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v33nuary~March 1963

the British bovernment announced an expansionary budget whlch is

"‘d%to 1ove the economy to a four per cent per annum growth rate from the 2—1/2

:éntcannual average recorded since 1956. The 1963-64 budget deficit, pro;ected

- at £687 mlllion, would be the largest deficit since the Second World War, should 1tf

”aétually materialize,

The authoritles decided to adopt this major shift in domestic pollcy only

fafter the series of expansionary measures, which had been introduced plecemaal ove*
the. past glx months, had failed to reverse the deteriorating business s1tuat10nn They{
also deelded to assume the risks to Britain's balance of payments position 1nherent in
a vigorous domestic business expansion in spite of two episodes of appreciable_exchangeé
market pressnre‘on the pound since January: in late January and early Februaryg afte
tﬁe breakdowr: in Common Market negotiations, and in March, when commercial purchases cff
forwa:didollars were stimulated by a debate about the devaluation of sterling in the
LQnﬁéh financial press.

As a result, Britain lost reserves in exchange market operations in
February'and March--estimated to have been $300.million. These losses, which irduced
the Baﬁﬁ'of England to obtain $250 million in special dollar'credits from European

central banks were calculated as follows (in million of U.S. dollars):



Published Foreign cen- Estimated

change in tral bank market

reserves support , transactions
February - 67 50 117
March 17 200 -233
5 Total =50 25 -300

Source.  The Economist, April 6. 1963, p. 83,

On the domestic side, the latest economic indicators suggest that some recov-
ery in business activity may have already gotten underway prior to the April budget.

Unemployment, while still relatively high, decreased more than seasonally from

February to April: between March and April the seasonally adjusted decline in umn.y-
ment was 55,000 or about 0.3 per cent of the labor force. Industrial production rose v
by four index points in February from the low January level, despite continued bad
weather,

In the manufacturing field, domestic orders for machinery rose by about 10
per cent in Janusry and February. Demand for consumer durables has also picked up.
Automobile production has expanded steadily and has helped to restore steel production
to the highest level in twe years. In addition, Britain’'s exports were unexpected’y

strong in March: they reached an all-time high of B349 million (seasonally ad}usm.

compared with an average of 315 million in the preceding three months.

The British authorities recognize that a sustained business expansicn weuld
threaten the balance of payments if export sales do not expand rapidly encugh to offset
increases in imports; they have stated publicly that the United Kingdom is prepared, if
necessary, to make use of the I.M.F. stand-by credit or other international sources of
funds to bolster the pound in exchange markets should the need for such support beccme

evident.



Q3~
In addition, they recently took two steps to attract foreign private capital
g;,@a*Lonaan firancial markets. In mid-March, the Bank of England made use of its new

“super-penalty" Bank rate technique on loans to the discount houses to push up Treasury

2”"'hi11'Yieids1 Under the procedure which was introduced on January 3, the discount houses
# ,wéreurequired to borrow at 1/2:per cent. above:the 4 per cent Bank rate for fairly.large
'if,amounts on Tuesday, March 19. As a result, the auction rate on the 90-day bill at the
March 22 tender was 3.78 per cent compared to 3.40 per cent a week earlier. Secondly,
the Bank of England announced on April 19 a new Treasury bond offering with features
particularly attractive to foreign investors: the bonds are tax exempt for non-resident

v"‘»:"’.id‘ers and they will be available in bearer form.

In addition, the authorities have placed primary emphasis upon a voluntary
incomes restraint policy to keep British exports competitive. The Chancellor set the
maximum increase consistent with these goals at 3 to 3-1/2 per cent per annum; by
comparison, personal income in 1962 rose by 4-1/2 per cent. However, even at the lower
rate of growth in incomes, disposable incomes could grow faster in 1963 than in 1962

because of reduced personal income taxes included in the budget.

‘udget confirms major change in domestic eccuomic policy

On February 11, the Prime Minister announced in Parliament the termination
of the policy initiated by the former Chancellor of Exchequer, Mr. Selwyn Llovi wnich
sought to '"'make room" for exports by holding back domestic demand. Instead, Mr.
Macmillan committed the government to "seek to increase consumer demand 3§ a basis for
export demand." Prior to the budget, the government had introduced a sexies of stim-

ulating measures piecemeal during late 1962 and early 19630l/ But the domestic business

L1/ These measures are summarized in the Appendix to "Recent Economic Developments in
the United Kingdom: October 1962 through January 1963," dated Feb. 5, 1963.



‘ﬁﬁifaaﬁiﬂnziﬁfﬁkitain‘hadwcontinued to deteriorate up to the end of 1962 in spite of
tﬁﬁﬁaSeeﬁan?xaéitlical=measures,

| Kfﬁé?é:hastGEH‘Seﬁereeling”in the United Kingdom that, instead of igtrnducingfh
Egﬁhéséﬁgeaﬁures,cne at a time, the authorities should have moved faster in reflating the S
[fécoﬁomy;' Two factors explain the reluctance of the government to move faster., In*the

;ffirst place, the sluggish reaction of British exports during 1962 llmlted the w1111ng-

}zuens,of.the government to risk a rgpid increase in domestic demand. Only after a serxou
fdeterioration in the domestic business situation did the authorities finally decide to
~abandon the former restrictive policy. Secondly, the last expansionary budget (intro-
,y‘:’l’ciu,ced in 1959-60 to alleviate the 1958 recession) proved to be ill-timed. F,iscai,,LPO.
',feinforced a major boom in private £1xed*éapita1 formation. As a result, pricesjrose
‘steadily from the third quarter of 1959 through the year 1961, and a large balance of
payments deficit was recorded on current account in 1960 as a whole. |
This period of expansion ended with the restrictive measures imposed in July
1961 to defend the pound exchange rate; expansion of private investment also came'to
an end at this time. The authorities had continued to hope for rising exports“
(accompanying a further expansion in world trade) and personal consumption (to be

financed out of a boom in installment credit) to produce a further advance in domésti.

activity during 1962. By mid-1962, however, it had become apparent that these ex-
pectations were not going to materialize. In fact, unemployment continued to increase
steadily in the last six months of 1962 and early 1963, even after the series of |
stimulatory measures had been introduced.

The change in British policy was announced by the Prime Minis;er on Febfuary
11 after the negotiations with the European Economic Community had broken down and was

confirmed by the expansionary budget laid before Parliament on April 3. With the gcal




?ﬁ#i{éCﬁiéV§ng]anvannua1 4 per cent per annum growth rate, the Chancellor stated that
?ﬁthe;mxeaéary*s over-all deficit for the coming year was to be L687 million; the deficit

:jfﬁ@r‘1962?63;was only E66 million and for 1961-62 only k211 million. (See Table 1),

-~

Table 1. United Kingdom: Budget 1959-60 to 1963-64, fiscal year, April to March
(In millions of pounds)

1959-60 1962-63 - 1963-64
Estimate Actual Estimate Actual Estimate

Above the line

Revenue 5,325 5,630 6,798 6,794 6,839
. Expenditure 5,223 5,244 -6,365 -6,441 -6,929
Surplus or deficit (-) 102 386 433 353 - 90

Below the line

Net receipts or

payments (-) - 823 - 700 - 507 - 419 - 597
Borrowing requirements (-) - 721 - 314 - 74 - 66 - 687

S ——
——

The enlarged Treasury deficit comprises both additions to spending and tax
reductions. Expenditures for the coming year should expand by some k740 million,
l'Painly for housing and for expanding capacity of the nationalized electricity industry.
A number of changes in taxation were included in the program, including reductions of
E269 million in personal income taxes. The reduced income tax is estimated to be
equivalent to a 2 per cent increase in wages so far as disposable income of the average

industrial worker would be affected.

Exchequer will need to borrow again on the capital market

An important implication of the budget is its probable impact on British
securities markets. For the past four years, the Treasury has not had to borrow from

the banking system to meet its cash needs. Even in fiscal years 1959-60 and 1960-61,

when there was a substantial borrowing requirement, the Government acquired virtually



:ailwits’fgnds without increasing the public's holdings of marketable debt. (See Table 2,

xznvpafticﬁlar, there was no net increase in the banking system's holdings of Treasury
fﬂ,bills, However, the large proposed deficit for 1963-64 may well require that the bank-

~ ing system supply some portion of the Treasury's needs in the coming year.

k: §§§_the 1961-62 recession come to an end?

Economic data for the early months of 1963 suggest that the British economy
“had begun to recover prior to the budget from the slump which started in mid-1961.
Strong deflationary forces operated during the six months from October 1961 through

March 1962. (See Table 3:) A net increase in Government expenditure was too small .

offset the large drop in private capital formationm. However, the second quarter saw a

recovery of demand sufficient to offset the losses of the previous half-year. The

renewed spurt of activity in the second quarter (a sharp rise in personal consumption--

particularly on consumer durables, a recovery of inventory investment, and a steady

rise in exports) may have led the Government to delay expansionary fiscal moves (except

to reduce down-payment requirements on installment purchases of consumers durables),
However, the rate of expansion of inventory investment declined in the third

quarter. The downswing was intensified in the fourth quarter with a sharp decline in.

private investrment and a decline in the Government's current expenditure. An increase
in consumption expenditure cushioned this break in economic activity. The index of in-
dustrial production fell two points in October, a further three poiﬁts in December and
then six points to 106 (1958=100) in January. The January decline, however, may be

attributed in large part to the severe winter weather.



o Tﬁe’a‘sfm'y bills
' Total
, From nori-bank and
- foreigns
Bonds
Treasury
Total

3. Statistical discrep-
ancy

L., Total marketable
debt

II. Non-marketable debt
ITI, Total borrowing
IV, Other financing

.V. Total financing

fiscal year endl,

1962-63

1960a61 196162 Prelmnég 2

-4i8
121

-327

28
=341

270

n.a,

- 57
304
2h7

67

314

-306 - 63 137
=269 5 -118
-575 - 58 19
627 39
- 50 =238
577 -199 n.a,
2 n
L =252 n.a,
296 96
300 -156 N.a.
ol 367 w_
394 211 66

n.a,




Fourthl guarter 1961 through?aurt;h uarter 1962
M'llians of< ‘oundr tevaluati’ 1958 prices; seasonally adjusted)

1962
Jan.~ Apr. -~ Jul. -
9 _Mar. June Sept.
""}mmz INVESTMENT -4 +70 + 24
. Fixed capital formation - 41 + 12 - 3
Inventory investment -73 + 58 + 27
‘PER$ONAL CONSUMPTION -1} - 7 + 69 + 4 + 64
EXPORTS -10 - 5 + 48 - 8 + 1
GOVERNMENT EXPENDITURE ~17 + 36 + 16 + 7 - 32
Current: + 6 + 9 + 9 + 5 - 35 ,
Capital -23 + 27 + 7 + 2 + 3 .
TOTAL ~39 - 90 +203 + 27 - 68

Fragmentary statistics for the early months of 1963 point to a revivairof
business activity. N ~~  The index of industrial production rose from 106
in January tc 110 in February, in spite of continued unseasonal weather. Steel pro-
duction rose rapidly in February and again in March to the highest level in two
years. It was associated with an expansion in automobile production and in new

orders received by engineering industries. Unemployment began to decline in March

and April, and the number of unfilled vacancies increased. On the credit side, .:
bank advances increased from mid-December through mid-March much more than is usual
for’this time of year. In mid-February stock pPrices began to surge upwards in ex-
pectation of a strongly expansionary budget,

The likelihood that there was a turning point in the British situation in

early 1963 raises the question whether 1963 will be a repetition of 1959: that is,



-9-
111 anfgxpansionary'budget take effect just when private investment revives? The
ﬂcansensus~of published opiaion in Britain is that this is not very probable. On the
;_contfary,favFederation of British Industries survey for January suggest furtﬁer de-
 ,cline9 in private capital formation for 1963. Further declines in capital spending are
aiso expected in the steel industry, chemicals, textiles, and shipbuilding, according

to The Financial Times (April 11, 1963), added spending is likely only in the service

and in consumer goods industries (other than automobiles, which in 1961 completed major

investment programs) .

: ‘g weakness of sterling in early 1963

| Even without an immediate threat of demand inflation due to revived private
‘capital spending, the restoration of full employment and an accelerated growthrate for the
British eccnomy have obvious implications for the baldnce of payments. While no
pressure has yet been felt in the current account, sterling has been weakened by two
waves of speculation in foreign-exchange markets since January.

In the last few days of January, there was a brief run on the pound touched
off by the breakdown of the Common Market negotiations. The spot rate fell only from
280.53 cents to 280.35 ccnts, because there was substantial support given to sterling
by the British Exchange Equalisation Account. (See Table 4.)

There were also minor reserve losses in late February and early Mar-h, when
Spain and some Scandinavian countries shifted reserves ocut of sterling when, under the
new European Monetary Agreement, Britain removed the gold guarantee from sterling
balances held by other E.M.A. countries. The British government was itself responsible
for ending the mutual gold guarantee feature of the European Monetary Agreement, in
part at least because Commonwealth countries had been objecting to the preferential

treatment given to E.M.A. countries.
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Iable 4. United Kingdom: Selected Exchange Rates
: {In U. 3. cents per pcund)

3_.m0qfwd3
Premium Investment
Spot or Dollar Security
Rate Discount {-) Premium Sterling
Jan. 24 280.53 -0.60 7.00 279.63
30 280.35 ~0.93 9.50 279.88
Feb. 14 280.34 ~0.67 7.62 279.13
28 280.24 -0.79 8.75 279.13
March 8 280.08 -0.83 9.87 278.75
11 279.92 -0.93 10.25 278.75
13 280.19 -1.01 10.87 278.63
20 280.13 ~-1.31 9.62 278.50 . .
April 1 280.02 -1.31 10.87 278.50 e
15 280.14 -1.26 9.94 278.75
24 280.05 -0.86 10.06 279.38

Sterling also deteriorated steadily in the first half of March at a time when
the financial press was debating the pros and ccns of devaluation should the Goverament's
expansionary program create a balance of payments crisis. In particular, British im-
porters purchased dollars forward. This wave of speculation reached its climax on

March 11 and 12.

l The spot rate fell only from 280.24 on February 28 to 279.92 on March 11 r.

the forward discount on sterling widened and the covered differential ~n Trez - v hill
arbitrage increased to 0.62 per cent per annum in faver of the U. S. biil by =2id-Yarch.
To correct this situation, the Bank of England forced the disccunt market on March 19
to borrow at a rate 1/2 per cent abcve Bank rate; the effort was to make the Londeon
market more attractive to foreiguers without increasing the cost of credit within the

United Kingdom. This move was a success: the March 22 Treasury bill tender rate

jumped to 3.78 per cent from 3 40 the week befcre The covered advantage of I. .. owver
U. K. bills fell below 1/2 per cent per annum. Covered arbitrage movements .a Treasury

bills have been limited since then.



February and March.

4'  bé1ance,offggyuentaafavorabie

- The adverse balance of payments situation in the first quartéraéfﬁ

with the relatively balanced situation which prevailed in the fourth
yto,g,small deficit incurred furing the third quarter. (See Table 5.) T
ial institutions). Also, on a seasonally adjusted basis, the current account

bimproved by 1:55 million, due mainly to the decline in imports from the high ; rdﬁquarter

level.

One big question for 1963 is how the trade balance will be affectédib§fth¢
expansionary program. It is generally agreed that imports will rise as fullreﬁployment
is restored. Therefore, if a sterling crisis is to be avoided, the additionalfimQOtt biﬁ?
must, in the long run, be financed by an expansion of exports or by capital inflows.
The current trend in exports is difficult to assess as the figures for January and
g February were distorted by the U. S. dock strike and by the disruption to production
énd transportation by the severe cold weather. However, British observers have drawn
much encouragement from the unexpectedly steep rise of March exports to a record high,
(See Table 6.)

Table 6. United Kingdom: Foreign Trade
(In millions of pounds; seasonally adjusted monthly averages)

1962 1963
July-  Oct.-
Sept. Dec. Jan. Feb, Mar.

Imports, c.i.f. ~385 374 361 380 384
Exports and re-exports,;f.o.b. 332 332 320 335 361
Trade balance - 53 -42 <41 - 45 - 23




" in~mi111ons"of'p¢unds:

' rade balance
rvices and transfer payments
Total, seasonally adjusted
,,Seasonal influences
Tetel

. Leng»Term Capital

‘ﬁ.fPrivate Short- term Capital
~ Sterling liabilities to
foreign private:
~ Sterling area
Other

Miscellaneous
Total

2 D. Net Errors arnd Omissions
Surplus or Deficit(-)

Financed by:
« raordinary Aid

F. Sterling Liabilities to
Foreign Official
Sterling area
Other

G. Reserve Movements (increase-)
Drawing rights at IMF
Gold and foreign exchange

Total Financing

alance of Paf enzs3 Fourth Quarter 1961

Source: U, K. Central Statistical Office Economic Trends, March 1963,

have been rearranged by Federal Reserve Board SLaff.

1961 1962
T 1 5 N & i

961
-981
- 20
19
1
-8
e
7h

-k 9 42 6 28

37 -3 -- - 23 35

- 26 123 =2 7 10

~ 7 T9% T 13 = 10 13

- 21 80 -~ 15 87 = 2l

51 223 36 16 _ 8

- 28 - _— — -

6 -7 73 - 30 - 12

7 .12 - 26 ~ 20 1

<150 - 91 - 90 -196 2

8y - 18 7 230 5

- 51 223 ~ 36 - 16 - 8

Data




achieve price stability,

rise of incomes to between 3 to 3-1,2 fer cent per annum,

o

'm of the 2 to 2+1/2 pey cert figure which was put forth
ch during the hearings held érrﬁhe'é
fact that personal income rose by Le1/2 per cent ia 1962--a
1abor'markezsfmthe Trwexnmeéﬁ'is &o;efu}>that'£he uni;

t because reduced personal inceme taxes of the average




ed*to,the‘ptESslianebruary}. Furthermore, leaders of the 1

N om sfpolicy effective in individual industrial cases. A very hostilefreéc
'a~thﬁfﬁirst,N.I.C;’ recommendation on a wages-hours dispute. The N.I.C

the SccttiSh’builders?*#O-hour'week agreement would raise earningStby 9f'

hat the N.I,0."is really in a field in which it is irresponsible. It has ﬁé

-sponsibility for regulating relations in industry or defining the national int

During the first quarter of 1963, the index of weekly wage rates did not

increase. {See Table 7) This was the first quarter during which wage rates hav

eld steady since the third quarter of 1961. On the price side, wholesale priceé 
edged up one point between November and December of last year, but they have remaiﬁed
unchanged since then. Export and import prices each rose one point in January, leav-

ing the terms of trade unchanged.



United Kingdom:

. Iable 7.

.Sept. 107

Dec. 108

1963 - Jan. 108

. Feb, 108

Mar. 108

108

111

109

110

111

112

112

fgﬁieesﬂand;Wages

;Expart
Prices

101

102
102
102

103

103

103

103

104

105
105

105

Import

99

98

99

96

97

97
97
96
97

97

98

99

104

103

106
106

108
107

106

13
115

116

116

116

116






