
Britain on the brink
Richard Roberts looks back at the UK’s 1976 IMF crisis when the nation almost went bust
and draws some parallels with this year’s post-Brexit fall-out

“The prime minister, summing up the discussion, said the
government had always to keep in mind both domestic
opinion…and overseas opinion, since the confidence of the
markets was also of cardinal importance. The degree of
interdependence in the developed world was now such that
it was essential to have at least the acquiescence of the UK’s
partners in any action [it] might take. Defiance would not
do.” This is the report of a cabinet discussion that took place
on 26 November. No, not 26 November, 2016, but 40 years
before, when the UK was negotiating with the International
Monetary Fund for a much-needed $3.9bn loan. 
The 1976 cabinet – a Labour government under James

Callaghan – faced a current account deficit that was making
markets anxious, as well as raging inflation and rising
unemployment. But by far its most pressing dilemma was
that – if it failed to reach an agreement with the IMF – it
would lose control over the exchange rate. A steep fall in
the pound, the cabinet concluded, would have “implications
for prices and unemployment that could break the
partnership between the government and the unions”. 
The drama had begun two months earlier when Denis

Healey, the chancellor of the exchequer, was waiting at
Heathrow airport for a flight. Having been told that sterling
was on the brink of collapse, he hurried back to the
Treasury. There, he announced that the UK was applying to
the IMF for a record $3.9bn loan. For the next three months
the country was mesmerised. The IMF crisis became seared
in the UK’s political and economic consciousness. It was
seen both as the nadir in the country’s post-war relative
economic decline and as an economic turning point. 
The IMF crisis featured four intertwined strands: a

currency crisis; a debt crisis; the “curse of the sterling
balances” as Callaghan
called  the £5bn in
sterling reserves held
overseas, mainly by
central banks; and
heavily leaked, factional
jostling within the

governing Labour administration. 
The authorities decided that a lower sterling exchange

rate was needed to tackle the current account deficit.
Although the pound had floated in 1972, a target exchange
rate was sustained by intervention. A botched operation by
the Bank of England to manipulate the peg downwards had

triggered the onset of a run on the pound in March. Sterling
had been stabilised by a $5.3bn credit from the G10 central
banks but there was a catch – repayment was due on 9
December. 
The purpose of Healey’s IMF application was to

replenish the foreign exchange reserves to boost confidence
in the pound and to repay drawings on the central bank
credit. Without the loan,
the UK’s foreign
currency reserves would
be down to just $2bn
after the repayment –
much less than the $5bn
of “sterling balances”,
which were a legacy of
the pound’s historic reserve currency role. If another run
began, sterling could go through the floor, destabilising the
fragile international economy that followed the Opec oil
shock. That could have triggered drastic UK policy
measures, possibly including a “siege economy” of controls
and directions, or default, or both. “Goodbye Great Britain”
declared a Wall Street Journal headline. 
The government was running a large fiscal deficit to

sustain demand and employment in the recession that
followed the oil shock, meaning heavy borrowing.
Moreover, at various points in the future the country would
need to repay a total of $18bn of accumulated foreign debt.
But by autumn 1976 there was a “buyers’ strike” among
domestic institutional investors in government debt (gilts)
who were convinced that higher interest rates were on the
way – meaning a capital loss for existing bondholders.
Unsurprisingly, the international capital market was firmly
shut to UK borrowings. The Economist observed that the
government was “bust”. The IMF was the only source of
funds to replace the central bank credit. But borrowing from
the IMF was subject to “conditionality” – policy
adjustments to restore fiscal balance. This would mean cuts
in public expenditure and borrowing, for which Callaghan
and Healey would struggle to win the backing of cabinet
colleagues. But IMF-imposed discipline was just what the
markets and some ministers were pining for. 
An IMF mission arrived in London on 1 November,

checking into Brown’s Hotel, Mayfair, under false names.
The talks took six weeks, three times the usual period, and
featured an unprecedented personal intervention by
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Johannes Witteveen, the IMF’s managing director. But as
the negotiations came to a head, a majority of the cabinet
rejected the austerity package needed to meet the IMF’s
requirements, putting the loan in jeopardy – which would
have serious implications. 
The IMF had asked for cuts of about £3bn on total public

sector borrowing of around £9bn, which shocked many in
the Labour cabinet. Eventually, reality prevailed. The
growing likelihood of an IMF loan – with  fiscal and
monetary discipline the price – plus an increase in the UK’s

interest rate to a
record 15 per cent,
led to a shift in
outlook in the gilts
market. All of a
sudden, buyers
became keen to

invest. They knew the IMF loan would lead to an interest
rate cut and a leap in bond prices. The “buyers’ strike” 
was over.
The UK’s loan application was filed on 15 December –

six days after the repayment of the $5.3bn central bank

credit. In the meantime, sterling was
safeguarded by emergency swap
arrangements. 
The $3.9bn loan was approved by the

IMF executive board on 2 January, 1977.
The UK, now dubbed prudent by the IMF,
was able to return to the international
capital markets. On 24 January, the BoE
announced a $1.5bn seven-year
eurodollar loan from a syndicate of
international banks. Every UK budgetary
metric improved substantially in 1977,
reflecting adjustments made both before
and as a result of the IMF borrowing. In
the event, less than half of the loan was
drawn and repayment was made well
ahead of schedule. By then, sterling was
well on its way to becoming a North Sea
petro-currency, which posed a new
problem – not devaluation but
overvaluation. 
The IMF crisis was a watershed in

many ways. First, it changed public
perception of the need for policy change.
Second, it re-established control over the
public finances and national indebtedness.
Third, it was the UK’s tipping point in the
shift from post-war Keynesian economic
management to a monetary and supply-
side focus. It saw the defeat of the Labour
left’s programme of state controls and
trade protectionism, and featured the start
of privatisation through the sale of part of
the government’s holding of BP shares. It

also paved the way for a resolution of the sterling balances
problem. Indeed, it proved to be the trigger for sterling’s
transformation from a basket case to a petro-currency. 
And there are intriguing rhymes and resonances with

post-Brexit-shock Britain. Sterling depreciation is one.
Comparisons with previous runs on the currency suggest it
may have further to fall. Then there is the possibility of a
new paradigm shift – a reversal of the 1976 move to
monetary instruments and a revival of fiscal activism.
Others parallels include austerity and the public finances,
and Labour party wrangling between the left and social
democrats. Last but not least, there is the coincidence 
of the UK’s two referendums on participation in the
European project in 1975 and 2016 – had the former gone
the way of the latter, the IMF crisis might well have arrived
a year earlier.     
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