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External Aspects of British Economic Policy 
By Dr George Abrahamson, London 

A s t rong  pound,  s t ead i ly  g rowing  indus t r i a l  s t r e n g t h  
and  full e m p l o y m e n t  are  the  th ree  p roc la imed  ob- 

j e c t i ve s  of Bri t ish economic  policy.  To t hem Mr 
Wi l son ' s  G o v e r n m e n t  has  devo t ed  its energ ies  eve r  

s ince  the  crisis of fore ign  conf idence  forced it  on  the  
de fens ive  soon af te r  it acceded  to power  in the a u t u m n  

of 1964, and  these  th ree  s epa ra t e  bu t  i n t e r r e l a t e d  aims 
are  still the  c r i te r ion  b y  which the  Labour  G o v e r n m e n t  

wishes  its economic  measu re s  to be  judged .  In the  

pas t  full emp loymen t  and  a s t rong  p o u n d  had  s e e m e d  

incompa t ib le  and  the  aim of economic  g rowth  out  of 
reach because  of the  conf l ic t  b e t w e e n  the  o the r  two 

objec t ives .  Mr  Wi l son  p romised  to b r e a k  the  v ic ious  

circle  of over fu l l - employment ,  soar ing  wages ,  ex- 

cess ive  consumpt ion ,  r i s ing  prices,  a w e a k  pound,  
res t r ic t ions ,  recess ion,  and  unemploymen t .  But his  
f i rs t  G o v e r n m e n t  found the  t a rge t  as e lus ive  as its 
C o n s e r v a t i v e  predecessors .  

Situation in the Budget Fixation 

However ,  w h e n  the  second  W i l s o n  G o v e r n m e n t  intro-  
duced its b u d g e t  in ea r ly  M a y  af ter  a de lay  neces-  
s i t a ted  b y  the  spr ing elect ion,  the  Bri t i sh  economy  
appea red  to be  close to ba lance .  The  la tes t  s ta t i s t ics  
showed  indus t r ia l  p roduc t ion  still a d v a n c i n g  s lowly;  
r eco rded  u n e m p l o y m e n t  was  dec l in ing  seasonal ly ,  bu t  
the  shor t age  of labour ,  conf i rmed by  a r ise in unf i l led  
vacanc ies ,  r e m a i n e d  a source  of embar ra s smen t .  Do- 
mes t ic  spend ing  as m e a s u r e d  by  the  vo lume  of re ta i l  
sales  had  r i sen  up to la te  1965 but  l eve l led  out  s ince;  
ou t s t and ing  h i re  purchase  debts  had  r eceded  s l ight ly  
s ince  the  p r e c e d i n g  summer .  Building contracts ,  house  
comple t ions ,  f ac to ry  approvals ,  eng inee r ing  orders,  
machine  tool  de l ive r ies  and  s imilar  indices  of indus-  
t r ia l  and  publ ic  i n v e s t m e n t  sugges ted  tha t  capi ta l  ex- 
pend i tu r e  was  be ing  s tab i l i sed  at  qui te  a sa t i s fac tory  
level .  The  impor t - expo r t  gap h a d  widened  but  was  not  
l a rge r  t h a n  du r ing  mos t  of 1965 (and cons ide rab ly  
smal le r  t h a n  in 1964) and  was, moreover ,  l a rge ly  offset 
by  a no tab le  i m p r o v e m e n t  among  " invis ibles" ,  so tha t  
bu t  for a de t e r io ra t ion  on  G o v e r n m e n t  accoun t  the  
cu r r en t  b a l a n c e  of p a y m e n t s  was  a lmost  in equi l ibr i -  
um. Bri t ish ho ld ings  of gold and  foreign cur renc ies  as 
off ic ia l ly  d i sc losed  h a d  b e e n  rising con t inuous ly  for 
some t ime and  l a t e ly  at  a fas ter  rate. 

The  C h a n c e l l o r  of the  Exchequer  was ce r t a in ly  just i -  
f ied in c la iming  p rogress  towards  his  t r iple  objec t ive ,  
bu t  bea r ing  in m i n d  the  n u m b e r  and weigh t  of curbs  
i n t r o d u c e d  d u r i n g  the  p reced ing  18 months ,  i t  h ad  
b e e n  d i s appo in t ing ly  slow. Besides, a l t hough  these  
cu rbs  we re  de s igned  to ha l t  inflation, the  r ise in 
pr ices  and  wages  s h o w e d  no s ign of abat ing.  The  cost  

of imports  had  r i sen  s l ight ly  (while exper t  p roceeds  
prof i ted  from r i s ing  costs in compet ing  countr ies)  but  
who lesa l e  pr ices  c o n t i n u e d  to go up qui te  fast, re ta i l  
prices,  he lped  a long  by  h ighe r  indirect  taxes,  even  
more  so, and  wage  ra tes  mos t  of all. The lendings  by  
the  big b a n k s  h a d  also increased,  despi te  a Bank of 
Eng land  appea l  to ho ld  t hem at  the  cei l ing f ixed a 
y e a r  earl ier ,  and  n e w  ins t rumen t s  and  channels  of 
c redi t  d ive r t ed  funds  at  h igh  ra tes  of in te res t  to 
bo r rowers  l ike the  local  au thor i t i es  who  are not  de- 
t e r r ed  from h e a v y  spend ing  b y  normal  economic  con- 
s idera t ions .  The  Chance l lo r  h o w e v e r  based  his b u d g e t  
on  the  a s sumpt ion  tha t  the  g r o w t h  of demand  would  
be  checked in the  nex t  few mon ths  by  his p rev ious  
s teps  and  the re fo re  concen t r a t ed  on  d is - inf la t ionary  
measu res  wi th  an  ind i rec t  and  de l ayed  effect. 

Direct Measures to Improve the Balance of Payments 

The s u b s e q u e n t  d e b a t e  in  press  and  Pa r l i amen t  was  
l a rge ly  conce rned  wi th  two G o v e r n m e n t  measu res  
which, t hough  v e r y  impor t an t  for the  Brit ish economy,  
h a v e  on ly  an  ind i rec t  bea r ing  on  its ex te rna l  aspec ts  
- - t h e  Se lec t ive  Employmen.t  Tax  and  the  Prices and  
Incomes  Bill. Before  t u rn ing  to these,  it is wor th  point -  
ing out  tha t  the  Chancel lor ,  wh i l e  re f ra in ing  from any  
immed ia t e ly  e f fec t ive  check on  the  domest ic  economy,  
a n n o u n c e d  in his  b u d g e t  speech severa l  measu re s  
a imed  d i rec t ly  at  s t emming  the out f low of capital .  A 
"vo lun ta ry"  p r o g r a m m e  sub jec ted  all new inves tmen t s  
ove r  s 25,000 to a d v a n c e d  s te r l ing  area  count r ies  (the 
f low of capi ta l  to the  less deve loped  par ts  is kep t  
down  by o rd ina ry  commerc ia l  cons idera t ions)  to Bank  
of England  approva l ,  and  the  curbs  on i n v e s t m e n t  
ou ts ide  the  s te r l ing  area,  which u n d e r  exis t ing con- 
t rois  could be  f inanced  on ly  from foreign sources  or  
ou t  of the  pool  of fore ign i nves tmen t s  a l ready  o w n e d  
b y  Bri t ish res idents ,  was  t igh tened .  Hav ing  ea r l i e r  
s t a ted  the need  for r educ ing  the  outf low of p r i v a t e  

capital ,  the  Chance l lo r  n o w  f i rmly es tab l i shed  "quick, 
subs tan t i a l  and  con t inu ing  benef i t  to the  ba l ance  of 
p a y m e n t s "  as the  c r i te r ion  for all  fur ther  i n v e s t m e n t  

in  the  deve loped  s ter l ing and  all non-s t e r l ing  
countr ies .  

In the  p r iva te  sec to r  the foreign t r ave l  a l lowance  was  
cut  to s 50 a y e a r  at  which it becomes  an  e f fec t ive  
res t ra in t  on  ho l idays  abroad.  Permiss ib le  h i re  pur-  
chase te rms were  t igh tened ,  pos ta l  charges raised,  a n d  
controls  on p r iva t e  bui ld ing  intensif ied.  G o v e r n m e n t  
depar tments ,  local  au thor i t i es  and  na t iona l i sed  indus-  
t r ies  were  in s t ruc t ed  to defer  capi ta l  expendi ture ,  and  

the G o v e r n m e n t  u n d e r t o o k  to cut  its foreign spend ing  
still  fur ther ;  p romises  in this  d i rec t ion  had  a l r e a d y  
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been  made in the budget. All this of course  was  
normal  pract ice  for cooling an overhea ted  economy 
and not different  from what  was clone in prev ious  
emergencies ,  though the mixture  was not  quite  the  
same. 

Indirect Measures to Improve the Balance of Payments 

In addit ion the Government  resor ted  to one more  con- 
t rovers ia l  measure  which had been  used only  once  
before,  a general  standstill  on all incomes and prices,  
l ike the pay  pause which Mr Selwyn Lloyd imposed  
when  he  was  Chancellor of the Exchequer in 1961. 
Unpopular  and manifest ly unfair  at that  time, it was  
now adopted  in a somewhat  different fo rm- -a s  a com- 
ple te  ban  on  all pay increases  for six months,  to be 
fol lowed by ~severe restraint" for another  six months ;  
upward  correct ions of prices and charges are a l lowed 
only  if h igher  import prices or taxes cannot  be ful ly 
absorbed,  d ividends  are not to be raised at all for one  
year,  and rents  and local rates are "expected"  to he 
kept  unchanged.  

The wage-pr ice  standstil l  was  the inescapable  conse-  
quence  of the  failure of vo lun ta ry  res t ra ints  and the  
th rea t  of legislat ion to control  prices and wages  
s imilar ly  the  result  of the failure to achieve a volun-  
ta ry  adherence  to a prices and incomes policy.  Both 
mark  the end of the a t tempt  to Iimit r ises in wages  by  
fixing a margin  for permissible  wage  increases  in l ine 
with the  ant icipated growth  of production.  At  the  
t ime of the budget  the Government  still thought  tha t  
excess ive  labour  costs could be avoided by  redeploy-  
ing workers .  This was the economic a rgument  beh ind  
the  Select ive Employment  Tax, though the fiscal aim 
of opening  a n e w  source of revenue  was p robab ly  
decis ive  for its introduction. A weekly  tax was  to be 
lev ied  on all employees,  var ied be tween  men, w o m e n  
and youths  according to their  average  earnings,  which 
made  all labour  more  expensive.  The tax was h o w e v e r  
to be re funded  to manufactur ing indust ry  toge ther  
wi th  a premium, so that  its labour costs would ac tual ly  
be cut. 

The Select ive Employment  Tax has the advan tage  of 

b roaden ing  the tax base, br inging the growing serv ice  

t rades  into the tax system, permit t ing discr iminat ion 

in favour  of desirable forms of employment ,  espec ia l ly  

expor t  industries,  and faci l i tat ing adjus tments  in total 

taxat ion  to changing ci rcumstances .  Al though the 

Chancel lor  made  much of the point  that  d is t r ibut ive  

and persona l  services  had  not  made their  fair con- 

t r ibut ion to total taxation,  his principal non-fiscal  con- 

s idera t ion  was undoubted ly  to discourage home con- 

sumpt ion  and encourage inves tment  and exports.  

W h a t e v e r  may  be said of  the Select ive Employment  

Tax as a tax or economic  regulator  in the long term, 

its immediate  effect  was  nil as it was scheduled to 

come into effect only in  September.  Moreover,  the 

public dicussion revea led  many  snags and ra ised mis- 

givings about  its eff icacy for s topping the hoarding 

of labour. The p iecemeal  announcement  of this and 

other  cor rec t ive  measu res  c rea ted  an a tmosphere  of 

uncer ta in ty ,  and official es t imates  of the  total  with-  

drawal  of purchasing p o w e r  from the  British economy 

over  the  whole  of the  fiscal year  did not  reso lve  the  

doubts  about  the immedia te  effect  of the  var ious  

curbs. The psychologica l  impact  was  sl ight;  ne i the r  

the consumer  nor  the inves to r  saw cause  to change his 

basic att i tude.  Foreign observers ,  so of ten dis- 

appo in ted  by  t a rdy  and inadequa te  responses  to ur- 

gent  problems,  suspended  judgment .  

Primary Effects 

Meanwhi l e  the in ternat ional  f inancial  cl imate was  
changing. Cost and pr ice  increases  in o the r  industr ia l  
countr ies ,  the  boom in the  US eco n o my  and continu-  
ing expans ion  in Europe all favoured  the  British ex- 
porter .  But US curbs on foreign i nves tmen t  and the  
ha rden ing  of in teres t  ra tes  in the  wor ld  put an ad- 
di t ional  s t ra in on sterling. The British authori t ies  have  
of course  a lways  been  aware  of the  dual  na ture  of 
their  respons ib i l i ty  for the  British ba lance  of pay-  
ments ,  on one  hand,  and for s te r l ing  as a r e s e rv e  
currency,  on the  other.  Exper ience  has  shown  any  
unba lance  in British overseas  p a y m e n t s  to impair  al- 
most  au tomat ica l ly  sterling% role as a r e se rve  cur- 
r e n c y ;  a fall in vis ible  s ter l ing area gold  and cur rency  
rese rves  leads  regular ly  to wi thdrawals  of hot  m o n e y  
from London. But it was  only  in the  last  two yea r s  
that  s te r l ing  was  sub jec ted  to outs ide  p ressures  which 
w e r e  not  originated,  though  cer ta in ly  aggravated ,  by  
economic  deve lopments  at home and consequen t ly  all 
the more  difficult to tackle. 

The British Government  takes the v i e w  that  the s t ra in  
on s ter l ing is essent ia l ly  a long- term problem,  capable  
of solut ion only  by  long- term measures ,  and that  has ty  
or excess ive  act ion might  aggrava te  the problem.  Hav- 
ing inher i ted  a ba lance  of payments  deficit  of over  
s 700 mill. in 1964, the Labour Governmen t  ins is ted on 
main ta in ing  full employment  so as to keep  up pro- 
duct ion and produc t iv i ty  and encourage  product ive  
inves tmen t  as a p recondi t ion  of future efficiency. The 
ba lance  of payments  was  to be r igh ted  gradual ly;  
equi l ibr ium was expec ted  by  late 1956, and  a surplus 
is now be ing  forecast  for 1967. Curbs on pr iva te  in- 
v e s t m e n t  abroad saved  s 90 mill. of fore ign cur rency  
in 1965; fur ther  curbs in the 1966/67 budge t  and re- 
duced Government  spendings,  espec ia l ly  on British 

t roops overseas ,  are to save  another  s 50-100 mill., a 

f igure increased  in Ju ly  to s 150 mill. (incl. s 25 mill. 

from reduced  aid ~o developing  countries) .  Seeing that  

Gove rnmen t  expendi ture  abroad, both  mi l i tary  and 

other,  was  still increas ing in the first  half  of this year  

and that  cuts in pr ivate  inves tment  abroad  may  be  

offset  by  reduced  foreign inves tment  in the  British 

economy,  these  figures must  be r ega rded  as est imates,  

the  more  so as the Government  economies  depend  on 

the ou tcome of negot ia t ions with foreign Government s  

and the  cutback in pr iva te  inves tmen t  in s ter l ing 

areas  is, at least  in name, vo lun ta ry  as befits  the  

vo lun ta ry  character  of the s ter l ing area. 
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By September  there  was  ev idence  of a decl ine  in 
pr iva te-sec tor  demand.  Some industr ies  sub jec t  to 
cyclical and seasonal  f luctuat ions had to lay off labour  
or work  short-t ime, and o thers  forecast  redundancies .  
These howeve r  ref lec ted  t emporary  over -expans ion  
rather  than  a long- term downtu rn  in demand.  If thus 
product ion and employment  have  not so far shown  
the contrac t ion  which some, especia l ly  foreign, ex- 
per ts  regard  as an indispens ib le  feature of ef fect ive  
disinflation, this does not  indicate  the failure of Gov- 
e rnment  policy. Mr Wi l son  and  his col leagues  still  
be l ieve  tha t  full employment  (which does not  exc lude  
a small increase  in unemployment)  can be main ta ined  
if a check is kept  on pr ices  and wages.  Mr Brown, 
while in charge of the Depar tment  of Economic Affairs,  
moreover  s t ressed  that  a hal t  to price movemen t s  had  
to p recede  a hal t  to -wages. Wi th  retail  pr ices  s table  
(apart from tax changes), the re  is now a be t te r  case 
for insist ing on  a wage  standsti l l ,  and wages  h a v e  in 
fact at last been  brought  to a halt.  

Continuation of the Pursued Policy 

VC-hatever the success  of its incomes policy, the British 
Government  remains  conv inced  that  pressure  on ster-  
l ing arising outs ide  the domest ic  economy should  b e  
cured pr imari ly  by  act ing di rec t ly  on the source  of 
this pressure,  the unba lance  in payments  o ther  than  
visible trade.  Hence  the d i scouragement  of inves tmen t  
abroad, the  curbs on capital  t ransfers  and the cuts in 
Government  spending.  The Labour Government  has  
accepted  the  loss of future  income resul t ing from 
presen t  curbs on  inves tmen t  abroad as a neces sa ry  
evil. It did not  hes i ta te  to d raw on its substant ia l  
holdings of foreign secur i t ies  to counter  the outf low 
of money  and improve  vis ible  reserves .  It cont inues  
to offer eve ry  inducement  to foreign industr ial is ts  to 
set  up plants  in Great  Britain and allows high in teres t  
rates  to re tain fore ign monies  even  though the dangers  
of hot m o n e y  were  again c lear ly  demons t ra ted  during 
the current  crisis. Last  spr ing British local authori t ies  
owed over  s 300 mill. and hire-purchase f inance com- 
panies  s 140 mill. to foreign creditors.  Such vas t  debts,  
most ly  short- term, are bound to magnify  inter-cur-  
r ency  movements ,  and the recall  of some of these  
monies  was the pr incipal  cause  of the  drain on the  
s ter l ing rese rves  this  year.  Some idea of the size of 
these  money  m o v e m e n t s  is g iven by  the fact  that  
British banks,  which were  ne t  debtors abroad to the 
amount  of s 300 mill.  in March 1965, were  v i r tua l ly  in 
ba lance  by  the  middle  of 1966, whi le  British l iabil i t ies 
to non-s ter l ing  countr ies  fell over  this per iod by  near-  
ly  s 150 mill. The help  by  o ther  central  banks  was  
used  to offset  these  large and pers is tent  wi thdrawals  
of shor t - term credi ts  and the short-sel l ing of s ter l ing 
by  banks,  t raders  and  specula tors  which accompanied  
them. To counter  the latter,  the  Bank of England 
successful ly  r e so r t ed  to suppor t  operat ions in forward  
sterling. How far t hese  have  mor tgaged  the future  is 
not  known,  nor  can  it be  said what  total the short-  
sel l ing of s ter l ing h a d  reached. But after the h e a v y  
outf low in last  sp r ing  and summer  s ter l ing is certain-  
ly less vulnerable .  

it  is of ten  thought  that  the strain on s ter l ing results  
from a more  or less pe rmanen t  unbalance  in current  

t rade  for which deva lua t ion  would be an effect ive if 

drast ic  remedy.  But British products  are cer ta in ly  fully 
compet i t ive  in the  markets  of the wor ld  in quality, 
price and  performance,  and the export  t rend has been 

unsat i s fac tory ,  not  because  British manufac turers  find 

foreign out le ts  unremunera t ive ,  but because  the home 
marke t  has  been  so much easier  and more  convenient .  

It is equal ly  fallacious to regard  the strain on sterl ing 
as main ly  due to lack of in ternat ional  l iquidity or 

s ter l ing 's  role  as a r e se rve  currency.  In the latest  

crisis of conf idence  the s ter l ing area connec t ion  was a 
help, not  a hindrance.  The gold and cur rency  reserves ,  

dep lorab ly  small  as t hey  are, could have  br idged  a 
t empora ry  gap but  were  found inadequate  in the face 

of a pe r s i s t en t ly  s t rong import  demand (which may  
prove  e v e n  more  powerful  w h e n  the import  surcharge 

comes off in November) ,  combined wi th  a h e a v y  out- 

flow of capital  and hot m o n e y  movements .  

The in te rna t iona l  swap facilit ies were  ex t ended  twice 
this year ,  in June  and September ,  and after their  latest  
expans ion  are  capable of absorbing the shock of quite 

substant ia l  wi thdrawals  of sterling. They s t r eng then  

s ter l ing as an in ternat ional  t rading cur rency  but can- 
not  and are  not  expec ted  to cover  a deficit  in the  

British ba lance  of payments .  Nor do the British au- 
thori t ies  expec t  an ear ly  contr ibut ion to the solut ion 

of the i r  problems from the negot ia t ions  on inter-  
nat ional  l iquidi ty  among the Ten. W h a t e v e r  the i r  out- 

come, the  role of s ter l ing (and the dollar) must  be 
expec ted  to decl ine to the extent  to which o ther  coun- 

tries s tep  in to fill the gap in the provis ion of f inance 

for in terna t ional  t rade and development .  The City of 
London would  not  be unhappy  if European centres  
took on a larger  share of this burden;  for there  is 

p l en ty  of scope for all and British exper t i se  could 
make a useful contr ibut ion in any in ternat ional  

system. 

First Success Effective 

By late  Sep tember  the British authori t ies  felt  con- 

v inced  that  the immediate  danger  for s ter l ing was 
over. The rise of wages  and prices had  been  halted; 

product ion  was  once again rising, albeit  s lowly  after 
a pause  which has upset  previous  economic plans. 

With  pr iva te  consumption cer tain to be held  back by  
new and h igher  taxes  and inves tment  abroad kept  

under  str ict  control, the high level  of imports  of 
manufac tures  was the principal  problem left. The 

British Government  however  has been  re luctant  to 
subjec t  them to quotas or res tr ic t ions after the ev ident  

failure of the surcharge because  Great  Britain has a 
fundamenta l  in terest  in l iberal  commercia l  policies. It 

hopes  that  enl ightened sel f - in teres t  which brought  the 
central  banks  to the rescue  of s ter l ing in a crisis of 

conf idence  will be a sufficient incent ive  for lower ing 

the barr iers  be tween  the  t rading blocs  and encourag-  

ing the flow of inves tment  capital.  
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