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T H I R T Y - N I N T H A N N U A L R E P O R T

submitted to the

ANNUAL GENERAL MEETING

of the

BANK FOR INTERNATIONAL SETTLEMENTS

held in

Basle on 9th June 1969.

Gentlemen,

I have the honour to submit herewith the Annual Report of the Bank
for International Settlements for the thirty-ninth financial year, which began
on ist April 1968 and ended on 31st March 1969.

After deduction of the transfers to provisions, the net profit amounted,
as last year, to 45,000,000 gold francs.

The Board of Directors again recommends that, in application of
Article 53 of the Bank's Statutes, the present General Meeting should
allocate 15 million gold francs for the payment of the dividend, 15 million
gold francs to the General Reserve Fund and 15 million gold francs to the
Free Reserve Fund. If this recommendation is accepted, the dividend will
remain unchanged at 75 gold francs and will be payable in Swiss francs in
the amount of 107.15 Swiss francs per share. It will consist of the cumulative
dividend of 6 per cent, and the maximum supplementary dividend of 6 per
cent, provided for by the Bank's Statutes.

Chapter I of this Report surveys developments in the four countries —
Germany, France, the United Kingdom and the United States — to which
the main sources of imbalance in 1968 can be traced. The next three chapters
review developments in various countries in the field of credit, foreign
payments, gold production, monetary reserves and foreign exchange. The
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fifth chapter gives a survey of events in the Euro-currency market and the
sixth a review of the operations of the European Monetary Agreement.
Chapter VII concerns the Bank's rôle in promoting co-operation between
central banks, its current activities and the functions it performs on behalf of
the European Coal and Steel Community and as Trustee and Fiscal Agent
for international loans.
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I. KEY S O U R C E S O F I M B A L A N C E .

The unpegging of the market price for gold by ending sales from
official reserves in March 1968 effectively overcame one source of trouble in
the international payments picture. The crisis atmosphere quickly evaporated
and there was some prospect that a period of calm might prevail. But new
difficulties arose, partly fortuitous, which produced major exchange crises
during the past year. The main sources of imbalance have been in four
countries — Germany, France, the United Kingdom and the United States —
the developments in which are reviewed in this chapter. First, however, we
may look at the conjuncture more broadly.

Following upon the quite general pause or recession from the late months
of 1966 to about the third quarter of 1967, a new cyclical expansion was
well under way by the first quarter of 1968. This expansion phase continued
at a good pace throughout the rest of last year and thus far in 1969. How-
ever, the character of the upswing has been basically different among the
principal countries. While the past year was not marked by price inflation in
most industrial countries, the exceptions were so important as to give an
inflationary overtone to the general situation. These main exceptions were the
United States, the United Kingdom and France.

Only in the United States was the inflation rather strictly the result of
excessive demand. Wi th the background of a large budget deficit and easy
monetary conditions, the pause in activity in 1967 was short-lived. After the
mid-year renewed expansion got under way at a rapid rate and soon produced
over-full employment and pressure on resources. The boom gathered strength
owing to the delay in enacting fiscal restraint, and by the time the tax increase
became law in June 1968 inflationary psychology was so entrenched that the
expansion of activity kept going with no let-up. Monetary policy was shifted
to restraint towards the end of the year and severely tightened in the early
months of 1969, but the desired signs of slackening were not conspicuous as
the mid-year approached. In the meantime the balance on external trade had
worsened and soaring interest rates had put considerable pressure on inter-
national money and capital markets. While the Canadian economy likewise
had an inflationary atmosphere over the past year, this was caused basically by
large wage increases rather than by demand pressure on resources; in contrast
to the United States, Canada's trade balance improved.

In the United Kingdom the situation had an individual character because
of the devaluation of sterling in November 1967. Economic activity increased
last year despite strong budgetary restrictions, and additional restraining
measures were required in an effort to consolidate the position of the currency
at its new parity. Price inflation has been a distinct problem and, while this
was partly a consequence of devaluation and increased taxes, it was aggravated
by large wage increases and by consumer demand.
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The emergence of inflation in France from a rather well-balanced
situation also occurred in special circumstances. It was due essentially to the
very large negotiated wage increases which were agreed upon to end the
social and industrial conflicts that erupted in May-June 1968. Besides the
shock to confidence in the currency, there was a strong wage-push against
prices and a sudden jump in consumer demand, which had adverse conse-
quences for the balance of payments even though output expanded sharply.
After some significant mis-steps, policy has been gradually directed to
restoring domestic and external stability.

In continental western Europe generally, developments have been more
in line with what is usual in the earlier stages of a cyclical expansion. Both
fiscal and monetary policy were geared to stimulate recovery and, in addition,
buoyant demand from the United States and the United Kingdom gave a
sharp boost to exports. Under these conditions expansion proceeded at a
rapid rate and output was soon at record levels. As the upswing started with
fair margins of unused resources, there was little pressure on prices or
wages in 1968. However, by the spring of this year signs of strain had
begun to appear in a few countries, notably in Germany and the Netherlands,
where the expansion had been unusually sharp. Moreover, the Netherlands
had an outburst of price increases set off by the shift to a value added tax.

Despite a huge expansion of output and wage increases, pressure on
prices was not excessive in Japan and a large external surplus was attained.

These diverse trends in national economies worsened the imbalances on
external trade transactions, and while there were offsetting capital movements
in several important cases they could not be viewed as evidence of a sustain-
able adjustment.

G e r m a n y .

Over the two years after mid-1967 the German economy shook off a
recession and moved swiftly to a full-employment level — and even to some
strain on resources. It was expected that the large trade surplus, which had
emerged with the recession, would decline as domestic demand gained
momentum. But, in the event, the trade surplus persisted in 1968. While the
proximate cause of the unprecedented flood of funds to Germany in November
was the belief in the market that the authorities were considering revaluation
of the Deutsche Mark, the trade surplus was a factor in the background. So,
too, was the weakness of the French franc and sterling, and even the memory
of the revaluation of 1961. To evaluate why the market found revaluation
rumours plausible, as well as why the authorities decided against it, it is
useful to review developments in the German economy over a longer period.

The combination of large external surplus and a high level of domestic
activity was not a new problem for Germany. In March 1961, after monetary
restraint had failed to curb the boom because of the inflow of funds which
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it provoked, the Deutsche Mark was revalued by 5 per cent, as the only
possible effective anti-inflationary measure in a situation of fundamental
external disequilibrium. While this had perverse exchange-market effects for
several months, Germany's balance of payments subsequently weakened quite
sharply. In 1962 the current account was in deficit for the first time since 1950,
mainly because of a deterioration in the trade balance — partly connected with
a cyclical decline in external demand. Germany's share in world exports
failed to increase for the first time for many years, while imports rose three
times faster than in 1961 despite somewhat easier domestic demand condi-
tions, indicating that the change in parity had a significant effect. The fall in
net exports contributed to an easing of inflationary stresses, and this was
assisted also by policy action to contain the boom in construction. Industrial
producer prices stabilised after mid-1962, compared with the prior average
increase ranging up to 3 per cent, per annum since early i960. However, the
labour market remained overstretched and average unemployment, at 0.7 per
cent , was even somewhat less than in 1961.

During 1963 economic activity abroad revived and caused the increase
in German exports to accelerate to 10 per cent., in line with the growth in
other industrial countries' total imports. As German imports rose by only
6 per cent, with the calmer domestic conditions, the trade surplus, at sea-
sonally adjusted annual rates, rose from $0.7 milliard in the first quarter to
$2.5 milliard during the last quarter; and the current account as a whole
went from a $0.3 milliard deficit to a $1.2 milliard surplus. At the same
time there was a swing of $0.5 milliard in the balance on long-term capital
account, from an outflow to an inflow, between 1962 and 1963, as well as a
monetary inflow through the commercial banks. Together, these developments
stimulated a renewed upswing in domestic activity in Germany, while also
providing additional monetary liquidity to support it. Given that the economy
was still close to full employment when these movements began, it was not
long before pressure on resources started to reappear. And industrial producer
prices, which had been virtually stable for nearly a year, began to edge up
again towards mid-1963.

By the spring of 1964 the growth rate of German exports had started
to taper off. But the expansion of total demand was by then being sustained
by domestic spending. Since this stimulated German imports, the foreign
trade balance weakened and by the second half of 1964 net exports of goods
and services accounted for under 0.8 per cent, of gross national product,
compared with nearly 2 per cent, a year earlier. Moreover, measures taken to
reverse the inflow of foreign capital had significant effect after the spring of
1964.

As a result, economic policy was no longer constricted by the external
position. The authorities were, however, slow to move to effective restraint,
and over the next eighteen months demand pressures became intense. Over-
strain on the economy showed most clearly in the labour market, where by
the autumn of 1965 there were, on a seasonally adjusted basis, over four
times as many recorded vacancies as registered unemployed. It showed, too,
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in the increase in wages and prices; from mid-1964 to mid-1965 hourly
earnings in industry went up by 10 per cent, and the rise in industrial
producer prices accelerated to 3% per cent.

A substantial deficit developed in the balance of payments. At annual
rates, the current account deteriorated continuously from a surplus of $0.9 milliard
in the first quarter of 1964 to a deficit of $2.1 milliard by the third quarter
of 1965. The trade surplus, initially at an annual rate of $2.3 milliard, ran off
completely over this period. Part of the reason was that a return to stability
in other important continental European countries — notably Italy and France
— caused the rate of increase in German exports to slow to around 7 per
cent, a year, with exports to EEC partners during 1964 showing an actual
decline. But the main factor behind the disappearance of the trade surplus
was a rise in imports at an annual rate of 20 per cent. Although the bringing-
forward to mid-1964 of tariff cuts on goods from inside and outside the EEC
may have added to the total, the sustained surge in imports was essentially
due to the spill-over of the intense overheating which was allowed to
develop in Germany.

Monetary policy did become gradually more restrictive from the summer
of 1964. Minimum reserve requirements were substantially increased and
rediscount quotas were reduced in the autumn of 1965, and the official dis-
count rate was raised to 4 per cent. Fiscal policy, on the other hand, moved
in the opposite direction with a D M 2 milliard income-tax cut early in 1965,
in addition to a pronounced increase in public-sector expenditure. Moreover,
as monetary policy tightened, the net exports of capital which had resulted
from the policy measures early in 1964 gave way to renewed borrowing
abroad in 1965. This offset part of the absorption of domestic liquidity
resulting from the current-account deficit in the balance of payments.

By the spring of 1966 there were signs that some of the edge had been
taken off the boom. But there was little relaxation in the labour market, nor
any easing of wage and price rises. So the credit squeeze was intensified,
with a further reduction of rediscount quotas, and a 1 per cent, increase in
the official discount rate to 5 per cent, in May. The effects may be illustrated
by the fall in the banks' reserve ratios to little more than 7 per cent, in
mid-1966, compared with 12 per cent, two years earlier, and by the rise in
public-authority bond yields to over 8% per cent, from less than 6% per cent.

Monetary stringency eventually brought the boom to a halt in the
second half of 1966. Domestic expenditure, which was still rising quite
strongly in the first half-year, declined by 3 per cent, at current prices over
the next twelve months; and industrial output fell by 6 per cent, between the
spring of 1966 and 1967. Unemployment, seasonally adjusted, rose from
130,000 early in 1966 to 550,000 by the third quarter of 1967, and the
number of immigrant workers, which had risen steeply during the boom, fell
by over 250,000. Wage pressure subsided, with the increase in hourly earn-
ings falling back to a 4 per cent, annual rate, and industrial producer prices
started to decline.
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Recession of this order transformed Germany's external current-account
position. By the third quarter of 1967 there was a current surplus at a rate
of $2.8 milliard, compared with a $2.1 milliard deficit only two years earlier,
and the trade surplus was running at an annual rate of $4.5 milliard. Imports
were 5 per cent, below their level in the autumn of 1965 — while exports
had increased by nearly 20 per cent,, reflecting a strong demand from
abroad as well as the success of German industry's export promotion.

Looking at the whole period from the 1961 revaluation up to the end
of 1967, Germany's external position was marked by increasing fluctuations.
While this was sometimes associated with changes in capital flows, it mainly
reflected swings in the current account — particularly in trade. Changes in
German imports and exports moved inversely during most of this period, as is
illustrated by the upper part of the graph on page 9. In the lower
parts the fluctuations in German imports and exports are shown against
changes in domestic demand and in foreign demand respectively. The change
in other industrial countries' total imports is taken as a rough proxy for the
state of demand abroad. German imports generally showed a fairly close
relationship with domestic demand, except during the severe overheating
between mid-1964 and mid-1966, and the recession did little more than
restore the earlier relationship. Similarly, German exports moved quite
closely in line with other countries' imports, although they tended to be
somewhat better maintained during periods when total demand abroad slowed
down. It seems, therefore, that the swings in Germany's trade balance were
largely determined by the differences in timing of cyclical movements in
Germany and in other countries taken together, rather than by changes in
relative competitiveness. And the fact that these swings became wider during
the period reflects the abnormal strength of the cyclical movement in Germany
after 1963. Comparison of relative price changes indicates that there was an
improvement in Germany's price competitiveness vis-à-vis many other countries
over this period, which no doubt affected the trade balance. As at the end of
1967, however, the price advantage does not seem to have been the key
factor behind the huge trade surplus which had emerged.

Once inflationary expectations had been quashed by late 1966, the
economic authorities shifted to a policy of strong stimulus. From the end
of the year the Bundesbank released some D M 6 milliard of minimum
reserves by stages to the banks, and the official discount rate was brought
down to 3 per cent, by the spring of 1967. These actions not only helped to
stabilise domestic demand but also facilitated the financing of the current-
account surplus by promoting large exports of funds, particularly at short
term through the banks. Then, too, the government introduced special in-
vestment programmes, which together amounted to over 1.5 per cent, of gross
national product, as well as granting, temporarily, special depreciation allow-
ances on private investment.

The impact of these policies on demand was soon felt. The rate of
fixed investment picked up in the second half of 1967 and increased



more strongly during 1968. And business stocks were rebuilt once uncertainties
concerning the treatment of stocks under the transition to the value added
system of turnover taxation at the beginning of 1968 had been clarified.
Also, consumer spending became progressively more vigorous. In addition to
the upswing of domestic demand, the growth of German exports accelerated
during 1968. As a result, between the first half of 1967 and the second half
of last year total final expenditure at current prices rose at an annual rate of
9 per cent.

Output responded strongly, industrial production (excluding construction)
rising at an annual rate of some 14 per cent, between the first half of 1967
and the second half of 1968. This was achieved partly through reabsorption
of spare capacity, reflected in a recovery in the utilisation ratio in industry
by the end of 1968 to close to the 90 per cent, figure recorded during the
previous boom. There was also a substantial fall in unemployment from its
peak of 550,000 in mid-1967 to 225,000 by end-1968 and the unemployment
ratio fell to 1.1 per cent, of the dependent labour force. But, in addition,
there was a very strong rise in per capita output, which increased in 1968 by
11 per cent, in industry and by 7 per cent, in the economy as a whole.

The rapid expansion of output was not accompanied by pressure on
prices and incomes, at least until well into 1968. Average earnings in industry
rose by as much as 8 per cent., but this still left room for some decline in
unit labour costs. And, excluding the effect on prices of the change to value
added taxation, industrial producer prices declined by nearly 0.5 per cent,
between mid-1967 and mid-1968, although they then started to increase
again, rising by 0.7 per cent, by December 1968.

Although economic recovery did not generate serious signs of strain up
to the end of 1968, it induced a strong rise in imports. Between the third
quarter of 1967 and the fourth quarter of 1968 German commercial imports
increased at an annual rate of over 20 per cent. The fact that the trade
surplus did not decline over this period is, therefore, to be explained wholly
by the buoyancy of German exports, which also went up at an annual rate
of 20 per cent. As may be seen from the top part of the accompanying
graph, the relationship between the changes in German exports and imports,
generally inverse in the past, became positive from the beginning of 1968.

The strength of German exports in 1968 was largely a reflection of an
unforeseen surge in demand abroad. This stemmed partly from abnormal
influences, including the strikes in US metal industries and the burst of
anticipatory spending ahead of the U K budget early in the year, as well as
the rapid increase in French imports after June. It also derived from the
high rate of expansion in other countries, which in some cases was partly
induced by the stronger economic development in Germany itself. Further-
more, in the fourth quarter exports from Germany were artificially inflated,
first by fears of exchange rate adjustments and subsequently by accelerated
deliveries by German exporters to avoid a reduction in tax rebate following
changes announced in November.



Germany: Changes in exports, imports and domestic and external demand.
Moving averages of quarterly changes over previous year, in percentages.
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As a result of these developments, the trade surplus in 1968 amounted
to $4.6 milliard, compared with $4.2 milliard in 1967, and there was a
corresponding rise in the current-account surplus to $2.9 milliard. The diffi-
culties which a surplus of this size might have created — both domestic and
international — were significantly eased by an unprecedented net outflow of
long-term capital. This was actively encouraged by the authorities through the
continuation of an easy monetary policy, which included Bundesbank support
for the government bond market after August 1967 for the first time and
which allowed interest rates in Germany to decline against the trend in
other important centres. It was encouraged, too, by the effects of the US
balance-of-payments programme. As a result, there was a sharp rise in foreign
capital-market issues and in loans taken up in Germany (a good part by
the banks), which caused the net outflow of long-term capital to increase to
$2.8 milliard, compared with under $0.8 milliard in 1967. The basic balance-
of-payments surplus during 1968 as a whole, therefore, was limited to only
$40 million, and during much of the year there was a basic balance-of-
payments deficit.

Items

Merchandise trade
Exports (f.o.b.)
Imports (c.i.f.)

Trade balance . .

Services (net)
Military receipts . . . .
Travel
Investment income . . .
Other

Total
Unilateral transfers

(net)

Current balance. .

Long-term capital (net)
Private
Official

Total

Basic balance . .

Official debt prepayments
Short-term capital (net)

Private (other than
banks)

Official
Errors and omissions . .

Overall balance

Germany: Balance of

1962 1963 1964

payments.

1965 1966 1967 1968

in millions of US dollars

13,245
12,375

870

1,025
— 540
- 315
— 175

- 5

— 1,300

— 435

235
— 325

— 90

— 525

125
- 45

285

— 160

14,580
13,070

1,510

1,060
— 480
- 305
- 275

— 1,265

245

745
— 360

385

630

10

— 125

515

16,230
14,710

1,520

1,045
- 495
— 395
— 300

— 145

— 1,325

50

70
— 330

— 260

—• 210

55
— 260

500

85

17,910
17,610

300

1,030
— 640
— 450
— 260

— 320

— 1,600

— 1,620

560
— 320

240

— 1,380

210
260
705

— 205

20,155
18,165

1,990

1,225
- 765
— 370
— 395

— 305

— 1,565

120

440
— 375

65

185

— 235

470
— 80

150

490

21,760
17,545

4,215

1,310
- 680
— 450
— 355

— 175

— 1,575

2,465

— 415
— 380

— 795

1,670

— 410
45

1,305

24,885
20,295

4,590

1,340
— 670
— 235
— 390

45

— 1,760

2,875

— 2,500
— 335

- 2,835

40

120
280
510

950
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None the less, there were two outbursts of speculative buying of
Deutsche Mark in the second half of 1968. It was increasingly felt that
Germany's already favourable competitive position was continuing to improve
as a result of the stability of domestic prices at a time of rather strong
inflation abroad. It was thought, too, that the change to value added taxation
at the beginning of the year would work in the same direction. At the same
time it was realised that, if expansion in Germany were allowed to continue
unchecked, pressure on resources could soon begin to appear. If in this
situation monetary policy, in particular, were to move towards restraint, this
would curtail the rate of capital outflow, causing the balance of payments to
swing into large surplus; and this danger was emphasised in October by
signs that the German capital market was having more difficulty in digesting
foreign issues. Against this background, rumours began to circulate of a
possible revaluation of the Deutsche Mark. And these rumours gained credence
as it came to be sensed that in some influential circles opinion was moving
in favour of a wider adjustment of parities.

A first wave of speculation came early in September, during which the
Bundesbank had to purchase some $1.4 milliard from the market in the
space of about ten days. Most of these funds were rechannelled to the
commercial banks through swap operations at attractive rates. Then, in the
first three weeks of November there was a much larger inflow of short-term
funds. Despite further inducements to the commercial banks to re-export
funds, the Bundesbank's reserves went up by $2.4 milliard. In this atmosphere
of crisis most European foreign exchange markets were closed on 20th
November and a meeting of the Group of Ten Ministers and Governors was
convened in Bonn to consider action to restore order.

Although the possibility of some realignment of exchange rates came
under discussion, the German Government had decided to maintain the existing
parity of the Deutsche Mark. In coming to this decision the government was
apparently reluctant to take the irreversible step of revaluation in the face of
the prospect of a substantial change in the relative cyclical positions of the
major countries; the German economy would be continuing to expand vigor-
ously while inflationary demand in the United States, the United Kingdom
and France was being dampened. Then, too, a change in parity would have
posed a severe budget problem for the government because of the large in-
crease in support to agriculture that would have been required. Hence, other
means of easing the crisis were adopted. The value added tax rebate on
exports and the equalising tax on imports were reduced until March 1970 by
4 percentage points, which was equivalent to a revaluation limited to trade in
industrial products. Also, steps were taken to discourage the inflow of funds into
Germany, particularly by requiring that foreign deposits in German banks above
the level of 15th November be held at the Bundesbank. At the same time, sub-
stantial restrictive measures on demand were taken in France and in the United
Kingdom — the two other countries mainly involved in the November crisis.

When, after the Bonn meeting, foreign exchange markets reopened on
25th November, funds began to pour out of Germany; there was a huge
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reversal in the net official external monetary position, which declined by close
on $3 milliard over the next three months. Two-thirds of this corresponded
to monetary outflows through the banks, while as much as $i milliard went
to finance a basic balance-of-payments deficit due mainly to net long-term
capital exports rising to a new peak level.

After seasonal adjustment, the current surplus from December to
February was at an annual rate of only $1.3 milliard. This was a reaction to
the artificially high figure of $4.2 milliard in the preceding three months,
rather than a direct result of the border tax adjustments. And foreign orders
to German industry after November, although also falling from the previous
exaggerated level, did not suggest any slow-down in demand from abroad by
the spring of 1969.

Moreover, by then wage pressure in Germany had strengthened: the
first major settlement in 1969, applying to the public sector, amounted to a
general increase, including additional increments for low-paid employees, of
some 7 per cent., which seemed likely to set a minimum standard in private
industry. Besides the prospect of a further strong increase in consumer
demand, public-sector expenditure was due to rise by more than in 1968,
and business investment outlays were sure to continue upwards. With the
scope for a further increase in employment virtually limited to the recruit-
ment of foreign labour, and with the rate of productivity gains already
starting to decline, demand pressure on productive capacity was becoming
actual.

Since the balance of payments was in sizable deficit, at least for the
time being, it was feasible to initiate a policy of moderate internal restraint.
Although interest rates were already edging up in response to yields abroad,
the Bundesbank stopped supporting the government bond market on its own
account in February. Then, in March it was announced that central-bank
rediscount facilities were to be cut by 20 per cent, from end-June, and the
interest rate charged to the banks on secured advances was raised by % per
cent, to 4 per cent. In April this rate was again increased, this time ac-
companied by a 1 per cent, rise in the official discount rate. In March, too,
the German Government announced the postponement of some D M 2 milliard
of Federal expenditure, as well as an acceleration of company tax payments.
The government also called upon the Länder authorities to reduce their
borrowing.

After a further loss of reserves in March, the official external position
improved substantially in April. Early in that month informal rationing had
been introduced on foreign capital-market issues, causing the basic balance of
payments to improve. Moreover, there was an inflow of funds from France,
as the result of growing political uncertainty there. Net official external assets
rose by over $600 million in April. Then, early in May a further huge surge
of speculation on a D M revaluation developed as it was revealed that a
change in parity was under official consideration in the Federal Republic. The
Bundesbank bought some $4 milliard of dollars from the market in the space
of a few days, particularly before the second week-end of the month, and
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virtually all other major currencies were adversely affected. Once again,
however, the German Government reaffirmed its determination not to revalue,
proposing instead the indefinite extension of the November border tax
changes, as well as more vigorous action to discourage the inflow of funds.
In addition, anticyclical measures were proposed, including the repayment of
government debt to the Bundesbank and the freezing of tax revenues in excess
of budget estimates. Later in May the central bank increased minimum
reserve requirements against bank deposits, particularly those from abroad.
These decisions served to relax the immediate tensions in foreign exchange
markets, and there was a reflux of funds from Germany.

In spite of the various measures taken to ward off inflation since last
November, the rate of expansion of total demand in Germany seems likely to
remain very rapid. This would imply a faster rate of price increase, and
some toleration of rising prices might be inferred from the decision not to
revalue. Taken in conjunction with attempts being made to contain inflation
abroad, these developments in Germany would make for some decline in
the current-account surplus in 1969 in addition to the reaction to the special
influences which applied in 1968.

It seems certain, however, that the surplus will still be high in relation
to Germany's cyclical position. But it could be offset by net long-term
capital exports, which have in fact already amounted to nearly $1.5 milliard
so far this year. From a structural viewpoint it is appropriate that Germany
should participate in financing economic development in other parts of the
world. For this to be generally sustainable, however, requires that fiscal
policy should share the burden of restraint as it becomes necessary. While
there have been some failures in this regard in the past, there is evidence
now of a better-balanced approach.

F rance .

The collapse of confidence in the French franc in May 1968 added a
new and unexpected element of instability to the already fragile situation in
foreign exchange markets. The flight from the French currency was set off by
the sudden outburst of social and industrial unrest and by fears that this
would lead to a sharp deterioration in France's external position. But what
was essentially domestic in origin interacted very strongly with the existing
tensions affecting the international payments system. There is no doubt that
the general nervousness in foreign exchange markets, which had increased
after the sterling devaluation in November 1967, aggravated the pressure on
the franc; and the abrupt change in the position of the French currency —
from among the stronger to perhaps the most immediately suspect — in its
turn intensified uncertainty as to future relative values of currencies more
generally.

Economic developments in France in the years before 1968 gave little
indication of serious industrial discontent. Moreover, although the final
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demands of the labour unions were formulated mainly in terms of higher
incomes, it is not evident that the strikes were prompted by inadequate
progress in living standards.

The government had moved to a restrictive policy in 1963 to relieve
the pressure on prices coming particularly from an excessive level of con-
sumer demand. Real private consumption advanced by over 14 per cent, from
1961 to 1963. While this was partly associated with the return of some
700,000 Frenchmen from Algeria, it mainly reflected the rapid rise of em-
ployment income, which rose by 28 per cent, in money terms during these
two years. The rate of price increase, measured by the gross domestic
product deflator, accelerated to 6 per cent, in 1963 and wholesale prices went
up by nearly 4 per cent. Hence, a stabilisation programme, which included
direct intervention to limit price rises as well as fiscal and monetary restraint,
was introduced in September 1963.

Over the next four years employment income increased at an average
annual rate of just under 10 per cent, (using the 1959-based national accounts
data), and the rate of increase in property income averaged 7 per cent.
Altogether personal disposable income, adjusted for the increase in consumer
prices (which was held to 3 per cent, a year) rose at an average annual
rate of 5 per cent, from 1963 to 1967; and real private consumption increased
at an annual rate of 4% per cent., or at a rate of about 3% per cent, a year
on a per capita basis. While these rates of improvement were about 1 per
cent, less than the comparable rates achieved in the five years before stabili-
sation, the earlier period started from a base of economic recession and also
included the clearly inflationary increases in 1962 and 1963. Moreover, the
rise in living standards from 1963 to 1967 was still considerable, and com-
pared favourably with that achieved in other advanced countries.

However, the growth of real gross domestic product moderated from an
average rate of 5% per cent, over the years 1958-63 to just on 5 per cent, in
the next four years, and this rate did not fully absorb the available produc-
tive resources of the economy. There was a rise in average unemployment as
production levelled off after 1963; and although expansion was renewed after
the middle of 1965, it had only a modest impact on the labour market.
From the autumn of 1966 onwards the growth of output slackened under the
influence of the weakness of demand abroad, especially in Germany, and of a
slower expansion of consumer expenditure in France. Registered unemploy-
ment, which had been below 100,000 in 1963, rose continuously (seasonally
adjusted) after the first quarter of 1966 to reach 235,000 by the first quarter
of 1968. Wi th registered unemployment at this level, total unemployment may
have been as much as 400,000, or rather over 2 per cent, of the dependent
labour force, although this figure certainly exaggerates the availability of
additional manpower in many industrial areas.

It seemed, moreover, that the labour-market situation was beginning to
improve. External demand had strengthened after mid-1967 and by early 1968
economic policy was directed towards faster growth. Also, the run-down of
business stocks before the introduction of new rates of value added taxation
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at the beginning of 1968 was being reversed. Whereas industrial production
had shown virtually no increase for over a year until the third quarter of
1967, it rose at an annual rate of over 8 per cent, between the late summer
of 1967 and the following spring. Although by April 1968 this had not yet
been reflected in a fall in unemployment, recorded vacancies were higher and
average working hours had increased. It seems unlikely, therefore, that the
position in the labour market was a critical factor behind the strike action
in May-June.

While the causes of the strikes were socio-political rather than strictly
economic, their economic consequences were soon apparent. The immediate
impact was a loss of output equal to about 3 per cent, of annual gross
domestic product. But the more important result was the large increase in
nominal incomes agreed to by the government and employers during joint
negotiations with the labour unions at the end of May which helped to bring
the strikes to an end. These provided for a 10 per cent, general rise in
wages and larger increases in minimum rates, as well as for shorter normal
working hours and greater fringe benefits; in addition, the government agreed
to raise social security payments. The implication was for a sharp push on
costs and prices, and anticipation both of this and of possible exchange restric-
tions aggravated the flight of funds abroad. The clear priority for economic
policy, on both domestic and external grounds, therefore, became to contain
as far as possible the potential cost inflation.

It was decided that this objective would best be achieved by encourag-
ing a rapid expansion of output so that an associated high rate of productivity
increase might help to absorb the rise in labour costs. Also, business taxes
were reduced to help alleviate price increases and tax credits for new invest-
ments were reintroduced. Though partly offset by higher taxes on personal
incomes, this, together with public expenditure increases, raised the projected
overall budget deficit for 1968 (which had been increased from Fr.fr. 1.9 to
5.5 milliard before the strikes) to Fr.fr. 14.0 milliard. In addition, monetary
policy was relaxed: to improve, temporarily, bank liquidity, rediscount quotas
were raised and the minimum proportion of medium-term paper required to
be held by the banks was reduced. And special credit and low-interest
facilities were introduced for medium-sized companies and for exporters.
These measures may have tended to add to the existing liquidity of the
enterprise sector which came with a reduction of inventories following the
production losses during the strikes. To protect against the dangers inherent
in this policy of strong stimulus, direct control over prices was extended and
exchange controls and certain temporary import quotas and export subsidies
were introduced to support the balance of payments. At the same time the
official discount rate was raised and short-term market interest rates were
adjusted upwards to help moderate the flow of funds abroad.

Output recovered rapidly once the strikes were settled. Between March
and December industrial production expanded by 7% per cent, and the whole
of this increase came from a rise in per capita output. Employment in
manufacturing declined over this period, and although total registered
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unemployment fell steeply after August, it was still at about the pre-strike level
by the end of the year. The increase in hourly wage rates from March to
December amounted to nearly 14 per cent, and average earnings may have
risen rather more. So, although a strong advance in productivity was achieved,
unit labour costs appear to have gone up significantly. Despite the measures
taken to ease the pressure on prices, industrial wholesale prices increased by
SlA per cent, between March and December and retail prices by 4 per cent.
Whatever its domestic merits, the policy of expansion was adverse for the
balance of payments.

In the years immediately before 1968 the large French external surpluses
of the early 1960s had declined sharply. Excluding official debt prepayments,
the surplus on current and long-term capital transactions with non-franc-area
countries had averaged over $1 milliard a year from 1959 to 1963. In 1964
the basic surplus declined to a little over $500 million, largely because the
trade balance moved into deficit for the first time since 1958. But, as the
trade balance recovered in the following year under the influence of the
earlier stabilisation measures, the basic surplus rose again to $750 million.

Then, over the next two years the surplus declined quite sharply to
only $275 million in 1967. Measured on a cash basis, the current-account
surplus with non-franc-area countries, which had amounted to $460 million in
1965, had just about disappeared by 1967, owing to a weakening on both
trade and invisible accounts. The fall in the trade balance over these two years
was largely a result of the easing of total demand in other countries in
1966-67, reflected in a slow increase in French exports. The decline in the
invisible balance, on the other hand, from a $130 million surplus to a slightly
larger deficit, seemed of a more structural nature. It followed a previous
deterioration from a net invisible surplus of $540 million in i960, which had
been due mainly to rising French foreign travel expenditure and to increased
transfers abroad by immigrant workers. Although the balance on tourist
spending showed no further decline after 1965, the level of workers' remit-
tances continued to rise, and in 1967 there was a worsening on government
account related to the withdrawal of N A T O and US military bases from France.

The net inflow of private long-term capital, which has typically accom-
panied the French current-account surplus in the 1960s, dipped in 1966 but
recovered in the following year to account for almost the whole of the basic
surplus. There was, however, an outflow of short-term capital in 1967, partly
associated with private gold purchases in the exceptional conditions during the
last quarter of the year, which caused the overall balance to go into deficit.

By the beginning of 1968, therefore, while the exaggerated surpluses of
the early 1960s had fallen away, the underlying external position was probably
still positive or at least in balance. The official reserve position, with net
assets of some $7 milliard, was very strong. And, although some concern
was expressed about the effect on French industry of the EEC and Kennedy
Round tariff cuts scheduled for mid-1968, there was no question of external
weakness being an actual problem at that time.
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France: Balance of payments.1

Items

Merchandise trade (f.o.b.)

Imports

Trade balance

Services (net)

Workers1 remittances

Other

Total

Current balance

Long-term capital (net)
Private

Net French investment abroad . .
Net foreign investment in France .

Total
Official

Total

Basic balance

Short-term capital, multilateral
settlements and adjustments

Official debt prepayments
Overall balance

(= changes in monetary
items) . .

Average
1959-63 1964 1965 1966 1967 19682

in millions of US dollars

5,220
4,900

320

70
190

— 140
70

220

410

730

10
420

430
- 80

350

1,080

90
— 360

810

7,625
7,715

— 90

55
35

— 230
65

250

175

85

— 75
600

525
— 80

445

530

265

795

8,265
7,935

330

85
— 25
- 275

55
290

130

460

— 175
535

360
- 70

290

750

390
— 180

960

8,985
9,015

— 30

90
10

— 330
35

265

70

40

— 215
370

155
— 75

80

120

255
— 70

305

10,150
10,000

150

105
— 5
— 365
— 125

250

— 140

10

— 305
615

310
— 45

265

275

— 310

— 35

11,250
11,900

— 650

— 800

— 1,450

— 300

— 1,750

— 1,400

— 3,150

1 On a cash basis. 2 BIS provisional estimates.

The situation was transformed by the loss of confidence resulting from
the strikes. No official data have been published on the French balance of
payments in 1968, but BIS provisional estimates indicate that, for the year as
a whole, the overall deficit came to over $3 milliard. The basic balance was
adverse to the extent of some $ 1 % milliard; and there was an outflow of
short-term capital of nearly $2 milliard, including a monetary outflow through
the banks of $% milliard. Net official foreign assets, therefore, dropped by
$3.7 milliard during the year. Just under half of this total of official financing
was met by drawing down claims on the I M F and by foreign borrowing; the
balance came out of France's gold and foreign exchange reserves.

It needs to be emphasised that the French balance-of-payments deficit
in 1968 came largely from a loss of confidence rather than from a sharp
actual decline in the balance of underlying transactions. This is readily
apparent in the case of the movement of short-term capital, but is essentially
the case also with the basic deficit itself. The previous net import of long-
term capital was almost certainly turned into a substantial outflow, with a
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strong swing in the portfolio balance as investors sought safety abroad,
although the flight of capital was aggravated by proposals, announced early in
September, for a sharp increase in the French inheritance tax. On current
account, a major reason for the weakening on net invisibles was a rise in
remittances abroad by foreign workers, who transferred accumulated savings in
addition to those from current earnings; and much of the decline in the
trade balance, measured on a cash basis, derived from an adverse movement
in the terms of payment.

Abstracting from these confidence effects, and from the temporary loss
of tourist receipts due to the strikes and uncertainties, the worsening on
underlying transactions in 1968 would appear relatively small. In particular,
customs data show a decline in the trade balance of only $260 million for the
year as a whole. Nevertheless, the position had worsened more seriously by
the end of 1968. In the fourth quarter imports, on a customs basis, were
over 15 per cent, above their pre-May level and exports were less than 9 per
cent, greater, so that the trade deficit was at an annual rate of about $2% mil-
liard, compared with less than $1 milliard in the first four months of 1968.
Weakness in the trade balance was exaggerated by the unfavourable effect of
the currency uncertainty on trade transactions themselves, particularly in the
fourth quarter, and by artificially high imports from Germany in December.
Basically, though, it reflected the rapid rise in economic activity after June
and probably, too, a deterioration in France's competitive position.

Although the franc remained almost continuously at its floor against the
dollar in foreign exchange markets from May to November, the volume of
selling was less even. Pressure was sustained for nearly two months after the
reopening of the Paris exchange market early in June, but tapered off soon
after multilateral support totalling $1.3 milliard for France's reserves was
announced early in July. Renewed heavy selling for a short period at the
beginning of September appeared to originate in speculation on a German
revaluation rather than in any tangible change in the position of the franc,
although this did almost coincide with the lifting of the exchange controls
imposed in May. And speculation in favour of the D M again seemed to set
off the much heavier pressure on the franc in November, and this was soon
reinforced by the belief that a multilateral realignment of exchange parities
was imminent. Despite a general conviction that the franc parity would be
lowered after the Bonn meeting, the decision of the French Government was
that it should remain unchanged. An important reason appeared to be that
devaluation would intensify the strong price pressures still present in the
economy and would not therefore re-establish a basis for stable growth. This
decision was supported by a major shift in policy, and at the same time
new international credit facilities, for an amount of $2 milliard, were arranged.

In immediate response to the developing crisis, the Bank of France had
tightened control over domestic liquidity. The banks' reserve requirements were
increased, as was their minimum proportion of medium-term paper, and a
restrictive ceiling was imposed on the expansion of bank credit. The official
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discount rate was raised from the 5 per cent, level fixed in July to 6 per
cent. Then, after the decision to maintain the existing parity had been announced,
fiscal measures were taken, including cuts in planned budget expenditure and
the substitution of a higher rate of value added taxation for pay-roll tax. The
latter change aimed both at increasing budget revenue and at giving direct
support to the external balance, since value added tax is payable on imports
but is fully recoverable on exports. The effect of these measures was to cut
back the budget deficit foreseen for 1969 from the Fr.fr. 11.7 milliard
announced in October to Fr.fr. 6.4 milliard. These policies were designed
to moderate the expansion of domestic demand, achieving this effect partly
through a rise in prices. Since, however, inflationary pressure was still coming
also from the upward movement of costs, further direct action to keep down
the rate of price increase was taken, including a freeze on prices charged for
services and for goods not already covered by controls. In addition, exchange
controls, this time more rigorous, were reimposed.

These decisions immediately halted the drain on French net official
assets, and between December and February the very heavy losses sustained
in November were recovered. This was essentially a result of the measures
of exchange control, which required, inter alia, that French residents should
repatriate foreign currency claims; that French banks should reduce, and
subsequently balance, their net position in foreign currencies; and which
severely limited access by French residents to forward foreign exchange,
thereby reducing the need for the banks to hold the spot foreign currency
balances built up after May. The initial impact of the exchange controls
seemed to wear off in March, when France again began to suffer a loss
of reserves. And in April uncertainties associated with the French Presi-
dent's resignation caused a considerable outflow of funds to develop.
This outflow continued into May as renewed speculation on a D M revaluation
accelerated.

It is still too early for a clear view of the full effects of the post-November
policies, which were strengthened early in May through a prolongation of the
ceiling on bank lending until the end of the year and by a tightening of
consumer credit. In the early months of 1969 the rate of growth of industrial
output seemed to moderate only slightly and was associated with a rise in
both total employment and average working hours. This, together with the
high level of wage rates, suggested that consumer demand, which had already
increased strongly in the latter part of 1968, was likely to remain buoyant.
Much will depend upon the rate of increase in wages this year — and
the stand taken by the government against further strong wage demands in
March indicated suffer resistance. At the same time, the prospect is for a
considerable rise in investment, although this might be dampened by credit
restriction; and, although much reduced, the budget deficit remains. Allowing
for the rebuilding of business stocks, which were depleted by the end of
1968, and for a rise in exports, it seems that, while the growth of total
demand will no doubt taper off, it should remain high, implying a further
increase in the volume of imports.
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In these conditions it is not easy to foresee a rapid improvement in the
balance on external trade transactions. The November tax changes made
domestic goods relatively more attractive than imports only to the extent that
the abolition of pay-roll taxation was passed on in prices. Even if this were
done to the full extent, the relative price advantage would, in the general
case, be only 2*/2 per cent, at the most. And the temporary import quotas
introduced in June were removed by the end of 1968. Moreover, the more
favourable treatment of exports under the new taxation system does little
more than compensate for the removal of export subsidies (equal to 6 per
cent, of wage costs from June to November and to 3 per cent, thereafter
until February) and for increases in the special discount rate for exporters.
Administrative support for the trade balance has not, therefore, been substan-
tially increased. The outcome on visible account will be influenced more by
the rise in demand in France and by the rate of expansion in markets
abroad. The invisible balance, on the other hand, could improve. Tourist
earnings should recover to a more normal level. Also, France will benefit from
larger payments by the EEC Agricultural Fund. At the same time, the
exchange controls now limit the outflow of French resident capital abroad. It
seems unlikely, however, that any very substantial voluntary return of funds
will occur until the weakness on trade transactions has been demonstrably
overcome.

The situation will not be easy in the months ahead. Provided wages
are kept under control and a high rate of productivity increase is sustained,
pressure on prices could begin to recede. This could contribute to confidence
but would still leave the prospect of a significant current-account deficit for
some time in the future.

United Kingdom.

In the United Kingdom the change in the sterling parity from $2.80 to
$2.40 in November 1967 was expected to produce a major shift of demand,
both overseas and at home, towards British products, sufficient to bring the
balance of payments on current and long-term capital account to a comfortable
surplus position. As this alone would have given a sharp stimulus to the
economy, complementary measures of fiscal and monetary restraint were
required to limit the rise in aggregate demand and thus facilitate the switch
of resources into exports and import reduction. Restraint was not intended
to prevent a rise in output, nor some narrowing in the economy's margin of
spare capacity. Since this margin was not large, however, and since there was
uncertainty about the trend of exports, imports and money incomes after
devaluation, it is clear that the authorities were endeavouring to tread a
rather narrow path, relying on quick action later in case of unforeseen
difficulties.

When devaluation was announced, unemployment stood at 2.3 per cent,
of the labour force, but the level of unfilled vacancies, to judge from past
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experience, was more consistent with an unemployment ratio of nearer 2 per
cent. Moreover, to an extent not fully appreciated until a few months later,
spare capacity was rapidly being absorbed by an upsurge of consumer
spending resulting from policy measures taken during the summer and
autumn. Credit restrictions and wage restraint had been relaxed and various
government transfer payments increased, while public-sector demand for goods
and services remained on a strongly rising trend. At the time of devaluation
action was limited to a retightening of credit policy, including a rise in
Bank rate to 8 per cent., selective restrictions on bank advances and a
stiffening of hire-purchase terms. Cuts in public spending programmes and
increases in company taxation were announced for the fiscal year 1968-69.
In January 1968 much larger reductions in public spending were announced,
on both the military and civil side, thus making a substantial contribution to
reducing its rate of growth in real terms from 7% per cent, in the fiscal year
1967-68 to 1 per cent, in 1969-70. It was stated that the budget would
include significant further increases in taxation.

Expectations of higher prices arising both from devaluation and from the
forthcoming tax changes gave a further boost to consumer spending, which
rose at an annual rate of 12 per cent, in the first quarter. Even faster was
the rise in imports, which climbed by 8 per cent, in volume from one
quarter to the next and by 13 per cent, in sterling value. The general
atmosphere of currency distrust also encouraged active buying of equities,
including a large outflow into Australian mining shares. The situation on the
foreign exchange market, which had in any case remained unfavourable to
sterling since devaluation because of disturbances associated with heavy
speculative gold-buying, was aggravated by the increase in imports and the
outflow of portfolio capital. All these developments reached a crescendo in
early March, when the pound came under severe pressure and the authorities
drew substantially on the $1.5 milliard of new central-bank facilities made
available to the United Kingdom at the time of devaluation. When the gold
pool countries decided on 17th March to stop supplying gold to the market,
the support facilities for sterling were raised to bring the total of credits
immediately available (including the I M F stand-by) to $4 milliard.

The 1968 budget, presented two days later, increased taxes by amounts
estimated to yield £923 million in a full year. Corporation tax was raised
from 40 to 42% per cent. — as had been announced at the time of devalua-
tion — and a special one-year levy was introduced on large investment in-
comes. But the bulk of the increases fell on indirect taxation, with purchase
tax, excise duties, motor-vehicle duties and selective employment tax all
substantially higher. In all, these changes were estimated to reduce real
private consumption in the second half of 1968 2 per cent, below the level of
a year earlier. Legislation for continued restraint on money incomes and
prices was also proposed in the budget speech. In the year beginning July
1968 wage increases, apart from exceptional productivity agreements, were
restricted to a maximum of 3 % per cent., and dividends were also
limited.
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In the monetary sphere, too, further action proved necessary. Bank
lending to the private sector in the first half of 1968 rose by £765 million,
against increases of £235 and 410 million in the corresponding periods of
1967 and 1966 respectively. In accommodating lending on this scale, the
banks reduced their holdings of government securities much more than
seasonally. About late May the Bank of England moved to tighten credit
further. Previously significant omissions from the bank credit ceiling •—
export and fixed-rate shipbuilding loans — were now brought within the
ceiling, which was set at 104 per cent, of the November 1967 level, the figure
already reached in the case of the main domestic banks. About this time also
the Bank started to give less support to the gilt-edged market, allowing weak-
ness to be more reflected in the actual trend of bond prices and interest rates.

The numerous measures of policy adopted or announced between
November and May affected the course of demand and output in varying
degrees during the rest of 1968. As to demand from abroad, the expected
rise in exports was realised, helped not only by devaluation but also by the
exceptional buoyancy of international trade in 1968. For the United Kingdom
comparison with 1967 is complicated by the dock strikes in the autumn of
that year, which held back some exports until the start of 1968. But, making
rough allowance for this, the increase in export volume for 1968 was ap-
proaching 10 per cent., which is three times the average annual increase for
the previous decade. The rise was continuous throughout the year but was
fastest in the third quarter.

As to domestic demand, public-sector expenditure levelled off slightly
faster than planned. The increase on current and capital account together in
1968 was about 1 per cent, in volume. At the same time, private enterprise
investment in both fixed assets and inventories remained rather flat until the
autumn, when there was some pick-up. Private consumption, however, was
expansive. The exceptional spending spree of the first quarter, which pushed
personal savings well below their normal relationship to disposable income,
died away soon after the budget, and in the second quarter total consumption
in real terms returned to its mid-1967 level. Thereafter, however, an upturn
set in which persisted to the end of the year. In the second half of 1968,
instead of the expected drop in real terms of 2 per cent., there was an
increase of nearly 1 per cent, compared with the corresponding period of
1967. For the year 1968, private consumption was up 2% per cent, over 1967.

The revival of consumer spending after mid-year reflected at first the
movement of personal incomes, though it was again aggravated by a drop
in the rate of personal saving in the fourth quarter. Nominal earnings in
industry were up 2% per cent, on the previous six months and over 8 per
cent, ori the second half of 1967. This was partly due to increased hours
worked, but the more important factor was wage awards well in excess of the
3% per cent, target. Retail prices also rose substantially — by 2.2 and 5.6 per
cent, respectively over the same two periods, but more than half of this was
due to devaluation and tax changes. Wage increases of the above size were
not obviously due to general pressure on the labour market; indeed, average
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unemployment of 2.3 per cent, for 1968 was slightly higher than that for
1967. There was some rise in the number of unfilled vacancies, indicating
selective labour shortages, but total vacancies also remained well below the
peak figures of 1965-66. It was to be expected that the price increases
following devaluation would give rise to wage demands, particularly as devalu-
ation occurred only five months after the easing of wage restraint. But the
marked increase in industrial unrest reflected also union opposition both to
the continuation of wages legislation and, later in the year, to government
proposals for the reform of strike law.

The real gross national product rose in 1968 by 3 per cent., which
was considerably less than the growth in total final expenditure. The difference
reflects mainly an increase of 9 per cent, in the volume of imports of goods,
most of which occurred in the first few months after devaluation. The dock
strikes may have exaggerated somewhat the steepness of the rise at this time,
but their effect on imports was less than on exports. Later on the trend
flattened out. Gains in import volume in 1968 were 10 per cent, for industrial
raw materials, 16 per cent, for semi-manufactures, and 11 per cent, for finished
goods. Such large increases were rather surprising in the aftermath of devalu-
ation, even allowing for the fact that output was showing a cyclical recovery
and that this was the first upswing since the ending of the import surcharge
in November 1966. Stock-building, which can explain some comparable rises
in imports in the past, is not estimated to have been at an exceptional level
in 1968. And foreign suppliers generally did not hold prices down: import
unit values in sterling terms rose by 11 per cent, almost at once. While there
were special factors (such as speculative purchases of silver on non-resident
account) and while short-term fluctuations in the volume of imports are to
some extent random, its failure to fall back from the high level reached at the
start of the year suggests that the economy's preference for imported goods is
stronger than had been realised. If so, future export levels will also need to be
that much better in order to secure a lasting balance in the external accounts.

The high demand for imports was one major factor preventing an early
improvement in the trade balance in line with the growth of exports. The
other factor was a worsening of the terms of trade by 3% per cent., due to
a larger rise in sterling import prices than in export prices after devaluation;
on the 1967 volume of trade this in itself would have increased the trade
gap by nearly £200 million. The actual visible balance for 1968 showed a
deficit of £795 million, compared with £640 million in 1967. Against this, the
surplus on invisibles increased by £135 million and the outflow of long-term
capital fell by £80 million. The latter was due almost entirely, but the former
only in small part, to temporary factors, including the postponement of
interest and amortisation payments on the North American loans at the
year-end. With the errors and omissions item showing a turn-round from
positive to negative of £310 million, the total deficit to be financed below
the line was up by £250 million at £550 million. This deficit was, in effect,
covered by drawing in June the I M F stand-by credit of £583 million arranged
at the time of devaluation.
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Balance of payments.

Items

Merchandise trade (f.o.b.)
Imports
Exports and re-exports

Trade balance

Payments for US military aircraft . .
Services (net)

Current balance

Long-term capital
Official
Private

UK investment abroad
Foreign investment in the UK. .

Total long-term capital (net)

Basic balance, seasonally
adjusted

Basic balance, before
adjustment

Total balance

1967 Year 1st
quarter

1968
2nd

quarter
3rd

quarter
4th

quarter
seasonally adjusted, in millions of £ sterling

5,565
5,025

- 540

- 100
240

— 400

— 60

— 435
375

— 120

— 520

— 520

220

— 300

6,790
6,105

— 685

— 1 10
375

— 420

20

— 620
560

— 40

— 460

— 460

— 90

— 550

1,670
1,490

— 180

— 25
65

— 140

— 20

— 180
70

— 130

— 270

— 295

— 85

— 380

1,665
1,435

— 230

— 30
130

— 130

30

— 165
115

— 20

— 150

— 105

5

— 100

1,720
1,570

— 150

— 35
115

- 70

20

— 100
270

190

120

65

15

80

1,740
1,610

- 130

— 20
70

— 80

— 5

- 170
105

- 70

- 150

— 120

— 20

— 140

The management of sterling, however, was also complicated during the
summer and autumn by other factors. Firstly, overseas sterling-area countries,
concerned about possible future exchange losses, began to reduce the sterling
assets in their reserves. Consultations were started to limit the threat to
monetary stability of such conversions of sterling. After extensive discussions
during the summer, it was announced in September that a group of twelve
central banks and the BIS had agreed to make available to the United
Kingdom a medium-term credit facility (described in Chapter IV) of $2,000
million for the purpose of offsetting fluctuations in overseas sterling-area
sterling balances. In association with it, agreements were also concluded
between the United Kingdom and the overseas sterling countries whereby the
bulk of their official sterling holdings received a US dollar-value guarantee,
conditional in each case upon the country maintaining a minimum sterling
proportion in its reserves. The scheme came into effect late in September
and soon put an end to the diversification of the sterling area's reserves.

Besides the movement of these reserve balances, there was a large
outflow of private sterling funds during the year, especially during the
exchange-market crises in March and November. In addition, there was a
substantial increase in the sterling finance provided by UK banks for British
exports and for third-country trade, and to limit this to some extent the use
of sterling for the finance of trade between non-sterling-area countries was
banned after October. Altogether, gross claims in sterling on non-official
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holders outside the sterling area rose during 1968 from £794 to 1,041 million,
while liabilities fell from £656 to 537 million. There was also no incentive for
funds to return through the Euro-dollar market, as covered interest-arbitrage
margins between Euro-dollars and sterling remained continuously unfavourable
to sterling. This reflected the strong demand for Euro-dollars, coming partic-
ularly from US banks, as well as the weakness of sterling in the forward
exchange market. To meet the outflows that occurred, the Bank of England
drew heavily on its facilities with other central banks, and in addition the
reserves fell by £114 million over the year.

As the limited extent of improvement in the balance of payments and
the comparative strength of home demand became more apparent, additional
policy measures were adopted to rectify the situation. A substantial tightening
of consumer credit was announced at the start of November. Then, after the
upheaval in the exchange markets later that month, additional restraints were
introduced: purchase taxes and excise duties were raised by 10 per cent, and
credit restrictions were intensified. Bank loan ceilings were lowered from
104 per cent, of the November 1967 level to 98 per cent, for the clearing
and Scottish banks and 102 per cent, for other banks, to be achieved by
March 1969 — although fixed-rate export and shipbuilding credits under
state guarantee, previously included in the ceilings, were now once again
excluded from them on grounds of equity between individual banks. In
addition, an import deposit scheme was introduced for one year, covering
semi-manufactures and finished products. Importers were obliged to make an
interest-free deposit of 50 per cent, of the value of the relevant categories
of imports to the customs authorities for a period of six months. It was
estimated that deposits would build up to a level of about £600 million by
May 1969, contributing substantially to the tightening of liquidity. The com-
bined impact of the November measures, including the consumer credit
restrictions, was expected to reduce consumer spending by 1 per cent, in
the first half of 1969.

In debt-management policy, the aim of retarding monétisation of the
public debt continued to be emphasised. Nevertheless, in the fourth quarter
the non-bank public reduced its holdings of gilt-edged securities by £193 mil-
lion, bringing total net sales for the year to £207 million, compared with net
purchases of £286 million in 1967. The authorities allowed the selling of
gilt-edged to be partly reflected in market prices, and yields on long-dated
government stock, which had climbed gradually from 6.5 per cent, early in
1967 to 7.6 per cent in June 1968, rose to 8 per cent, by the year-end and
around 9 per cent, in May 1969.

The money supply in 1968 rose by 6% per cent., compared with 10 per
cent, the year before. Domestic credit demand declined only marginally in
1968; public-sector borrowing requirements dropped substantially while re-
maining on the high side, and those of the private sector increased some-
what. The lower rate of monetary expansion was, therefore, related to the
much larger absorption of domestic liquidity via the external deficit.




