation is· probably satisfactory. 

Your emphasis on the need to keep the exchange rate moving so long 
as price and wage-1.hcreases are so relatively unfavorable would be helpful. 

(d) Uri· ·tfte question of whether the government is making reasonable 
efforts to use other sources of financing, Cassell said they did not believe 
another Euro-dollar roan was feasible. On adjusting short-term rates t.o hold 
sterling balances and influence other short~term capital investments, he· said 
the interest rate had been raised.recently, but they were not using short-term 
rates aggresively at this time, partly for domestic reasons but mainly because 
they were uncertain that the situation required it. On the approach to the 
EEC oil facility; an appropriate expression was promised. 

You could-argue that further serious deterioration in the situation 
would warrant higher short-term interest rates to improve the capital flow 
situation. 
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5. Some difficult iss~es remain regarding the use of Fund facilities. 

(a) With great reluctance, the_U.K. authorities have apparently 
moved toward accepting the concept of a DCE performance target--through 
March 1976 for the oil facility and for the same period plus another 6 months 
to be set after the spring budget for a first credit tranche stand-by. Their 
projections call for an increase in FY 1975/76 in domestic credit of f7.5 bil­
lion (public sector, £6.4 and private fl.l). With a negative balance of payments 
factor of £3.3 billion and other adjustments; the increase in M 3 would be about . 
11 per cent. This compa~es with a rise in nominal GNP of about 16 to 17 per 
cent. The rise in M 3 appears broadly satisfactory. The difficulty with trying 
to reduce the domestic bank credit target is that almost all of it is to finance 
the_budget deficit remaining after large sales of debt to the non-banking sector 
with only minor provision for credit to the private sector. Even this amount 
looks excessive in terms of the actual decline in bank credit to the private 
sec.tor in the first half of the year. At least I have been unable to devise a 
scheme to reallocate credit to the private sector. 

(b) The balance of payments need for the use of the Fund, in 
particular the oil facility, involves a difficult projection for the second 
half of 1975. The current account estimates do not cause difficulties, with 
a sharp deterioration in 1974 and a big improvement in 1975, particularly in 
the. first half of the year. The estimates given by the U.K. authorities are 
close to staff estimates and -do not appear unreasonable. The difficulties occur 
on capital account: the need for the use of the Fund on the basis of a compari­
'son_of 1974 and 1975 arises from the swing (from increase in 1974 to fall in 197.:)) 
in sterling balances of fl.8 billion, a swing in largely unpredictable short-
term capital items of f758 million and a reduction in Central Government official 
bor.rowing of f219 million (see official estimates below). The change from the 
first to the second half of 1975 is a deterioration on current account of f627 mil­
lion-, can increased outflow of sterling balances offset by larger public sector 
borrowing, and the disappearance of Central Government borrowing. For the year 
as~a whole, without recourse to the Fund, there would be a loss of official 
reserves of about fl.l billion (SDR 2.0 billion) with f~30 million projected 
fo~ the-second half of the year. 

(c) Difficulties occur with the projections. First, there are large 
variations in sterling balances and short-term capital movements, and, while 
these are not necessarily unreasonable, the staff is simply in no position to 
appraise them. Second, even if the projections are exact, there would be little, 
if any, loss of official reserves with a Fund drawing of SDR 2 billion. The 
proposition is thus to completely fill the gap and not require any use of "own 
reserves". · Third, the reserve loss through July amounts to about f260 million. 
August is reportedly being another bad month, but even so, dealing with a Board 
paper before the end of September will mean that about three quarters. of the 
reserve loss for the year as a whole is projected for the last quarter of the 
year. I suggested delaying the drawing to Cassell who argued that v~ry big 
reserves losses could occur very quickly, and that considerable time was involved 
in processing a Fund paper. My conclusion is that there is room for negotiation 
on th~ issues of timing.and amount of use of Fund resources. 
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(millions of pound sterling) 

1973 1974 1975 1975 1975 
I II 

Current account -835" -3,668 -1,695 -533 -1,160 
1/ 

Public sector borrowing 1,040 1,147 780 237 

Sterling balances 154 
.J:l 

~,558 -225 55 

Other, short term 149 358 -400 -466 

Surplus or deficit 210 -565 1,540 -707 

Financing 

Reserves -210 -79 1,115 284 
11 

Govt. borrowing 644 425 423 

1/ Foreign borrowing by.public sector other than the Central Government. 
2/ · Includes some long term, short-term capital, and errors. and omissions. 

540 

-275 

65 

-830 

830" 

11 Central Government borrowing, i.e., the $2.5 billion Euro-dollar loan of 1974 • 

.. 
. ~.' 
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(d) My particular concern on this subject is with exchange rate 
policy. We agreed during the May consultation mission that an exchange rate 
policy justified as "following market forces'' had to be appraised taking into 
account borrowing abroad by local authorities and the Central Government 
(fl.9 billion in 1974 and fl.2 billion projected for 1975). Use of a Fund 
drawingin 1975 would raise their "intervention" for 1975 to above the 1974 
ievel~ and be counter to any real dependence on "market prices". In other 
words, use of Fund resources could. be regarded as substantial support of the 
exchange rate and would require us to defend "the proposition that the present 
and prospective path of exchange rate change is about·right. I don't regard 
this as an unreasonable proposition if the U.K. authorities agree to continue 
adjusting so long as the deterioration in their competitive position is so 
rapid and the balance of payments needs correction. 

(e) The timing that the U.K. authorities suggested was that necessary 
Fund papers would be issued shortly after your discussion with the Chancellor 
at.the Annual Meeting. I pointed out to them that the implications of this 
were that no policy changes would be made regardless of the content of these 
discussions. I also told them that in my opinion the staff would be gravely 
handicapped by lack of knowledge, particularly on the budget and the balance of 
payments, and this would be harmful both to the United Kingdom and the Fund. 
~ promised, however, that the staff would work on appropriate papers during the 
next 2 weeks and would use Mr. Bull as a channel for requests for i~formation. 
Their main arguments against a mission are that it could not be kept secret 

. . and that the staff is fully informed on_~urrent policies • 

. ::.::.:....:.: (f)<In.:view-of-your- concurrent discussions with Mr. Bull, we had 
no discussion of amounts for the oil facility. Cassell did ask about drawing 
the~first·credit tranche-fn$tead of using a stand-by arrangement. Our reply 
on this was that much depended on the package involved and the size of the need. 
rindicated- a· preference for meeting the problem by an oil facility drawing to 
meet immediate needs and a first credit tranche stand-by to cover contingencies 
over the-next 12--months .• ~. - . 

l-.:_::-:..::.a~:. ~~In-summary~ -assuming ~that. progress is being made on the DCE, the 
conditionality requirements for a first credit tranche drawing appear to be 
iraf:i.sfactory;;· The-policY:-issues:you might:wish to take up with the Chancellor 
are in paragraphs 4(a), (c) and (d). On the oil facility, per se, a reasonable 
case: can--be-made-for. 11neea~·~ (see· paragraph 5(b)), but there would be a ·case for·. 
delay if you wished to argue it (paragraph 5(c). Any suggestion of delay however, 
would::.~equire a:high:..degree of-certainty.that the funds are firmly available. 

?!"~\·2::.-~ .:.i-.-think-a meeting-on the above is urgent to permit us to go along 
from day to day on the U.K. issues. 

,J.t.:~'\--- T?>:~:--.:--:--::= .. - -.--- :: - -
Attachments 
'"'' 

cc: Mr. Whittome· 
Mr. Finch 

- - - - ~ -· ·-
:. ..,_. - : 

.- . .:. . 
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Oil Facility 

Washington 
Lugust 15, 1975 
\f;oodley/Cassell 

1. Inform the Fund of intention to request drawing under the oil facility 

to meet a balance of payments need in 1975. 

2. Balance cf payments objective for 1975 and outline economic and financial 

policies designed to achieve this and to achieve medium-term solution to the 

balance of payments problem. Energy policies government is following. Consult 

with the Fund on balance of payments policies wh1le purchases outstanding. 

3. Policies consistent with p.2of Rome Communique". Refrain from restrictions 

on current payments or transactions. 

4. Repurchase commitment in accordance with Decision on 1975 oil facility. 

Memo on Economic Policy 

1. Balance of payments in 1974 indicating current account, oil deficit and 

movement of gross offic:j..al reserves. Extraordinary nature of capital inflow,. 

and trends during the year. Results in 1975, first half. 

2. Domestic policies adopted to meet situation. Outline of strategy of 

April 1975 budget including cyclical stance, and shift of resources to exports. 

Comment on developments since budget, and expenditure control plans of White 

Paper and subsequently. .PSBR for 1975/76. Longer range plans for reducing PSBR, 

including any specification that is possible,· to leave scope for export and 

. private (irivestment) expansion. 

3. Incomes policy--description of 1974 and first half of 1975, leading to 

. .}'uly measures. Expected effects during 12 months in terms of prices and wages. 

4. Monetary policy--IBEL policy during 1974, suspension in eariy 1975 because 

of depressed demand for credit, but reimpositon if necessary. Monetary policy 
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for FY 1915/76 including interest rates. 

5. Implications of domestic policies for real output, employment, and prices 

in 75/76. Also, implications of domestic policies for a specified DCE objective 
1/ 

(and M 3 growth)- given balance of payments policies in 6 below. (Within overall 

growth, can anything be said to give priority to private sector?) 

6. · With above domestic policies, exchange rate policy related to market forces 

and maintenance of competitive positon of U.K. manufactures consistent with 

achieving continued current account improvement. 

7. Sharp improvement in current account in 1975.. This offset by deterioration 

in capital account despite considerable official borrowing with resulting need 

for use of oil facility. Government making reasonable efforts to obtain capital 

inflows. Interest rates have b een.adjusted to meet problem. Government 

. ~xpressed intention to apply for a loan from EEC under EEC recycling arrangement 

~ (when available). 

8. The medium-term st~ategy on the balance of payments is continued restraint 

on domestic demand arising in parti.cular from curbing public expenditures and 

continuation of exchange rate policy described above. Expected that 1975 change 

in the rate will have lagged effects in.1976 and beyond. North Sea oil will 

have major effect on balance of payments, and anticipated that by 1978/79 current 

account deficit can be eliminated. 

9. Government taken steps to conserve oil and develop alternative sources of 

energy. Measures and anything on results in 1974 or 1975. 

10. Description of any restrictions on current international payments or 

~ransactions since January 1974 and appropriate policy statement on restrictions. 

ll If M 3 not specified, balance of payments target will be. 

0 .. 

·-------·~--
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Main Program Elements 
First Credit Tranche 

Washington 
August 15, .1.975 

1. Purpose of stand-by arrangement to support economic policies~strengthen 

balance of payments and modera~e domestic inflationary policies in 1975. 

For later, export led growth back to full employment. 

2. Fiscal policy 

(a) Rationale and strategy of April budget. 

(b) Government sector borrowing requirement for FY 1975/76, and 

developments so far in FY, and commitment to quantify in spring. 

for FY 1976/77. 

(c) Further progress in 1976/77 in reducing public expenditures. 

Longer-term expenditure programs. 

3. Monetary policy 

(a) ... Statement contained in budget and reiterated in July. 

Interest rate policy. 

(b) DCE objective on basis of monetary and balance of payments policy, 

'FY 1975/76, and commitment to quantify for calendar 1976. 

4. ~uly incomes policy and expected effects. 

5. Expected balance of payments outcome in FY 1975/76/and/calendar 1976 in spring. 

6. Intention to avoid use of restrictions on current transactions. 

7. Exchange rate policy 

(a) As in oil facility, but citation of Section 4(a). (Reserve intention) • 
. . . 

(b) Consult. on initiative·of MD. 

a~ In stand-by'agreement, consult at request·of MD, if objective in 3(b) exceeded 

or intentions in 2(b) and 7 not being carried out. 
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SUBJECT : 

Off ice Me1n orandu rn 

Mr. Whittome 

B. S. Ka:rlstroemf#U 
United Kingdom - Briefing Material for 
the Managing Director (Interim Committee) 

1. Recent developments 

DATE: August 29' 1975 

CONFIDENTIAL 

The trend of real output was flat in 1974, with a marked fall in indus­
trial production largely offset by output gains in the agricultural and service 
sectors. 

Public sector outlays on goods and services rose by about 2.0 per cent 
in 1974, while private expenditure on fixed capital declined by more than 5.0 per 
cent mainly because of a steep fall in housebuilding. In the second half o.t 1974, 
investment plans in private industry were revised downward sharply in response to 
mounting liquidity strains and the deteriorating outlook for demand and profits. 
The foreign balance measured in real terms strengthened. There was a steep rise 
in exports in the first quarter of 1974 which subsequently flattened out. In 
contrast, imports were on a downward trend throughout the year, reflecting pri­
ma.rjly a reduction in stock investment. 

In the course of 1974, pressures on resources eased. The unemployment 
rate increased from 2.2 per cent at the end of 1973 to 3 per cent at the end of 
·1974. At the same time, however, the rate of inflation, which had increased in 
1973 in response to soaring import prices and excessive demand pressures, esca­
lated further during 1974, with the cost of living index rising by 19 per cent 
in the 12 months to December 1974. 

The trends in the domestic economy that were noticeable during 1974--no· 
growth in production, increasing slack and rising unemployment, escalating rates 
of inflation, and a weakening in the investment climate--have become even more 
pronounced in 1975. Industrial output (seasonally adjusted) in the first half 
of 1975 was 8 per cent lower than in the second half of 1974. Stock decumulation 
contributed further to the sluggish trend in output and private investment has 
declined. 

, The unemployment rate, which--although rising--remained fairly modest by 
".internationaJ. standards through th~ early part of 1975, has recently shot up 
'very quickly. In mid-August 1975 ~ this rate (seasonally adjusted) was over l+ per 
cent {just under one million), pointing to a significantly higher level of 
unemployment during the coming winter than had been expected in the official 
forecasts prepared in conjunction with the latest budget (April 1975). 

The rate of price inflation (measured as the 12 monthly increase in the 
consumer price index) has escalated further and was in July running at 26 per 
cent. Wage increases (weekly wage rates) are now rising at an even faster pace-­
the increase was over 31 per cent in the 12 months to July. 

.· 

i 
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The current account deficit in the balance of payments was gradually 
reduced in the course of 1974 as the recession in the United Kingdom kept demand 
very low and stocks were run down. The overall balance of payments showed a 
surplus in 1974, and official reserves rose by SDR 300 million (US$46o million), 
admittedly after heavy public sector borrowing abroad in Euro-currency markets. 
Such borrowing amounted to US$4.l billion in calendar 1974. 

A further and very sharp reduction in the current account deficit 
occurred in the first half of 1975. The seasonally adjusted deficit was then 
running at an annual rate of only about £900 million (US$2.l billion), again 
the result primarily of depressed domestic economic activity and low import demand. 
However, the capital account showed intermittent signs of weakness: there was 
a very large outflow of capital in April which was reflected partly in reserves 
but mainly in the exchange rate. Continued borrowing by the public sector in 
Euro-currency markets (US$1.5 billion during the first seven months of 1975) 
limited the reserve loss over the period January-July 1975 to SDR 360 million 

(US$620 million ) • 

2. Outlook 

The recession seems to deepen further, unemployment is bound to continue 
increasing, the rate of inflation remains very high and is likely to be reduced 
only gradually. At the same time, the current account deficit is unlikely to 
stay as low as it was in the first half of 1975 as some restocking is inevitable 
(even under the present recessionary conditions). 

The recent informal talks in Washington between staff and British offi­
cials indicat.ed that real output (GNP), after a significant decline in the first 
half of 1975, is likely to remain flat in the second half of this year and possibly 
rise a little in the first half of 1976; that the unemployment rate is likely to 
hit 5 per cent in the first half of 1976--a very high figure by U.K. standards 
but not quite so dramatic in an international context; that the rate of inflation 
will remain above 20 per cent throughout this year but then hopefully taper off 
and reach 10 per cent in the second half of 1976 (this is the official target). 

The outlook for the balance of payments has been discussed in some detail 
with British officials. They envisage a pronounced widening of the current 
account deficit--from an annual rate of about £900 million in the first half of 
1975 to some £2.5 billion in the second half. The deficit in the first half of 
1976 is likely to be much the same. This reversal of the trend (from the improve­
ment over the past year) is due first to an expected turnaround in the stock 
position (stocks are presently too low to be maintained for any length of time); 
and, secondly, to the initial adverse (J-curve) effects of the depreciation of 
the exchange rate over the past several months. J 

3. Economic policies ,, ,. 

The strategy of economic policy underlying the latest budget.was to allow 
the recession to create more spare capacity in the economy in the hope that this 
unused capacity would be absorbed through increased exports. This plan to wait 
for an export-led upswing was based first on the assumption that economic 
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activity abroad would revive within about a year, and, secondly, that the 
depreciation of the pound sterling over the past few years would make it 
possible for U.K. exporters to benefit substantially from the coming upturn 
in the world economy. 

This economic strategy is presumably still the prevailing one. The 
last Fund mission strongly supported these policies. However, there are 
several problems involved in the present policy stance. These problems were 
discussed in a note, dated August 18, 1975, to the Managing Director from 
Mr. Woodley (attached). The combination of high inflation rates, increasing 
slack and therefore a lower tax base, together with expansionary fiscal 
measures in 1974, has led to an extremely large public sector deficit, now 
estimated--perhaps conservatively--at over £10 billion for 1975/76. Reluctance 
to reduce this deficit for fear of intolerabJeunemployment levels stands in conflict 
with the need to contain the current account de'ficit in the balance of payments 
and to reduce the rate of inflation. 

The possible monetary consequences of the present fiscal position are of 
main concern to the Fund staff (see the memorandum of August 18 referred to 
above). The present rate of monetary expansion does not give rise to concern-­
M3 is presently growing at an annual rate of between 10 and 12 per cent. (In 
large part this low rate of increase reflects a depressed demand for credit by 
the·private sector.) The worries relate to the growth of monetary aggregates 

-~ in 1976 when the Government may have to rely heavily on the banking sector to 
(__ __ ) finance its still very large deficit and when private sector demand for credit 

may revive. If a large proportion of the fiscal deficit is financed through the 
banking system, there will inevitably be a sharp acceleration in the growth of 
monetary aggregates, and as a result it will be difficult to control the 
external position. 

c. 

The authorities have for some time followed a policy of allowing the 
exchange rate to adjust to differential rates of inflation. The effective 
exchange rate is now some 28 per cent lower than at the time of the Smithsonian 
agreement, compared to an effective depreciation of about 18 per cent a year 
ago. Short-term pressures on sterling are smoothed out by letting reserves 
fluctuate, sometimes very sharply (for instance in late July and early August 
when reserve losses appear to have been large). Given the very high rate of 
inflation in the United Kingdom relative to most other industrial countries, 
continued depreciation seems necessary and unavoidable. 

The U.K. authorities are trying to deal with- the inflation problem pri­
marily through incomes policies which were strengthened in July 1975, by intro­
ducing statutory elements into what was formerly a voluntary (and very loose) 
agreement between the Government and the TUC. The percentage increase in wage 
rates implied under the new rules is limited to about 10 1/2 per cent (12 per 
cent after allowing for adjustments for equal pay for women). There are_-reports 

. of public acceptance of the ·tougher stance taken in July and the Chancellor is 
apparently determined to win any confrontation in the public sector. The policy 
does indeed need to be implemented with a strong hand to achieve the officially 
stated target of reducing the rate of inflation to 10 per cent by the second half 
of 1976. 
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The ¥..nnaging Director 

II: .John B.. lloodley ~t.) ·' 
United Kingdom 

: _ 1. On August 14 and 15, top,ether with other "staff members, I met with 
Messrs. Cassell (Treasury), Price (Bank of England), Bull and Sweeney of the 
Executive Director's office. Wbile Ca~sell indicated that final decisions had 
not been taken and all options should he kept opP.n, he wanted to re,1ie~>' ~'Jn­
ditions and procedures foran oil facility and first credit tranche dra~ing or 
e~and-by arranget:lent. Cassell returned to Landen with the attached papers. 
It was indicated that they had been done hurr±-Oly to m~et his needs, and that 
on the staff side the positions were ad referendum to ruy colleagues and you. 
In fact, the p&pers contain no quantities; we listened to their suggestions 
and reserved any reaction. On the U.K. side, Cassell expressed concern about 
b(JW his people would react to the DCE question and other efforts to quantify 
targets. As the weeks go by however, positions are being crystallized, and it 
ia~now time for us to know where we stand on the major issues. 

· - 2. The U.K. policies as described can. be combiried together into a . 
t.easonable program. Output is projected as virtually stagnant, with une:nploy­
.ment rising to 5 per cent and recovery in 1976 basically dependent upon a 
~evival of e~-ports. The price target is to reduce the rate of increase to abou~ 
19 per cent in the second half of 1976. In the meantime, the price rise is 
expected to decelerate slowly from the present 28 per cent. Assuming the new 
iueomes policy is effective, wage increases would be about 11 to 12 per cent 
resulting in a sharp reversal of the increase in real wages that occurrL?d in 

·the first ·half of 1975. The balance of payments on current account shows a. 
tha~p improvement from 1974 to 1975, but then remains at about the 1975 second 
M.U-level in the first half of 1976. Improvement in 1976 is linked to coutinu­
lUg:testraint on domestic demand, the lagged effects o{ exchange rate changes, 
and"a revival in export demand. 

"" *'· -- ..; .... ,.·· 

a~ p:3~; ~'the:keJ policies related to .the outcome above are: . ,;:.·· 

-· .,;..11..~- ... -

(4) The:July incomes policy lasting until August 1976. 
e::c-::= ::~:_:· --.- - ·· --- .. ·· '.-: .... 

\. a-:::=:~.=.:- :: ·(b). The public sector borrowing requirement (PSBR) which is regarded 
\ 41t~~Qqsistent with stable output and rising unemployment, and therefore· leaves 
\ •e.Qpe-for export expansion when demand revives. · -- :-~~ 

t~~ .. - ·.:~".".-.. -(c) ·A neutral attitude toward credit to the private sector on the 
'49is.that demand for credit is slack and unlikely to revive. Restraint is 
pr~mised if the situation changes. 

. \,.- - . - - -
/ 

v:::.;.:: ·.-:-:-(d) On the external side 9 avoiding controls and letting t_he:exchange-
~'~ .~ave to maintain the present competitive position. .· ; _, 

.'., .. 

: . 
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4. 0The outlook and policies as described above appear .reasonable and 
as warranting support from the Fund. Nevertheless, there are issues you might 
vish to raise with the Chancellor. 

(a) 'Ihe PSBR which was £7.6 revised to £8.0 billion last year was 
set at about £9 billion or 10 per cent of GDP at the time of the April budget 
for FY 1.975/76. The current estimate is £10.5 billion, the increase being due 
to a variety of factors mostly of a non-policy type. Even Treasury officials ·· 

--admit that they know little of what local government units are spending and 
that the rapid inflation has reduced the effectiveness of traditional controls. 
The Chancellor is ecphasizing the use of cash limits on expenditures next .year 
and government officials arc working on the problem now, but in the meantime 
one has to have serious reservations about the possibility of.staying at the 
presen~ fl0.5 billion figure. 

You could press the Chancellor for a commitment to take budget 
measures if the PSBR becomes la.rger than the current £10.5 billion estimate • 

• 
(b) On incomes policy, there are reports of public acceptance and 

the Chancellor is apparently determined to win any confrontation in the public 
sector. Particular doubts must persist· on any scheme which involves such a 
sharp change in trends and which is likely to affect differentials so much 
(the £6 per week increase is about 12 per cent but if it .tends to become a 
minimum as well as a maximum~it would be 25 per cent for the lowest paid 

·•workers). Horeovcr, the re-entry problem on August 1, 1976 will be acute, 
a~tbough further income policy·measures are expected • 

Despite the reservations above, the sensible course seems to be to 
support the present polj.cy stance • 

. . (c) The present exchange rate policy seems satisfactory. The difficult 
issue is to appraise if the exchange rate is moving as fast as the deterioration 
ill the relative wage and price situation and if this can be maintained. Our 
judgment is that with recent changes the present situation is probably satisfactory. 

Your emphasis on the need to keep the exchange rate moving so long 
as price and wage increases are so relatively unfavorable would be helpful. 

(d) On the question.of whether the government is making reasonable 
efforts to use other sources of financing, Cassell said they did not believe 
another Euro-dollar loan was feasible. ·On adjusting short-term rates to hold 
sterling balances and influence other short-term capital investments, he· said 
the interest rate had been raised recently, but they were not using short-term 
rates aggresively at this time, partly for domestic reasons but mainly because 
they were unc~rtain that the situation required it. On the approach to the 
EEC oil facility 1 an appropriate expression was promised. i 
• • You could· argue that further serious deterioration in the situation 
would warrant higher short-term interest rates to improve the cap~tal flow 
aituation. 

• 

• 

!' 

l ,, 
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5. Some dif fieult issues remain regarding the use ·Of Fund facilities. 

(a) With great reluctance, the U.K. authorities have apparently 
moved toward accepting the concept of a DCE performance target~-through 
March 1976 for the oil facility and for the same period plus another 6 months 
to ·be set after the spring budget for a first credit tranche stand-by. The~r 
projections call for an increase in FY 1975/76 in domestic credit of f7.5 bil­
lion (public sector, £6.4 and private fl.l). With a negative balance of payree~.ts 
factor of £3.3 billion and other adjustments, the increase in M 3 would be about 
11 per cent. This compaues with a rise in nominal GNP of about 16 to 17 per 
cent. The rise in M 3 appears broadly satisfactory. The difficulty with trying 
to reduce the domestic bank credit target is that almost all of it is ·to finance 
the budget deficit remaining after large sales of debt to the non-banki~g sector 
with only minor provision for credit to th·e private sector. Even this amount 
looks excessive in terms of the actual decline in bank credit to the private 
sector in the first half of the year. At least I have been unable to devise a 
scheme to reallocate credit. to _the private sector. 

(b) The balance of payments need for the use of the Fund, in 
particular the oil facility, involves a difficult projection for the second 
half of 1975. The current ac.count estimates do not cause difficulties, with 
a sharp deterioration in 1974 and a big improvement in 1975, particularly in 
th~ first half of the year. The estimates ,given by the U.K. authorities are 
close: to ~.taff estimates and -do not appear-unreasonable.. The difficulties occur 
on capital account: the need for the use of the Fund on the basis of a compari­
son of 1974 and 1975 arises from the swing (from increase in 1974 to fall in 1975) 

. ~n sterling balances of fl.8 billion, a swing in largely unpredictable short~ 
term capital items of £758 million and a reduction in Central Government official 
borrowing of f219 million (see official estimates below). The change from the 
first to the second half of 1975 is a deterioration on current account of f627 mil­
"tion, an increased outflow of sterling balances offset by larger public sector 
borrowing, and the disappearance of Central Government borrowing. For the year 
as-·a whole, without recourse to the Fund, there would be a loss of official 
reserves of about fl.l billion (SDR 2.0 billion) with £830 million projected 
foE the second half of the year. · 

(c) Difficulties occur with the projections. First, there are large 
variations in sterling balances and short~term capital movements, and, while 
these are not necessarily unreasonable, the staff is simply in no position to 
appraise them. Second, even if the projections are exact, there would be little, 
if any, loss of official reserves with a Fund drawing of SDR 2 billion. The 
proposition is thus to completely fill the gap and not ·require any use of "own 

II . 
rese.rves • Third, the ·reserve loss through July amounts to about £260 million. 
AUgust is reportedly being another bad month, but even so, dealing with a Board 
paper before the end of September will mean that about three quarters of the 
~serve loss for the year as a whole is projected for the last quarter of the , 
Je~r. I suggested delaying the drawing to Cassell who argued that v~ry big / 

reserves losses could occur very quickly, and that considerable time was involved 
in processing a Fund paper. My conclusion is that there is room fo~ negotiation 
Oil th~ issues of timing. and amount of use of Fund resources. - · 
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(millions of pound sterling) 
-., • 

£. ~- .: ·-
..__ . 

1975 1975' 
·I II 

-- -· 1973' 1974 1975 

~C'!rr~nt account -835 -3,668 -1,695 -533 -1,160 
1/ 

"rublic sector borrowing 
~ =: ':. 

·:ste.rling balances 
. J} 

:other, short term 
.. .:..- . 
_:S-utplus or deficit 

~ancing ... 
' Reserves •. 

:'!:. : :.. ~ : ._ ~ .. 

.... _ -·-. - . -....... --·- - - - . 

!· :. :. : : ·:: - ~ 

t:~: :=-. 

3/ 

1,040 1,14_7 

154 ~.ssa . 

149 . 358 

210 -565 

·-. •210 . - -79 

... · .... · :_:-_. 644·: 
- .. ----- ----·-

-780 237 

-225 55 

-400 -466 

1,540 -101· 
_ ... ______ 

.... - 1~115 284 

··425 423 

·r:;aJ :..Foreign borrowing by. public sector other than the Central Government. 
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• (d) My particular concern on this subject is with ~xchange rate 

policy. We agreed during the May consultation mission that an exchange rate 
policy justified as "following market forces" had to be appraised taking into 
account borrowing abroad by local authorities and the Central Government 
(fl~9-billion in 1974 and fl.2 billion projected for 1975). Use of a Fund 
drawing in 1975 would raise their "intervention" for 1975 to ab ove the 1974 
level, and be counter to any real dependence on "market prices

11
• In other 

words, use of Fund resources could be regarded as substantial support of the 
exchange rate and ..,ould require us to defend the proposition that the present 
and prospective path of exchange rate change is about right. I don't regard 
this as an unreasonable proposition if the U.K. authorities agree to corttinue 
adjusting so long as the deterioration in their competitive position is so 
rapid and the balance of payments needs correction • 

'. 

. --- (e) The timing that the U.K. authorities suggested was that necessary 
Fund papers would be issued shortly after your discussion with the Chancellor 
at the Annual Meeting. I pointed out to them that the implications of this 
were that no policy changes would be made regardless of the content of these 
discussions. I also told them that in my opinion the staff would be gravely 
handicapped by lack of knowledge, particularly on the budget and the balance of 
payments, and this would be harmful both to the United Kingdom and the Fund. 
J promised, however, that the staff would work on appropriate papers during the 
next 2 weeks and would use Mr. Bull as a channel for requests for information. 
Their main arguments against a mission are that it could not· be kept secret 

.• and that the staff is fully informed on current policies. 

:~ : ~:."' . (£)- .·In view of your· concurrent discussions with Mr. Bull, we had 
no discussion of amounts for the oil facility. Cassell did ask about drawing 
!f!~~~~rst credit tranche instead of using a stand-by arrangement. Our reply 
on this was that much depended on the package involved and the size of the need. 
~~~nd~cated a preference for meeting the problem by an oil facility drawing to 

. ~et ~mmediate needs and a first credit tranche stand-by to cover cont.ingencies 
over the-next 12-months. · 

;.~~=.:.:s~_~:~-~In--s~Ty, -assuming that progress is being made on the DCE, the 
cc>nditionality requirements for a first credit tranche drawing appear to be 
~ti~~actory. The policy issues you might wish to take up with the Chancellor 
~re in paragraphs 4(a), (c) and {d). On the oil facility, per se, a reasonable 
Cl¥~·-=-can be made for 11need11

• (see paragraph 5 (b)), but there would be a case for 
delay if you wished to argue it (paragraph S(c). Any suggestion of delay however, 
~'!.~'!--~equ~~e <I: hi_gh-~eg~~e o_f __ certainty that the funds are firmly _available. 

\\ 
r, ~~=--~·=::~.:-. . :.,t~ think a meeting. on the above is urgent 
\ ~rom. ~ay to day on the U.K. issues. . ;. 

to permit us to go along 

~-. ~~:."~::.=_ -:-:----:.-:-:. -.:_-:..--::~::-:--:~::·::-:· -· -
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Notes ofJMeeting on Domestic Economic Prospects 

Wednesday, November 12; 1975 

I 

The fol:J.owing are the main points which emerged from a :meeting 'held in 

H.M. 'l'reasury a.t 10:00 a.m. November 12, 1975 to discuss domestic and 

econowic prospects. 

In the v;ake o:f the very sharp reduct.ion in activity which had already 
, 

occurred, the U.K. representatives were fairly confident in foreseeing some 

.imminent unwinding o~ the trade cycle, al though t.1-iey wore unsm:e how far 

this would progrc~s in the forecast period (to first quarter 1975) • There 

were many imponderables in the forecast, such as· t.11.e likely pace of recovery 

in world trade and t..1-te prospective personal savings ratio which thus far had 

re.'ilained somewhat surprisingly high. The U.K. representatives envisaged 

stocJ.-JJuildin.g gradually becoming positive during 1976, although this would 

depend on the rather uncertain fimmcial r.,osition of companies; a large 

build-up of company sector financial surplus was projected next year as a 

result of the cycle and the envisaged moderation in cost increaseso 

Despite the incipient economic recovery projected for 1976 (officials fore-

cast that real GDP ,would grow by 4.5 per cent between second half 1975 and. 

second half 1976), the level capacity utilization was expected to renv::i.in J.ow, 

and unemployment to continue rising, peaking around the end of 1976 at some 

1 1/4 to l l/2 million. 

The main assumptions underlying the official national accounts fore-

casts were summarized by the U.K. representatives as follows: 

(a} On world trade, officials were more ,bullish than the OECDv pro-

./ ]acting that in 1976 world 1:ixport markets would grow' by 6.6 per cent on a 
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year-on-year basis. This compares with the OECD 1 s projection of 3 1/2 to 4 per 

cent, although the U.K. representatives thought that this would probably be 

revised upwards somewhat in the near future. 

(b) 'rhe exchange rate assumption was essentially one of constant com­

petitiveness--i.e. / U .K. prices of manufactured exports relative to world 

prices of manufactures were assumed constant over the forecast period, im­

plying some fall in the terms of trade. A further depreciation in the 

exchange rate was envisaged by the U.K. representatives in the next few 

months and thereafter a leveling off. 

(c) On domestic costs and prices, the U.K. representatives assumed that 

there would be a fairly sharp slowdown in the rate of increase in wages as a 

result of strict adherence to the present incomes policy. For the period to 

be covered by the next stage of incomes policy (i.e., b<.:.itween 1976 tl1ird 

quarter and 1977 third quarter), officials were assuming a JO per cent rise 

in average earnings, based on a norm of 8 per cent, and a 2 per cent allowance 

for slippage. Between September 1975 and September 1976, tl1e retail price 

index is now expected to increase by 12 per cent, instead of the 10 per cent 

earlier hoped for. 

(d) Nominal interest rates are expected to remain broadly unchanged 

during the next two years, thereafter easing slightly. Given the projected 

slowdown in inflation, real interest rates are likely to switch from being 

highly negative to perhaps just positive over the course of the forecast 

period. 

Asked about the reliability of the personal savings rat.io projections 

underlyin~r the consumption forecasts, the U .K. representatives explained 



I 
I ,, 

• • 

- 3 -

j 
~ that in making them they had tried to take into account the influence on the 

I , 

average'propensity to save of both the increase in rate of unemployment and 

infiliation, and the stock of real wealth and liquid assets-. Among the 

factors u.1derlying the savings ratio projections was the fact that people 

did not adjust their spending habits quickly to unanticipated changes in 

prices and thus with the recent much higher than generally expected price 

rises their actual expenditures tended to be continuously below "normal" 

levels for that rate of inflation~ As regards the precautionary motives 

for saving; the U.K. representatives commented that as people became 

unemployed they would tend to reduce their rate of saving and that once 

they became convinced that the recession had bottomed out, then the savings 

ratio would stop declining. A third and rather compelling reason cited for 

the continuing savings ratio remaining high was the continuing decline in 

liquid assets (as a result of rapid inflation)# which the personal sector was 

presumably trying.to replenish. This process of replenishment was expected 

to result in the stock of liquid·assc_:;ts approaching more normal levels 

towards the end of 1976 or in early 1977. P. final consideration behind 

their savings ratio projections was _the assumption that the savings ratio 

wo~ld tend to follow the p~ojected fall in real personal disposable income 

but with a lag. 

Stockbuilding projections, the U.K. representatives explained, were 

based essentially on past manufacturing stock-output ratios which they noted 

are still ve::r:y high. Sig-:nificant further destocking was still el~pected by 

officials during the forecast period; in first half 19'76 destocking was 

likely to be much lower t.'l-ian in the second half of this year, and close to 

zero in 'the second half of 1976.. Stocks of finished manufactures were 
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e:,pected to amount to about £300 million at current prices (£200 million 

at 1970 prices) at the end of 1976. In the case of stock of materials and 

fuels, h<;Jweveru no significant restocking was expected until the end of the 

forecast period, reflecting mainly cash flm·1 considerations of the company 

sector. Referring to the public figures for expenditure on stocks, the 

U.K. representatives noted that they believed the destocking shown thus far 

this year was somewhat of an underestimate due to the data being based 

largely on deliveries. 'I'hey also noted that their forecasts included an 

item for the discrepancy between the el<penditure-based estimate of GDP and 

' the compromise estimate 1of GDP--this discrepancy which waa allocated 

chiefly to stocJ.-..building was to be phased out over the next three quarters 

of the projectionG 

·The discussion then turned to seven queries concerning the expenditure 

components of GDP. First, t...1Le exceptional high rise in real public con-

sumption between the two halves of 1975 was explained by the u.~. repre-
__ ,.,,,.. 

sentatives as being due to a problem of seasonal adjustment of the first 

half data. As regards fixed.: investment, the staff had queried the sharp .rise 

in total fixed investment between the two halves of 1975. This was largely 

caused by the sizable growth in North Sea oil investment1 which was thought 

to h:.i.ve peaked in the second half of 1975. 

A discussion on the sensitivity of the data provided to the Fund miss.ion 

then ensued, with Mr. Whittome asking to what e~tent the figures were -quotable. 

The U.K. representatives explained th~t the unemployment projections were 

I 

especially sensitive and- that their forecast of unemployment rise to bet-

ween l 1/4 and l 1/2 million by the end of 1976 would cause some alarm if 
in 

/ incorporated/either the Letter of Application or the staff papers. 
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The U.Ko representatives suggested that a way around this difficulty would be 

to talk in terms of projecting some range of possible unemployment which 

would then be attributable to the staff and to emphasize the lag existing 

between the expected upturn in GDP and upturn in employment. .i\lternatively, 

they would agree to the staff describing unemployment prospects as "likely 

to rise continuously through 1976 with a turning point perhaps between the 

fourth quarter of 1976 and the first quarter of 1977." 

Finally, turning to a point raised by the staff, the U.K. representa­

tives explained that the reason why employment in manufacturing was projected 

to fall :rather steeper than overall employment was simply that the lag 

between a change in output and a change in unemployment was larger in 

manufacturing·--on average probably about three quarters. Asked whether the 

sharp rise in wholesale prices of raw materials and fuels last month was 

consistent with the foreca.sts 1 the U.K. representatives explained that th.is 

was the case since· two thirds of the increase was due to t.tie recent lo per 

cent rise in the OPEC price of crude oil. Finally, on capacity utilization 

it emerged that the economy was currentlyroout 13-14 per cent below for 

employment capacity utilization in mid-1973 1 or some 10 per cent below normal 

levels of capacity utilization (allowing for the fact that 1973 was a period 

of overheating). 
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.Notes of Meeting on Restrictions 
Wednesday, November 12, 1975v at 12:00 mo 

Present: 

U.K. Representatives IMF Representatives 

Mr. Littler I•ir. Whittome 
.Mr. Cassell Mr. Finch 
Mr. Bell Mr. Vittas 
Mr. Bachelor Mr. Brau 

Mr. Hyndman 

Mr.,LitUer noted that the memorandum of policy for the Oil Facility 

had standard language regarding the Government's policy with respect to 

trade controls, namely that the Government had no intention of introducing 

general or widespread import controls, inconsistently with the Rome 

Communique. However, the authorities at this ti.'1114 could not. exclude the 

possibility of selective import controls. A decision on this might be 

reached in November after which more exchanges with the staff could be neces-

sary. He requested the staff's suggestion on how to proceed further on the 

topic of restrictions at this t.L-ne. Mr. Whittome summarized Mr. Witteveenas 

advice against introducing import restrictions and the conclusion reached 

in the discussions between the Managing Director and the Chancellor that 

effective consultation would be necessary in some form if import controls 

were introduced at a later time. It was also understood tha~: if decisions 

were reached in the near future regarding import controls they would be 

announced at the same time when cuts in public expenditure were made public. 

In particular, the Managing Directo! understands that any ~esort to import 

controls would be of an anti-dtuuping nature and consistent with EEC and GATI' 

rules. Mr. Whittome was therefore surprised by the recent statement made by 

the Chancellor which implied that import controls might be considerably wider 

in application than anti-dumping measures which necessarily are selective. 
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Mr. Littler wished the further discussion to remain confidential and 

private. lie indicated that the Governraent were receiving considerable 

pressure both from the TUC and the CBI to introduce some form of import 

restraints. The authorities clearly wished to maintain a generally liberal 

trade outlook but were examining specific areas for action where it might 

be easier to gauge likely repercussions. In particular, they were exploring 

in two directions. The first was that any restrict.ive act.ion would be geared 

to the situation of a particular- industry with a viable future but which was 

threatened in the short term by imports. The other direction being explored 

was that of confining import controls to imports from the EEC only. His 

specific question was what the IMF 1 s attitude to import controls would be 

which had received the approval of the EEC. The staff indicated that it would 

be necessary for the U~ited Kingdom to consult with the LIVIF. The IMF would 

have to consider the implications of the action for third countries; these 

would depend on the commodities affected, the prop9rtion of imports being 

subjected to controls, and the tin1e limit put on the controls. Since the EEC 

,were not likely to accept British import controls without some such under-

r standings and conditions, it was likely that the IMF would find the restric-

tions as not inconsistent with the Rome Communique, even though the IMF's 

judgment was separate, in principle, of that of the EEC. rt would clearly 

be easier to make a c_a_s.e-- ·if · the proportion of imports affected were small and 

it was shown, for example, by data concerning market shares of imports, that 
\ 

· domestic producers were affected by rising import market shares. Mr. Littler 

made clear that a restriction pertaining only to imports from the EEC was 

of interest because of an existing safeguard provis.ion in this regard under 

the EEC Treaty. In terms of the GA'rT, any measures would be justified under 
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Article XIX (pertaining to: E'roerg~ncy Action on Imports of Particular 

Products). Mr. Whittome reiterated the importance of attaching a time 

limit to the maintenance of any new import restrictions. A limit of 12 

months had become the ruling principle. 

Mr. Littler went on to say that proof of dumping was difficult to esta-

blish or establish quickly. British traders were suspicious-of u.s. action 

in this field and therefore the Government was under strong pressure. The 

Government was conscious of possible retaliation and was searching for 

industries for which respectable arguments could be made on ad hoc grounds. 

Industries in which action could be taken had been narrowed down to foot-

wear, color television ·tubes, and some items of clothing. Mr. Littler could 

go no further in identifying other industries that were looked into. 'fhe 

authorities were attempting to preempt the pressure for wider measures of 

import control. Mr. Whittome re-emphasized that any anti-dumping measure 

was, in principle, specific as to the article which was being hurt by dump-

ing and as to the country which engaged in the dumping. It wouldu therefore, 

be very difficult to claim that the British footwear industry in general 

was hurt by dumping. This would be a case very easy to criticize. In par-

ticular, he wished to en1pha.size that the Managing Director interpreted the 

references to anti-dumping measures in the sense that he had just now re-

·±terated'. .them. Mr. Whittome was qu.ite sure that the Managing Director would 

be disappointed if a wider interpretation were now given to the actions which 

might be construed as falling under the anti-dumping category. Mr. Littler 

took as a point of example the situation of British firms producing television 

tubes. Competition was being felt from Japanese and U.S. producers, .: , 
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in particular, and the difficulty lay'in either price cutting or price 

holding in the face of cost pressures on the part of the foreign companies. 

While the authorities would not be able to quickly prove dumpingo there 

seemed little doubt that the British f.irms were not overcharging or ineffi-

cient, but were simply being undercut in prices. Any possible import control. 

action contemplated would be aimed at limiting that specific ii~port commodity 

involved. Therefore, there would be a protective duty for- a limited period 

of time for the specific commodity. He wished·the staff to note that the 

argument was being made in terms of the situation of a particula: industry 

rather than in terms of the balance of payments situation. As to the period 
I 

for which such protective duties might be introduced, he rather 'l;hought that 

the desire would be to have them for more than 12 months, but he thought 

' / 
helpful the advice of the staff concerning the principle of the 12-month 

limit. The staff emphasized that it would be critical ·to put a 12-roonth 

time period on any.measures. 

Mr. Whittome asked again w~ether 9ny further indication could be given 

as to the range of products to which restrictive measures could appl¥• 

Mr. Littler said that he could go no further than he had done ear1ier. Ee 

summarized that he had gained three principal impressions from this confi-

dential part of the discussions: (1) concerning implications for the 

application to the Oil Facility of any L~port controls that were confined 

to imports from EEC sources; (2) concerning the point by the staff that 

anti-dumping measures are measures which are country-specific and commodity-

specific; and (3) concerning a 12-month time limit to be put on any 
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restrictive actiono The staff then made kn~wn that it would describe the 

April 1975 restrictions concerning gold coins as resulting in an incidental 

restriction on imports. There was no exchange restriction involved in this 

measure. The staff also left with the authorities a list of questions con-

cerning specific trade measures taken principally in 1975, on which it 

sought amplification and explanation for purposes of writing the staff 

report. If nothing unexpected were raised in any areas where clarification 

was sought, the measures,taken would be recorded in the staff report and 

described as being consistent with the provisions of the ~ome Communique. 

,- . 
--:i 
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Present: 

Meeting on Balance of Payments Need 
and the Exchange Rate 

Wednesday, November 12, 1975 

U.K. Representatives IMF Representatives 

Mr. Whittome 
Mr. Finch 
Mr. Vittas 
Mr. Brau 
Mr. Hyndman 

Balance of payments need · 

Three questions were covered with respect to balance of payments need. 

1. Whether the reserves fall to date (US$1,076 million) was adequate to 

justify a request for a drawing under the Oil Facility. It was agreed that 

this was indeed the case, especially considering that by the time the 

request was formally made the November figure would also be available. 

2. Whether the reserves fall for 1975 ·-.-as a whole would be sufficient to 

cover the Oil Facility drawing and allow for a "decency" margin. The U.K. 

represenut.ives said that it was highly probably tJ:tat the reserves fall would 

exceed the Oil Facility drawing (SDR 1 billion) _though pE)Xhaps not by very 

much. They pointed out t..1-iat in December there would be an outflow of 

$250 million on account of repayments of U.S. loans. Moreover, in November 

and December there would be a fall in reserves of about $200 million per 

month on account of government transactions. In fact, in December the fall 

might be considerably higher due to the payment of bonuses to U.K. troops 

stationed in Germany. It was also expected that in the remainder of the 

year there would be a further switching out from sterling amounting to 
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£50-100 million by one or two oil-exporting countries. As to credit items, 

it was now likely that t.'l;.e sec.end tranche of the Iranian loan would not be I \ 

drawn before the end of the year. The Iranians had a contractual obliga-

tion to supply the second. tranche of this loan in the period bietween 

November and January. There was earlier an understanding that tlm loan would 

be drawn on Dec®Jber 2 1 but it now seemed likely that it would be delayed. 

It was agreed th.::it the final accounts would show a fall in reserves of at 

least $1.3 billion. 

3. Whether a reasonable effort had been made to secure alternative sources 

of financing the balance of payments deficit. 

The U.K. representat:lves said that they did not expect any inflows: from 

official holders of sterling in the rema.inder of the year. 'l'here would pro-

bably be some outflow by one or two holders (mainly Nigeria) DE;.>cause of pay-

ments needs. As for public sector borrow.ing, the official v~ew is that 

until it is demonstrated that the new pay policy is ·working satisfactorily 

the United Kingdom would not be able to borrow more than insignificant 

amounts in the Euro-currency markets. 'l'hey expGcted, however, the situation 

to improve considerably after the f:Lrst quarter of 1975, tJiough they did not 

anticipate that any borrowing could he as large as in 1973/74. As for 

bilateral loans from OPEC countriesv t..~ere was no clear possibility for the 

next siX months, though the:i:·e was some hope for a loan of up to. $200 mil-

lion from one particular source. With regard to private flows, they felt 

-that it would be prudent not to expect any significant net movement. 

However, if a rather aggressive exchange rate policy were to be pursued 1 the 

effect on cap.ital flows would be adverse for some time. Private flows· 
/ -. 
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would also depend on developments ln U.S. interest rates. If these were 

to rise, ·the U .K. authorities would probably not find it appropriate to 

maintain the recently high interest differential in favor of sterling. 
This could have some :impact on the capital account~ 

On the EEC faciltty, the U.K. officials said that they reserved their 

position until it became known, probably within a week, what amounts the EEC 

would obtain. The EEC Commission was now seeking a loan from Saudi Arabia. 

If the loan were to be of the order of $0.5 billion, the United Kingdom 

would decide not to make an application. The Irish had already made a 

formal application for $200 million and the Italians were interested to get 

as:; much as they could possibly get. However, if the Commission would obtain 

much more than $0.5 billion, then the United Kingdom would probably make a 

' request. ·At any rate, though, the EEC facility was high on the list of 

potential financing sources, no drawings could be expected before neJct 

February at the earliest. 

As for the OECD sa!:ety net, the U.K. representatives said that they 

considered it as a·last resort and agreed that recourse to it would require 

prior use of .conditional ;F1:und.o.; liquidity. In concluding, they stressed that 

they cons.idered the borrowfa1g from the IMF as a complement rather than a 

subsitute for other financing sources. 

Two other points were made in relation to alternative financing. 

1. The United Kingdom could probably have obtained an additional 

$200-250 million in 1975 had it been prepared to accept a higher spread on 

loans from the Euro-currency markets. However,such an action would have been 

interpreted by the market as "desperation" borrowing and would have made i.t 

more difficult for the United Kingdom to borrow in the future. 
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2. One encouraging recent development was that spreads were beginning to 

narrow. This had raised hopes that rather more than the $500 million pre-

vicusly fore~ast could be obtained from the Euro-currency markets in the 

next six. months·. However I repayments of earlier 

$350 million are falling due in that· period.41J It 

loans amounting to about 

was agreed that the U.K. 

representatives would provide a preli.minary draft of those parts of the oil 

facility paper dealing with t:inancing. 

Oil Facility balance of payments table 

The following information was provided to explain the revisions of the 

balance of payments forecasts for 1975 between August and November. (a) Ort 

the basis of more recent information, overseas sterling holdings were now 

expe;cted to fall by £710 million in the second half of 1975. About 

£380 million of this fall already, took place in the third quarter. (b) Other 

capital flows were now e>.xpected to amount to £851 million, mainly on 

account of a very large positive balancing item in the third quarter and in 

October 1975. However, at the moment there is little detailed information· 

about the capital account in the third quarter. (c} The capital inflow on 

account of public !§lector foreign currency borrowing had been scaled down as 

-a result of their prunning down their assessment of how quickly they would 
I 

be able to re-enter the Euro-currency market •. {d) The impact of the switching 
I 

6ut from sterling with respect to royalty payments by oil companies is 

1 believed to be unimportant. 

Exchange rate 

There has been no malrked change in official attitudes with respect to 

exchange rate policy since the Managing Director and the Chancellor met. 

The rate has been depreciating quite markedly during 1975 as a matter of 
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deliberate policy. The authorities did not stand in the way of the fall, but 

intervened occasionally to moderate the movement because of fears of dis-

lodging oil producers• sterling deposits$ 

The authorities intend to continue this process'of controlled depre­

the 
ciation in the months ahead in order to e~sure that;movement is sufficient 

to at least maintain the existing degree of competitiveness (as is measured 

' in t.'1e United Kingdom) • However, the Chancellor has not yet taken any 

final decision as to the pace at which the pound should depreciate. 

The index of competitiveness which the U.K. authorities use is a ratio 

of U .K.export prices of manufactures to those of the United KingdonUs main 

competitors., With 1970 = loo, the index now stanc;Is at 93.8. The index fell 

quite markedly in 1973, but has since oscill,ated erratically and in the 

course of 1975, there has been little net-change (as far as one can tell from 

the available partial information). The year 1970 just happens to ,:··be the 

base year of the index. Its se~ection does not imply any judgment that at 

that time the United Kingdom was competitive in any more general sense. 

In discussion, the_U.K. representatives did not disagree with our sug-

gestion that this sort of exchange rate policy was probably not ad~quate, 

considering the persistence of a large deficit on current account at a time 

when unemployment was expected to be exceptionally high and rising. They 

emphasized, however, that because of the importance attached to other con-

I 
liderations no decision had been taken to-date to seek a sharper depreciation. 

/ Such considerations included concern about the large overhang of external 
I '- ' 

/ liabilities and about the probable repercussions of a deliberate policy of 
I . 
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sharp depreciation on incomes policies. They indicated, however, that 

while these were ve:i.'"Y important difficulties standing in the way of an 

aggressive exchango rate policy, they were not'necessarily regarded as 

decisive ars,'1.unents against .ito 

The U.K. representatives emphasized that. they would not like to see in 

the staff papers any open description of their exchange rate policy directly 

attributed to 'them' 
/ . ~hey provid~d a'draft ~fa description that'wou+d be 

acceptable to them and it was agreed that the matter would be further dis-

cussed in the next fmi days. They also asked whether we were expecting 

an.y substantive discussion of their exchange rat~ policy at the Board. We 

r.eplied that this was unlHiely. 

Medium-term targets 

'J.'he u.K. representatives sai~ that they hoped for a big improve..'1lent :Ln 

t.~e current account over the next two or three years due to the expected 
., 

turne.round in the oil accou.."1.t (North Sea oil). They argued that the 

Chancellor had never publicly sta~ed a medium-term target in more specific 

te:r.ms Chan suggested above. 

Other issues 
--,----,~-

The U.K. representatives undertook to provide data on the cost of 

servicing the foreign currency public sector debt in the next few years. 



/ 
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Meeting on Fiscal Policy and the PSBR 
Thursday, November 13, 1975 

At the outset of the meeting to discuss fiscal policy and the PSBR, 

Mr. Whittome stressed the general presentational point that since the L~tter 

of Application would have a keen international as well as domestic audience, 

it was imperative that it read coherently and convincingly• Mr. Little 

concurred, but with the reservation that while some aspects of the Govern-

ment's policy intentions would need further elaboration (vis-avis official 

published statements to-date), there were others--such as exchange rate 

pol.icy and medium-term fiscal policy objectives--which probably needed 
' 

toning down (relative to privately expressed intentions). 

The discussion proper opened with a brief resume of.the short-term 

outlook for public expenditure growth. It appeared from the present survey of 

public expenditure that there was likely to be a marked rise in volume terms 
', 

in pµblic expenditure programs in 1975/76 and 1976/77, compared with the 

estimates in the January 1975 White Paper (Public Expenditure to 1978/79, 

Cmnd. 5879 } • 'l'his eJcpected upsurge was attributed to sharp rises both in 

public expenditure in industrial fields and in the cost of social security 

benefits(reflecting an increase in the number of beneficiaries). Ministers 

hap, be~n asked to plan cuts in expenditure programs for Cabinet consideration 

in the next few weeks, with the object of securing a small cut in real pro-

grams (including a contingency reserve but excluding debt interest) .in 

1976/77 and little growth in either 1977/78 or 1978/79. 

The staff sought clarification of a number of points on the PSBR made 

by the Chancellor in his r1::icent meeting with the MD. 



/ 

I 

- 2 -

On the reliability of the estimated £12 billion PSBR for 1975/76, 

+ the U.K. representatives indicated that probably there was at most a -£1 bil-

lion margin of erroro This degree of confidence reflected their knowledge of 

ac.tual public account figures for a sizable portion of the present financial 

year: 7 months for the Central government; 6 months for local authorities 

(notwithstanding an inexplicably high market borrowing figure); 6 months for 

public corporations transfer receipts from the ~xchequer; and 3 months for 

details of public sector borrowing from abroad. 

Asked why the growth in public expenditure {at 1975 survey prices and 

including debt interest) was now o~ficially projected to be 4.4 per cent in 

1975/76 instead of only 1.5 per cent as estimated in the January 1975 White 

Paper, the U .K •. representatives ·cited a number of reasons: 

(a) increased industrial expenditure--including government 
assistance for BLMC and the establishment of the 
British National' Oil Corporation (BNOC); +£400 .million 

(b) increased agricultural support (net); 

(c) increased sugar refinery support 
plus a shortfall; 

(d) additional social security payments; 

{e) increase in nationalized industries• stocks, 
less a shortfall; 

(£) additional export credit refinancing; and 

(g) compensating item in respect of nationalized 
industry price restraint 

+£40 million 

+£100 million 
+£150 million 

+£100 million 

+£395 million 

+£50 million 

-£50 million 

£1,187 million 

They also explained that some of these changes were incorporated in the 

1975/76 Budget. 

\ l 
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The staff were somewhat surprised that local authority expenditure had 

not been a major factor behind the marked upward revision in the projected 

rate of growth of public expenditure in 1975/76. The u.K. representatives 

responded that the Government had endeavored to limit the increase in local 

' 
authority rates in 1975/76 to less than 25 per cent, 'partly by providing a 

generous rates support grant and partly by urging local authorities to 

restraint their investment expenditure. But the local authorities had in 

fact raised their rates by 35 per cent --prior to the April 1975 Budget--

with the result that they have accumulated an unusually large surplus on 

current account. Accordingly, the 1975/76 Budget provided for increased 

local authority financing from revenue and only a small amount from market 

borrowing. However, in the first half of 1975/76 local authority borrowing 

/ from the market totaled £750 million, against. a Budget estimate of £297 mil-

lion for 1975/76 as a whole. G1ven these developments, officials are now_ 

projecting zero market borrowing by the local authorities in second half 

1975/76, and thus added £400 million to "other" miscellaneous items in the 

table showing changes in the PSBR officially estimated for the current 

fiscal year. The U.K. representatives were reasonably confident abou·t their 

volume forecasts of local authority expenditure in the current fiscal year, 

but were 111uch less certain about the reliability of their corresponding price 

assumptions. 

The U.K. representatives' confirmed that the 1976/77 PSBR projection of 

£12.5 billion was based on the same (realistic) time profile of uneUlployment 

as in the national accounts forecast--i.e., unemployment continuing to rise 

during 1976, peaking about the end of next year at around l 1/4-1 1/2 million. 
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A discussion then ensued on the Chancellor's intentions as regards off­

setting inflation-induced public expenditure rise with cuts in public expen­

diture. Distinguishing between externally generated price increases and 

domestically gemerated increases, the U.K. representatives stated that if 

domestic prices were to rise by more than allowed for in the official fore­

castsp then the volume of public expenditure would be' reduced. An exception 

to this principle is opened-ended e~cpenditure such as pensions. 'I'hese would 

be subject to an automatic rise in expenditure as inflation rises, which 

would be far more t..~an offset by anrutomatic rise in revenue thereby not 

adding to the PSBR and maybe actually reducing it. 'l'urning to the 

Chancellor 1 s refusal to "be corrunitted to offset all increases in import 

pr.ices if the forecasts were badly out," the u .K. representatives inter­

preted this as merely a caveat against a possible further increase in oil 

prices. Nevertheless, it was the Government 1 s firm intention to hold the 

PSBR to £12 billion in 1976/77. 

The discussion then focused on the Government's--as yet unannounced--

intentions to reduce public expenditure. Cuts of some £2 billion (at 

197L1 survey prices) relative to the estimates in the January 1975 White 

Paper (Cmnd. 5879) on public expenditure, had been under active considera­

tion by the Chancellor for 1975/76. These would have produced a fairly flat 

growth profile for real public expenditure (including debt interest) from 

1976/77 through t. .. 1-)e remainder of the survey period. Because of the much 

larger growth in real public expenditure (at 1975 survey prices) in 1975/76 

revealed by the present nearly-completed survey, correspondingly bigger real 

expenditure cuts will be needed merely to achieve the desired flat growth 

profile~ Accordingly, the Chancellor now aims to reduce real public expen­

c1iturE:1 (including debt interest) in 1976/77 by at least £3 billion at 1975 
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survey pices, and preferably £3 3/4 billion. Certainly the Chancell9r wants 

to offset the demand content of debt inte.rest (estimated at some 20-25 per 

cent of cash flow). The growth profile of real public expenditure resulting 

from a £3 billion cut is shown below: 

1977/78 1978/79 1979/80 
(Percentage change from previous year) 

Public expenditure at 1975 
survey prices 

(a) bcluding: debt interest -0.4 -0.1 o.6 
z_ 

-o.6 (b) e,ncluding debt interest l .fb -o.s 

On either basis the change between 1976/77 and 1979/80 is negligible. 

The outlook provided by the new survey differs from that in Cmnd. 5879 

in three maili respects: it includes substantial additional industrial 

expenditure; it incorporates a lower forecast rate of inflation in the 

medium term, thereby scaling down the rate of change in expenditure at 

co.nstant prices; and it includes debt interest lpro~ections at constant 

prices which are initially much. lower and therefore shows a rising profile of 

debt interest payments.. For the' purposes of the survey, nominal interest 

rates are assumed to be roughlymainta.ined over the next few years (as in 

the financial forecast). 

A discussion followed on the implications of the Chancellor's projected 

real expenditure cuts for the PSBR in the medium term. ,The staff questioned 

the assumptions whereby the PSBR could be reduced to 4 per cent of GDP by 

1979/80. In t~e first place, the Cl!ancellor had said that "if a reduction 

in public expenditure of £2 billion at 1974 prices could be agreed, then 

public expenditure would increase over th_e three years to 1979/80 by 2.5 per 
( 
I" __ cent." The U.K. representatives explained that this was the most 
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pessimistic growth rate assumption--i.e., a conservative estimate of what 

Ministers might agree to. More likely a cut of the above magnitude would 

reduce the growth in real pu.blic expenditure between 1976/77 and 1979/80 

to nearer 2 per cent. 

The staff then asked about the Chancellor's argument that, if the 

£2 billion cut in public expenditure were accompanied over this period by a 

revenue increase in line with the growth rate of GDP (12 per cent), then 
J 

the PSBR would be reduced by 4 'per cent of GDP. In the first place, it was 

doubtful, in the staff's view, whether an average annual real GDP growth 

rate of as h.i.gh as 4 per cent could be maintained over the whole three 

years to 1979/80, since there was a likelihood th.at it would not be evenly 

spread and thus bottlenecks might easily arise •. The U.K. representatives 

maintained that the 12 per cent growth rate over the period was actually 

rather conservative, given that the economy would only just be recovering 

from a recession. In fact, the~r medium-term forecasts suggested a figure 

.of S()me 16 per cent. Secondly, the staff drew attention to the risk that 

the desired reduction j.n the PSBR may not be achieved in this limited plan 
I 

because the public expen~iture deflater tended to rise faster than the GDP 

deflator. This was not a problem--according to officials--as the volume 

estil'lk1-tes o,f public expenditure already included a relative price effect. 

As for the Chancellor 1 s statement that a PSBR of 4 per cent of GDP was 

achievable in 1979/80 on the foregoing assumptions plus some additional 

taxation and the economy moving to full capacity· working, the U.K. represen-
1 

tatives admitted that this calculation was erroneous. It had entailed 

\· double counting. However,, officials ·assured the staff that the Chancellor 

/ 

wa~:r planning to take additional taxatipn measures with a view to at least 

reducing the PSBR in 1979/80 to below the 7 per cent of GDP level which 

they consider could otherwi~e be achieved. 
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On medium-term objectives fo;r: the PSBR, both the staff and the U.K. 

representatives agreed that it would be necessary to formulate some 

phraseology ·nfor the staff papers which were more than 'just vague expressions 

of the Chancellor's intentions to reduce the size of the PSBR a·fter 1976/77. 
use be 

In discussing the extensive/of cash ceilings, due to/made in 1976/77, 
'·. ( 

the U.K. representatives explained there were still some areas of Bublic 

expenditure to which they would not be applied. One obvious example was 

open-ended expenditure such as pensions. Another exception was local 

authorities' current expenditure, although the Government was able to 

exercise some indirect influence over it via the rates support grant. Local 

authorities' capital spending would be subject to a strict cash ceiling. 

.· - "\ 
'l'he U .K. representatives thought. that perhaps some 50 per cent of total 

/ public expenditure would be subject to cash limits. 

The u.K. representatives said that the Government was determined that 

the cash limits would be rigidly adhered to. They stressed that if prices 

rose faster than assumed in setting the cash lL~it for any given expendi-

ture, t.~en the expenditure concerned would have to be corresP,ondingly reduced 

in volume terms. 

/ 

\ 
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Meeting on Counter-Inflationary Policy 
Thursday, November 13, 1975 

At the beginning of the meetinsr, the u .K. representatives summarized -

the main Gilements of the Government 1 s counter-inflationary policy. 'l'he 

cornerstone was a limit of £6 per week on pay increases for all those 

earnings less than £8, 500 Q .No incre·i;i.Ses were allowed for those earning 
/'//c 

more thah £8,500. After ailow.ing for equal pay for womene the pay lim.it 

implied an annual rate of increase in.average earnings of about 12 per cent. 

'rhe policy on incomes was voluntary ,but it was backed by legal sanctions 

which had been approved by Parliament and were described in detail in the 

White Paper. 

The policy has so far worked satisfactorily. Since the beginning of 

August when the pay limit \-tas introduced about l 1/4 million workers have 

settled for £6 a week. 'l'he number included some impoi:tant groups, for 

example low paid workers in the public sector. '!.'his, together with the 

fact that so far there has been no frontal assault against the limit, hold 

out the prospect that most other major groups would also settle wit..11in 'the 

limit. 

The objective of the policy was to get the year-on-yeru-; rate of in-

crease of the retail. pr.ice indm~ down to lo per ce~:t by the autumn of next 

'year and,·to single f.igures thereafter. It now seemed likely that this 

objective would be achieved somewhat later than originally expected. The 

U.K. representatives felt,. however, that in the Letter of Application and the 

staff report the emphasis should be placed on the fact that developments to-

date were within the range of the target rather on the likelihood that 

eventually there may be S<;?me margin of error, since admission of the latter 

would certainly erode the public's acceptance of the pay limit. 

' ~. . . . . 
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The Chancellor had made it clear from the outset that the incomes 

policy would last for,several years until the rate of inflation int.he United 

Kingdom wa~ brought do~m to the level obtaining in the United 'Kingdom 1 s 

international competitors. Accordingly, consideration was now be.ing given 

to the arrangements which would supercede the pay limit when the latter 

e~pired in July 1976. It was likely that in the next round they would not 

aim for flat .rate increases in wages but instead try to introduce more 

flexibility in order to reduce pressure on differentialso Nevertheless, the 

. ·ma.in elements of the policy would not chan<pe o Discussions with the TUC had 

' ,already started, but no final decisions wel:'.e expected be~ore. May or June of 

The U.K. repres~ntatives added that it had proved necessary to make 

public in on·ia form or another some ~"Orking assumptions which indicated the 

range of pay increases envisaged by the authorities for round two of the 

incomes policy. For e~an1ple, in making projections for national insurance 

b~nefit~ in the next fiscal year two sets of figures were produced, one on 

the.assumption that wage increases after July 1976 would be 5 per cent and 

the other on the assumption that it would be 10 per cent. Also, in the 

negotiations for the set'Eirig .•. of cash li.."Uits on the rate support grant it 

had b!fen necessary to make assuDlptions about pay settlements beyond August 

1976. For -\1orking pu_..-poses, it had been assumed that the increase would be 

in the ~ange of 5-lO per cent. 

If the objective were to be, an increase in earnings of 10 per cent, the 

pay limit·:would have to be 8 per cent to allow for the inevitable slippage. 

' With a pay limit ol: 8 per cent then the year"."on-year .rate of increase in the 

·. r~tail price ind~:;{ would be expected to fall to 7-8 per cent by t.'lle end of 

1977. The deceleration from end-1976 would not be particularly impressive 

but· .this was due to the anticipated adverse influence of external factors 

:(hig:l'~ "wo:r;:ld commodity prices) ;,-
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As for price policy, the U.K. representatives said that the present 

Government had reta.ined the Price Code and the price contr9l system that had 

been introduced by its predecessor" Some revisions have bean made at 
J 

various tuaes, but the basic mechanism has· not chang~~d. However, the extent 

to which the price controls are biting is very different than in 1973/74 

because of the recession. rt was now felt that if the controls were com-

pletely removed this would not make much difference to the p;i::ice level, but· 

it would certainly upset the 'J.'UC an.d the unions. Various ideas cs to how the 

price control system would develop in the future were being considered but 

t.lley were still in a very preliminary sta.ge o It was recognized; however, that 
, . no_t 

whatever ·th~ cohtrol apparatus it should/be allowed to lead to a squeeze on 

profit margins since thier would have an adverse impact on investment and 

hence on, emp~oymento (The Chancellor had rece...1tly nla.de some statements to 

thi's effect.) 

The u .K. representatives ccmfirmed that the phasing out of the price 

subsidies to public utilities (mainly electricity and post office) by the end 

of this fiscal year i1as still a policy intention. This was not trll'.1- however, 

.in the case of subsidies to British Rail which had structural problems. 

•rhe objective in this particular case was to try to retain the amount of sub-

sidies at the present level. The official policy was also to phase out food 

subsidies but over a much longer period of time. 

In the course of the discussion, it was agreed that both the Ltter of 

Application and ·!:he staff report would include a section that described the 

counter-iil:flatio.nary policy, s·t:z:essed its apparent success to date, and then 

added something about the plans for a second round. There were two areas 

where the drafting should be careful to avo1.d inferences that might cre~te . : 

( · difficulties for the U .K. authorities: (1) the fo:r.ecast ab..?ut the rate of 

increase in the retail price indext should not be attributed tr.:_1 them. The 
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u.K. representatives thought that the emphasis sho~1ld be placed on the fact 

that .to-date developments were wit.1tin the margin of the target; and (2) the 

re:ference to the arrangements that would superce:de the pa~ limit. when the 

latter expired in August 1976 should not include the :i:::ange of figures that 

were being considered since if they became known they would most likely be 

interpreted by the trade unions as starting points for the next round of wage 

bargaining. 'l'hey thought that .it would be prBferable to describe the official 

intentions_ .in terms of the stated objective to get the rate of increase in the 

RPI down to the level of the United Kingdom's .international competitors. At 

any rate, if a figure was mentioned it should not directly be attributed to them. 

The m.ission agreed that if a. figure was mentioned .it should ·not he attri-

buted to the u.K. authorities. It argued, however, that it would probably be 

helpful if a figure was mentioned, ·especially if the figure was on the low 

side of the range envisaged since if it leak~d it could only have a favorable 

effect on the attitudes of the trade unions. 

The u .K. repr<E:;senta.tives said that the recent sharp increase in whole-

sale input prices had been foreseen and allowed for in the official projec-

tions for the retail price index. They also said that their forecasters were 

now inclined to believe t.ha.t they had overstated the likely increase in the 

retail price index next year. 



Note of Meeting on Energy 
~hursday, November 13, 1975 

The authorities said that the United Kingdom is well placed in the energy 

field as a result of North Sea oil and gas. Aside from oil and gas, the 

UniteC. Kingdom had been conducting a review of their coal policy. 'I'he 

authorities were planning to close down old mines and modernizing the equip-

ment of <±hers to achiGve an annual rate of production of 120 million tons. 

There is also an expansion in the construction of nuclear generators. With 

respect to Nort.11 Sea oil, the objective remains to attain self-sufficiency 

in oil by about 1980. The Government has decided to levy a special tax on 

North Sea oil production, which .is levied prior to the corporation tax, but 

makes large capital allowance and thus allows a quick capital recovery. 

Gas from the North Sea is expected to improve in importance over the years 

and the domestic market for gas is expected to expand considerably. A 

large proportion of domestic needs will be filled by North Sea gas. Two 

basic principles shaped energy conservation measures: (a) that economic 

results should be achieved through conservation, and (b) that everyone should 

be affected. The principal means to conservation of energy was appropriate 

pricing. Subsidies for fuels had been phased out and taxes increased, 

resulting since the end of 1973, in an increase in the price of petrol of 

25 per cent, of gas by 20 per cent, of coal by 79 per cent for industrial 

users and 23 per cent for domestic users, and of electricity by 44 per cent 

by industrial and 32 per cent for domestic users. The United Kingdom 

passed on in full the increased cost of crude oil to consumers. In addi-

tion to pricing policy, persuasion and mandatory conservation measures had 

been used. 'I'he mandatory measures included speed limits, heating regula--

tions for public buildings, and the like. 
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Results so far indicate that the consumption of p:?:"imary fuel was down 

by 13 per cent in August 1975 over August 1974. With allowance for the 

warm weather, it might be down by about 10 per cent., representing the 

lowest consumption since early 1973. Part of the reduction is due to the 

recess.ion, but the other may be attributed to the effect of increased 

prices and other measures. 

The auth?rities gave the staff certain corrections in tables provided 

earlier, which indicated that production from known North Sea oil reserves 

would reach 110 million tons by 1980, instead of 103 million estimated 

earli$r this year. In oil it is likely that they would be self-sufficient by 

1980 from e:ltist:!.ng fields and that there would be .::i.n e:Jrportable surplus 

thereafter. In gas, self-sufficiericy would not be reached but a larger 

proportion of the domestic market would be supplied from North Sea gas 

sources. With respect to the price of a barrel of North Sea oil, the 

authorities said that it was put at approxirnately US$13. 'l'he cost of oil 

was in the range of $2-6 per barrel, the cost depending importantly on the 

timing of development as the relative cost of capital equipment has accele­

rated and economies of scale are being reduced as the newer discoveries are 

generally of smaller size. 
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INTERNATIONAL MONETARY FUND 

WASHINGTON, D. C. 20431 

London, 
November 18, 1975 

Dear Mr. Managi_ng Director: 

CABLE ADDRESS 

INTERFUND 

The talks in London took longer and were more detailed than anticipated. 
But, there was a general willingness to seek compromises in an attempt to 
meet the obvious difficulties of both sides. 

To begin with I must briefly summarize the economic prospects as offi­
cials now see them. The forecasts suggest that unemployment will continue 
to grow during 1976 and will peak at a figure of around 1 1/2 million 
(6.4 per cent of total employees) around the end of 1976 or early in 1977. 
This assumption assumes continued slack domestic demand, but a striki_ngly 
rapid and high rate of stock decumulation which has been a feature of 1975, 
is expected to cease around the third quarter of 19,76. This, together with 
an improvement in the foreign balance, lies behind an expected increase of 
real GDP of 4.5 per cent between the second half of 1975 and the second half 
of 1976. Whilst maintaining that no official forecasts have been made which 
cover a period beyond 1977 Ql, it is clear that real GDP is expected to con­
tinue to grow and that for 1977 over 1976 the rate of growth may well be 
somewhat over 6 per cent. In such a case "full employment" may be being 
approached by the end of 1977, in the sense that though actual unemployment 
will still then be high the projected level of unemployment through 1978, 
even in the absence of any further growth of output, would be close to a 
full employment situation. 

It is still expected that the price targets will either be reached or 
nearly reached. This is regarded as a vital precondition for securi_ng a 
further period of wage restraint when the present £6 limit ceases in August 
.1976. From this summary, you will see that policy has to be formulated 
against the background of rising unemployment through 1976, and the risk 
that measures of restraint may need to be considered,or introduced by the 
end of 1977. 

1. I attach a copy of the draft Letter of Application. The agreement is that 
the Cabinet will take decisions on import restrictions and public sector 
expenditure cuts around the end of the first week in December. The Chancellor 
has looked at the draft and sees nothing immediately difficult but he re­
serves the right, as I reserved your right, to raise issues between now and 
early December. The pass.ages on the still undecided subjects cannot be 
drafted with any finality. It may help if I set out the position as it now 
stands under particular headings. Mr. Finch can, of course, fill you in on 
any points on which you desire more information. 
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"Need" 

2. Now that we have had an opportunity to go carefully over the balance of 
payments figures, it .i_s obvious that the United Ki_ngdom's loss of gross 
official reserves during calendar 1975 will exceed the amount being drawn 
under the Oil Facility by only a relatively small amount (it being under­
stood that precision in forecasting reserve movements is misleading). The 
current official forecast is that reserves will fall $1.4 billion during 
calendar 1975, as against the $1.2 billion (SDR 1 billion) which is being 
drawn under the Oil Facility. We have made the point that any paper that 
went to the Boar_d must as a minimum be able to show with every plausibility 
that.official reserves will fall by $1.3 billion during 1975. 

3. The smaller loss that is now expected is in part attributable to the 
expected receipt of a second tranche ($400 million) of the oil loan from 
Iran, which is now foreseen to be received in early December. One conse­
quence of the smaller than expected loss is that the United Kingdom will not 
be able to claim much credit for its "restraint" in confining its drawing 
under the Oil Facility to SDR 1 billion. A second consequence is that the 
first credit tranche money cannot be taken until calendar 1976, if the 
reserve loss during calendar 1975 is to exceed the amount being drawn under 
the Oil Facility. We are satisfied that the United Kingdom has made all 
reasonable efforts to borrow as much as possible thro_ugh market loans and we 
have _agreed a form of wording which covers this potentially tricky point of 
presentation. 

4. The timing of the drawing on the first credit tranche leads to the 
question whether it should take the form of a stand-by arrangement or a 
drawing. They would prefer a drawing basically for two reasons. First, 
from the Chancellor's point of view the whole potentially difficult political 
matter would be over and disposed with within a short space of time, and 
secondly that thro_ugh the use of a drawing rather than a stand-by they 
would avoid one~ extra document·, namely the stand-by arra_ngement paper which, 
although it is formally a Fund document, they could be forced, under question­
ing in the House of Commons, to publish. I have argued that a stand-by 
would be a preferable arrangement. I have taken this line partly because 
this would be the riormal form of extending assistance in the first credit 
tranche and with the United Kingdom there is virtue 'in "normality" but also 
because a drawing, if the present .timetable of a Board meeti_ng in late 
December is held, would occur in early January and this would look like a very 
contrived procedure to ensure that the British had the required loss of 
reserves during calendar 1975 to enable them to draw under the Oil Facility 
(and indeed this would be the case) . I have told them that there would be an 
advantage in taking a stand-by arrangement and drawing the money in the spring 
of 1976, unless they had an urgent need to draw earlier. As at p~esent, 
this question is unresolved and officials have said that they would like to 
think over the matter further before submitting a recorrilllendation to the 
Chancellor. 
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Gold Tranche 

5. As regards their outstanding obligation in the gold tranche, they will 
shortly r.epay it, and will then. redra·w the whole o.f the. goid tranche just 
before they draw the oil money. Instructions to this effect will be sent 
to their Executive Director's office shortly. 

DCE 

6. They have now accepted that there should be a quantified f.igure for DCE 
coveri.ng both the six months to the end of the current fiscal year (namely 
to March 31, 1976) , and also coveri.ng the whole of the fiscal year 1976/77. 
The f.igure that we have _agreed on is in each case probably somewhat generous, 
but we are in the awkward position of bei.ng faced with a given f.igure for 
the public sector borrowi.ng requirement and an already extremely low figure 
for the expected increase in the private sector credit. Given certain 
reasonable assumptions, these figures are consistent with an expansion of 
M3 during the second half of this fiscal year at an annual rate of 18 per 
cent and during next financial year of 14 per cent. Th.ese figures are to be 
compared with rates of increase in nomin~l GNP of 16 per cent and 14 per cent, 
respectively, but if, as is likely, prices exceed their targets this last 
figure will be somewhat higher. We have, however, secured their agreement to 
some reasonably strong la.nguage on the. general stance of monetary policy and-­
more important than words--both the Chancellor and the Governor spoke with 
much greater force and determination on this subject than they have before. 

PSBR 

7. Unfortunately, the Chancellor, when he saw you earlier in November, 
gave an exposition (paragraph 13 of the agreed minute) in which he contem­
plated that on certain assumptions the PSBR would fall to some 4 per cent of 
GDP by the fiscal year 1979/80. Unfortunately, when we looked at the subject 
more carefully, this figure cannot be sustained. There are two main points. 
First, there is the as"surnption that in the fiscal year 1976/77 and in each of 
the three successive fiscal years GDP will rise in real terms by 4 per cerit 
per annum. This seems to me a wholly unlikely achievement given recent U.K. 
economic history. There is great uncertainty as to what the pot;ential rate of 
output should now be assumed to be, but probably the figure is around 2 1/2 per 
cent per annum. There is equal uncertainty about the amount of existing 
slQck, but it would require a heroic assumption to assume that the potential 
rate of growth plus existing slack would allow increases in GDP of 4 per 
cent per annum in four consecutive years without the economy running consider­
ably before the end of 1979/80 into many intractible bottlenecks. The second 
main qualification is that the Chancello~ having assumed the rate of growth 

·referred to above, has added (see the last sentence of the paragraph) a further 
reduction equivalent to 3 per cent of GDP in respect of what he considers to 
.fJf'! "below capacity" working. U. K. officials are now fully prepared to admit 
that this amounts to double counting. In sum, therefore, the Chancellor's 
presentation envisaged a reduction of PSBR to 7 per cent of GDP by 1979/80 
and, moreover'· this depends on some possibly unlikely assumptions about the 
sustainable rate of growth. We strongly expressed our view on several 
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occasions that this was a wholly inadequate rate of reduction. We found 
that our views were shared by a great majority of the officials with whom 
we talked and, of course, by the Bank of E_ngland. 

8. The draft letter necessarily confines itself to the more immediate 
future and we have confirmed the commitment which you obtained, namely 
that the PSBR this year should be no more than £12 billion and should not be 
h_igher in money terms in 1976/77. This can be represented as a progress of a 
sort in that as a proportion of national income, the PSBR will fall from 
nearly 13 per cent this year to around 11 per cent next year. 

9. There is somewhat better picture to report as regards public sector 
expenditures. This subject has again been considered in the Cabinet and 
I have been asked to let you know on a private and personal basis that the 
Chancellor believes that he can now do somewhat better than he thought at the 

·time he spoke to you· (paragraph 9 of the agreed minute) . The prec.ise figure.is 
still uncertain, but he would hope that (in 1975 prices) the cuts would be 
around £3.5 billion. However, even with these cuts, which have required some 
political courage, the PSBR remains an intractible problem which will require 
further action. We have said that unless further cuts are put in hand, 
increases in taxation will be needed. 

10. We have certainly not heard the end of this subject, but you are 
already very familiar with it and there is little to add. We always reach 
the same conclusions, whether we argue in resource or monetary terms. We 
have also stressed our point about the long lags involved and said that if by 
chance increases in other components in deman·d did?8~cur as expected, the 
slack resulting from reduced pressures from the public sector could be taken 
up by a cut in taxation which would of itself have ·some ~elcome effects. 

Balance of payments 

11. Their estimates on the extent and speed of the pick-up of demand in 
U.K. external markets seem likely to be optimistic. Nevertheless, there has 
been a substantial improvement in the current account position in 1975 when 
the deficit will fall to some £2 billion. The improvement in 1976 will be 
only small, largely because destocki_ng is expected to cease. Thereafter 
North Sea oil will have an increasing eflect and we have managed to obtain a 
statement in the Letter that the current account is expected to move into 
surplus duri_ng 1978. We had no difficulty with the exposition on ene_rgy 
policy. 

Import restrictions 

12. As you know, this is a subject which has_ given us much difficulty and 
no finaldecisions have been taken. It seems very probable that some 
selective controls of the type sketched to you by the Chancellor will be 
imposed, but whether or not action will be taken on cars no one yet knows. 
We have put forward our views with some strength. It has proved very difficult 
to draft the various paragraphs _which would be needed to take into account each 
of the possible scenarios and final work on this subject, as well as on the 
paragraph deali_ng with the public sector expenditure cuts, will have to be left 
until the position is somewhat clea~er. 
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Timing 

13. We have maintained your position that the paper should not be sent to 
the Board until something definite had been decided as regards public sector 
expenditure cuts and import restrictions. As of now, it seems unlikely that 
really firm decisions on the cuts will be take~ before the end of the first 
week in December. I have said that I thought that the Chancellor's letter 
must contain a reference to these and that they must be expressed in quanti­
tative terms. A roughly similar delay may be needed on the question of 
import restrictions·, and indeed the Chancellor would plan for obvious 
political reasons to make a virtually simultaneous announcement on these 
two issues. This means that the staff paper could hardly be issued to the 
Board before, say, December 12 or 15. As regards your caveat on excha_nge rate, 
I have said that we would not of course expect any intention to depreciate 
the excha_nge rate by more than was required to maintain competitivity to be. 
put in a letter of intent. However, we would expect that the Chancellor 
would find a method of informing you privately if new decisions on the exchange 
rate were taken. We spent a lot of time discussi_ng this question, and I 
have found officials very evenly divided between those who share our 
opinion and those who saw the_ greatest da_ngers in any such course. 

On a related issue the latest news from Brussels is that the total to 
be raised for the EEC oil facility will probably not exceed $500 million. 
This disappointi_ng result has led some (includi_ng the Be_lgians, the British, 
and the Dutch) to question whether it makes political sense to. go forward · 
given the publicity and the high numbers that surrounded the initial announce­
ments on this subject. If it fell through :i:n time we might be able to pick 
up some more money! 

Mr. Johannes H. Witteveen 
International Monetary Fund 
Washi_ngton, D.C. 

Yours sinceret:~ 

/ #41?7"° 
L. A. Whittome 
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United Kingdom:· 

1
1Public Sector Borrowing Req_uirement, 

1963-1974 . 

In millions of pounds 

Calendar years 

1963 832 
1964 995 

· 1965 1,188 

1966 959 
1967 1,831 . 
1968 1,316 

1969 -466 
1970 -18. 
1971 1,371 

1972 2,054 
1973 4,218 
1974 6,325 

Financial year~ 

1969/70 -526 
1970/71 802 
·1971172 1~016 

1972/73 2,516 
1973/74 4,458 
1974/75 7 ,889 

; .. 

11 /:u /~.;-

In per cent of GDP 

3.1 
3.4 
3.8 

2.9 
5.2 
3.5 

-1.2 

2.8 

3.8 
6.7 
·8.7 

-1.3 
1.8 
2.0 

4.4 
7.0 

10.2 
/ 

Sources: Central Statistics Office, Economic Trends and Financial 
Statistics; and Bank of England, An Introduction to Flow of Funds Accounting. 
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United Kingdom: 
1/ 

Impori;s of Cars and Trucks-:-

(C.i.f. value in thousands of pounds) 

. 1974 

' . 

1975 
Jan.-Aug. 

(In thousands of pounds) 

Passenger motor cars, whether or 
not assembled 

Buses, lorries, and trucks, and road 
tractors for tractor-trailer 
combinations 

Total 

Total :manufactured imports 

Total imports 

356,898 
(2.9) 

83,909· 
(0.7} 

440,807 
(3.6) 

12,130,500 

23,116,718 

Source: Department of Trade, Overseas Trade Statistics. 

. 349 ,987 
(4.1) 

62,473 
(0.7) 

412,460 
(4 .. 8) 

8,582,581 

15,643,334 

1/ Figures in parenthesis are percentages of total manufactured imports. 
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November 13u 1975 

MEMORANDUM FOR FILES 

I met with Sir Douglas Wass this evening. After some general discussion 
we focused on a few particular topics: 

(1) PSBRo He emphasized that it was not an objective of policy to 
reduce the PSBRo Rat.11.er the objectives of policy, namely a growth in invest­
ment, an improved current account position, and an improved employment 
situation, implied (or necessitated) a reduction in the PSBR. 

(2) No decision has yet been taken on import restrictions. We related 
this subject briefly and Sir Douglas said that our views were noted. If 
measures were taken, the probable route would be under Article XIX of the 
GATT. 

(3) He agreed that at the time of the Board meeting the further tranche 
of the Iranian loan should be brought to the attention of the Board. He is 
clearly thinking in terms of a first credit tranche drawing, which would be 
discussed by the Board in late December and drawn in January. 

(4) He also emphasized that no decision had been reached on the exchange 
rate. At the least, tJ1ey would depreciate in line with any deterioration in 
relative prices. 'I'he discussion was whether or not to do more and if so by how 
much and when. 

(5) He said it was the intention to secure a current account surplus in 
1978. 

L. A. Whittome 
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INTERNATIONAL MONETARY FUND 

WASHINGTON o.c.· 

.. To: Rt. Hon. Denis W, Healey .. M.B.E,,, M.P .. 

Qumce1lor of the Exchequer 

Treasury Chambers 

London II England. 

_:I have revieWed the letter of appli.cation for the first 

credit tranche bbat vas discussed trlth your offid.als. Subject 

to the. satisfactory resolution of the issues mentioned belov 

and some minor rewording whi.ch tdll be 'g.:Lven directly to your 

officials, I believe that the preseut text does represent a 

reasonable compromise which I would be prepared to present to the 

Board. even though in some respects it provides us tith only a 

minimum. 

Mjl' first concern re1ates to paragraph 8 and the 

descrlpt:ion of the policy on puhlic'expenditure cuts. I regard 

:lt:·as essential that the_proposed addit:lonal. sentences in this 

paragrapll will give substance to the general declaration of 

~um-term policy and will quantify approprlate1y restrained 

expenditure objectives for the next few years along the lines 

we have discussed. 

_ My second concern relates to paragraph 15. This paragraph 

has to incorporate an' acceptable policy regarding trade llle8Sures. 

As I said in my most recent tsessage to you. I-adrlse against any 

restrictions on car imports. Restrictions on such an important 

category of imports would give me the greatest df.fficulties~ As 
Mr. Whittome has told your offitla.ls, we regard the avoidance of 

restrictions to be crltically important. Your policy in this 

respect should be clearly compatible wi.th the prescriptions laid 

dOtm by the Board. Consequently, I would have to examine the 
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precis~ chllacter ~f ~ action. that might be planned ).n this · 
.... · 

deliat~ ~.··_very 'carefully in order to deteimine whether 
- - . ' -' -~. ' . . . . ' . . 

. , .. 

I couid ~tinue. ~·support t:he ~t. ·. In .this·. connection., · 
. . . . ' - ' . . - . -· ·. . ' . ' .. ·-

:r would ilio ~e.the importance z ~uld attach to an assurance 
- . -. ~: 

th&~ any import -~ure., even on' a minor ·1mpt,,~~ · would be· temporary. 
: ... .. . . . .· . . \,Vh.\t tN my op/N1'0N Shott ld .. 

with __ a ~tat~ .~~~~n~l dll~e notlst~':t~:be end of 1976. · . 

: '' ': ; one ~~u ~t:standiug ques~ion is Wbe~her the. ftrst crj~ild 
transaction should take the form of.a stand-by or ~-~te 

purchase.: I understand that on present indications. gross reserves 
,. ··;' 

are unlikely to "decline by more tb.ali $1.4 milli~ in· 1975 before 
- . . : · .. ' '• ' . . ' . ' : . . . . 

~akf~g into ~count transact~ ritb'~b~ ·Fund ... In·tbese cir-
. . '· - ·-

-~ ~ . . , . '" .. ,. -- . 

~Unis~ces~ <& first tranche ·drmdng in· 19JS would, under, onr no~l 
... ;- . . . . . ' - ' . ···-~~' ''. · .... "· . ..::· . ' ,· ' . . ' .. ·. · . .- _, . 

practi~· reduce cbe amount a~ail~le ~er the oil f~cility bel0w 

the . SDR :1. .· billi.d~ ;~~~~tly c0ntemplated. · Although : del~yiug the 
.. ,-

t:ransact:i~-iilto ·~anuary would a"Vo:id ·this problem tecbnictUly, 
:~. 

I :bel.i~e' :l.t mtght be::c0nsi~r~d a cont~v~ce· ~o 1.ti~re~e th~ . 
' .... ' '' ' · .. J· . ;. •, ' ' ' . ' ' ' ",·· .: ' ' 

use 11ade by the um..ted Kingdom of ,the limi.ted resources available . . .. I. . . . . 

for ~ oil f~cirtr;y. ·.··A ~stand~by arrangement av~ids .. this problem 
- .:./':'! ·. . 

as it allo~s ··fbe use of the resources to be mad~ later in 1976 
-~ . 

·when· Sddition31 f inand.ng ne.eds will have been sh~. 
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