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To Chairman Martin (through Mr. Young) Subject! Will Britain Need Foreign Credits

From Samuel I. Katz During Next Six Months?

CONFIDENTIAL (FR)

United Kingdom officials expect they will have to draw

upon foreign credits this year. During my stay in London last week,

senior British Bank and Treasury officials stated privately that the

United Kingdom would be indeed fortunate if it did not find it necessary

to draw upon international credits within the next six months. The

election may make Britain's payments problem more substantial, but

the fundamental cause of their concern is the continuing large

deficit in Britain's current and long-term capital accounts. Any

pre-election speculative capital flows would merely add to the

underlying payments deficit; on the other side, an election outturn

considered by financial markets to be favorable is not expected to

provide sufficient capital inflow to preclude difficulties.

Weakness in underlying payments position. Deficits in

both the current and the long-term capital accounts are responsible

for the weakness in Britain's external payments position. On the

trade side, the cyclical increases in imports are about in line with

the expectations of the authorities when they undertook their expansionary

program about 15 months ago; but there is concern that exports may

not expand fast enough in the second half of 1964 to finance the

economy's needs for imported materials.
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On the long-term capital side, British oil companies are

making heavy investments abroad this year after two years of only

limited payments. The Shell investment in Italy and capital spending

in the new field in the Middle East are among the projects underway.

Thus far, Britain's reserves have been more favorable than had

been expected because the outer sterling countries have been accumulating

sterling balances. But the view was expressed that the underlying

deficit was bound to lead to reserve losses over the next six months:

one figure mentioned (as a rough measure of magnitude and not as an

estimate or official projection) was reserve losses of as much as

£200 million during the next two or three quarters. Any pre-election

capital flight would merely add to the large current payments deficit

and to expected reserve losses.

Attempts to hold domestic interest rates. The publication

of the adverse trade figures for June produced a significant shake-out

in British financial markets in mid-July. The Treasury bill yield

rose about 20 basis points, and the discount houses obtained very

heavy amounts of bills at the weekly tender because "outside" investors

withdrew from the market. At the same time, bond yields also moved up,

even though the Government Broker bought £100 million of bonds in a

single week.

After about a week, financial markets regained an element

of stability, and the authorities were even able to sell some bonds.

However, both the bill and gilt-edged markets continue to be brittle

and poor trade returns or other unfavorable news could produce a further

shake-out in these markets.
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Despite rumors in financial markets, the British authorities

are strenuously trying to avoid a rise in Bank rate at this time.

In present circumstances, they want to avoid a rise in Bank rate

from 5 to 6 per cent at this time so that it would be available

as a policy instrument should a run on the pound develop in August

1/
or September.

Because the election is still three months off, Bank officials

are trying to check the rise in Treasury bill rates. Bank officials

at all levels are expressing this view in conversations with the

discount houses. To keep yields steady, the monetary authorities

are prepared to see some expansion in short-term credit supplies.

For example, the weekly Treasury bill tender was increased from

£230 million to £250 million in late July because the Government

Broker had been forced to buy bonds in mid-July. One suggestion

made was that the Bank could act to ease short credit conditions

for a temporary period to gain time, if such drastic action were

required. Conditions in British financial markets are not good.

As a result, distinctly unfavorable news could threaten to force

the hand of the monetary authorities at any moment.

1/ It is assumed that a 2 per cent rise in Bank rate would be required
under emergency conditions. A 6 per cent Bank rate now would thus
mean an 8 per cent Bank rate: but the rate only reached 7 per cent
during the massive exchange crises in September 1957 and again in
July 1961. An 8 per cent Bank rate would be considered out of
proportion to the extent of weakness in Britain's underlying position;
it would also have obvious political implications at this time.
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How to finance reserve losses? Because expected reserve

losses would be primarily a matter of an underlying payments deficit

(not merely reversible shifts of temporary short-term capital),

British officials are thinking in terms of medium-term financing--

that is, a drawing from the Fund and not short-term central bank

swaps.

However, the Fund might have to actuate the General

Agreement to Borrow if the United Kingdom wanted large amounts of

European currencies. Certain European representatives (the French

and the Dutch) are known to wish to impose conditions on the United

Kingdom. On their part, the United Kingdom officials are prepared

to resist conditions they consider unreasonable. They will maintain

that drawings against their stand-by for the gold and first credit

tranche should continue to be favorably treated: an attempt by

European representatives to impose conditions for such drawings

would (in the British argument) amount to a change in long-standing

Fund policies and would, therefore, be entirely unacceptable.

It was reported that British officials have already

confirmed with Mr. Schweitzer that the Fund is prepared to meet

its commitment. One British official expressed the hope that

Mr. Schweitzer would do as much of the negotiating with the Group of

Ten as possible but he did recognize that there was bound to be

some consultation within the Group of Ten with active participation

by United Kingdom representatives.

To meet a British drawing, Mr. Schweitzer may finally

have to fall back, at least in part, upon the Fund's gold holdings.
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Use of central bank swaps. Either of two contingencies

might lead the United Kingdom to make use of central bank credit

facilities, at least in the first instance, instead of the Fund

stand-by. In the first place, the time needed to complete

arrangements under the Borrowing scheme might create a problem of

temporary finance; in addition, the terms laid down might be such

as to lead British officials to seek funds from other sources.

Secondly, as the election approaches, the United Kingdom

might experience speculative capital outflows thought to be

reversible. Central bank swaps are ideal for this purpose.

It is my impression that the Bank of England has no

specific advance understandings with European central banks for

this contingency and will wait to see the volume and destination

of any outflows before deciding on tactics. They do have experience

in using such credits in the past. However, Bank officials seem

to be uncertain whether their European counterparts would try to

impose conditions on such swaps at this time. They seem to think

that the credits would not be bilateral, as in the past, but that

there would be some joint discussion by the central banks of the

Common Market countries. In fact, the bankers from these countries

have begun to meet regularly as a group on Monday afternoon after

the regular monthly meeting in Basle. One British official thought

that despite the position taken by Common Market representatives

in other forums, the central bankers would make swaps available

with only minimum conditions.

Because of these uncertainties, however, it is evident

that the British authorities find the facilities available under

the Federal Reserve swap particularly attractive at this time.
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Major changes in British economic policy in prospect? It

became clear (in discussions with Bank and Treasury officials, with

Sir Robert Shone of Neddy and with Christopher Saunders of the

National Institute for Economic Research) that a good deal of

ssrious [serious] thinking about British economic policy is already underway.

Some of the studies deal with the steps to be taken should payments

difficulties arise before the election. But the fact that the

payments weakness is not temporary in character has provoked

inquiry into what went wrong this time.

There is general disappointment that, once again, domestic

expansion may have to be cut off by balance-of-payments difficulties.

Proponents of two lines of policy have been particularly disappointed:

those who thought that enough demand in the economy would lead to

sustained economic growth (through advances in productivity) and

those who thought that the key to steady growth was through the

Neddy-type of economic "planning."

The headline in the Financial Times (July 30) that

"Economic Problems Will Dominate The Next Five Years" (of the

new Parliament) confirms my own impression that significant changes

in economic policy may well be in the making.
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