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ARTICLES 

EEC Membership 

Impact on British Balance of Payments 
by Professor Paul Streeten, Brighton" 

T 
he  l ike ly  effects on the  b a l a n c e  of p a y m e n t s  in  
the  e v e n t  of Br i ta in ' s  jo in ing  the  Common  M a r k e t  

mus t  be  a n a l y s e d  in two s tages.  First, assuming  pres-  
ent  exchange  rates ,  w h e t  is l ike ly  to be  the  impac t  
of Bri ta in ' s  jo in ing  on  its b a l a n c e  of p a y m e n t s ?  This  
is the  p rob lem of t rans i t ion ,  t h o u g h  t rans i t iona l  ad-  
j u s t m e n t  m a y  take  a long time. Second, w h a t  will  
be  the  endu r ing  p rob lems  af ter  t r ans i t iona l  adjust -  
men t s  h a v e  b e e n  made?  

The TmnMUonM Period 

T h e r e  can  be  l i t t le  doub t  tha t  Br i ta in ' s  b a l a n c e  of 
p a y m e n t s  is l ike ly  to de t e r io r a t e  compared  wi th  
w h a t  i t  wou ld  o the rwise  h a v e  been,  t h o u g h  w h e t h e r  
the  deficit wil l  b e  inc reased  or the  surplus  reduced  wil l  
depend  upon  the  success  of the  N o v e m b e r  1967 de- 
v a l u a t i o n  of Sterl ing.  T h e r e  are  s ix reasons  for this:  

[ ]  The  cost  of food impor ts  wil l  be  higher .  It has  
b e e n  es t ima ted  t ha t  the  cost  of food will  r ise b y  
10 to 14 pe r  cent  and  the re fore  t he  cost  of l iv ing  b y  
21/2 to 31/$ pe r  cent.  If who le sa l e r s  and  re ta i le r s  
m a i n t a i n  p e r c e n t a g e  margins ,  t he  r ise  would  be  
grea ter .  

[ ]  Impor t  l ev ies  wil l  h a v e  to be  imposed on  food 
b o u g h t  ou ts ide  the  C o m m o n  M a r k e t  and  these  l ev ies  
would  h a v e  to be  pa id  back to the  Common  Marke t .  
Official  es t imates  pu t  the  cost  of these  two i tems at  
s 175mn to s  pe r  year.  

[ ]  The  r ise  in the  cost  of l iv ing  is l ike ly  to push  
up wages  and  o the r  m o n e y  incomes  and  this  is l ike ly  
to r educe  exports .  A 21/2-31/~ p.c. r ise in  l iv ing costs  
migh t  lead to a 11/~-2V2 pe r  cent  r ise  in m o n e y  wages  

and  a 1-2 pe r  cen t  r ise  in expor t  prices.  Dr Becket-  

man  es t ima ted  the  r ise  to be  2Vs per  cent.  On  the  

o the r  hand,  e v e n  in the  t r ans i t iona l  period,  compet i -  

t ion  m a y  ra ise  p roduc t iv i ty ,  lower  costs  and  the re -  
fore not  push  up expor t  pr ices  or  no t  push  them up 

�9 I am indebted to Clive B e 11 for valuable help in the pre- 
paration of this article. Material from my book Economic In- 
tegration (Sythoff. Leiden) has bee,, used and brought up to date 
end I acknowledge the permission of my publisher to do this. 

b y  so much. The  ne t  ou tcome  is v e r y  difficult  to 
a s s e s s .  

[ ]  The  loss of p re fe rences  in the  C o m m o n w e a l t h  and  
of f ree  en t ry  to EFTA count r i es  which would  not  jo in  
would  fu r ther  r educe  exports .  A t  p re sen t  expor t s  to 
the  C o m m o n w e a l t h  are  s  mn  p.a., 50 per  cen t  of 
which en te r s  duty-free.  The  loss unde r  i tems 3 and  4 
m a y  be  ano the r  :~ 200 mn p.a. 

[ ]  Impor ts  of manu fac tu r ed  goods into Bri ta in  would  
rise, pa r t l y  as a resu l t  of h igher  domes t ic  costs  and  
pr ices  and  pa r t ly  because  of tariff  reduct ions .  This 
may  a m o u n t  to :~75 m n p . a .  It is t rue  t ha t  the  re- 
duc t ion  of the  ex t e rna l  tariff  of the  Common  Marke t  
r esu l t ing  from the  K e n n e d y  Round  reduces  the  ex t ra  
impor ts  due  to e l imina t ion  of the  lower  tariff. But 
it also reduces  the  ex t ra  expor ts  which we  can  sell  
to the  wider ,  now less protec ted ,  marke t .  

[ ]  Finally,  t he re  is the  effect on  capi ta l  account .  The  
d i smant l ing  of exchange  cont ro l s  on  capi ta l  move-  
men t s  m a y  amoun t  to a loss of at  leas t  ano the r  
~ | 0 0  mn. Aga in s t  this, t he re  m a y  be  addi t iona l  
capi ta l  inf low from America .  But i t  is v e r y  difficult  to 
assess  the  b a l a n c e  of cons idera t ions .  W h i l e  fore ign 
i n v e s t m e n t  in  Bri ta in becomes  more  a t t r ac t i ve  be- 

cause  an  Engl i sh-speak ing  base  can  supp ly  the  

European  market ,  some EFTA marke t s  wou ld  be-  
come less a t t rac t ive ,  and  the  r emova l  of the  Bri t i sh  
tariff  makes  it poss ib le  to reach the  Bri t ish m a r k e t  

from a p lan t  on  the  Cont inent .  It is b y  no  means  

c lear  that ,  on  ba lance ,  Br i ta in  would  gain  capital .  

More  p rob lemat ica l  are  add i t iona l  costs  to the  ba l ance  

of p a y m e n t s  which would  ar ise  f rom the  adop t ion  
of a tax  on  v a l u e  added  and  of h a r m o n i s a t i o n  of 

social  in su rance  con t r ibu t ions  l ev ied  on employers  

of labour .  The  former  migh t  ra ise  the  cost  of l iv ing  

and  indus t r ia l  costs  by  2-4 pe r  cen t  and  add a n o t h e r  

s  to the  ba l ance  of paymen t s  loss. 

The  to ta l  ba l ance  of p a y m e n t s  costs  migh t  t he re fo re  

be  in the  n e i g h b o u r h o o d  of s 500 mn p.a. Pess imis ts  
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pu t  it much higher ,  to a round  s 1,000 ran, wh i l e  op- 
t /mists  say  tha t  e v e n  s  mn is an  overes t imate .  1 

The  d e v a l u a t i o n  of s te r l ing  in N o v e m b e r  1967 will, 
of course,  improve  the  Bri t ish ba l ance  of payments .  
But this  i m p r o v e m e n t  is a l ready  mor tgaged  to re- 
p a y m e n t  of debts,  s t r eng then ing  of r e se rves  and  
pe rhaps  aid and  ove r seas  i n v e s t m e n t  outs ide  Europe. 
The  ba l ance  of p a y m e n t s  losses inf l icted would  be  
ove r  and  a b o v e  these  claims. 

Tom Lehrer ' s  dope  ped la r  is do ing  wel l  by  doing 
good. Bri ta in  would  be  in the  r eve r se  posi t ion of 
doing  bad ly  by  doing  wrong.  

Long.term Adjustments 

W h a t e v e r  the  p rob lems  of t rans i t ion ,  t hey  would  
h a v e  to be  tackled s o m e h o w - - b y  a fur ther  a l i gnmen t  
of exchange  ra tes  or by  us ing  ar t ic le  108 to deal  
wi th  ba l ance  of paymen t s  difficulties,  or by  mass ive  
deflat ion.  A n d  the  t r ans i t iona l  so lu t ion  is bound  to 
affect  the  long- te rm solut ion.  But in this  sec t ion  we 
tu rn  to the  ba l ance  of p a y m e n t s  p rob lems  tha t  a r i se  
af ter  this  t r ans i t iona l  a d j u s t m e n t  has  been  made.  

The  ques t ions  tha t  h a v e  to be a sked  are  these:  Wi l l  
Europe as  a whole  be  more  or less  vu lne rab l e  to 
ba l ance  of p a y m e n t s  cr ises  wi th  the  res t  of the  world~ 
Wil l  any  one  European  coun t ry  be  more  or less  vul-  
ne rab le  to b a l a n c e  of p a y m e n t s  cr ises  wi th  o the r  
European  count r ies?  Which  defici ts  should  be  cor- 
rec ted  and  which f inanced?  For those  which should  
be  corrected,  wha t  medic ines  will be  ava i l ab le  for 
cure?  Wi l l  the  use  of a g iven  dose  of these  med ic ines  
be  m o r e  or less effect ive  than  before  in tegra t ion?  

Europe's Balance of Trade Will Deteriorate 

A l t h o u g h  it can  be  s h o w n  tha t  for a g iven  l eve l  of 
income Europe ' s  t e rms  of t rade  w i th  the  res t  of the  
wor ld  a re  bound  to improve,  s ince  the  eage rness  to 
t r ade  wi th  the  res t  of the  wor ld  mus t  decline,  the  
effect  on  the  ba l ance  of t rade  is uncer ta in .  Let us  
a s sume  first  income and  ou tpu t  cons t an t  in o rder  to 

I Mr Douglas J a y  suggests s ran, Dr B e c k e r m a n  
s O00 mn o n  current  a c c o u n t  o n l y ,  and  The Times (tst May 1957) 
b e t w e e n  s 500 and s 800 ran. 

focus a t t en t i on  on  the  pr ice  effects. It is t rue  tha t  
European  count r ies  will  buy  more  from each o the r  
and  less from the  res t  of the  world,  and  imports  in to  
Europe will  the re fore  decl ine.  But it is also t rue t ha t  
European  count r ies  will sell  more  to each o ther  and  
less will the re fore  be  expor ted  to the  rest  of the  
world.  The  effect on  the  b a l an ce  of paymen t s  of Europe 
wi th  the  res t  of the  world  is thus  uncer ta in .  If intra-  
European  d e m a n d  and  supply  e las t ic i t ies  are  suf- 
f ic ient ly  high, whi le  d e m a n d  elast ic i t ies  for impor ts  
from outs ide  are  low, European  expor ts  may  be  
g rea t ly  reduced  w i t h o u t  a large  r educ t ion  in imports,  
and  Europe 's  b a l an ce  of t rade  will  de ter iora te .  The  
cor rec t ion  of the  imba lance  will  h a v e  seconda ry  ef- 
fects on  the te rms of trade.  

But income and  p roduc t ion  will not  s tay  put. If t hey  
increase ,  and  if we assume  re la t ive  pr ices  constant ,  
more  will be  impor ted  from outs ide  Europe. But equal-  
ly, more  is ava i l ab le  for exports .  How much more  
will be impor ted  depends  on  the  income e las t ic i ty  
of d e m a n d  for imports,  whi le  the  inc rease  in expor ts  
depends  on  the  ou tpu t  e las t ic i ty  of supp ly  of exports ,  
i.e. the  increase  in the  des i re  to sel l  expor t s  at  con- 
s tan t  prices,  as a resul t  of an  increase  in produc-  
tion. Hence  again,  the  ne t  effect is uncer ta in ,  though  
on p laus ib le  a s sumpt ions  the b a l an ce  will t end  to 
deter iora te .  

W i t h i n  Europe, d i f ferent  count r ies  will  be  affected 
different ly,  accord ing  to the  ini t ia l  he igh t  of the  
tariffs and  the  degree  of q u an t i t a t i v e  res t r ic t ions ,  an d  
the i r  d e m a n d  and  supply  elast ici t ies .  But, o the r  th ings  
be ing  equal,  the  la rger  vo lume  of in t ra -European  t rade  
will make  coun t r i es  more  v u l n e r a b l e  to b a l a n c e  of 
paymen t s  cr ises  in the i r  t r ade  wi th  each other ,  unless  
l iquid r e se rves  or credi t s  a re  inc reased  sufficiently.  

Methods of Correcting Disequilibrium 

Tempora ry  defici ts  should  be  f inanced,  pe r s i s t en t  de- 
ficits should  be  corrected.  The t rouble  lies, par t ly ,  
in te l l ing which is which. But e v e n  if the  two aspec ts  
could be  separa ted ,  f luc tua t ions  round  an  equi l ib r ium 
t rend may  be  too la rge  for the  ava i l ab le  f inance,  an d  
even  an  unde r ly ing  t rend  a w a y  from equi l ib r ium 
could, in some condi t ions ,  be  p roper ly  f inanced.  It  

M O N T A N  T R A N  S P O  R T  
G e s e l l s c h a f t  m i t  b e s c h r & n k t e r  I - l a f t u n g  

H A M B U R G  1 - B A L L I N D A M M  1 7  

B r e m e n  - D u i s b u r g  - R o t t e r d a m  - F r a n k f u r t / M a i n  - W e r d o h l / W e s t f .  
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may be tha t  the  h igh  ra te  of inc rease  in m o n e y  wages  
or the  low ra te  of g rowth  of s av ing  could be correct-  
ed, af ter  a time, by  a suff ic ient ly  h igh  rate  of inves t -  
ment .  If th is  i n v e s t m e n t  can  be f inanced by  foreign 
loans,  the  d i sequi l ib r ium will e v e n t u a l l y  be corrected.  
But equa l ly  it may  be tha t  the  f inancing  s imply  post- 
pones  the  n e c e s s a r y  in te rna l  measures ,  or worse,  ag- 
g r ava t e s  the  d isequi l ibr ium.  

Whi l e  f luc tua t ions  of t rade  will t end  to be  g rea t e r  
wi th  larger  trade,  the  me thods  of cor rec t ing  t hem 
will h a v e  been  curtai led.  Fore ign exchange  controls  
and  impor t  res t r ic t ions ,  tariffs and  poss ib ly  e v e n  de- 
va lua t ion  will  h a v e  b e e n  ru led  out. W e  shall  discuss  
be low the  meri ts  of the  var ious  r emain ing  me thods  
of cor rec t ing  and  f inancing  deficits,  bu t  whi le  the  
d i sease  ( f luctuat ions in the  ba l ance  of payments )  is 
l ike ly  to get  worse,  the  med ic ine  cupboard  will  be  
emptier .  

One  migh t  a rgue  tha t  a g iven  dose  of t he  remain-  
ing medicines ,  whe t he r  deva l ua t i on  or deflat ion,  will 
be more  potent ,  s ince  d e m a n d  and  supply  will  be  
more  r e spons ive  to any  g iven  pr ice  movemen t .  The  
remova l  of foreign exchange  and  quota  res t r i c t ions  
(the imposi t ion  of which reduces  e las t ic i t ies  to zero) 
will c lear ly  ra ise  pr ice elast ici t ies .  It m ay  be  tha t  
s t ronger  compet i t ion,  ful ler  informat ion,  a wider  
market ,  and  a wider  r ange  of subst i tu tes ,  also con-  
t r ibu te  to this end. On the  o ther  hand,  it is equa l ly  
poss ible  tha t  a g rea t e r  n u m b e r  of d i f fe ren t ia ted  prod-  
ucts  and  ol igopol is t ic  compet i t ion  reduce  d e m a n d  
elast ici t ies ,  and  thus  make  ad j u s t m en t s  in response  
to g iven  pr ice  changes  more  difficult. 

I t  is c lear  t ha t  if the  chief economic  ob jec t ives  of 
in t eg ra t ion  are  to be  achieved,  i nves tmen t  in p lant  
and  equ ipmen t  for the  large  European  marke t  mus t  
be  encouraged  to take  p lace  on  the  op t imum scale,  
and  in the  r ight  direct ions.  This  in tu rn  requi res  tha t  
b u s i n e s s m e n  mus t  be  r e a s o n a b l y  conf ident  tha t  t rade  
will not  be  cut  off as soon  as count r ies  run  into 
b a l a n c e  of paymen t s  difficulties.  

In the  following, the  poss ible  approaches  to a solu- 
t ion of in t ra -European  p a y m e n t s  m ay  be  discussed.  

The Instrument of Import ResbicUons . . .  

The re impos i t ion  of impor t  res t r ic t ions ,  un less  s t r ic t ly  
t emporary ,  would f rus t ra te  the  purpose  of the  whole  
exerc i se  of in tegra t ion ,  z It would  reduce  the  ex- 
pans ion  of des i rab le  i n v e s t m e n t  which depends  upon  
a re l iab le  market .  Pe rmanen t  impor t  cont ro l s  are  rul- 
ed out  by  the  T rea ty  and  by  GATT. 

A s t ronge r  case  can  be made  out  for pure ly  tem- 
po ra ry  restr ic t ions,  l imited in t ime to say, three  or  
six months .  Ideally,  fore ign exchange  rese rves  are  
inadequa te  and  credi t s  not  avai lable ,  t empora ry  re- 
s t r ic t ions  h a v e  much to com m end  them. 

The  wisdom and  efficacy of impor t  res t r ic t ions  h a v e  
been  s t rong ly  cri t icised.  Ju s t  as in the  ' fort ies doubts  

2 This is reflected in the strong opposition by  its Common Market 
partners to the import quotas  recently imposed by France. 

abou t  the  eff icacy of deva lua t ion  in cor rec t ing  a 
ba lance  of paymen t s  deficit were  wide ly  expressed,  
so in the  'fifties and  ' s ixt ies  a new pess imism was 
voiced abou t  all me thods  a t t empt ing  d i rec t ly  to tackle 
the ba l ance  of paymen t s  in condi t ions  of full employ-  
men t  or inflat ion.  

The first poin t  to no te  abou t  the  doc t r ine  of the  im- 
po tence  of impor t  res t r ic t ions  is tha t  e v e n  if valid,  
it appl ies  only  to res t r ic t ions  imposed  for g lobal  
ba l ance  of paymen t s  reasons,  but  not  to those  imposed  
to correc t  imba lances  wi th  ce r ta in  countr ies .  The  ef- 
f icacy of res t r ic t ions  in tended  to d ive r t  t rade  from 
some count r ies  to o thers  remains  unaffected,  e v e n  
if it were  t rue  tha t  res t r ic t ions  in tended  to r educe  
total  imports  were  futile. 

Nor  does it follow tha t  impor t  res t r ic t ions  are  use-  
less;  they  are  pa r t i cu la r ly  va luab le  for d i sc r imina t ion  
and  for cor rec t ing  a t empora ry  deficit. There  a re  a 
n u m b e r  of ways  in which impor t  res t r ic t ions  can  di- 
rec t ly  ra ise  domest ic  sav ings  and  reduce  domes t ic  
inves tment ,  thus  con t r ibu t ing  to the  res to ra t ion  of 
balance,  wi thou t  any  addi t ional  de f la t ionary  mea-  
sures.  

. . .  A Contribution to Restore the Balance 

[ ]  Ind iv idua ls  and  firms m a y  a l low the i r  cash  bal- 
ances  to r ise as cer ta in  goods cease to be  avai lable ,  
w i thou t  runn ing  down any  o ther  assets .  

[ ]  Ind iv idua ls  and  firms m a y  use  up  stocks as im- 
por ts  a re  reduced.  The re  is good ev idence  for the  
s t rong  cor re la t ion  b e t w e e n  changes  in the  ba l ance  of 
paymen t s  and  changes  in s tockbuilding.  If a na t iona l  
ba l ance  shee t  were  d rawn  up and  stocks were  ad- 
ded to in t e rna t iona l  r e se rves  as l iquid assets,  the  
l iquidi ty  pos i t ion  would  appear  much more  s tab le  
than  if, as is cus tomary ,  on ly  the  l a t t e r  are shown.  
For example,  the re  is some ev idence  tha t  the  s luggish-  

ness  of a d j u s t m e n t  of the  UK b a l a n c e  of p a y m e n t s  

fol lowing deva lua t i on  in 1967 is pa r t l y  due to an  
upswing  in the  s tock-bui ld ing cycle. The  r ise in cash  

ba lances  represen t s  an  induced  increase  in sav ings  

and  the  runn ing  down of stocks an  induced  reduc t ion  

in inves tment ,  bo th  of which will  g ive at  leas t  shor t -  
te rm relief  to the  balance.  

[ ]  The  p ropens i ty  to consume  is i tself  a func t ion  of 
the ava i l ab i l i ty  of ce r t a in  impor ted  goods. It is 
s t imula ted  by  the  impor t  of fore ign goods and  can  
be  damped  down  by  the i r  absence .  

[ ]  W h e n  prices rise as a resu l t  of the  d ive r s ion  of 
impor t  d e m a n d  to domest ic  subs t i tu tes ,  income is re- 
d i s t r ibu ted  towards  profi ts  and  a w a y  from fixed in- 
come receivers .  This  shif t  is l ike ly  to raise  the a v e r a g e  
p ropens i ty  to save.  

[ ]  Even wi th  exis t ing  tax rates ,  a r ise in domes t ic  
pr ices  and  m o n e y  income will  ra ise  tax rece ip ts  and  
thus public  savings .  

[ ]  If pr ices are  admin i s t e red  and  ex t ra  d e m a n d  is 
ref lected in l eng then ing  order  books,  p r ior i ty  can  be  
g iven  to expor t  orders.  This  means  tha t  domes t ic  in- 
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v e s t m e n t  will be  reduced  (if t hey  are  i n v e s t m e n t  
goods) and  domest ic  sav ings  increased.  

The  iden t i ty  tha t  the  excess  of i n v e s t m e n t  over  sav-  
ings equa l s  the  excess  of imports  ove r  expor t s  is, 
of course,  t rue  on ly  in condi t ions  of s t r ic t ly  full em- 
p loyment .  In pract ice ,  however ,  full e m p l o y m e n t  con- 
d i t ions  a re  not  sha rp ly  def ined and  the re  is no rmal ly  
some spare  capaci ty .  It is, of course,  l ikely tha t  t h e  

ful ler  use  of labour  and  capi ta l  resources  will  lead  
to pr ice  r ises long before  s t r ic t ly  full p roduc t ion  has  
b e e n  reached. Cont ro l  of the  pr ices  of impor ts  and  
domes t ic  subs t i tu tes  could be  used  to p resen t  a cost- 
of- l iving and  wage  inflat ion.  

W e  m a y  conc lude  tha t  the  p r eva l en t  pess imism wi th  
respec t  to the  eff icacy of impor t  cont ro l s  is un jus t i -  
fied, pa r t i cu la r ly  if t hey  were  to be  used  as short-  
t e rm measures .  There  need  not  be  in f la t ionary  con- 
sequences  and, e v e n  if t he re  are, these  can, if ac- 
compan ied  by  o the r  appropr ia t e  measures ,  ca r ry  the  
cure  wi th  them. It could  e v e n  he  a rgued  tha t  the 
ho ld ing  of stocks has  ce r t a in  a d v a n t a g e s  ove r  the  
ho ld ing  of l iquid in t e rna t iona l  r e se rves  as a second  
l ine of defence,  s ince  they  yie ld  a re turn .  

But it is no to r ious ly  difficult  to d i s t inguish  b e t w e e n  
t e m p o r a r y  and  pe r s i s t en t  causes  of d i s tu rbances ,  and  
impor t  res t r ic t ions  would be incapab le  of con t r ibu t -  
ing, by  themselves ,  v e r y  much to the  so lu t ion  of 
these  dynamic  disequi l ibr ia ,  indeed  t hey  might  ag- 
g r ava t e  them. 
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Credits as Temporary Measure Only 

The prov i s ion  of f inance  for b r idg ing  ove r  deficits, 
l ike  impor t  res t r ic t ions ,  is more  su i tab le  as a tem- 
po ra ry  measu re  than  as a fundamen ta l  correct ion,  al- 
t hough  we h a v e  seen  tha t  f inance,  aga in  l ike impor t  
res t r ic t ions ,  m a y  con t r ibu te  towards  fundamenta l  ad- 
jus tments .  

Its chief purpose  would be  to supp lemen t  inade-  
qua t e  in t e rna t iona l  l iquid reserves .  ~ One  could en- 
v i sage  a va r i e t y  of ins t i tu t ional  a r r angemen t s .  The  
sys tem may  be  automat ic ,  l ike  t ha t  unde r  the Euro- 
p e a n  Paymen t s  Union.  Or count r ies  m ay  supp ly  the i r  
own  cur renc ies  and  gold and  dol lars  and  acqu i re  
d r awing  rights,  l ike a European  M o n e t a r y  Fund. Or  
these  cur renc ies  m a y  be  paid  in to  a European  pool  
which is used as a cash  basis  by  a European  Cent ra l  
Bank,  which has  d i sc re t iona ry  powers  to make  ad- 
vances ,  d i scount  bills and  opera te  in the  open  market .  
The  cu r renc ies  su r r ende r ed  to this  pool  could be  
re la ted  to each coun t ry ' s  own  reserves ,  or they could, 
u l t imate ly ,  comprise  the  whole  of the  European  na-  
t iona l  reserves .  

A European  Cent ra l  Bank, wi th  power  to g ran t  credi ts  
b e y o n d  the surp luses  accumula t ed  by  c red i tor  coun- 
tries on  the i r  accoun t s  wi th  the Bank, would  cer ta in-  
ly con t r ibu te  to an  expans ion i s t  solut ion,  bu t  it would 
not  be  sufficient.  First, count r ies  m a y  not  wan t  to 

I The long series of credits advanced to the UK by various 
national and interaaUonal banks provides a recent example. 

run  into debt  b e y o n d  a ce r ta in  point ,  and  the  p rob lem 
of how to p r e v e n t  res t r ic t ions  or def la t ion  would  re- 
main.  Secondly,  if t he re  are no re s t r a in t s  on bor row-  
ing, a coun t ry  is free to inf la te  indefini te ly,  le t t ing  
its defici ts  be f inanced  by  less in f l a t ionary  count r ies  
t h rough  the  European  Bank. The  ques t ion  is pa r t ly  
w h e t h e r  in te rna l  checks to inf la t ion and  def la t ion  
are  suff ic ient ly  s t rong to exempt  the  European  Bank 
of exerc is ing  cont ro l  o v e r  these  mat ters .  A l t e rna t i ve -  
ly, the Bank would  h a v e  to be  a l lowed  to exer t  pres-  
sures  on borrowers ,  as wel l  as to g ive  g u a r a n t e e s  to 
lenders .  Credi tors  would  get  g u a r a n t e e s  aga ins t  in- 
conver t ib i l i ty ,  exchange  deprec i a t ion  and  default .  
Debtors  would h a v e  to u n d e r t a k e  to su r r ende r  all 
fore ign exchange  ba lances  to the  Cent ra l  Bank, to 
keep  the i r  cur renc ies  conve r t ib l e  and  not  to devalue .  

Devaluation: Enemy of Integration 

Repea ted  deva lua t ions  or f loat ing exchange  ra tes  are  
of ten  though t  to combine  the  v i r tues  of f undamen ta l  
in t e rna t iona l  correct ions ,  of full e m p l o y m e n t  and  free  
trade.  Professor  M e a d e  has  a rgued  that ,  a l t hough  not  
ideal, t hey  are  the  leas t  evi l  method.  4 Yet, not  un l ike  
impor t  res t r ic t ions ,  exchange  ra te  va r i a t ions  suffer 
from the  defect  t ha t  they  f rus t ra te  the  purposes  of 

4 J. E. M e a d e ,  "The Ba]emce-of-Payments Problem of a 
European Free-Trade-Area', The Economic Journal, September 
1957. 
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European integration.  Being able to sell at some 
price---though a reduced one (from the point of v i ew 

of the se l l e r ) - -may  be less harmful to long-term in- 
ves tment  decisions than being complete ly  cut off, but  

the fear that customers may  deva lue  must have  dis- 

couraging effects on the type of investment  that 

would  be needed. Forward exchange dealings may  
insure the trader against  exchange risks, but they  

c lear ly  add to his costs, and do nothing to insure 
long-term lenders  against  exchange risks. Yet, free 
capital  movements  are  essential  for the success of 

integration.  If called upon to say what  bet ter  alter-  
na t ive  there is, I would  suggest  intra-European short- 

term and long-term credits not  jus t  as pall iat ives,  

but  as means of at taining balances in internat ional  

payments.  They could make the same contribution 

towards more permanent  equil ibr ium that  free capital  

movements  and governmenta l  expendi ture  make in 
an integrated national market.  

Common Currency and Full IntegraUon 

Full monetary  integrat ion would mean that the intra- 
European set t lements are  made on the same basis as 
intra-regional  set t lements within one country.  A 
European Central  Bank in which all foreign exchange 
reserves  would  be pooled and which would  grant  
credits on this cash base, is only one  condit ion of 
such full integration.  There would  also have  to be a 
European fiscal authority,  whose  tax receipts would  
decline as money  income in one country fell whi le  
its expendi ture  to the country would be maintained 
(family al lowances,  subsidies, grants, etc.) or in- 
creased (unemployment  pay, public works program- 
mes, government  contracts), so that the balance of 
payments  on government  account  would  tend to com- 
pensate  for the deter iorat ion on trading account. 

A unified European capital  market  with a European 
Stock Exchange would  lead to compensat ing move-  
ments on pr iva te  capital  account.  As inves tment  ex- 
ceeds at tempted savings in the deficit country,  its 
holders of securi t ies will  sell some of their securities. 
These will  be bought by the members of surplus 
countries whose  at tempted savings exceed their  in- 

vestment.  A substantial  d ivergence  of yield of similar 
securi t ies for any length of t ime will  be impossible. 

If the European government  pursues full employment  
and development  area policies, and takes act ive steps 
to promote labour mobility, further equil ibrat ing forces 
will be introduced. Finally, a common pol icy  towards 
the rest of the world would mean that, if one Euro- 
pean country had a deficit with another,  whi le  the 
other  European country  had a greater  deficit with the  
rest of the world, so that Europe were  in deficit with 
the outside, the correct ion of the deficit with the out- 
side would tend to increase purchases from and reduce  
sales to the first country.  

In v iew of these common policies,  less would  be left  
to be done by the pure ly  monetary  mechanism. 

Proposal: A More Complementary Trade Area 

It is now possible to lay down two conditions which 
European integrat ion has to meet  in order  to promote  
the ideals implicit  in the not ion of integration.  

First, there must be a method of correct ing ba lance  
of payments  deficits which does not impose unem- 
p loyment  or cuts in production. This may  be done 
by a system of intra-European credits, some kind of 
European bank money,  or  by the transformation of 
surpluses into deve lopment  loans. 

Second, European integrat ion would  be bet ter  founded 
if more than a handful and preferably  all overseas  
countries producing pr imary products but  a t tempting 
development  could be brought  in, so that a large, 
potent ia l ly  more complementary  trading area were  
created. Europe by itself lacks the cheap food and 
raw materials  necessary  to feed itself economical ly  
and keep its industry going. 

Both, however ,  assume a special  importance in 
Britain's case: the first because  the exper ience  of 
a t tempted correct ion of the ba lance  of payments  by 
deflat ion is not l ikely  to be forgotten;  and the second 
because it would go a long way  to mee t  the histor- 
ical, political and moral  as wel l  as the ba lance  of 
payments  problems posed by the exis tence of the 
Commonweal th .  
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