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The 1976 IMF Crisis

The 1976 IMF crisis was a severe currency crisis which led the United
Kingdom to borrow $3.9 billion from the IMF, at the time the largest
amount ever requested. Capie argues that the crisis ‘stands out as a low
point in British economic life’." It has often been presented as a humili-
ation, with the British government having to bow to the IMF’s conditions
to receive this loan.”

The focus here will not be on this political crisis and the dealings with
the IMF. Rather, I will focus on discussing the causes of this significant
crisis. How did it start? Was it triggered by British policymakers them-
selves, as some have argued? Or was it accidentally triggered by them, after
trying to manage exchange rates down, as they had rarely done in the past?

In this chapter I use intervention data and new archival evidence to get a
picture of the Bank of England operations during the crisis. I focus on the
Bank of England, and not on the political drama unfolding following the
initial currency crisis. On the political crisis, many authors have done a
brilliant job describing the issue, with four full monographs on the
subject.’

Despite this large body of literature, there are still unanswered questions.
The most important being whether the Bank started the crisis at least
somewhat voluntarily. I argue that the crisis was not ‘natural’, so to speak,
and triggered by the Bank of England at the request of the Chancellor.

' Capie, The Bank of England, 742. % James, Making a Modern Central Bank, 32.

3 Kathleen Burk and Alec Cairncross, Good Bye Great Britain — The 1976 IMF Crisis (New
Haven, CT: Yale University Press, 1992); Mark Harmon, The British Labour Government
and the 1976 IMF Crisis (London: Palgrave MacMillan, 1997); Douglas Wass, Decline to
Fall: The Making of British Macro-Economic Policy and the 1976 IMF Crisis (Oxford:
Oxford University Press, 2008); Richard Roberts, When Britain Went Bust: The 1976 IMF
Crisis (London: OMFIF Press, 2016).
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Other accounts have shown this based on archival material. Here I use
quantitative evidence to show that the dollar purchase on the first day of
the crisis was different from any dollar purchase in the past. Statistically
speaking, it is unlikely that this crisis was just an accident. The Bank of
England wanted to devalue the pound. If the initial devaluation was a
policy success, the Bank rapidly lost control of the market and sterling fell
further than was desired.

During this crisis, the Treasury frequently instructed the Bank on
exchange rate management goals. Instructions were sometimes unclear
or contradictory. Needham even goes to say that the Bank was ‘kept on a
tight leash by the Treasury in its currency market operations’.* This was
not the case in other crises. In 1967, for example, the instructions were
clear and never changing: the Bank was simply asked to do its best to
prevent the pound from dropping in value. As we have seen in previous
pages, the Bank had discretion to do so. Here, because the pound was now
floating and no longer fixed, things changed. The Chancellor and the
Treasury were more involved in managing the pound on a day-to-
day basis.

Another contribution of this chapter is to show that the Central Bank of
Nigeria had nothing to do with the 1976 IMF crisis. In many (but not all)
previous accounts, it was argued that the Nigerian sterling balances were at
the root of the crisis. This was indeed a rumour circulating in newspapers
at the time. But evidence from the Bank’s archives shows that these were
nothing more than rumours.

WAS THE IMF CRISIS ‘NATURAL’ OR ‘MANMADE??

Sterling devaluations described in the previous pages of this book were
always either officially announced or happened without the intervention of
the Bank of England, which was fighting depreciation. Here the story is a
bit different. At the start, there was a view at the Treasury that sterling was
overvalued. The Bank broadly agreed with this view. A public devaluation
was not an option, as it would upset public sterling balance holders.” As
was the case before, a devaluation would also not protect sterling from
future devaluations. If there was a devaluation, it would have to look like a
natural market depreciation. The Bank nudged sterling into depreciation.

* Duncan Needham, UK Monetary Policy from Devaluation to Thatcher, 1967-82, Palgrave
Studies in the History of Finance (New York: Palgrave MacMillan, 2014), 97.
> Tbid., 94. The term devaluation is somewhat inadequate as sterling was officially floating.
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But that little push scared markets, unused to such a dismissive attitude
from the Bank regarding its currency. This triggered a proper currency
crisis. And before long, the Bank was trying to reverse a fall it had
itself initiated.

Part of the literature on the topic seems to think the manoeuvre was an
accident, even though a depreciation was wanted.® Or that it could not
have been on instruction from the Treasury, as the Chancellor and the
Prime Minister were against it.” Most accounts seem to agree that the
Treasury and Bank thought the pound was overvalued, but also that
the event on 4 March was an accident. The Permanent Secretary of the
Treasury, Douglas Wass, met with the Governor of the Bank on 1 March.
Wass explained that the Treasury had decided on a depreciation of
sterling.®

Burk and Cairncross argue that one of the reasons the fall in the pound
could not have been initiated by the Bank was that Wilson had been
against it.” The fall, they argue, was not ‘knowingly initiated’ by either
the Treasury or the Bank."® Wilson was planning to retire and did not need
a currency crisis. But as Needham points out, Chancellor Denis Healey was
hiding exchange operations from Wilson and the Cabinet. And the Bank
did indeed initiate the fall, as we will see. Needham writes that ‘Healey also
appears to have been playing a dangerous game with his cabinet colleagues,
assuring the Prime Minister that the pound would be held at $2°."" $2 was a
symbolic threshold that was broken shortly after the Bank covertly
devalued the pound.

Callaghan, the incoming resident of 10 Downing Street, was also not
aware of the exchange rate operations at the Bank. He later thought that it
was orchestrated:

The Chancellor and the Bank of England apparently agreed during February
1976 that the exchange rate of sterling, which was then about two dollars to the
pound, was unrealistically high and the Bank set out to edge it down, but the
manoeuvre got out of hand when foreign exchange dealers realised what was afoot,
sterling fell faster and further than was intended, and the Bank of England was
forced to spend substantial reserves to hold the exchange rate up.'?

© Wass, Decline to Fall, 179. 7 Burk and Cairncross, Good Bye Great Britain, 28.

8 James, Making a Modern Central Bank, 32.

® Burk and Cairncross, Good Bye Great Britain, 28.

1% 1bid., 29. Note that they did not have access to the archives when they wrote
their account.

"' Needham, UK Monetary Policy from Devaluation to Thatcher, 96.

12 Callaghan, Time and Chance, 414.
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Figure 13.1. Number of interventions by amount, September 1975-September 1976
Source: Dealers’ reports (C8).

While Callaghan is right that the manoeuvre eventually got out of hand,
it is not clear when. The Bank surely did not want to trigger the IMF crisis,
but, I will argue, it did want to trigger a sharp fall on 4 March.

Needham argues that the idea from the Treasury and the Chancellor was
that the Bank would cream off the market. The practice, which was often
used, involved ‘selling sterling on a rising market to replenish the
reserves’."> This would prevent sterling from appreciating too much. On
this occasion, however, the creaming off was much stronger than usual.
The devaluation was therefore manufactured by the Bank of England, and
not an accident.

The Bank had constantly been accumulating reserves since September
1975, building up to $2,253 million by the day of the crisis. But what is
really striking is the size of the purchase on 4 March. The Bank bought, on
one day, just about 10 per cent of what it had taken six months to
accumulate. The purchase of dollar on 4 March was fifteen times bigger
than the average purchase over the previous six months. Figure 13.1 shows
the distribution of the Bank’s operations for one year up to September
1975. Only one operation was a purchase of more than $100 million.

3 Needham, UK Monetary Policy from Devaluation to Thatcher, 94.
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The distribution shows that the operations of 4 March stand out by several
orders of magnitude.

Another way to understand the exceptional nature of that fateful day is
to compare it to all the operations the Bank did after the Second World
War. Comparing intervention data over time can be problematic. Inflation
plays a role. Because of inflation, interventions are generally larger in
nominal terms as time passes. But for transparency, I compare 4 March
with two samples. One sample includes potentially ‘larger’, later oper-
ations. And the other includes only potentially ‘smaller’, earlier operations.
Looking at all the interventions from 1952 to 1992, 3 March is 3.5 standard
deviations from the mean. It is the ninety-ninth largest purchase out of
9,586 intervention operations. These include purchases and sales. When
looking at the same figures from 1952 to 1976, it is the twelfth largest dollar
purchase from a total of 4,678 intervention operations. As many of these
operations occurred in 1971 around the fall of Bretton Woods, reducing
the sample to 1972 to 1976 makes it the second largest dollar purchase over
that four-year period.

These numbers show that the operation was exceptional in nature. The
purchase was unlikely to have been an accident by the dealers. They
wanted sterling to depreciate on that given day. This is corroborated
by the archival evidence presented by Needham that we will dive into
later on."*

UNFOUNDED RUMOURS

The literature has argued that the fall of sterling on 4 March was due in
part to sales from the Central Bank of Nigeria. Looking more closely at
archival evidence, this is untrue. Nigeria was an OPEC member, and
official sterling balance holder. It could at any point ask the Bank to
convert sterling balances into dollars. But in early March 1976, it did not.

The idea possibly started with Burk and Cairncross. They quoted The
Economist, which wrote that the market participants ‘feared that the Bank
was either selling pounds under instructions from an overseas central
bank, such as Nigeria, or that it was carrying out deliberate government

4 Tbid.; Duncan Needham, “Goodbye, Great Britain”? The Press, the Treasury, and the
1976 IMF Crisis’, in The Media and Financial Crises: Comparative and Historical
Perspectives, ed. Steve Schifferes and Richard Roberts (London: Routledge, 2014),
289-304.
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policy to make sterling cheaper’."” But Burk and Cairncross do not take a
stance on the article in The Economist and just present it as is. Most of the
later literature up to the present seems to have gone with this interpret-
ation, with only a few exceptions.16

The narrative goes that the Nigerian Central Bank had sold sterling to
the Bank of England. To rebuild reserves which had gone to Nigeria, the
Bank of England had purchased dollars on the market. According to the
narrative, this was in ‘accordance with normal practice’.'” But this makes
little sense. The Bank constantly tried to build reserves when market
conditions allowed. It did not link its purchases to previous operations
for third-party central banks. Reserves could always be rebuilt later, while a
currency crisis could never be undone with a few operations. The two
things had different time horizons. The focus was always on exchange rate
management first, reserve building second.

Let us illustrate this with an extreme example. Imagine that one day
before Black Wednesday, the Bank had sold dollars for sterling to the
Nigerian central bank. On Black Wednesday, the Bank’s main concern
would not be to rebuild its reserves according to the previous day’s sale, it
would have been to defend the pound. This is to say, reserve management
considerations came second to exchange rate considerations. Yes, the Bank
wanted to hold as much reserves as possible, but never at the cost of losing
control of the exchange rate. Reserves are just a tool to defend the
currency, not the other way around. Needham goes further. He argues
that this would go against an implicit pledge by dealers: “This was inter-
preted by currency dealers as the Bank selling sterling on a falling market,
something it was pledged never to do.'® Here I show that the Bank wanted
to devalue the currency.

The evidence that there were no sales from Nigeria is clear in the
archives. First there is no record in the dealers’ report of a sale of dollars
for sterling on 4 March 1976."° But there are on other days. For example,

Burk and Cairncross, Good Bye Great Britain, 30, quoting an article in the Economist of
13 March 1973.

For the story in one form or another, see Wass, Decline to Fall, 178; James, Making a
Modern Central Bank, 33; Roberts, When Britain Went Bust; William Keegan, Nine
Crises: Fifty Years of Covering the British Economy - From Devaluation to Brexit
(London: Biteback Publishing, 2019), 114; Atkin, The Foreign Exchange Market of
London, 126.

Wass, Decline to Fall, 178.

Needham, UK Monetary Policy from Devaluation to Thatcher, 96.

This in itself is not enough. The reports compiled by the Books and Statements section of
the Gold and Foreign Exchange Office might give additional information.
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on 13 September 1977, the dealers’ report reads ‘Nigeria —20’. This means
that the Bank sold $20 million against sterling from the Central Bank of
Nigeria. Such operations are common with holders of sterling balances. Just
a day following the start of the 1976 IMF crisis, one such operation
happened. The Bank sold $5 million against sterling from the Reserve
Bank of New Zealand. This was again recorded in the reports as
‘New Zealand -5".*°

The other piece of evidence comes from a special report by the Bank’s
dealers. The report aimed to take stock of the ongoing crisis. It was written
a few days after the crisis started. It reads:

On Friday 5th, after heavy selling during the morning the pound fell below the
psychological barrier of $2 in the early afternoon and weakened further in an
acutely nervous market when the cuts in m.Lr. [minimum lending rate] was
announced amid growing - but unfounded - rumours that Nigerian selling had
started the fall.*!

Other authors have already argued that Nigerian sales played no role,
but the reference seems to have stuck in the literature. In 1997, Hamon
quoted a Cabinet meeting where the Chancellor said that: “The Bank had
not intervened to bring the rate down and it wasn’t true that Nigeria was
selling sterling.** This we now know is untrue. The Bank did intervene.
The Chancellor, however, conceded that the “Treasury had allowed for a
fall of this size and there was nothing to worry about’.>> The Chancellor
would have denied intentional intervention in any case. It is likely that he
wanted the Bank to devalue the pound, but he did not want the Cabinet to
know his intention. This is in line with what Needham argues.”* In the
meeting, the Chancellor also affirmed that the Nigerian rumours were
unfounded. As shown, on this last point he probably told the truth. The
market slide was not a result of Nigerian sales.

Capie also bases his narrative on the dealer reports and notices that
there were no sales from Nigeria. He argues it was only a ‘City theory’
following a ‘political skirmish with Britain’.*> It was true though that the
Nigerian Central Bank reduced its position from £1.8 billion in early

2% While this sale put more pressure on sterling, it clearly was too small to have any
significant effect on the price.

Archives of the Bank of England, Foreign Exchange and Gold Markets (15th December
1975-16th March 1976), 17 March 1976, reference C8 (emphasis added).

Harmon, The British Labour Government, 134. Harmon takes the quote from Barbara
Castle, The Castle Diaries 1974-76 (London: Weidenfeld & Nicolson, 1980), 683-4.

2 Tbid. * Needham, UK Monetary Policy from Devaluation to Thatcher, 96.

5 Capie, The Bank of England, 743.
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1975 to £800 million around the time of the crisis.”® These operations
happened over a longer time span. They are not the direct cause of the
March 1976 crisis. Other sterling holders were also liquidating their ster-
ling holdings. Nigeria was not specific in that regard. But no holder did it
on 4 March, when our crisis was triggered.

RATE CUT AND FURTHER FALL

The following day, 5 March, the Bank lowered the Minimum Lending
Rate (MLR). The rate cut made the pound drop below the symbolic
threshold of $2 (Figure 13.2). The cut in itself probably did not surprise
the market. Interest rates were on a downward trend. What surprised
markets was that it happened the day after a large reserve purchase. This
certainly helped the pound drop. It was an endorsement of the fall in the
exchange rate.

UK-US interest rate differential

10

March 1976 rate cut

3 |
Oct Nov Dec Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan
1975 1976

Figure 13.2. Prime lending rate differential of main UK and US banks. Lower
differentials were likely to put more pressure on sterling (average monthly rates, for the
15th of each month).

Source: Refinitiv, references UKBANKR and USBANKR.

26 Ibid., 743.
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Figure 13.3. Intervention and exchange rate
Sources: Dealers’ reports for the intervention figure and Accominotti et al., ‘Currency Regimes’, for
the exchange rate.

The dealers were fighting a sterling depreciation following the rate cut.
They reported:

Yesterday’s pressure on sterling resumed the instant markets opened this morning.
Largescale selling, which built up across a broad front throughout the morning,
swept sterling past $2.00 by lunchtime despite sizeable official support, and left the
pound azt 31.5% effective depreciation [since 1971] at the close, a drop of 1.2% on
the day.”’

Instead of encouraging the rate to fall further, the Bank started selling
considerable amounts of its reserves to keep the pound from dropping too
fast. They needed to look as if they were stopping the fall. Not doing so
could have made things worse. Figure 13.3 shows that right after their
aggressive operation to make the pound drop (the positive vertical bar
pointed with an arrow), the Bank intervened to keep it from dropping. See
the negative values in intervention figures following 4 March. The goal was
to avoid suspicion. Needham quotes the notes from a meeting between the
Bank and the Chancellor. Healey said that his ‘instinct was not to intervene
further’ to make the pound drop as ‘the essence of a slide was to conceal

7 Archives of the Bank of England, Dealers’ report, 5 March 1976, reference C8.
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the authorities’ hand as long as possible’.*® This policy is visible in
Figure 13.3. The Bank spent large amounts of resources to stop the pound
from falling over the next few days. It spent $1.35 billion in two weeks,
which represented 20 per cent of its reserves.

The next Monday (8 March), pressure was still high. Sterling dropped by
a further 5 per cent in the first hours of trading. It was ‘the biggest drop
since the float of sterling in June 1972".*° The dealers wrote: ‘Sterling
suffered its largest ever fall in a single day.”° They continued: ‘The severest
pressure occurred in the first three hours, when widespread selling -
though with no evidence of any single large sellers — propelled sterling
down through 32.4% [decrease since 1971] when the morning effective rate
was published ... to an extreme of 33.8%. Intervention to defend the
pound did little to help. The Bank’s dealers wrote: ‘[B]ut as the dealers [on
the currency market] came to appreciate that the authorities were prepared
for stronger resistance at lower levels, sterling bottomed out at 1.9287.
Finally the Bank was gaining some control over the monster it had itself
unleashed. ‘Market regained a degree of poise’ they wrote on Tuesday, 9
March,” but the respite was short-lived, and on Wednesday they reported
that ‘the calm proved deceptive’.’® The Bank spent the rest of the year
trying to make the currency appreciate again. From 4 March until
November, the Bank of England spent a net total of $5.5 billion on the
foreign exchange market.

A few days later on 10 March, Second Permanent Secretary of the
Treasury D. J. Mitchell wrote to the Chancellor. The sterling slide the
Bank had manufactured was still secret. The letter reads: ‘while some
suspect that the recent lurch was a deliberate act, no one can prove it ...
we have just had a new demonstration of how much an unplanned burst of
pressure can achieve’.”> Burk and Cairncross cite articles in The Sunday
Times by Fay and Young. The articles had hinted at the possibility of a

8 Needham, UK Monetary Policy from Devaluation to Thatcher, 96 quoting a note of

5 March: ‘Note of a meeting held at the Chancellor of the Exchequer’s office’, archives
of the Bank of England, reference C43/779.

Roberts, When Britain Went Bust, ebook section 785, quoting an article an article from
The Times on 9 March 1976, ‘Bank Takes Action to Support Pound after Fall of 5 Cents’.
Archives of the Bank of England, Dealers’ report, 8 March 1976, reference C8. Also the
next two quotes.

Archives of the Bank of England, Dealers’ report, 9 March 1976, reference C8.

Archives of the Bank of England, Dealers’ report, 10 March 1976, reference C8.
Needham, UK Monetary Policy from Devaluation to Thatcher, 96, quoting D. ]. Mitchell,
‘Exchange Rate Policy’, 10 March 1976, Archives of the Bank of England, reference
C43/779.
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Bank manipulation. Another article in The Economist (quoted earlier)
hesitated between voluntary devaluation and Nigerian sales as a cause of
the drop.”* But no one knew for sure. The Treasury was celebrating this
victory while the Bank was more concerned. There was a rapid fall in the
currency.

THE CAT IS OUT OF THE BAG

From 4 March onward, for the rest of the year, the Bank was busy
defending the pound. The depreciation had worked too well. The Bank
spent two-thirds of trading days trying to make the pound appreciate
again. During only a third of the days was the Bank trying to make sterling
depreciate or accumulating reserves (Figure 13.4).>> Looking at this more
formally, I run a Bai-Perron break test on the Bank’s foreign exchange

100%
90%
80%
70%
60%
50%
40%
30%
20%

10%

0%

& 2 2
JCUNNCY Ué\

o
5

o ©
UG AN

N

© © © o
CUNECANIC AN 4

SRS S S

— Bulding reserves or devaluing the pound ... Defending the value of the pound

Figure 13.4. Percentage of days in a month with Bank of England sale and purchase
operations (thirty-day rolling average)

34 Burk and Cairncross, Good Bye Great Britain, 30, quoting an article in the Economist of
13 March 1973.

* In view of the context it was probably attempts at reserve replenishing rather
than depreciation.
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Table 13.1. Bai-Perron break test on Bank of England foreign exchange operations

in 1976

Dates according to Bai-Perron break test Daily average dollar operations
1 January-4 March 24 million reserves accumulation
5 March-28 April 67 million reserves sales

29 April-1 November 22 million reserves sales

2 November-31 December 18 million reserves accumulation

Note: the test breaks down the data into up to five periods to best fit the data.
Source: Dealers’ reports (C8).

interventions for the year 1976. This is a way to obtain a periodisation of
the data in an objective fashion. The break test works without human
decision and is based on the average values of each period. The results in
Table 13.1 highlight a period ‘before 4 March’. This pre-crisis period shows
average daily interventions of around $24 million purchases to try to
depreciate sterling. The pound was still on the rise. And then there is a
period ‘after 4 March’. This second period shows interventions to try to
appreciate the currency at around $67 million per day.® The Bank went
from being able to buy reserves, to being forced to sell reserves. The
intervention pattern is completely reversed after the event of 4 March.

Another way to understand what happened to the Bank is to analyse its
behaviour on the market. Figure 13.4 shows dollar sales (meant to support
sterling) and dollar purchases (meant to either devalue sterling or simply
build up reserves). The crossing point in the graph was reached in March
1976, after the Bank’s undercover devaluation. From this point on, the
Bank spent more days defending the currency than trying to devalue it.
And this was in large part its own doing. Its 4 March operation had
reversed the sterling bull run, or at least it reversed the trend more quickly
than without its action.

After 4 March, the Bank completely lost control of the market. The $232
million purchase led sterling to fall. But the $1.3 billion then spent in the
following eight days to potentially reverse the trend had little or no effect
(see Figure 13.3). Part of it was the fact that the devaluation operation

% The break periods over the year are as follows (with the average amount of intervention
in bracket): 1/01/1976-3/04/1976 (average of 24), 3/05/1976-4/28/1976 (average —67), 4/
29/1976-11/01/1976 (average —22) and 11/02/1976-12/31/1976 (average 18). Standard
setting with trimming at 0.15, maximum number of breaks at 5 and threshold signifi-
cance level at 0.05.
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Figure 13.5. Bank of England cumulative reserve accumulation, September 1975-
December 1976. September 1975 is used as a benchmark at the value of 0.
Source: Dealers’ reports (C8), author’s calculation of a cumulative sum of intervention figures.

surprised the market. But also a central bank is more credible when
spending domestic currency (which it has in infinite supply) than spending
precious limited foreign exchange reserves.

On 23 April, the currency again was under pressure and interest rates
had to be increased. The MLR was raised by 1.5 points to 10.5 per cent. It is
likely that this had a positive impact on intervention, as the Bai-Perron
breaks in Table 13.1 show. Interventions after the end of April 1976 were
on average lower than before that date. Monetary authorities had managed
to somewhat reassure markets that they no longer wanted sterling to fall.
The table also shows that the IMF loan finally managed to reverse the
reserve loss tendency. On average, after the IMF loan request in September
1976, the Bank was again able to build up reserves.

On 21 May, the Bank again had to raise the MLR rate to 11.5 per cent.
Figure 13.5 shows that from the secret devaluation on 4 March, the Bank
started to constantly bleed reserves. The small devaluation initiated by the
Bank of England transformed into a full-blown currency crisis. This does
not account for a counterfactual. What would have happened had the
Bank not tried to devalue sterling discreetly on 4 March? The timing
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shows that 4 March marked a complete reversal of trends. It led the Bank
to constantly lose reserves, eventually having to turn to the IMF. In fact,
at the peak of the crisis, on 1 November 1976, the Bank had lost $5,539
million to defend sterling on the market. This reserve loss of $5.5 billion

more than helps explain the need for the $3.9 billion financing that the
IMF loan provided.
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