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ARTICLES 

M O N E T A R Y  P O L I C I E S  

Implementing a Devaluation of Sterling 
by Prof W. M. Scammell, Simon Fraser University, Vancouver 

A mong  those  who  wr i te  and  t a lk  abou t  Bri t i sh  
economic  p rob lems  t o d a y  t h e r e  are,  w h e n  it comes  

to solut ions,  u l t ima te ly  two schools: the  deva lua -  
t ionis ts  and  the  an t i -deva lua t ion i s t s .  I pe r sona l ly  be-  
l i eve  tha t  the  b a l a n c e  of a d v a n t a g e  lies w i th  deva lua -  
tion. In the  la rge  l i t e ra tu re  of pol icy  d iscuss ion  t he re  
are, however ,  few, if any,  def ini t ions  of w h a t  the  
pol icy  of d e v a l u a t i o n  migh t  m e a n  in pract ice .  It  is 
too impor t an t  a m a t t e r  to be  left  undef ined.  This  
ar t ic le  a t t empts  a defini t ion.  

The Balance of Payments Problem 

The  s ix th  p u r p o s i v e  def la t ion  in twe lve  yea r s  is still  
in  p rogress  in  the  Br~itsh economy which has  reg- 
i s t e red  no  s igni f icant  r a t e  of g rowth  s ince  1964---in 
a wor ld  in which r iva l  indus t r ia l  count r ies  a re  grow- 
ing at  ra tes  v a r y i n g  from 3.4 pe r  cen t  to 5.3 pe r  cent .  t 
It is the  bas ic  thes is  of th is  ar t ic le  t ha t  the  Brit}sh 
g o v e r n m e n t  (or gove rnmen t s ,  s ince  b o t h  pol i t ica l  
pa r t i es  a re  equa l ly  implicated)  mus t  end  th is  eco- 
nomic  p r e d i c a m e n t  swif t ly  if the  Bri t ish economy is 
no t  to be  i r r epa r a b l y  damaged ,  t he  Bri t ish s t a n d a r d  
of life r educed  r e l a t i ve  to t ha t  of o the r  W e s t e r n  
count r ies  and  the  coun t ry ' s  pol i t ica l  s ign i f icance  
ab road  ext inguished.  

The  conven t i ona l  wisdom of success ive  Bri t ish govern -  
men t s  has  b e e n  simple,  o ld- fash ioned  and  ineffectual .  
It runs  thus.  The  Bri t ish economic  p rob lem is bas ical -  
ly  a b a l a n c e  of p a y m e n t s  p rob lem caused  b y  changes  
in Bri ta in 's  economic  s t ruc tu re  r e l a t i ve  to i ts r ivals .  
These  changes  s tem from the  w a r  and  are  compl ica ted  
and  a g g r a v a t e d  b y  the  coun t ry ' s  pos i t ion  as ope ra to r  
of an  in t e rna t iona l  cur rency .  This  b a l a n c e  of p a y m e n t s  
p rob lem must ,  therefore ,  b e  tackled b y  t r ad i t iona l  
methods :  de f la t ion  of the  domest ic  e conom y  re l a t i ve  
to o ther  l ead ing  economies  or, in a g r o w t h - m i n d e d  
world,  a checking of economic  g rowth  re l a t ive  to t he  
g rowth  of o the r  economies .  Tha t  done,  expor t s  wil l  
p rospe r  as compe t i t ion  on  the  home  m a r k e t  shifts  
resources  to the  indus t r i e s  and  produc ts  f rom which 
in foreign marke t s  prof i t  m a y  still  b e  won.  Obse rv ing  
tha t  in p rac t i ce  each new  e x p a n s i o n  has  b r e d  its f resh  
ba l ance  of p a y m e n t s  crisis,  i ts  n e w  specu la t ive  a t tack 
on  ster l ing,  its n e w  neces s i t y  for de f l a t iona ry  package  

1 Between 1954 and 1064 the rate of growth of national income 
(at constant prices) was 2.6 per cent for the United Kingdom, as 
against 3.4 per cent for the United States and Germany, 4.9 per 
cent for France and 5.3 per cent for Italy. 

deals,  t he  au thor i t i e s  h a v e  re f ined  e l abo ra t e  pe r iphe ra l  
measu re s  to deal  w i t h  secu la r  impor t  g r o w t h , - - i n -  

t e r e s t  r a t e  and  m o n e t a r y  pol ic ies  to w a r d  off specula-  

t ive  a t tacks  on  the  c u r r e n c y  and  mos t  g r and iose  of 

all, an  incomes  pol icy  to comba t  domes t ic  pr ice  in- 

flation. Some of these  weapons  a re  ingenious ;  some, 

such as incomes  policy,  are  pol i t ica l ly  haza rdous  and  

poss ib ly  in the  longer  r un  u n w o r k a b l e ;  all are  mere  
tophamper ,  l a t t e r -day  re f inement s  to the  basic  gold 
s t anda rd  doc t r ine  t ha t  a b a l a n c e  of p a y m e n t s  defici t  
can  a lways  be  cured  b y  domest ic  deflat ion.  

Gold Standard Doctrine 

The case  aga ins t  the  app l i ca t ion  of this  o r t hodox  
gold  s t anda rd  doc t r ine  to the  Bri t ish long- t e rm prob-  
lem has  b e e n  put  m a n y  t imes  and  wil l  b e  r epe~ ted  
he re  on ly  in summary .  T h r e e  a rgumen t s  seem to t he  
wr i t e r  to be  fatal  to the  doctr ine .  First, t h e  Bri t i sh  
economic  p rob lem is s t ruc tu ra l  and  the re  is no  evi-  
dence  w h a t e v e r  t ha t  long  run  a d j u s t m e n t  of the  
Bri t ish b a l a n c e  of p a y m e n t s  d i sequi l ib r ium can  come 
f rom this  source.  Is i t  conce ivab le  t ha t  the  a d v e r s e  
merchand i se  t r ade  b a l a n c e  which  has  b e e n  a s truc-  
tu ra l  f ea tu re  of the  Bri t i sh  b a l a n c e  of p a y m e n t s  s ince  
mid -n ine t een th  cen tu ry  wil l  be  replaced,  t h r o u g h  a 
g rea t  home-prope l l ed  expor t  dr ive,  b y  an  endur ing  
expor t  surplus?  Al l  the  e v i d e n c e  is to t h e  cont ra ry .  
Br i ta in ' s  exports ,  ex t r apo la t ed  accord ing  to i ts share  
of wor ld  t r ade  and  the  ra te  of g rowth  of the  t rade,  
on  p r e s e n t  ind ica t ions  wou ld  no t  do this. Expor t  
d r ives  a re  a good and  n e c e s s a r y  pa r t  of a b a l a n c e  
of p a y m e n t s  pol icy  hu t  t hey  a re  m e r e l y  a pa r t  of it. 

Secondly,  domest ic  deflat ion,  which is supposed  to 
d ive r t  h o m e  d e m a n d  a w a y  from expor t ab le  goods 
and  domes t ic  d e m a n d  a w a y  from imports ,  which is 
supposed  to d r ive  t h w a r t e d  indus t r ia l i s t s  foi led of 
sales  a t  home,  to seek  t h e m  abroad,  and  which is 
supposed  to w i n n o w  the  indus t r i a l  f ie ld of non-  
compe t i t ive  firms, does  not,  on  t he  record,  do all  of 
these  things.  It checks the  g r o w t h  of firms and  in- 
dus t r ies  ind i sc r imina te ly  and, as r ecen t  even t s  h a v e  
s h o w n  in  the  Bri t i sh  m o t o r  indus t ry ,  h i t s  g rowth-  
minded  expor te r s  as h a r d  and  somet imes  h a r d e r  t h a n  
s o m n o l e n t  home  producers .  

Thirdly,  the  indus t r i a l  e f f ic iency which  shou ld  d r ive  
economic  g rowth  is r e d u c e d  and  w e a k e n e d  b y  ~he 
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ser ies  of h a m m e r  blows which the  %top-go" pol icy 
implies. It is no w o n d e r  tha t  Bri ta in 's  compet i t ive  
pos i t ion  is worsened ;  the  mirac le  is tha t  there  has  
been  as much indus t r ia l  i n v e s t m e n t  and  expans ion  
as the re  has  been.  

This p ic tu re  of an  economic  pol icy  domina ted  b y  a 
s ingle  misapp l ied  concep t ion  of ex te rna l  economic  
pol icy  is as dep res s ing  as the  economic  s t agna t ion  it 
has  produced.  It is u n d e n i a b l e  tha t  the  ba l ance  of 
paymen t s  has  been,  s ince  W o r l d  W a r  JI, a fester-  
ing sore in the  Bri t ish economy.  It is den iab le  tha t  it 
shou ld  be  the  d e t e r m i n a n t  of all  e lse  in the  economic  
field. The  p r e sen t  policy,  if it can  be  cal led so, is 
that ,  by  t ime -honoured  gold s t anda rd  devices  the  
ba l ance  of p a y m e n t s  should  be  b rough t  to heel  by  
a m a m m o t h  expor t  expans ion  which, t h rough  the  
merchand ise  t rade  balance,  improves  the  whole  ac- 
count.  It is a rgued  in this  p a p e r  tha t  t hough  grea t  
and  con t inu ing  improvemen t  of the  t rade  ba l ance  is 
des i rab le  and  necessary ,  o the r  more  pu rpos ive  weap-  
ons  of pol icy are  ava i l ab le  to achieve  this  end  and  
to act  on  o the r  sectors  of the  b a l a n c e  of payments .  
These  "purpos ive  w e a p o n s  of pol icy"  form a group 
to suppor t  the  one  measu re  which ove r  the  yea r s  has  
no t  been  t r i e d - - n a m e l y  a deva lua t ion  of sterl ing.  

Types of Devaluation 

In a d v o c a t i n g  "deva lua t ion"  we mus t  def ine our  te rms 
precisely .  Devalua t ion ,  in prac t ica l  terms, m a y  m e a n  
th r ee  th ings  

[ ]  a forced deva lua t ion ,  wha t  we shal l  call  "devalua-  
t ion unde r  d u r e s s ' ;  

[ ]  a p l anned  and  small, say  ten  pe r  cent  deva lua t ion ,  
u n d e r t a k e n  as it we re  in the  hope  tha t  no  one  is 
look ing  and  tha t  a deva lua t ion  so smal l  would  not  
i n v o k e  re ta l ia t ion ;  

[ ]  and  a p l a n n e d  and  "purpos ive  deva lua t ion"  accom- 
pan ied  by  o the r  measures ,  the  whole  package deal  
imply ing  tha t  the  measu re s  cons t i tu te  a bas ic  change 
in Bri t ish economic  policy.  

The  first of these  poss ib i l i t ies  is undes i rab le .  In the  
d e v a l u a t i n g  coun t ry  it implies crisis and  loss of con- 
trol  ove r  the  exchange  ra te  and  the  economy.  Car r ied  
out  u n d e r  p ressure  it is l ike ly  tha t  in  order  to avo id  
a r ecu r r ence  of the  crisis and  to snatch a t empora ry  
advan tage ,  the  reduc t ion  in the  v a l u e  of the  cu r r ency  
would  be  too great .  In the  wor ld  e c o n o m y  the  deva lu-  
a t ion  unde r  such condi t ions  of a ma jo r  cu r r ency  l ike 
s te r l ing  has  dire  potent ia l i t ies .  I ts co -pa r tne r  as a 
wor ld  currency,  the  dollar, would  be  sub jec ted  to 
specu la t ive  pressure ,  a n u m b e r  of o ther  cur renc ies  
wou ld  quidcly deva lue  wi th  s ter l ing.  A r ea l i gnmen t  
of wor ld  exchange  ra tes  would  be  inev i tab le :  a t  bes t  
the  reshuff le  might  be  o rder ly  resu l t ing  in a new  pat-  

t e rn  compat ib le  wi th  growing  t rade  as in 1949; at  

wors t  it migh t  be  a sc ramble  for a d v a n t a g e  car r ied  

on  in a spir i t  of " sauve  gui p e u t ' ,  a sc ramble  from 

which Bri ta in  as the  weakes t  pa r t i c ipan t  could scarce-  

ly  hope  to gain. It is this  t ype  of deva lua t i on  unde r  
duress  tha t  succes s ive  Bri t ish g o v e r n m e n t s  have ,  

r ightly,  been  at pa ins  to p reven t .  It is arguable ,  too, 

tha t  unless  there  is a change of pol icy  an d  unless  

they  are  a l i t t le  more  successful  in dea l ing  wi th  the  

b a l an ce  of paymen t s  p rob lem it is also the  type  of 

deva lua t ion  we are  mos t  l ike ly  to see. 

The second  t ype  of d e v a l u a t i o n - - a  small  r educ t ion  in 
the  cu r r ency  v a l u e  car r ied  out  at  some careful ly  
p rese lec ted  t ime seems at  first s ight  to h a v e  some- 
th ing  to r e c o m m e n d  it. It pays  lip se rv ice  to the  fact 
that,  as pr ice  levels  change and  the  yea r s  pass,  some 
ad jus tmen t  in  the  re la t ive  va lues  of cur renc ies  is 
necessary .  It is a rguab le  that ,  if the  deva lua t ion  is 
less than  ten per  cent  it will  no t  i nvoke  re ta l ia t ion,  
imperi l  o the r  cur renc ies  or  i nvoke  the  d isp leasure  of 
the  IMF. It would,  therefore ,  y ie ld  some shor t - t e rm 
a d v a n t a g e  in the  t rade  field which migh t  be  explo i ted  
in some w a y  unspecif ied.  The  t roub le  wi th  all th is  
is tha t  e v e n  if all is as claimed, the  a d v a n t a g e  
der ived  is so v e r y  shor t - term.  There  will  be  a filip 
to exports ,  a check to imports  and a t empora ry  im- 
p r o v e m e n t  in  the  b a l a n c e  of paymen t s  but  unless  the  
inc rease  in expor ts  is cons iderab le  and  gene ra t e s  an  
expor t -d r iven  expans ion  which then  cont inues  u n d e r  
its own  momentum,  t he re  is l i t t le  hope  of the  s truc-  
tura l  changes  in the  economy,  the  r ise in product iv i -  
ty  and  the  r educ t ion  of un i t  costs  which t h e  Bri t ish 
economy so bad ly  needs,  be ing  created.  O n e  v e r y  
s t rong a rgumen t  c an  be  made  aga ins t  this  type  of 
deva lua t ion :  t ha t  once  resor ted  to, it would  m a k e  
s te r l ing  e v e n  more  l i ab le  to specu la t ive  at tack t han  it  
has  been  in the  past.  It has  been  the  fear  tha t  Bri ta in 
would  slip in such a d ev a l u a t i o n  tha t  has  made  ne rvous  
holders  of s te r l ing  w i thd raw  the i r  funds in the  past.  
Once  such a s t r a t agem had  been  resor ted  to it would  
be  imposs ib le  to conv ince  them tha t  t he re  would  not  
be  a recurrence .  The specu la t ive  game  has  b e e n  
p l ayed  so far in the  ma jo r i t y  bel ief  tha t  Br i ta in  would  
on ly  d ev a l u e  unde r  duress.  The  d i scovery  tha t  the re  
was a j oke r  in the  pack would  m a k e  the  p l ay  much 
more  in tense .  In the  yea r s  which fo l lowed such a 
deva lua t ion  foreign op in ion  would  be  h y p e r s e n s i t i v e  
to e v e r y  change in the  Bri t ish ba l ance  of p a y m e n t s  
and  would  in te rp re t  e v e r y  deter iora t ion,  h o w e v e r  
slight,  as the  s ignal  for a f resh r ev i s ion  of the  gold 
par i ty .  

The th i rd  form, tha t  of "purpos ive  d e v a l u a t i o n ' ,  is 
cal led by  tha t  n a m e  because  a change  in t h e  exist-  
ing exchange  ra te  is the  cen t ra l  m e a s u r e  among  sev-  
eral  economic  measu res  which, as a group, s ignify  
a n ew  and  changed approach to Bri t ish economic  
policy. These  measu res  should  be: a f ree ing  of the  

s te r l ing  exchange  ra t e  so tha t  it m a y  f luctuate  o v e r  

a r a n g e  of 5 pe r  cent  above  or be low p a r i t y - - t h i s  

r ange  to be  sub jec t  to r e v i e w  and  poss ib le  adjust -  
men t  in  the  l ight  of expe r i ence ;  a use  of in te res t  

ra te  pol icy  on s imi lar  l ines to the  present ,  i.e., a imed 
at  s t r e n g t h e n i n g  the  ba l ance  of paymen t s ;  a use  of 
fiscal pol icy  to encourage  capi ta l  i n v e s t m e n t  in  the  

expor t ing  indus t r ies  and  in the  n e w e r  i n d u s t r i e s - -  
mechanica l  engineer ing ,  chemicals,  syn the t i c  text i les ,  
e lectronics ,  moto r  vehic les ,  etc.; a r educ t ion  in the  
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Brit ish tariff  on  manufac tu red  imports ;  and  the  con- 
t i nuance  of a search for a formal  incomes  policy.  

Behind  such measu res  ce r ta in  b r o a d  purposes  are  im- 
plicit. These  are:  firstly, t ha t  in the  p re sen t  and  fore- 
seeable  fu ture  s ta te  of Bri t ish conve r t ib l e  cu r r ency  
rese rves  it is on ly  b y  eas ing  the  p ressu re  on  r e se rves  
and  th rowing  it on  to the  exchange  ra t e  tha t  b a l a n c e  
of paymen t s  deficits will  be  sus ta inab le  w i t hou t  warp-  
ing the who le  Bri t ish economy b e y o n d  hope  of re- 
covery.  Secondly,  tha t  g rowth  in the  Bri t ish economy  
mu~t be  ach ieved  and  main ta ined ;  not  g r abbed  for 
sporad ica l ly  and  t hen  re l inqu i shed  w h e n  its effects 
become  apparen t .  Moreover ,  g rowth  mus t  be  con- 
cen t r a t ed  in key  indus t r ies ;  the  ideal  condi t ion  be ing  
that ,  as in the  G e r m a n y  of the  fifties, g rowth  should  
be  Uexport d r i v e n ' .  If, in ea r ly  years  of the  policy,  
g rowth  p roduces  ba l ance  of p a y m e n t s  deficits,  the  
weigh t  of these  mus t  be  pushed  on  to the  exchange  
ra te  and  not  a l lowed to fall en t i re ly  on  the  reserves .  
Thirdly,  s eve re  measures  mus t  be  used  to curb  do- 
mes t ic  inf lat ion,  e i the r  cost  or d e m a n d  inflat ion.  
Finally,  and  if Bri t ish en t ry  to the  Common  M a r k e t  
looks l ike be ing  long  delayed,  t h e n  Bri t ish i ndus t ry  
should  be  exposed  by  reduc t ion  of the  p ro tec t ive  
tariff to a greater m eas u r e  of compet i t ion.  

The policy implic i t  in these  measures  is a unif ied 
pol icy  in which each set  of measu res  complement s  
each o ther  set and  all  con t r ibu te  to the  long te rm 
objec t  of a Bri t i sh  econom y  whose  g rowth  is sus ta ined  
b y  its n e w e s t  and  mos t  eff icient  indus t r ies  in  the  
expor t  field. 

Phases of New Policy 

The  first necess i ty  is t ha t  the  pol icy  should  be  exe- 
cu ted  from a pos i t ion  of s t rength .  There  must  be  no  
ques t ion  of a hur r i ed  d ive  for the  boa ts  ca r r i ed  ou t  
in the  gale  of a specu la t i ve  crisis and  a b a l a n c e  of 
paymen t s  deficit. For this  r ea son  the  opera t ion  mus t  
be phased.  

Phase  I mus t  cons is t  of bu i ld ing  up  the  ba l ance  of 
p a y m e n t s  to a condi t ion  of mode ra t e  s t rength .  This  
shou ld  p re sen t  no difficulty. It  has  b e e n  ach ieved  al- 
r eady  seve ra l  t imes u n d e r  the  s top-go policy.  It  can  
be ach ieved  again.  There  is jus t  one con t ingen t  de- 
cis ion i n v o l v e d  here ;  might  it no t  be p re fe rab le  in 

Phase  I to s t r e n g t h e n  the  ba l ance  of paymen t s  not  

by  domest ic  def la t ion  but  by  a deva lua t ion  of smal l  

m a g n i t u d e - s a y  10 pe r  cent .  This  is a t empt ing  choice. 

By this  means  the  b a l a n c e  of pay laen t s  would be  

s t r e n g t h e n e d  wi thou t  fu r ther  w e a k e n i n g  of the  in- 

dust r ia l  e conomy  and  the  wor ld  in formed  by  in fe rence  

of the change of policy.  Tha t  is, however ,  jus t  the  

trouble.  The  p r epa r a t o r y  deva l ua t i on  migh t  wel l  be  

r ecogn i sed  as such and  its r ecogn i t ion  p rec ip i t a te  a 

specu la t ive  r e t r ea t  from s ter l ing which would  defeat  

the  purpose  of the  p re l imina ry  deva lua t ion .  It would  

appear  p r e f e r ab l e  to accep t  one  more  v o l u n t a r y  de- 

f la t ion as the  p r e p a r a t o r y  necess i ty  to the  ma in  policy.  

A p a r t  from this  the re  would  be  obv ious  a d v a n t a g e  

in h a v i n g  wi th in  the  Bri t ish econom y  at  the  t ime of 

d e v a l u a t i o n  some measure  of unused  capac i ty  wi th  
which the  expor t  d r ive  might  be  launched.  This  un- 
used  capac i ty  would be  c rea ted  b y  deflat ion.  

W h e n  the  ba l ance  of p a y m e n t s  had  b e e n  b r o u g h t  to 
a cond i t ion  of surplus  the  t ime  would  be  r ipe  for 
Phase  II. This  would  cons is t  of t he  deva lua t i on  it- 
s e l f - - a  dec la ra t ion  tha t  s te r l ing  would  m a i n t a i n  its 
exchange  ra te  on ly  wi th in  a r a n g e  t he  cen t re  po in t  
of which would  be  10 pe r  cen t  be low the  cur ren t  pari-  
ty. W i t h i n  the  r ange  the  ra te  would  b e  a l lowed to 
f loat  sub jec t  on ly  to the  i n t e r v e n t i o n  of the  Exchange  
Equal i sa t ion  Accoun t  which would  seek  to i ron out  
on ly  the  more  v io len t  day  to day  f luc tua t ions  leav-  
ing bas ic  deprec ia t ion  or apprec i a t ion  of the  ra te  
f ree  to mani fes t  itself wi th in  the  range.  This deva lua -  
t ion  would,  of course,  h a v e  to be  made  wi thou t  warn-  
ing. It shou ld  be accompan ied  by  a r i se  in b a n k  ra te  
to about  the  7 pe r  cent  level .  This would  do some- 
th ing  to re ta in  shor t - t e rm funds wi th in  the  country .  
In its absence  fore ign ho lders  of s te r l ing  would  b e  
t empted  to r emove  the i r  ba l ances  in  case  the  ra te  
deprec ia t ed  still fu r ther  wi th in  the  range.  It wou ld  
be  impor t an t  in this  phase  to t ry  to cond i t ion  s te r l ing  
ba l ance  holders  to the  new condi t ions  and  au  im- 
po r t an t  facet of such conditioning would be to induce 
the belief 

[] that the st~rling exchange rate was probably going 

to he well up or at the top of its new range, and 

[] the fluctuations within the range were going to 

be mild. 

It would be essential in this early period following 

Phase I to create conditions of calm and normality-- 

hence the above emphasis on undertaking the whole 

operation from a condition of strength. 

Phase Ill of the programme should begin as soon as 

Phase If has been completed--that is, as soon as the 

exchange rate has settled within its range and some 

idea of the extent of the devaluation can be gained. 
This final phase will consist of the measures designed 

to produce the structural changes in British industry 

and the steady growth of the economy which is the 

ultimate and main purpose of the whole .exercise. 

Such measures will be numerous--too numerous to 

set out in detail in this paper-- but will fall into 

certain clearly defined categories: general macro- 

economic measures aimed at controlling the economy 

u n d e r  the  new condi t ions,  in  pa r t i cu la r  at  con t ro l l ing  
inf la t ion;  indus t r ia l  measu re s  des igned  to a l t e r  the  
s t ruc tu re  of Bri t ish indust ry ,  m o v i n g  resources  into 
the  new expor t  o r i en ta t ed  indus t r i e s  and  removing ,  
as far  as possible,  pa in less ly ,  o ld  and  con t r ac t ing  
indus t r ies  such as coal, tex t i les  and  se lec ted  con- 
sumer  indus t r ies ;  and  at  leas t  one  m e a s u r e  in the  
t rade  f i e ld - - a  r educ t ion  in tariffs,  poss ib ly  select ive ,  
to expose  Bri t ish i ndus t ry  to the  s t imulus  of compet i -  
t ion. 

Sectors of DlfflculUes 

This  t hen  would be  the  f r a m e w o r k  of the  new policy, 
of which deva lua t ion  would  b e  the  spearhead .  Its aims 
a re  c lear  enough.  It  has,  however ,  four aspec ts  of 
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difficulty to which we mus t  g ive  a t t en t ion :  the  re- 
conci l ing  of the  pol icy  wi th  Bri ta in ' s  ob l iga t ion  to 
the  IMF; the  more  gene ra l  pol i t ical  impl ica t ions  of 
the  pol icy;  the  specia l  condi t ions  c rea ted  by  the  ex- 
i s t ence  in London  of s te r l ing  ba l ances  he ld  by  fore ign  
cent ra l  b a n k s  and  the  effect  which deva lua t ion  m a y  
h a v e  upon  the  Bri t ish pr ice- level .  

Confrontation with the IMF 

A deva lua t i on  of s ter l ing to a f loat ing ra te  would  
be  con t r a ry  b o t h  to the  Ar t ic les  of A g r e e m e n t  of the  
IMF and  to the  prac t ica l  work ing  pol icy  of the  Fund  
w i th  r ega rd  to exchange  rates .  The ar t ic les  of the  
Fund  p rov ide  2 for the  m a i n t e n a n c e  by  m e m b e r  coun- 
t r ies  of par  va lues  for the i r  currencies ,  and  lay  down 
s o m e w h a t  a m o r p h o u s  condi t ions  ~ u n d e r  which a pari-  
ty  may  be  changed. More  recent ly ,  in its 1961, An-  
nual  Repor t  the  Fund outl ined,  somewha t  lamely,  its 
ave r s ion  to free rates.  The  on ly  a rgumen t  for free 
ra tes  which the  Fund  will to le ra te  is tha t  " the re  may  
be  occas ional  and  excep t iona l  cases w h e r e  a coun t ry  
conc ludes  tha t  it c anno t  m a i n t a i n  a n y par  va lue  
for a l imited per iod  of t ime or whe re  it is ex t r eme ly  
r e luc t an t  to take  r isks of a dec is ion  respec t ing  a par  
va lue" .  

Even  for such a coun t r y  the  Fund  has  m a n y  condi- 
t ions.  It  c lea r ly  regards  i t  as in to le rab le  (a) tha t  a n y  
of the  ma jo r  cur renc ies  should  fall into this  ca tegory  
or (b) tha t  any  cons ide rab le  n u m b e r  of exchange  ra tes  
should  be a l lowed  to f luc tua te  s imul taneous ly .  More-  
over,  a m e m b e r  of the  Fund cannot ,  u n d e r  the  Ar-  
ticles, a b a n d o n  a pa r  v a l u e  tha t  has  b e e n  app roved  
b y  the  Fund  excep t  b y  concu r r en t ly  p ropos ing  to 
the  Fund the  e s t ab l i shmen t  of a new  par  value.  The  
measu res  p roposed  a b o v e  a re  sha rp ly  at  v a r i a n c e  
wi th  these  provis ions .  The re  is l i t t le  doub t  tha t  the  
adop t ion  by  Br i ta in  of this  new  pol icy  would  m e a n  
a ma jo r  conf ron ta t ion  wi th  the  Fund. The  fact tha t  
the  measures ,  for reasons  of secrecy,  would  h a v e  to 
b e  t a k e n  before  consul t ing  the  fund would  not  help 
mat ters .  All  in all  t he  ma t t e r  of Brit ish re la t ions  wi th  
the  Fund requ i re  v e r y  d iscree t  and  careful  manipu la -  
t ion  in this  period.  

ReacUona of the USA and European Powers 

There  would  be  wider  pol i t ica l  p rob lems  t han  those  
ra i sed  b y  re la t ions  wi th  the  Fund. Two such problems  
- - t h e  reac t ions  of the  Uni ted  States  to the  new pol icy 
a n d  the  r eac t ion  of m a j o r  Eu ropean  p o w e r s - - a r e  im- 
por tant .  The  Uni t ed  Sta tes  would  p r o b a b l y  be  hos t i le  
to these  measures .  The official A m e r i c a n  v iew has  
for twen ty - f ive  yea r s  b e e n  c lose ly  ident i f ied  wi th  
t ha t  of the  Fund. Its hos t i l i ty  to f luc tua t ing  exchange  
ra tes  ex tends  e v e n  fu r ther  back, to the  per iod  of 
compe t i t ive  deprec ia t ion  in the  middle  thir t ies .  More-  
over ,  its own  ba l ance  of paymen t s  diff icult ies and  
t he  p lace  of the  dol lar  as m a j o r  i n t e rna t iona l  cur- 
r ency  wi th  the  pound  make  it essen t ia l  for the  Uni ted  
Sta tes  to watch the  pound  c lose ly  and  ad judge  all 

cf. Ar t i c le  X X  Sec. 4. 
a cf.  Ar t i c le  I V  Secs.  5, 6, 7, 8. 

s ter l ing pol icies  in the  l ight  of the i r  effect on the  
dollar .  A n y  deva lua t i on  of the  pound  would  be  v i ewed  
by  the  Uni t ed  Sta tes  wi th  the  g rea tes t  suspic ion and  
in some c i rcumstances  r ight ly,  for a deva lua t ion  of 
s te r l ing  migh t  t h row h e a v y  p re s su re  on  the  dollar .  
It would  be  disastrous,  and  would  j eopard i se  the  
Ang lo -Amer i can  co-opera t ion  in the  m o n e t a r y  field 
which has  so pa in s t ak ing ly  been  nu r tu red  s ince  1944, 
if a deva lua t i on  of s te r l ing  were  to d r ive  the  Uni t ed  
States  g o v e r n m e n t  to fol low wi th  a deva lua t ion  of the  
dollar.  The  s t r eng th  of the  dol lar  at  t he  t ime  of de- 
va lua t i on  of s ter l ing shou ld  be  a ma jo r  cons ide ra t ion  
of the  Bri t ish g o v e r n m e n t  in dec id ing  w h e n  to pro- 
eeed  w i th  the  scheme. 

W e s t e r n  European  powers  might  also~ look a skance  
at  a r educ t ion  of the  Ster l ing par i ty .  Bri ta in is, and  
p rogress ive ly  will  he, s eek ing  en t ry  to EEC. Such 
en t ry  would  m e a n  for the  country,  b y  the  reduc t ion  
of the  European  tariff on  its expor ts  to the  Communi-  
ty, a cheapening  of its expor ts  to the  EEC countr ies .  
By deva lu ing  it  would  lower  the  foreign exchange  
equ iva l en t  of the  s ter l ing price and  h a v e  a double  
advan tage .  A t  the  same t ime European  expor ts  to 
Bri ta in a l t hough  cheapened  b y  the  lower ing  of the  
Bri t ish tariff  would  lose this  a d v a n t a g e  on the  Brit ish 
marke t  b y  the i r  h igher  s ter l ing price.  It would  be 
a sk ing  a lot  of the  Six to app rove  this. A m o n g  the  
European  powers ,  t he  a t t i tude  of F rance  would  al- 
mos t  ce r t a in ly  be  hos t i le  and  the  use  of deva lua t ion  
would,  desp i te  France ' s  own  record  in this respect ,  
be  used  to s t r e n g t h e n  the  a rgumen t  tha t  Bri ta in 's  
ex te rna l  weaknes s  makes  it an  unsu i t ab le  cand ida te  
for en t ry  to EEC. 

International Banking Responsibility 

The th i rd  diff icul ty of deva lua t ion  lies in  the  capi ta l  
loss i n v o l v e d  for all holders  of s ter l ing ba lances  at  
the  t ime  of deva lua t ion ,  bo th  for s te r l ing  a rea  and  
non-s t e r l ing  a rea  holders .  

It is a rguab le  tha t  a coun t ry  which acts  as an  inter-  
na t iona l  b a n k e r  and  whose  cu r r ency  is a k n o w n  vehi -  
cle for the  ho ld ing  of reserves ,  bo th  official and  t rad-  
ing reserves ,  is in  du ty  bound  to pursue  pol icies  
which a re  conduc ive  to s tab i l i ty  in  the  v a l u e  of its 
c u r r e n c y , - - c e r t a i n l y  tha t  it shou ld  avo id  the  neces-  
s i ty  for its deposi tors  to wr i te  down  the  gold v a l u e  
of the i r  deposi ts  b y  pe rhaps  ten  or t w e n t y  pe r  cen t  
at  one  swoop. This is in pa r t  true,  bu t  it is a ma in  

thes is  of th is  a r t ic le  tha t  i t  is j u s t  this  i n t e rna t iona l  
b a n k i n g  respons ib i l i ty  which inhibi ts  new  and  con- 

s t ruc t ive  economic  pol icies  for Britain. If we be l i eve  

tha t  t he  in t e rna t iona l  b a n k i n g  respons ib i l i ty  is sac- 

rosanc t  t hen  we are  c o n d e m n i n g  Bri ta in to sus ta in  

$2.80 ~---s as the  official exchange  ra te  at  the  cost  

of its domest ic  indus t r ia l  ef f ic iency and  its s t anda rd  
of l iving.  If w~ be l i eve  tha t  Bri ta in mus t  b r e a k  out  

of this  d i l emma (and m a n y  of its crit ics are quick 

to say  this) t hen  the  on ly  way  in which it can  b e  done  

is by  se rv ing  no t ice  on  its ex te rna l  depos i tors  tha t  
i ts  economic  pol icy  pr ior i t ies  h a v e  changed.  This  the  
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coun t ry  mus t  do. The a l t e r na t i ve  is a con t inua t ion  
of "stop-go" until ,  sooner  or later ,  bu t  the  wr i te r  be- 
l ieves  inevi tab ly ,  it will h a v e  to deva lue  unde r  duress.  

W h a t  would  b e  the  impact  on the  Ster l ing Area  of 
the  p l a n n e d  deva l ua t i on  policy? W e r e  deva l ua t i on  
to take  p lace  the  inc idence  of capi ta l  loss would  be 
equal  in gold and dol lar  t e rms4  for all s ter l ing bal-  
ance  holders  bu t  in a more  prac t ica l  sense  the  in- 
c idence  would  b e  more  uneven .  For holders  us ing  
s ter l ing as a r e s e r ve  cu r r ency  the  loss would  be  con- 
d i t ioned p r inc ipa l ly  by  w h e t h e r  they,  as s te r l ing  area  
countr ies ,  t hemse lves  deva lued .  Since such count r ies  
ho ld  r e se rves  in s te r l ing  because  the i r  t r ade  lies 
ma in ly  wi th  the  Uni ted  Kingdom and o the r  s te r l ing  
area  count r ies  the  change in s ter l ing area purchas ing  
power  of the  r e se rves  would  be  cond i t ioned  b y  t he  
new p a t t e r n  of exchange  ra tes  which emerged  af ter  
all con t ingen t  deva lua t ions  had  b e e n  made.  Cer ta in-  
ly the  ove r seas  s ter l ing a rea  coun t ry  would  l ike ly  
b e  forced into a deva l ua t i on  which it did not  wan t  
and  which migh t  not  be  en t i re ly  in its in te res t s ;  cer- 
t a in ly  the  purchas ing  power  of its r e se rves  would  
be  r educed  in dollar  te rms and  in all count r ies  no t  
d e v a l u i n g  p r o  r a t a  wi th  s ter l ing;  but, for these  
countr ies ,  t he  s ter l ing deva lua t ion  would  not  m e a n  
a s t ra igh t  p e r c e n t a g e  reduc t ion  in the i r  reserves .  The 
ne t  effect  is t he  resu l t  of severa l  factors  u n k n o w n  
unt i l  af ter  the  deva lua t ion .  

The  p rob lem of the  s ter l ing ba lances  is a t h o r n y  one. 
To the  bank ing  mind  the  use  of a pol icy  which willy- 
n i l ly  s l a shes  the  v a l u e  of the  deposi ts  he ld  for c l ients  
in good fa i th  is an  ana thema .  The ci ty  of London has  
a long and  h o n o u r a b l e  t r ad i t ion  which is v e r y  rea l  
and  v a l u a b l e  to bankers .  Tha t  it is no t  jus t  the empty  
can t  of se l f - adver t i sement  has  b e e n  dem ons t r a t ed  on 
numerous  occasions.  Yet it mus t  b e  r e m e m b e r e d  tha t  
if p r e sen t  polici.es con t inue  and  deva l ua t i on  of ster-  
l ing is forced upon  Bri ta in  at  some fu ture  t ime  all  
t h e s e  diff icult ies will  come of themse lves .  On ly  if 
the  ra te  of $2.80 can  be  he ld  in pe rpe tu i ty  can  t he  
s ter l ing ba l ance  holders  expec t  the i r  depos i t s  to be  
inv io la te  from deva lua t ion .  

The British Price Level 

The four th  and  final "sec tor  of diff icul ty" c rea ted  by  
the  pol icy  of p l anned  deva lua t ion  would  b e  the  
p rob lem of con t ro l l ing  the Bri t ish pr ice  l eve l  u n d e r  
the  s t imula t ing  ini t ia l  impetus  of the  deva l ua t i on  and  

the  con t inu ing  inf luence  of a f loa t ing  exchange  rate.  

The  immedia te  effect of the  deva l ua t i on  would  be  to 
ra ise  impor t  prices.  Since d e m a n d  for Bri t ish impor ts  

is m a i n l y  ine las t ic  these  pr ice  inc reases  would  be  
to l e ra t ed  and  passed  on  to the  economy at la rge  
as a sha rp  in f l a t ionary  f/lip in food pr ices  and  in- 
dustr ia l  costs.  The  ghos t  of 1951 is i nvoked  by  non-  
deva lua t ion i s t s  to suppor t  this  a rgument .  To it we 
mus t  add  the  fu r ther  compl ica t ion  of the  f loat ing 
rate.  If impor t  pr ices  impar t ed  the i r  in f luence  to the  
genera l  pr ice  leve l  and  the re fo re  to expor t  prices,  

4 Unless the dollar was also devalued. 

would  not  the  benef ic ia l  effect  of the  deva lua t ion  be  
lost? Indeed  if the  rise in domest ic  pr ices  we re  grea t  
would  it no t  cause  the  ba l ance  of p a y m e n t s  to go 
into defici t  and  the  ra te  of exchange  to dep rec i a t e  
wi th in  the  r a n g e  wi th  fu r the r  in f l a t ionary  effects? 

The a n s w e r  to these  a rgumen t s  depends  upon  w h a t  
has  a l r eady  been  sa id  abou t  the  t iming  of the  de- 
va lua t ion .  Cer ta in ly  if it we re  u n d e r t a k e n  at a t ime 
when  the  Bri t ish economy  were  s t re tched  and  at full- 
capac i ty  working,  inf la t ion  would  be  a p ress ing  dan-  
ger, the  more  so if a d e v a l u a t i o n  unde r  duress  occur red  
dur ing  a specu la t ive  bea r  at tack upon  s ter l ing  dur ing  
a boom when,  by  h is tor ica l  p recedent ,  it is the  over-  
t ax ing  of the  economy which prompts  the  fears  which 
g ive  r ise to specula t ion.  If, however ,  the  deva lua t i on  
were  u n d e r t a k e n  at a t ime w h e n  the re  was surplus  
capac i ty  in the  economy  and  bo th  ou tpu t  and  pro- 
duc t iv i ty  in  the  expor t  indus t r ies  could rise in re- 
sponse  to the  h ighe r  d e m a n d  for exports ,  then  the  
h ighe r  impor t  costs  migh t  be  abso rbed  w i thou t  any  
effect  upon  prices.  If, as is a d v o c a t e d  above ,  the  
ini t ia l  pe r iod  of deva lua t ion  is a ccompan ied  by  fai r ly  
sha rp  cut-backs of domest ic  d e m a n d  in the  Uni ted  
Kingdom it would  be  poss ib le  to avo id  the  s t imulus  
to the  domest ic  pr ice  level .  

W i t h  the  a s sumpt ion  of a deva lua t i on  to a f loat ing 
exchange  ra te  there  is a fu r the r  twis t  to the  inf la t ion  
a rgument .  Wi l l  no t  the  gove rnmen t ,  emanc ipa t ed  from 
the  fear  of the  impact  of in f la t ion  on  the  b a l a n c e  of 
p a y m e n t s  and  the  reserves ,  be  more  to le ran t  of bal-  
ance  of p a y m e n t s  defici t  w h e n  t he  ra te  is free and  
a l low it to bea r  on  the  exchange  ra te?  In Bri ta in  
there  is no t  much fear  of this. The  cost  of l iv ing  and  
domest ic  inf la t ion  h a v e  come to be  pol i t ical  issues  

in Bri ta in  which ne i t he r  p a r t y  w h e n  in power  dare  
ignore.  The  pr ice  leve l  is a va r i ab l e  in which the  

e l ec to ra t e  is more  in t e re s t ed  and  impl ica ted  t h a n  the  
exchange  ra te  or the  foreign exchange  reserves .  In- 

deed, o n e  migh t  expec t  t he  g o v e r n m e n t  u n d e r  the  
condi t ions  of a f loat ing exchange  ra te  to be  more  
v ig i l an t  to cont ro l  the  pr ice  leve l  r a the r  t han  less. 
Cer t a in ly  the re  wil l  be  g rea t  n e e d  dur ing  Phase  III 
of the  opera t ion  to p e r s e v e r e  wi th  and  per fec t  the  
va r ious  pol icy  measu res  for the  cont ro l  of d e m a n d  
and  cost  inf lat ion.  The  p rov i s ion  of an  ef fec t ive  in- 
comes  pol icy  will  r ema in  a c o n d i t i o  s i n e  q u a  
n o n of economic  g rowth  and  stabi l i ty .  

The  "areas  of diff icul ty" a t tached  to the  p lan  h a v e  
been  set out  and  d iscussed  above.  These  are  the  rea l  

costs  of the  course  of ac t ion  we h a v e  a d v o c a t e d  and  

mus t  be  set  aga ins t  the  benef i t s  to be  reaped.  Let us 
also be  realist ic.  The benef i t s  are  h o p e d  for and  
hypo the t i ca l :  the  costs  are  k n o w n  and  cer ta in .  But 
a lso the  resul ts  of con t inu ing  the  p r e sen t  pol icy of 

"stop-go" are known.  More  t han  t en  yea r s '  expe r i ence  
has  demons t r a t ed  its ineffectual i ty .  It is the  wr i te r ' s  
be l ief  tha t  in the  f inal  ca lculus  the  case  for deva lua -  
t ion is s t rong and  tha t  on ly  a sup reme  effort  of this  
sort  will  enab le  Bri ta in to b r e a k  out  of the  conf in ing  

web  it has  w o v e n  for itself. 
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