bl b 177

le———t!
W«mm\.& .\..i..u_.m.»_. -1
byt ¥

L'

=90
4+
G930
g o7 ook

TR

aed 0] paLIdjey

e

0] palIdJay

e

0} palIdjey

areq

0) PaLIdJA

| blb) _1¢t

|
_
_

|
?ujo@ u,Zozouw

|

|

) LY

o ADB _n. “1\.. . | \







Published Papers

The following published paper(s) enclosed on this file have been
removed and destroyed. Copies may be found elsewhere in The
National Archives.

House of Commons Hansard 23/10/79
Exchange Controls Columns 202-214

House of Commons Hansard 16/05/80
Civil Service Manpower Columns 672-674
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You asked about exchange controls. I attach

a copy of the recent article in the Treasury
Economic Progress Report; and a couple of pages
of our standard background briefing on the
subject. I have sidelined the relevant passages.
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Ending exchange controls

When the last United Kingdom exchange con-
trols were removed two years ago in October,
1979, a period of 40 years of UK exchange con-
trols came to an end. This article looks at some of
the consequences of this step, in the light of two
years’ experience without controls.

Legal framework

Exchange control was introduced in the UK at the
outbreak of the Second World War to ensure that gold
and foreign currency were made available for the war
effort. The legal basis of the war-time control was the
Defence (Finance) Regulations 1939. In October 1947
these temporary regulations were superseded by the Ex-
change Control Act. The Exchange Control Act 1947 set
up a barrier between residents of the United Kingdom
and people resident outside the Sterling Area (known in
the Act as ‘the scheduled territories’). As the scheduled
territories contracted, the number of countries affected
by UK exchange controls increased. In 1979 the
scheduled territories consisted of the United Kingdom,
the Channel Islands, the Isle of Man, the Republic of
Ireland and Gibraltar.

There are now no UK exchange controls in operation.
However, the European Communities Council directive
of 21 March 1972 requires member states to be able to act
on capital flows without further enabling measures, in
order to prevent serious disturbances in the money
markets. The powers in the Exchange Control Act 1947
therefore remain on the statute book, and were amended
in the 1981 Finance Act to make them more symmetrical
between inflows and outflows.,

Controls before 1979

As a general rule, UK exchange controls applied only
to resident outflows (outflows of money paid by people
resident here). The main effect on non-residents was to
limit the extent to which they could borrow domestic
sterling.

Exchange control rules on direct investment (for inst-
ance, to finance purchase of factories and equipment
abroad) were not designed to prevent or restrict genuine

profitable outward direct investment projects, but were
concerned primarily with the method of financing.
Permission was usually given where the investment was
financed with borrowed foreign currency; but it was also
possible to finance overseas investment in other ways,
including using official exchange (to a limited extent,
where early benefits were envisaged), unremitted profits,
or foreign currency purchased in the investment currency
market. Abolishing exchange controls has removed the
requirement to arrange foreign currency finance. Inward
investment was generally welcomed as long as it was
financed in foreign currency or from non-resident
sources.

Investment currency

Overseas portfolio investment (in stocks and shares, for
instance) had to be financed either with foreign currency
bought in the investment currency market, or by borrow-
ing foreign currency against collateral equivalent to not
less than 115 per cent of each outstanding loan, in the
form of the securities purchased, together with any un-
utilised funds, ‘premium-worthy" securities and ‘invest-
ment currency’.

READERS' ENQUIRIES

Distribution enquiries

Copies of Economic Progress Report are lable from Publications
Division, Central Office of Information (COI), Hercules Road, London
SE1 7DU. Readers who receive their copies direct from COl are asked to
notify any change of address or of requirement,

Editorial enquiries

Communications about the contents of Economic Progress Report
should be addressed to the Editor, Information Division, HM Treasury,
Parliament Street, London SW1P 3AG,

@_Crown copyright, 1981. Extracts may be used, except for advertising, |
without specific permission provided that the source is acknowledged.
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estment currency consisted of the proceeds of sales by UK
rc‘nt.\ of overseas investments. Because there was a restricted
supply of this foreign currency it usually traded at a premium
over the official exchange rate. This investment currency pre-
mium was also known as the dollar premium,

Between 1965 and 1978 UK residents selling premium-worthy
foreign investments had 1o surrender 25 per cent of the proceeds
at the official exchange rate. These rules generally reduced the
profitability of investment in overseas portfolios. A further ad-
ministrative obstacle was that foreign currency securities owned
by a UK resident had to be deposited with an ‘authorised de-
positary’, (such as a bank, solicitor or stockbroker) ir] order to
stop the export of assets abroad in lieu of payment, which would
not have been permitted, and to ensure that sales of foreign
currency securities were monitored, to prevent them being illeg-
ally acquired and sold on the investment currency market,

Foreign bank accounts

Exchange controls made it illegal for UK residents to hold
foreign currency without permission, whether in notes or in bank
deposits. Residents were not allowed to maintain foreign cur-
rency bank accounts without permission and, if they bought
foreign currency to travel abroad, they were required to sell
currency not used for that purpose to an authorised dealer.
Permission was normally granted for foreign currency deposits
held as working balances. Emigrants were only allowed to take a
limited amount of money with them (before June 1979 the
allowances were £80.000 if emigrating within the EEC and
otherwise £40,000). Any remaining sterling assets could be taken
abroad after four years, Residents wishing to buy property ab-
road had to obtain permission,and, before June 1979 were re-
quired to buy investment currency to make the purchase,

A variety of other rules controlled residents with debts due
from non-residents: controlled advanced payments for imports;
restricted cash gifts to non-residents; restricted the holding of
gold and the export of sterling bank notes; and controlled the
positions which banks could take in the foreign currency
markets. UK residents are now free of all these controls and may
switch in and out of foreign currency as they wish (though, for
prudential reasons, banks are still subject 1o supervisory control
by the Bank of England). They may hold foreign currency de-
posits and notes and invest money abroad without any UK
official formalities,

Administrative savings

Exchange controls entailed a formidable amount of work,
particularly for banks and other financial institutions, but also
for companies and private individuals. The effort and resources
required to complete this work can now be used more produc-
tively. In the public sector about 750 jobs at the Bank of England
have been saved. A further 25 jobs have been saved al the
Treasury, and the work of Customs and Excise has bcen_sEmp-
lified. Eight staff at the Bank of England continue to administer
the after-effects of exchange controls but no staff are now emp-
loyed full-time on this work at the Treasury. .

Loss of information

Exchange control statistics provided a useful source of infor-
mation about overseas transactions but, partly because of the
need to.cover credits as well as debits, other sources of informa-
tion were developed. By 1979 only four important balance-of-
payments figures were dependent on exchange control sources:

@ Outward portfolio investment; banks and brokers have been
asked to provide information about transactions in foreign
securities, and information about other financial institutions
is available from existing statistical returns.

@ Borrowing and deposits abroad (by the private sector other
than banks); this information is now derived from banking
statistics of countries in the Bank for International Settle-
ments reporting area.

® Private transfer debits, such as payments to dependants ab-
road, migrants’ funds, legacies, cash gifts; various sources
including the Family Expenditure Survey provide usefu)
information.

@ Miscellaneous service debits, a collection of items including
commissions on exports, agency promotion costs and cop.
sultancy fees; information about these items is collected from
various sources including the Department of Trade's overseas
transactions inquiry.

Effects on capital flows

The removal of exchange controls provided UK residents with
an opportunity to increase the proportion of net foreign curren
assets in their total portfolios. As they do so, there will be both
temporary and continuing effects on the flow of new investment
abroad.

The temporary effect reflects a once-for-all increase in the
stock of overseas assets, as residents make up for low levels of
overseas investment in the past (‘the catching up’ — or ‘stock
shift’ effect).

. The continuing effect, which is likely to be much smaller,
arises as a higher proportion of new savings is invested abroad
(the *flow" effect), i

Catching up will not necessarily take the form of a direct
switch between existing domestic assets and overscas assets.
Many institutions may prefer to build up their holdings of over-
seas assets by investing a larger proportion of their new savings
abroad for a period, rather than by selling off domestic assets,
The share of new savings invested overseas may then be allowed
to fall back, when catching up is complete. Either way, however,
the early impact of abolishing controls on capital flows js unlikely
to be a good guide to the flows of overseas investment that will
continue in the longer term. :

1

Financial considerations

The amount of overseas assets that people resident here want
to hold is likely to be influenced by a wide range of considera-
tions, and it can be expected to vary considerably over time. The
most important are likely to be financial — the size of total
investible resources (wealth); relative rates of return on foreign
currency as compared with sterling assets (in sterling terms); and
the riskiness of different sorts of assets. Many capital flows
reflect purchases and sales of overseas financial assets (portfolio
investment).

The impact on capital flows of any investment in overseas
assets (‘real’, such as plant and machinery, as well as ‘portfolio’)
depends on how it is financed. If a UK firm builds a factory
abroad, and raises the necessary finance entirely by means of a
foreign currency loan, there will be no net effect on the capital
account of the balance of payments. Decisions about whether to
borrow sterling or currency will be influenced by general finan-
cial considerations — expected returns (the level of foreign
relative to sterling interest rates, allowing for expected move-
ments in exchange rates), and risk (including exposure to cur-
rency fluctuations).

e scale of outflows following the abolition of controls will
have reflected, in part, underlying financial conditions since
then. The abolition of controls has probably had a more pro-
nounced effect on capital flows so far this year, as foreign interest
rates rose and the dollar strengthened, than it did in 1980, when
UK interest rates were relatively high and sterling was in heavy
demand,

The capital account >

It is almost impossible to quantify the effects of abolition_from
the capital account statistics. We can only guess what would have
happened if controls had been retained. Capital flows are notori-
ously difficult to forecast. The problem is particularly acute for
1980 when the demand for sterling was affected by a number of
exceptional or new influences as well as by the ending of controls




BALANCE-OF-PAYMENTS FLOWS 1976-1981

£ millions, not seasonally adjusted (— means balance-of-payments outflow)

Capital flows directly affected by abolition of exchange
controls
Overseas portfolio investment
Direct investment abroad
Banks' external lending in sterling
Bank's net foreign currency borrowing
of which, borrowing to finance overseas investment
Total (i) to (iv)
Other capital flows
Capital account
Balancing item
Current account
Official financing transactions
Memorandum item: Residents’ foreign currency deposits
with UK banks (— means increase)

(na =not available)

1976 18977 1978 1979 1980 1981

1st
half

2nd
half

1st
half

2nd
half

1st
half

90 12 —1073 —292
—2145 —1885 —2740 —1503
—348 58 —b07 305
—106 364 —433 1389
165 550 835 495
—2509 —1451 —4753 —101
—564 5663 493 1549
—3073 4212 —4260 1448
326 3190 2185 1105
—881 —41 939 —1111
3628 —7361 1126 —1442

—617
—12B5
—107
236
—965
—1773
2502
729
—709
248
—267

—B848 —2110 —2470
—1797 —772 —1772
—B851 —1611 —1666
1083 835 —1371
na na na
—2407 —3558 —7278
2575 1916 2008
168 —1643 —5270
974 —1513 na
—387 3593 na
—755 —437 154
—895 —530 —272 —785 —685 —1973

—382 —775

— notably the UK's position as an oil producer at a time of
sharply rising oil prices, the Government’s commitment to a
tight monetary policy, and the ending of other direct controls on
banks' behaviour (the ‘corset’).

Interpretation is complicated by the fact that the exchange
rate has been determined by market forces. Changes in the
demand for sterling have therefore been reflected in changes in
its price (the exchange rate) rather than in the official reserves.
That means that the net position on capital account is not very
informative. If the authorities are not intervening in the foreign
exchange market, the capital account balance is simply a mirror
image of the current balance. In the short run, current account
transactions are very much less sensitive to the exchange rate
than capital flows. If the official reserves are unchanged, a net
deficit or surplus on current account must be financed by a
matching surplus or deficit on capital account, with the exchange
rate rising or falling until this result is achieved.

More detailed analysis of capital account transactions offers
some clues. Table 1 identifies the most important capital flows
previously affected by control. The large net outflows in most of
these categories are in striking contrast with the net inflows on
other capital account transactions, which are principally carried
out by non-residents.

Foreign currency loan repayments

The Budget of June 1979 gave permission for the early repay-
ment of foreign currency loans taken out to finance overseas
investment under the old regime. During the second half of 1979
almost £1 billion was repaid to UK banks and another £0.25
billion to banks and others overseas, out of a total debt at the
outset of several billions. These repayments were recorded as
long as exchange control permission was required for cash pay-
ment. Since October 1979 there has been no direct information
on these flows. However, it is known from other sources that
some institutions, such as investment and unit trusts, continued
1o make repayments during 1980, though on a much reduced
scale. Most of these currency loans will have been refinanced in
sterling. probably by bank borrowing.

Overseas portfolio investment

The abolition of exchange controls also seems to have had a
major impact upon overseas portfolio investment. The level of
investment did not apparently increase by very much to start
with, but reached very high levels during the second half of 1980
and the first half of 1981, running at the rate of over £4 billion a
vear. This could reflect statistical problems during the first half

of 1980. It is also possible that financial institutions felt the need
to build up expertise in new areas before committing a larger
share of their funds, and also that the high level of UK interest
rates and the strength of sterling immediately following the
abolition of controls made overseas assets relatively
unattractive.

Financial companies

The effect on the pattern of financial companies’ investments
has been marked, as shown by table 2. Investment and unit trusts
invested a large share of their portfolios abroad (25-30 per cent)
even before the controls were relaxed, much of it financed by
foreign currency borrowing. The figures for 1978 shown in the
lower half of table 2 are fairly typical of the pre-1979 situation.
After the ending of controls in the second half of 1979 the trusts
ran down their currency borrowing by nearly £0.25 billion and
increased their gross holding of overseas assets. During 1980
acquisitions of overseas securities continued at a higher level and
there were some further repayments of currency loans. As a
result. the share of overseas assets (net of currency borrowing)
in the total investments of these institutions rose from 24 per cent
to 31 per cent during 1980. This increase occurred despite the
capital loss implied by the rise in the exchange rate and the lpss of
the investment currency premium.

Table 2
OVERSEAS ASSETS HELD BY
FINANCIAL INSTITUTIONS

(i) Acquisitions of overseas assets by financial institutions
(£ millions) 1978 1979
Investment and unit trusts:

gross investments

net of foreign currency borrowing and

repayments 17
Pension funds 372
Insurance funds

1980

132 101 459

603
1,186
683

334
384
22

(ii) Holdings of overseas assets at market values
(£ billions, end of period market values,
including the foreign currency premium)
Investment and unit trusts: =

gross investments 2.8

net of foreign currency borrowing
Pension funds
Insurance funds

1978 1979 1380

38
3.6
1.5
1.3




Thgalipures for insurance companies und pension funds are
small@Frelative to the overall scale of their portfolios, but larger
in absolute terms. Comprehensive information on foreign cur-
rency borrowing by these institutions is not available, although it
is known that, before exchange controls were abolished, they
tended to rely mainly upon purchases of investment currency to
finance their overseas investment. Insurance companies (espe-
cially the life funds) have a smaller propensity to invest overseas
than pension funds — reflecting the nature of their liabilities,
which are largely fixed in nominal sterling terms — but both
types of institution made large purchases of overseas securities
during 1980. The share of overseas investments in the portfolios
of both pension funds and insurance companies rose during
1980, though the figures for 1980 are still highly tentative.

The sterling value of institutional investments overseas during
1981 will have been increased by capital gains resulting from the
fall in the sterling exchange rate, offsetting some of the exchange
losses scen during 1979 and 1980, The share of overseas assets in
institutional portfolios may, therefore, have increased consider-
ably from the end-1980 levels.

Foreign currency deposits

Another consequence of abolishing exchange control has
been the recent build-up of foreign currency deposits by private
individuals and companies. Between the third quarter of 1979
and mid-1981 the private sector acquired £3.9 billion of currency
deposits with UK banks, half of which were acquired during
1981. There has also been a smaller increase in holdings of
currency deposits with overseas banks.

The timing of this build-up, like that of portfolio investment, is
concentrated in the last quarter of 1980 and the first half of 1981.
Again, this may be in part because relative interest rates and
exchange rate expectations were unfavourable during the spring
and summer of last year. Unlike overseas portfolio investments,
foreign currency deposits are mainly held by industrial and com-
mercial companies.

The build-up of foreign currency deposits was offset at first by
higher foreign currency borrowing from UK banks. This was
running at a particularly high level during the first half of 198
perhaps encouraged by the ending of controls over repayments
of foreign currency loans. Since mid-1980, however, the net
effect of deposils and borrowing has been to switch residents
other than banks heavily out of sterling.

UK residents’_currency deposits (and advances) with UK
banks do not affect the balance of payments directly, because
overseas residents are not directly involved in these transactions.
But usually the funds are then lent on to another customer —
typically an overseas bank — so that the UK bank simply acts as
an intermediary between UK residents and overseas residents.
The transaction will then be reflected in a change in the banks’
net external foreign currency position (which is a balance-of-
payments item). Although UK private residents were switching
out of sterling during 1980, this was offset by a bank switch in the
opposite direction and the banks’ net external position changed
in a direction favourable to sterling.

External bank transactions in sterling

Sterling bank lending to overseas residents has also grown
strongly since 1979. Well over two thirds of this lending has gone
to banks operating overseas, either overseas offices of the re-
porting bank or unrelated overseas banks. This lending has been
partly reciprocated in the form of deposits placed by these banks
with UK banks (although this accounts for only about half of the
total increase in overseas sterling deposits in the last two years).
Ending exchange controls seems principally to have had the
effect of developing the links between the UK inter-bank and the
Euro-sterling markets. The gross figures, therefore, greatly
overstate the net effect of this lending on the balance of
payments.

Outward direct investment

There is no evidence of a change in the pattern of overseas
direct investment. The implication is that exchange controls had
very little effect on the level of direct investment itself, as indeed

4

had always been thought probable. But the liberalisation of the
rules regarding the financing of these investments has probably
led to a net balance-of-payments outflow. As noted above,
during the second half of 1979 about £0.75 billion of currency
loans previously taken out to finance direct investment was
repaid.

The Bulldog market

Non-residents are now beginning to raise sterling by issuing
long-term bonds on the London market. The Bank of England
organises queuing to ensure that the market is not flooded with
issues. The market in these bonds is known as the Bulldog
market and is comparable with the Yankee bond market in New
York. Since July 1980 there have been eight Bulldog issucs,
totalling £405 million.

Other effects

Other effects of abolishing exchange controls are even less
easy to quantify. Over the past two years the exchange rate has
probably been somewhat lower than it would otherwise have
been — though it is not possible to disentangle the separate
contribution of ending controls from all the other influences on
the rate over this period, The counterpart to the increase in
residents’ demand for overseas assets is a fall in their demand for
a wide range of UK assets — including, probably, money. Rela-
tive interest rates, as well as, possibly, the general level of
interest rates, may be somewhat different as a result, though
again it is impossible to say by how much, In the future,'a higher
stock of overseas assets will yield income from abroad which may
help to offset some of the effects of declining oil revenues on the
UK's balance of payments and national income once oil produc-
tion starts to decline. Most difficult of all to quantify, but no less
important for that, a long-standing barrier to the efficient work-
ing of financial markets has been removed.

Treasury Working Papers

The series of Treasury Working Papers was launched in 1978
and forms part of a wider set of working papers produced by the
Government Economic Service (GES). The more recent Treas-
ury papers are as follows (the numbers in brackets denote the
number in the GES series):

No.9(22) The Test Discount Rate and the Required Rate of
Return on Investment (Proceedings of a seminar
held at the Civil Service College, Sunningdale, in
June 1978).

The Treasury World Economic Praspects Model
by Stephen Davies,

Public Expenditure 1977-78: Outturn Compared
with Plan by Carolyn Jutsum and G Walker.

An Econometric Model of Manufacturing Invest-
ment in the UK by Charles Bean.

Public Expenditure 1878-75: Outturn Compared
with Plan by Valerie Imber.

The Economic Effects of a Shorter Working Week
by Richard Allen.

Simulations on the Treasury Model by Colin
Mowl.

Public Expenditure 1979-80: Outturn Compared
with Plan by Valerie Imber.

Money and Prices: A Simulation Study using the
Treasury Macroeconomic Model by Peter
Richardson.

The Role of Money in Determining Frices: A Re-
duced Form Approach by Simon Wren-Lewis.

No.10(25)
No.11(28)
No.12(29)
No.13(31)
No.14(33)
No.15(34)
No.16(40)
No.17(41)

No.18(42)

Copies of Treasury Working Papers are available subject tp a
handling charf;e of 50p per copy, and cheques, money and
postal arders for this amount (made payable to HM Treasury)
should be sent with the order to Committee Section, HM Treas-
ury, Parliament Street, London SW1P 3AG.




their portfolios in London and in sterling securities: and are
therefore comparable to UK portfolio investment overseas. And
in part the inflows reflect London's role as an international
financial entrepot, accepting deposits from surplus countries
and on-lending to deficit countries. The more of this business
that can be profitably done in London the better.

5y Overseas investment replaces domestic investment

The Wilson Committee concluded that it is the price of finance

in relation to expected profitability which is th% E%jor
constraint on real investment at present. Nothing/has happened
since the report was published suggests that they were wrong.
Trying to stop outflows in order to force money into unprofitable
projects will not benefit anyone. '

7 Why were new exchange contrcl powers included in Finance Bill
The powers included in the Finance Bill will enable us to control
inflows more simply and effectively if that is ever necessary.

8. In what circumstances might wew—exchange control powers be

: needed
-§ﬁ£%ﬁwjﬁpntrols might be needed if, for example, there was sudden
very étrong pressure on the exchange rate, expected to be temporary,
which was due to a major external crisis.

9. Why keep statutory powers to impose exchange controls

We are required by the European Communities Council Directive of
21 March 1972 to be able to act, where necessary, on capital flows
without further enabling measures; and for this purpose we need to
have powers already on the Statute Book.

10. Are further changes in exchange control law planned

We have no immediate plans for more legislation on exchange control.
The subject is a complicated one and before making further proposals
we should want them carefufg§yg&t within the limits of available
staff.




11. Savings in exchange control administration

About 750 jobs at the Bank of England and about 25 jobs at the
Treasury came to an end with an annual public expenditure saving
of about £15 million; and the work of Customs and Excise was
simplified. A considerable administrative burden on banks,
companies and private individuals has been lifted. The effort
and resources required to deal with exchange controls can now

be used more productively.

12. How many people still work on Exchange Controls

8 staff at the Bank of England are concerned with residual work
on exchange controls. After next month no staff will be employed
full time on exchange control work in the Treasury.

[Interest—rates-ave-covered-in more detail in~the Newens—Fg/.




PRIME MINISTER

EXCHANGE CONTROLS

There are many persistent rumours in the City that exchange controls
are about to be reimposed. It is difficult to trace the reason or
source of such rumours, but it seems likely that they are to some
extent associated with the conjectures about the possibility of our
joining the EMS.

I believe that these rumours have been very damaging in many ways.
They have undoubtedly affected our funding programme. There are
also persistent reports of large sums being sent overseas, in
anticipation of some measures similar to those imposed in France.
There are also latent and much less defined fears of the re-
introduction of credit controls. I have, however, not been able
to trace any of the effects of that particular rumour.

)
I think it is very important to scotch these rumours as soon as
possible. There is a very considerable problem of credibility.
Whatever may be said will be interpreted with large pinches of
salt. One particular measure may be effective, that is if the
Government announced that they were definitely going to repeal the
Exchange Control Act of 1947. This Act provides the legislative
basis for exchange control and, for various reasons, has not been
repealed.

WJ{-“' CEL nnley.
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From the Private Secretary 14 September 1981

As you know, the Chancellor and the Governor called on the
Prime Minister late this morning to discuss interest rates and
the exchange rate. They were accompanied by Sir Kenneth Couzens.

Titaart,

The Chancellor said that towards the end of the previous week
he had become increasingly concerned about the fall in the exchange
rate. It had continued to fall this morning; and at noon the
effective rate was 86.6, which was below its level at the time of
the General Election, and the DM rate was just over 4.21. These
rates compared with 98.6 and 4.66 respectively on Budget Day. He
and the Governor now believed it would be appropriate to raise
the undisclosed interest rate band - probably by 13% - with a view
to bringing about a 2% rise in base rates. This was partly with
a view to arresting the fall “in the exchange rate; but it was
also justified to some extent by the domestic monetary situation.
The latest money supply figures and their medium prospects, and
in particular the strength of bank lending to the personal sector,
were a cause for concern.

The Governor explained that sterling had been weakening for
several months, but the fall against the DM had accelerated over
the last few days. One reason for the decline was the widening
of the interest rate differential between sterling and the dollar;
another was the weakening of o0il prices, which particularly favoured
the DM. He supported the Chancellor's view that, on both exchange
rate and domestic monetary grounds, a 2% rise in base rates was
required.

The Prime Minister said that, if interest rates were to be
raised at all, the increase should be sufficient to achieve a
steadying of the exchange rate. She therefore agreed with the
proposal that the undisclosed band should be raised so as to bring
about an increase in base rates of 2%; anything less would be likely
to be insufficient. The Prime Minister went on to say that recent
developments on the exchange rate front raised the question once
again of whether the UK should join the EMS. She hoped that the
. Chancellor would reconsider the options. The Chancellor said that
. he was already looking at this question, and he hoped to be in a
. position to advise the Prime Minister further before he went away
later in the week.

I am sending a copy of this letter to Tim Allen (Bank of England).

AL Ui 2

’F—\M
John Kerr, Esq., , lﬂ“
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Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000
14 September 1981

s
T. Lankester, Esq.,

Private Secretary, '%{
10, Downing Street ﬁ

T

EXCHANGE RATE AND INTEREST RATES

As you know, the Chancellor discussed the exchange rate situation
with the Governor this morning. Although the situation was put
to the Prime Minister later this morning, and the decision has
now been taken, you may like to know for the record a nete of

the arguments and their presentation.

The Governor said that thé external arguments for raising interest
rates were now very strong. The fall in the exchange rate had
persisted over many months: in view of the inflationary impact
it was noW necessary to act. Intervention along would not be
enough. We now needed to do more on interest rates than had been
agreed earlier in the summer, when the external situation had not
seemed to call for a rise in bank base rates, and the prospect

of lower American rates seemed both stronger and more likely to
be sufficient. The rapid fall of sterling this morning added to
the force of these arguments. The key figures are as follows and
a fuller table is annexed.

)

Election Peak Today % change since

day . Election Peak
day

Effective 86.7 105.6 . SRR -18.0
(28 Jan '81)

£/9 2.08 2.47 . -14.,6 =284
(24 Dct '80)

£/0M . 507 +5013 G
(16 Feb '81)

Domestic monetary arguments pointed in the same direction, though
here the situation was less clear-cut. The most threatening
element was the rapid increase of bank lending particularly for
housing. But it was also right to be cautious in view of the
statistical fog generated by the Civil Service strike which would

/continue
SINER SR =S
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continue to distort the CGBR and hence the £M3 figures for months
ahead.

Treasury officials agreed with the Bank's analysis on both
external and domestic fronts.

The Governor therefore proposed that the undisclosed band for
very short term interest rates should be raised, from 11%-13} per
cent to 13-15 per cent. This rise of 13 per cent was likely to
lead to a rise of 2 per cent in bank base rates and a similar
rise in mortgage rates, though the extent of these changes was
uncertain.

The Chancellor agreed with the Governor's proposal, which he
recognised was given with reluctance in view of the impact on
the recovery of the economy and the obvicus political difficulties.
But as you know the threat to the Government's inflation strategy
is in the Chancellor's view too great for inaction on interest
rates to be a tolerable option in current circumstances.

!
Although there will be no announcement of the kind familiar when
MLR was in use, it will of course be apparent that the rise in
interest rates is being brought about by the authorities' action.
The briefing which has been prepared will say that the action
has been taken primarily in response to the external situation,
but that in view of the rapid expansion of bank lending and of
the obscurity surrounding the monetary figures as a result of
the effects of the Civil Service strike which will continue for
months ahead, a rise in interest rates will also be in line
with the appropriately cautious conduct of domestic monetary
policy.

I am sending a copy of this letter to Tim Allen at the Bank.

J.0. KERR
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INTEREST RATES
JOINT NOTE BY HF AND EF

There is now a strong case both on domestic monetary grounds and on
exchange rate grounds for a rise in short term interest rates. The
HF and EF sides of the Treasury are agreed on this and for logistic
reasons we are letting you have: this note in advance of Mr Ryrie's
Monthly Monetsry Meeting with the Bank early next week, We think
you will need & meeting with the Governor which will only be possible
in the first three days of next week. If there is no decision then,
it may not be possible to get one before the end of the month. We
cannot yet say how the Bank's thinking has moved since the August
monetary meeting, but this note will give you more time to consider
the issues. The key points are summarised below.

Domestic Monetary Policy

2. The key points are:-

8. the prospects for hitting the monetary target have
looked bad since the weakening of the exchange rate
end the last forecast in the summer;

despite the decisions in July and early August to
allow upward movement in very short market rates,
bank base rates have not changed and in the last
month market rates have come down somewhat;
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the August monthly meeting concluded that a strong
case could be made in favour of a rise in interest
rates but that the interest rate band should be

centred on 124% so that the launch of new monetary

arrangements would not be essocisted with a rise in
interest rates;

the £M5 increase in banking August and the continued
rapid expansion of bank lending were bad signs. We
no longer claimed that the underlying growth rate was
within the target range;

we expect the rapid growth in berk lenting particularly to
persons, to continue. The Civil Service strike will

add to the CGER for banking September and October. '

The new % months forecpst (see ennexed table) shows

high monthly increases in £M3 and rising cumulative
figures for these months in both recorded and underlying
terms. Banking November looks better but even after

that we expect the cumulative underlying growth to be at
an ennual rate of 13%. The actual growth for February

to November (not at an annual rate) would be about 92%.
wnat would mean that any further growth in underlying
terms would teke us over the top of the target range.

The size of the effect of higher interest rates on monetary
growth is uncertain. But on the basis of such figures in-
action on interest rates would be incompatible with the
Government's moretary policy in substance and this would
become increasingly apparent to commentators and markets.
It could not be explained either by reference to the
exchange rate (see below) or by the movement of most other
monetary aggregates;

we are making no net debt sales at present. A rise in
interest rates would help partly because it would signal
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adherence to the monetary policy and partly because
it would provide cover for raising the yield on
conventional gilts.

The FExchange Rate

3. The key points are:-

over much of the period since the budget the exchange
rate has been felling; we have allowed the exchange
rate rather than interest rates to take the pressure.
The forecast at the time of the budget was for an
effective rate remaining more or less steady throughouf
1981 at eround 100. At the end of lMay the effective
rate stood at 9, the £/F rate at 2.08, and the £/HMI
rate at 4.82. Bince then the rate has come down in a
series of falls, first egainst the dollar and more

recently against the continental currencies:

Jan 1980 10 Mar 1980 1 June 1 Jul Au
(Close) (Close) (UIoseE (Close)

Effective 100.2 98.6 98.3 935.1 91.5

£/8
&£/Drl

|

e

2.38 2.21 2.06 1.90 1.81
5.02 4.66 4'80 4160 4.55

the oil factor which earlier had insulated us against
external pressure has clearly been moving against us,
and the current account may have been in less gross
surplus than earlier in the year;

there has been an undertone of sentiment against sterling,
with uncertainty about the direction of UK economic
developments, and how to interpret those figures that
have been available;

at the same time, the interest rate differentiel between
sterling and the dollar has widened from around 2-231%
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(three month rates) in the period immediately
after the budget: it has been sround 41-5% in
recent weeks. Others who have been vulnerable,
like the French with their EMS commitments, have
been unable to ignore this rising differential,
and had to raise their interest rates some time
agoj;

the rate is now below the level assumed for 9%
inflation factor you have broposed for public
expenditure in 1982/83. That was based on a forecast
effective rate through next year of just under 90.
Were the rate now to fall much further it must
increase the difficulty of containing spending
within the increasse proposed;

it would be unwise to expect that a modest rise in
the unannounced interest rate band would have a marked
effect on the exchange rate, or even prevent further
falls, given the nature of the factors at work. But
it might be expected to exercise a helpful influence
in the short run, which could be more long lasting if
it were taken as a sign of the Government's resolve.

Method of Raising Interest Rates

4. We envisage that en increase in rates would be achieved in the
normal way = by reducing the scale of the Bank's money market
intervention and raising the rate at which it operates (by at least
1%). It would nonetheless be clear that the authorities had decided
to raise interest rates since this could not be represented as a move
in line with market pressures. The rise in base rates, and perhaps
also in long rates, might be higher than the rise in the Bank's
intervention rate.
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Other Factors

5. We shall be meking a substantive recommendation on interest rates
after discussion with the Bank early next week. In the meantime you
will wish to consider the ¢ & s e for higher interest rates from the
point of view of the Party Conference and of the public expenditure
discussions on 20 October. Those who are critical of the present
strategy may have their views about its costs strengthened by an interest
rate move, but those who support the strategy will be heartened by clear
action and to them the need for public expenditure cuts will be
highlighted.

VS

N MONCK
11 September 1981
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MEASURES TO REDUCE THE EXCHANGE RA

You asked us to look again at the possibility of introducing inflow
controls or discouraging inflows by fiscal means; and Mr Wiggins'
minute of 5 February to Mr Ryrie about Industrial Assistance and
Public Expenditure Priorities also asked about the case for
intervention in the foreign exchange markets as an alternative to
the bids for extra public expenditure that are emerging in a
number of areas as a consequepce of a high exchange rété.

Exchange Rate Developments

2. A natural starting point is to look at recent movements in the
'exchange rate and the influences at work. On its new basis the
effective rate had risen from an average of around 100 during the
last quarter of 1980 to 105 by the end of January. By today

(16 February) it has fallen back to 103 (79% on the old index).
There is some evidence that January is usually a month in which
sterling is strong; and it was obviously buoyed up by the strong
current account in that month, which produced a record surplus.

3. During this period the dollar has risen strongly and from a
peak of $2.43 on 6 January the sterling rate has fallen this morning
to $2.25 (-73%). But the traditional "see-saw" has operated and

we have risen against the EMS currencies; they have taken the

brunt of the dollar revival. The DM has fallen against the &

1
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from an average of 4.55 during the fourth quarter of 1980 to around
5.05 now - a 12% fall, over a period in which DM interest rates

have risen in relation to sterling rates.

4. The major development of recent weeks has been the dollar surge
and the weakeness of the DM. It has had little or nothing to do
with sterling or sterling interest rates. Exchange markets have
been giving less weight than in the past to relative inflation
performance and more weight to current account performance,
possibly linking current account performance and trends with
structural ability to cope with adjustment to high oil prices

and uncertain supply. On this test Germany has so far come out
badly relative to Japan as well as to the United States (or: the
UK). Exposure to events in Eastern Europe counts as a further
structural factor against the DM in present circumstances. It is
a major question for the international economy (and also for the
European Community) whether in the second half of 1981/first half
of 1982 the Germans can turn this round. Relative US and German
interest rates may also have been a factor, and German complaints
to the US may focus on this. But as usual the impact of interest
rates seems very uncertain. Despite several billion dollars worth
of intervention (about $1 billion last week) by the Germans,
Americans and French, the DM has fallen from an average of 1.91

in the fourth quarter of 1980 to 2.24 to the dollar now (- 17%).

5. The fall in sterling against the dollar costs us oil revenue,
expressed in sterling, but helps important sections of UK industry
(eg Rolls Royce, British Aerospace). However, many small UK
exporters, as well as larger organisations such as BSC, are

* particularly sensitive to the £/DM rate. For the future,
depending on how the German economy performs later in 1981, this
fall could possibly reverse itself, in the same way as the similar
fall in the Yen that took place in 1979 was reversed in 1980.

And as we have said before, as UK interest rates come down this
may stimulate capital outflows and overseas borrowing in the
sterling market (both made possible by the ending of exchange

o
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controls) to a point where they come to have a stronger impact on
the sterling rate. A weaker oil market, if it persists, may also

have an effect.

Intervention

6. There is nothing in this analysis which would lead me to

see merit in or to recommend resort to intervention as an
alternative to public expenditure. Although statistically it

does not add to the PSBR, intervention has of course a similar
impact on £M3 to an increase in public expenditure. The Government
has to borrow sterling to acquire foreign currency assets for the
reserves. But intervention is a form of expenditure where - because
of the way the foreign exchange marekts work - a very great '‘deal
indeed can be spent with little or no effect, particularly if it

is not combined with changes in other policies including cuts in
interest rates. As you have often reminded the House, in 'the course
of 1977 the then Government fspent" over £7 billion trying to
prevent the £ from rising and reduced MIR from 14% to 5%; and
even then sterling had eventﬁally to be uncapped. The abolition
of exchange controls will have further weakened the effectiveness
of intervention. Certainly any expenditure on intervention would
have to be on a much greater scale than selective expenditure on
“industrial assistance if it were even to attempt to provide the
same benefit for industry. Mr Burgner tells me that a 10% higher
sterling/DM rate costs BSC £200m, though this allows nothing for
offsets (lower pay reflecting a lower UK inflation rate, cheaper
inputs, associated effects on their markets etc). As the Germans
have recently demonstrated again, sums many times larger than

this can be spent fighting the foreign exchange market through
intervention without any perceptible effect.

Inflow Controls and Tax Disincentives to Inflows

7. The attached paper by Mr Norgrove reviews the case for controls
on or fiscal disincentives to capital inflows. One can see the
argument that if the Government feels obliged to take some action

3
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on the exchange rate, inflow controls are less of a departure from
policy on the money supply than intervention. However:-

i. they could affect the meanifng' of the money supply
figures (like other direct controls), and could have an
adverse impact on the measured money supply, just & a moment
when the Government would be trying to restore credibility
to its monetary control;

ii. at best, the effect on the exchange rate would be likely
to be small;

iii. but because the Government had acknowledged that policy
steps ought to be taken to reduce the exchange rate, they
could be pressed to take other steps moving in the direction
of an exchange rate target if inflow controls were seen to

. achieve little.

8. Given the further difficulties, tax measures would seem
unlikely to have any early impact either on the rate or on the
revenue. Apart from the obstacles in double tax agreements and
sovereign immunity, deduction of tax from non-resident bank deposits
.might direct these deposits into the Eurosterling market.

9. As the note shows, capital inflows into sterling have been
running at a much lower level in recent months than earlier last
year. There must now be a much stronger influence from the

current account surplus. In these circumstances inflow controls or
tax disincentives would on the face of it seem an even less
appropriate response.

Conclusion

10. To my mind the arguments against resort to inflow controls are
very strong: if anything they seem stronger now than when we last
reviewed them. The Prime Minister in her speech in the House on

4
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5 February referred to capital controls and exchange controls as
"Socialist Controls" that would imperil economic success. We do not
of course need to take a final view either way now: the controls
remain at 48 hours readiness. But any measures you are able to
take to reduce interest rates or to help industry in the Budget
would seem much more relevant.

Wi

K E COUZENS
16 February 1981
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MEASURES TO CONTROL OR DISCOURAGE CAPITAL INFLOWS

Inflow controls were last given extended consideration in the autumn,

on the basis of two papers prepared by the Treasury and circulated in
September and October. It was concluded that the Government should stick to
the existing monetary strategy, but the Prime Minister asked for continuing
thought to be given to the possibility of pushing the exchange rate dovn.
Inflow controls were again considered in the run-up to the November statement.
One factor which in practice ruled them out on that occasion was the decision
to reduce MIR.

24 Since then we have continued to work up contingency arrangements.

The present legal basis for introduction of controls has some weaknesses,
which are to be tidied up in the Finance Bill. The contingency package
includes the banning of the payment of interest on increases in non-

resident sterling deposits; a prohibition on the acquisition by non-residents
of gilts, Treasury Bills, local authority issues, sterling DCs and certain
other securities; restrictions on sales of commercial bills; and the
restriction of borrowing by residents of sterling from non-residents,

and also of foreign currency from any source except for approved purposes.

The package can be introduced at 48 hours notice, though longer notice would

obviously be more efficient.

e This note reviews the earlier assessment of effects of inflow controls
and then discusses developments since November. It concludes with a discussion

of tax options.

General .

b, The main impact of controls would probably be their effect on
confidence. The size and direction of this effect are hard to predict:
much would depend on the circumstances in which controls were introduced. On
the one hand the rate might fall if the market concluded that the Government
were now less firmly committed to their monetary policy and were moving

towards an exchange rate policy. On the other hand, the rate might rise if
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the controls were seen as a sign of a Government belief that the pound

would remain strong and especially if the action was taken as a signal

that interest rates were likely to remain high. If strong encugh, such
expectations would make themselves felt on the rate regardless of the controls -
for example through changes in leads and lags whose size could swamp the

change in inflows. If inflow controls were unsuccessful in bringing down the
rate the Goverﬂment could come under increased pressure to take other measures,

to intervene or to reduce interest rates.

Se Aside from the effects on confidence we would expect the impact

of the measures on the exchange rate to be modest though there is considerable
uncertainty in any estimate. In September on a generous estimate we believed
that the effect might be to reduce the exchange rate by up to 2%. However
with the reduction in capital inflows which has been a counterpart to the
growth in the current account surplus (see below), the upper limit of a

2% fall might need to be lowered.

6. *  We would expect the package to lead to an increase in the récorded
money supply, at least as measured by £M3. To the extent that controls are
effective they will depress the return on some alternative assets which
residents hold and encourage them to switch instead to bank deposits, thus
increasing €M3. Particular examples are that residents would be given an
incentive to switch eurosterling back into domestic deposits and to convert
foreign currency deposits into sterling on a covered basis. The effect

on £M3 could be quite substantial. The Government would be faced with the
choice of whether to raise interest rates or try to reinterpret the monetary
statistics, since the effect would be largely statistical: overall private
sector liquidity would not have increased. Again, as with the corset, there

would be further problems when the controls were removed.

7 It would be possible to argue that the effect on the money supply

would be largely a statistical one as noted above: private sector liquidity

in its broadest sense would not have changed. However it would not be at all
easy to present an adjustment to the money supply targets on these grounds.

In the aftermath of the corset, these additional complications might seriously
undermine the Government's efforts to re-establish the credibility of its

monetary policy.
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Recent Developments

8. Recent developments have tended to reinforce the arguments against

controls. In the early autumn sterling interest rates were substantially

above the weighted average of rates in other OECD countries, by 3-5%. It
might then have been possible to argue that inflow controls would provide
a palliative until a fall in UK rates could occur*. From NOovember onwards

the sterling discount fell away and UK interest rates are now roughly equal

to the weighted OECD average or even slightly below.

9. The disappearance of the interest differential and the growth of

the current account surplus have been accompanied by a fall in capital inflows.

The table below gives some relevant figures.

1980 1981
HI TIT v " Jan

Overseas purchases of
Government securities : + 897 + Lsh - 189 + 150
) ' (provis-
ional)

Non-resident sterling bank deposits +1616 + 806 + 672 na

Total change in overseas sterling
holdings +2k25 + 992 + 323

Columns do not add because of other changes in, for example, money market

assets.

10. It is difficult to tell to what extent ex-ante non-resident inflows
have been falling and to what extent the recorded fall is simply the ex-post
result of a current account. surplus and a strong rate. But it does suggest
that the impact of inflow controls now could be even less than it would have
been a few months ago. Moreover the gross flows may also be misleading as

a guide to the forces acting on the exchange rate since some sterling inflows
may have counterparts in sterling outflows, for example as a result of inter-
bank trading between the domestic and Buro-sterling markets, which is very
substantial, or from non-resident borrowing of sterling in order to buy gilts
without exchange risk. Non-resident sterling deposits net of sterling lending

overseas showed an outflow in November and December.

* Even at that stage the differential against the dollar had virtually
disappeared.
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Tax Options

M The principal tax weapon would be to impose a withholding tax on
interest paid to non-residents. It has the advantage that it could be
presented in part as a way of raising extra revenue. Some of the main
arguments on tax options were set out in Bank of England evidence to the
Select Committee, though'perhaps not quite in the way we would have expressed
them.

25 Tax changes are inherently likely to be less effective than most
other controls since they only provide a disincentive to inflows without
prohibiting them. There are also substantisl and probably unavoidable
loopholes.

151 First, there are at present some 75 double taxation agreements

in force between the UK and other countries. Some, including those with

many of the major countries, do not permit the levy of a withholding tax

and some limit the permissible level, but not uniformly. Many investors live
in countries with which we have such agreements, or could route their
investments through them. For the UK to abrogate these agreements unilaterally
would at a minimum cause an international uproar. To renegotiate the
agreements would take several years, and other countries would expect

commensurate concessions (cf our troubles with the US agreement).

14, The second major objection is the existence of sovereign immunity

from direct taxation. This covers the major Middle Eastern investors,

among others. Sovereign immunity of this kind is based on an interpretation
of our international obligations given by the Law Officers. UK practice on
this is amongst the most generous, with that of the US. Of the major countries
it seems that only Germany and Belgium do not permit sovereign immunity
against direct taxation (though we are not totally clear about the position
in Germany where the Government has recently agreed to immunity for EEA
investments). The scope of British sovereign immunity is at present being
reconsidered, but to abolish it for direct taxation wouid almost certainly
require legislation. Abolition would probably cause difficulties with
Middle Eastern investors. We believe that in the past the Germans have come

under pressure from Kuwait to liberalise their policy. It would be difficult -
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and we could expect major complaints, for example from the Saudis - for us now
to tighten our practice: it is one thing never to have given immunity,
another to take it away. We already discourage official investment in sterling

through our official sterling balances policy, operated by the Bank.

15. The third major difficulty is that some non-residents might simply

direct their deposits into the Furo-sterling market.

16. From 1917 to 1977 gilts were issued with interest payable gross to
non-residents. Assurances were given by the previous Government that the

tax status of these gilts would not be changed; to withdraw their gross
status would lead to accusations of bad faith. Unless it were withdrawn this
large amount of gilts payable gross to non-residents would remain accessible

to them, whatever happened to double tax treaties.

A7 We had earlier identified one very small change that could pergaps have
some presentational impact. This would involve repealing the special corporation
tax relief to UK companies for interest on foreign currency borrowing from
abroad, which was introduced in 1969 specifically to attract inflows. Ve

would however recommend against this. First, we have concluded that if this
route were abolished there are others - one is known as the Swiss roundabout -
which could be used to achieve the same effect. And second, we think it

would also be difficult to present a change of this kind since it would

éppear to be damaging to British companies. So far from having presentational

advantages, it could have the reverse effect.

Step towards an Exchange Rate Policy

18. The pressures on industry have increased and with them the pressures

for a change in Government policies designed to bring about a depreciation of
sterling. In the sense the presentational benefits of introducing measures

to discourage inflows increased, but so too have the risks that one step

towards an exchange rate policy (which we all expect to be rather ineffectual)
will lead to another: thus reversing the Government's present policies. Other
countries which have used inflow controls have not used them aloné; they

have used intervention, interest rate policy and domestic credit policy in harness

with them (Switzerland, Germany).
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STERLING EFFECTIVE EXCHANGE RATE INDEX

You might like to know in advance of some changes to this index to
be announced in the next day or so. Copies of the proposed written
answer and press notice are attached. !

The sterling effective exchange rate index is calculated by the Bank

of England several times each day, and is widely quoted in the press,
as well as in our own internal daily foreign exchange market reports.
It is calculated against a basket of currencies using weights estimated
by the IMF. The present weights are based on trade flows in 1972.

The IMF have now revised their weights to take account of 1977 trade
flows, and these have been published in the January edition of the
Fund's "International Financial Statistics!. Our index is therefore
being revised to take account of these new weights. At the same time
we are taking the opportunity to move the base of the index from

1971 Smithsonian parities to 1975 = 100. This will bring it into
line both with IMF practice and with other UK economic 1nd1cators

and competitiveness measures. -

The result is that with sterling at its present level those who
follow such things will from the beginning of February see effective
rate figures in a range around 100 rather than 75-80.
. ——— s .
I am sending copies also to the private secretaries to the Secretaries
of State for Trade and Industry, Sir Robert Armstrong and the Governor.

fovn ever,
§4<1okm

S A J LOCKE




Draft PQ: To ask Mr Chancellor of the Exchequer what changes
will be made to the sterling effective exchange
rate index in-view of the IMF's recent revision of
its multilateral exchange rate model?

DRAFT REPLY

The Bank of England use weights derived from the IMF's
multilateral exchange rate model (MERM) to calculate the
official sterling effective exchange rate index. The IMF

has recently revised the MERM and updated its weights to take
account of 1977 rather than 1972 trade flows. Effective
exchange rate indices using the new weights have been published
by the IMF in the January 1981 edition of International
Financial Statistics.

The Bank of England will use the new weights in calculating the
official sterling effective index from 2 February. The index
will also be rebased so that 1975 average exchange rates = 100
(instead of 18 December 1971 = 100), so bringing it into line
with related UK economic series and the IMF series of

effective exchange rates. The series of sterling effective
exchange rates published in Table 50 of Economic Trends and
Table 13.4 of Financial Statistics will be recalculated on the
basis of the new weights from 1975.

In addition month. averages of two new indices will in future
be published in Fipancial Statistics. The first of these will
show sterling's performance against_the US dollar and the

&5 Ptics '% tﬁe Eﬁg A %

rticipati 3 exchange rate arrangements.
fhe RE iR currencies/ Nor%alised MERM

second againstp
weights will be used in the calculation of the latter.




Draff Press Notice

THE EFFECTIVE EXCEANGE RATE FOR STERLING

In a Parliamentary Written Answer today, the Financial
Secretary to the Treasury wade the following statement:

/ Text of Written Answer_ /

NOTES TO EDITORS

The sterling effective exchange rate index was last rgvised
in 1977 when weights calculated by the IMF and based on

1972 trade flows were inmtroduced. The calculation of the
index was described in an article published in the March 1977
edition of Economic Progress Report.

Eoe Following a revision of the weights calculated by the

IMF, as published in the January issue of "International
Financial Statistics", the following changes to the calculation
of the sterling effective exchange rate index will be
introduced from Monday 2 February 1981:

(a) The currencies of Hong Kong, Taiwan and
Yugoslavia will no longer be included in the
calculation;

The weights will be revised to match those now
published by the IMF and by reference to 1977
rather than 1972 trade flows;

The indices will be based on average daily London
closing rates (1975 = 100) rather than on the
middle rates reported to the IMF following the
Smithsonian agreement.




5. + For the United Kingdom the weighting changes include
a fall in the weight of the US dollar from one third to
one quarter and increases in the weights of the Irish punt
(by three percentage points), the yen and the guilder (two
points each) and the lira (one and a half points).

4, Quarterly average sterling effective exchange rates for
the last four quarters calculated on both the old and the

new basis are:

0ld basis New basis
1980 Q1 2.2 95.0
Q2 734 94.5-
Q3 754 96.7
Q4 773 99.9

On the basis of the proposed changes to the calculation of
the index, the sterling effective exchange rate at the close
of business on 9 January was ; calculated'on the
old basis it was
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10 DOWNING STREET

From the Private Secretary 25 November 1980

The Prime Minister has read your
letter about the possibility of switching
Bank customer transactions off market again,
and she agrees that - for the time being at
least - this option should not be pursued.

A. J. Wiggins, Esq.,
H.M. Treasury.
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At her meeting with the Chancellor on 12 November, the ' .
Prime Minister asked us to consider switching Bank
customer transactions off market again. ST

21lst November 1980

Peaw T;M,
CUSTOMER TRANSACTIONS

No one could say for sure what effect putting more trans-
actions through the market in recent months has had on
the exchange rate. They can have a noticeable effect

on an individual day but over time there seems no reason
why they should have more weight than any other flow of
equal size.

On the other hand supplying sterling to customers off
market has much the same money supply implications™as

other intervention: at various times in the past it

has red to very substantial additions to the money supply.
Changing the line would, in short, by no means be

costless at a time when we may already be running some

risks in this area. Tt would also arguably be inconsistent
with our views about market determination of the rate: and
not seem to fit too well with the policy of limiting
sterling balances.

Having outlined some of the arguments as we see them, I
should say that the Chancellor's preference is pot. to take
a final view at this stage but to see first how the markets

behave in the light of the various i W
i rospec or ne s Lor example, upward

presBUTe were vo develop we might wish to consider the
position further. If T may, therefore, I will come back
to you on this a little later on.

Perhaps, however, I could take the opportunity of this
interim reply to comment on a related technical question
you put to me in your letter of 6 November about the

/consistency
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consistency of the Bank turning away customer transactions
but being ready to provide assistance to the money markets.

The short answer here is that if the Bank supplies sterling
to one of its overseas customers this very likely increases
money supply: whereas the Bank's assistance to the banking
system is intended to work to the opposite direction, to
prevent an increase in the money supply.

e

It is true that a lot of the sterling supplied by the Bank
to a customer ends up in the banking system, so increasing
its holdings of reserve assets. But this is an indirect
effect and the whole process carries a money supply cost.
If the customer had instead had to go to the open market,
some of the sterling would have been supplied by residents
out of their bank accounts, so actually reducing the money
supply.

The Bank's assistance to the money market, e.g. by a release
of special deposits does pot increase the money supply but
acts to prevent an artificial short term inerease in both
the money supply and interest rates, arising from the way
the reserve assets ratio works. It does so by lessening
the need of banks to.bid more aggressively for deposits

and by reducing the danger of round tripping (because of

a rise in market rates relative to banks' base rates).

It is because the present Reserve Assets Ratio has these
undesirable effects, while contributing nothing to monetary
controcl, that the decision has been taken to abolish it.

jms

Dt

A.J. WIGGINS




/1

I ;{@Ié\} b 2

Y e T, . SRER Wr byt
Gt SECRET: é i kst
Pt e

R,
10 DOWNING STREET? 720"

From the Private Secrefary . . : ﬁ%” 13 November 1980
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As you know, the Prime Minister held a meeting yesterday
afternoon with the Chancellor and Sir Douglas Wass to discuss
Sir Douglas' paper on policy options for taking the pressure
off the corporate sector (your letter of 7 November refers).

Sir Robert Armstrong was also present. : -

The Chancellor said that he had decided that the immediate
aim must be to go for option II - i.e. an early, modest reduction
in interest rates. He had in mind a reduction in MLR of 2 per cent.
To enable this to take place, he would need to be able to demonstrate
that the Government was not abandoning the monetary strategy; and
he would therefore need to announce in his speech in the Debate on
the Address a credible package of measures. His intention was to
announce the following: a further extension of granny bonds and
probably a restricted indexed gilt, the outcome of the current
public expenditure review, the external financing limits for the
nationalised industries in 1981/82, an increase in PRT .. i to bring
in about £1 billion in 1981/82, and the increase in employee
national insurance contribution. He would also have to announce
the roll forward of the monetary target and the Government's
conclusions on the monetary base control Green Paper; All this would
be against the background of the Industry Act forecast which would
be published at the same time. Final decisions still had to be taken
on most of these matters; but he hoped that - even though the
conclusion on public expenditure was likely to be disappointing -
the various measures taken together would produce a setting in which
a 2 per cent MLR reduction would be defensible. Nonetheless, it had.
to be recognised that it would involve a considerable element of risk
questions would be raised as to whether the Government was doing
enough to get the fiscal balance right, and this might mean that the
next budget would have to be even more restrictive; alternatively,
it might conceivably be necessary to put MLR up again.

: As regards the other options, the Chancellor said that he

had concluded that option I - i.e. inflow controls -~ should not be
adopted alongside a reduction in MLR. The two together would give
the impression that the Government was moving to an exchange rate
objective. But if it turned out towards the end of the month that
an MLR reduction was not possible, it would probably be necessary to
announce a package of inflow controls to show that the Government wa
"doing something", even though he did not think that they would have
any significant effect. He had rejected the other options in

/Sir Douglas' paper
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i ‘Douglas' paper, Option V = i.e. a significant tax switch to the
_~> penefit of companies .~ .. might be desirable in principle, but it
~@was not possible in terms of cost. Nonetheless, it would be right
‘s to lean in the direction of making tax concessions for companies in
the next budget. 3 i i

In discussion the following points were made:-

(1)
J

The proposed 2 per cent reduction in MLR, though

desirable on industrial grounds, could very well have

a perverse effect on the exchange rate - since it might
well result in heavy foreign inflows into gilts. On

the other hand, it was argued that a fall in MLR was
already being discounted, and that the exchange rate
would be just as strong if there was no early reduction, -

. The Prime Minister suggested that, if a 2% reduction were

likely to have a perverse effect on the exchange rate,
a 23% reduction might be considered; against this,

it was argued that such a figure would look like fine
tuning, and would not be understood. e :

The public expenditure figures for 1981/82 which the -
Chancellor would announce following the current review
were likely to be £1b or more higher than the figures

in the latest public expenditure White Paper; it was
therefore crucial for the credibility of the strategy
that the Chancellor should announce some of his intentions
on tax for 1981/82 at the same time. = :

The Prime Minister said she hoped that, even if.option I
were not adopted, the Treasury would consider switching
Bank "customers'' transactions off market again. |

It had been suggested in some quarters that several £b

of additional revenue could be raised from PRT rather

than the £1b proposed by the Chancellor. But the marginal
rate of tax on North Sea fields was already over 90%,

and to take out more than an extra £1b could well put

at risk the further development of the North Sea. As

it was, the reaction of the o0il companies was likely

to be fairly hostile. -

.The Prime Minister said she found it difficult to
"understand the administrative arguments against'a

fairly radical extension of "Granny Bonds'". She hoped
that Treasury Ministers would look at the problem,
if there was one, imaginatively.

The Prime Minister said the most disappointing feature

of the current PESC review was the deteriorating financial
position of the nationalised industries. They had
undermined the Government's whole public expenditure
strategy. The Chancellor, who reported on a discussYon
he had had with Sir William Barlow, said that the -

/ Government's
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' Government's experience with the nationalised industries

+  over the last 18 months reinforced the arguments for.
denationalisation and removing the nationalised industries!
monopoly position wherever possible.

‘In conclusion, the Prime Minister said she was content for
the Chancellor to proceed on the basis he had outlined.

I am sending a copy of this letter to Sir Robert Armstrong.

A, J nggins, Esq.,
HM Treasury.

\
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From the Private Secretary 6 November 1980

THE EXCHANGE RATE: LORD LEVER'S PROPOSAL

The Prime Minister has read the note on Lord Lever's
proposal which you sent over under cover of your letter of
31 October,

The Prime Minister understands that the Treasury have
issued instructions to the Bank to channel requests from
their "customers'" to purchase sterling through the market -
with the purpose of reducing the money supply. This has
clearly had some, though uncertain, effect in pushing up the
exchange rate. On the other hand, she is well aware that the
Bank have regularly been injecting liquidity into the banking
system so as to reduce the pressure on the clearers' reserve
assets, and that this has temded to inflate the money supply.
She has accordingly asked wkether the Bank have not been
pursuing a contradictory policy; and in particular, whether
it might not have been better to have handled '"customers"
requests for sterling off market. If this had happened, the
exchange rate would be lower and presumably, the Bank's assistance
to the clearers could have been less. In sum, we might have had
a lower exchange rate for the same or similar money supply result.

You suggested when we spoke about this that there was a flaw
in the argument: in particular, you argued that the Bank would
have had to have provided the same amount of assistance to the
clearers irrespective of more or less off-market handling of
"customers'" requests in order to achieve the same interest rate
result, -

The Prime Minister has also pointed out that, although
purchases of sterling by overseas holders have recently represented
only a fairly small proportion of total inflows, the amount could
still be large enough to have significantly affected the level of
sterling: she has made the point that a relatively small shift in
demand can have a big effect on price.

I should be grateful for a further note on these points which
I can show the Prime Minister; we can then consider how to respond
to Lord Lever.
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Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000
31 October 1980

T. Lankester, Esq.,
Private Secretary, Lwﬂ%**’

10, Downing Street

Peav 11;~, 42::,,f’

THE EXCHANGE RATE: LORD LEVER'S PROPOSAL

Lord Lever recently floated a proposal that a special
sterling bond should be offered to suitable overseas .
authorities. We undertook to provide a critique of this
proposal. ’
T now attach such a note along with a copy of the short
paper Lord Lever sent in to explain his idea. As you will
see, we do not think it would solve any problems.

At the end of his note Lord Lever throws in the thought

that debt repayment should be covered by market transactions
rather than the reserves. However this would be no
different in its monetary effects to intervention with any
other motive. So this, too, does not seem really to

advance matters.

When the Prime Minister has seen the papers, perhaps we
could have a word about how best to transmit her conclusion
to Lord Lever. :

jFWIﬂ

)OM

A.J. WIGGINS

CONFIDENTIAL
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THE EXCHANGE RATE: IORD LEVER'S FROPOSAL

Lord lever's proposal is, in essence, that the Bank (or some specially
created agency) should syphon off a proportion of inflows into sterling by
offering a special sterling bond to overseas governments and other large
investors, with the dollar purchase money added to the reserves. The idea
is that this would neutralise the impact of the inflows both on the exchange
rate, and on domestic monetary conditions.

The money supply and interest rates

2. There are a lot of snags to the lever proposal. The first is that he
overlooks the benefits to the money supply when overseas inflows go through
the market.

3. If the exchange rate is floating, purchases of sterling by overseas
residents must be matched by sales of sterling by residents. As a result the
exchange rate rises. Some of the®sterling will be supplied by banks as they
switch into overseas currencies. But the scope for this is limited by

prudential considerations. So most of the sterling will be supplied by non

bank residents, mostly throuéﬁ a run down of their sterling bank depositst__
This will directly reduce £M3.

L, Such transactions have exerted a strong contractionary influence on the
money supply recently. It is estimated that they have reduced it by £4
billion since the end of 1978, The rise in the exchange rate caused by the

overseas inflows has also exe;ied a less direct downward influence on £M3
through its effect on prices and hence the demand for bank lending.

5. To avoid losing part of this benefit for the money supply we asked the
Bank of Fngland earlier this year to modify the policy under which, hitherto,
they had handled off-market requests from their "customers" (other central
banks) to purchase sterling, with the dollar proceeds being added to the
reserves. They now try to channel these requests through the market where

they can. The result has been a smaller increase in the reserves than there

would otherwise have b i _ W etary growth.
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6« A simpler alternative to the Lever proposal, but one which would have
very much the same effect, would be a temporary suspension of this instruction
to the Bank. This possibility was listed in the Treasury paper of 10 October
on Inflow Controls and Other Options for Reducing the Exchange_Rate. It

was rejected because of its implications for the monetary strategy.

Other difficulties

7. There are other difficuities with the Lever proposal:-

(i) In practice the special bonds might well have to be limited to
overseas official holders. Purchases of sterling by such holders have

in recent months only represented a fairly small proportion (about
17%) of total overseas inflows into banks deposits and Government securities.

(ii)  An approach of this kind, which would have to be public would be
inconsistent with our policy of seeking to limit official sterllng

balances.

(iii) There is no stick available to use to divert such flows into a
new special bond which would have to be unmarketable. We would
therefore have to offer a carrot in the form of particularly attractive
terms in relation to thoseobtainable on sterling deposits and gilte:

and to restore the flexibility the purchaser would want, we would have

to offer special encashment arrangements. All this could be costly; and
would risk attracting additional inflows.

(iv) The Government would be taking an exchange risk, holding dollars
in the reserves to match a liability denominated in sterling. Depending
on which way exchange rates moved subsequently, this too could turn

out to be expensive.

8. Iord lever draws a parallel with the recent private German placement
of 2} billion - 5 billion DM notes with SAMA, even though this borrowing
has been carried out in very different circumstances from our own. The
Germans need to attract inflows to finance a large current account deficit.
They would presumably find any comparable action by us both tiresome and
unintelligible.




CONFIDENTIAL

®0

Conclusion

9. Iord lever's scheme would seem unlikely to have any significant effect
on the exchange rate and would remove a contractionary influence on the
money supply. Any such trade off could anyway be achieved more simply by
handling all Central Bank requests for sterling off-market. The Iever
scheme would also bid up and complicate the Government's funding programme .
It would be inconsistent with the policy of limiting sterling balances

and unwelcome internationally.
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Exchange Operations

The price of sterling will go up or down according to the balance
between its supply and demand in the market. The object of this proposal
is to reduce the demand by meeting it at source thus avoiding monetary
consequences of an equivalent direct intervention by the Bank of England.
The demand on capital account is to a large extent by holders of other
currencies who wish to convert into sterling fixed interest holdings as
the preferred holding of their assets either for short or long periods.

An Agency should be created or an existing Department organised to

supply that part of the demand which would be satisfied to have its
sterling holdings in British Government guaranteed paper. The Agency .
would offer direct and outside the market sterling notes in exchange for

major foreign currencies at the going rate of exchange at the time of the
transaction. The way in which this would work in contrast with the present
situation is best illustrated by a concrete example. Suppose the Saudi
Government or Central Bank received at any given time Z500 million in payment
for oil and wishes to place g200 million of this in sterling perhaps with
a view to converting this immediately or later into a sterling fixed
interest investment, perhaps gilts. Suppose, too, (in order to place
minimal strain on my arithmetic) that on the day in question sterling is
trading at g2 to the £. The Saudis would be offered by the Agency a

" Government guaranteed note of £100 million in exchange for Z200 million.
This note could be of any date, short, medium or long and its terms would

. compete effectively with any alternative fixed interest British Government
sterling security otherwise available to the Saudis. Indeed, they would
avoid the commission, jobbers' profits and other expenses attached to
buying and selling gilt-edged. The coupon would, of course, be payable tax
free. The Agency would accept the obligation to redeem the notes on

redemption date.

Suppose, for example, the Saudis were minded to place the money in a
5 year gilt-edged bond. They would under the present procedure have to go
into the market, buy the sterling, place it on deposit with their broker
or with their bank who would in due course buy the gilt-edged. The buying
of the sterling would add to the pressure on that day's market. It would




0

also add to bank deposits although this would be corrected when the gilts
were bought. In the interval it would be a possible source of monetary
pressure. As these transactions are going on frequently there is a pool
of such funds always in the hands of bankers and brokers constently
replenished and depleted and this could be directly or indirectly a source

of monetary pressure.

The sales of these notes would add to the reserves but without any of
the monetary consequences of a market intervention. The Bank would take in
the € and would hold them in g in securities of their choice as with other

_reserves.

Although the main thrust of the notes would be at major buyers such
as OPEC Governments and Banks, one could make the proposal more wide iﬁ its
impact by appropriate detailed action on the terms. These notes could in
fact be made into the equivalent of major intervention in the market with
equivalent effects to the Bank's sales of sterling without any of the

monetary consequences. (More details on this if wanted.)

However, initially, I would suggest that there should be energetic
direct negotiations with some of the known major buyers to anticipate their
needs and to keep them from buying sterling in the market by the direct
exchange of these notes for foreign currency. If these efforts were successful
they would become known to the market which would appreciate that a source of
demand was likely to be deflected from the market and this would be liable to
create a slightly less optimistic view of sterling's parity prospects. Indeed,
if this action was developed on a suitable scale, it would have the mechanical

and psychological effects of a known willingness on the part of the Bank to

sell sterling.

I have given the example of a 5 year bond but these notes could be made
‘to accommodate short money as effectively. The foreign buyer of these notes
would presumably wish to hold them until he moved out of sterling. The Bank
could then offer his redemption direct into the foreign currency of his choice
at the then going rates. Here, too, this would also eliminate any abrupt
or untoward pressure on the market. This would deplete the reserves but again
without any difficulty to the Bank because they would hold the matching
fofeign currencys.




Early Repayment of Debt

I am not sure what arrangements are at present made when early

repayment of debt is encouraged by nationalised industries and others. If

the foreign currency required is bought with sterling direct from the Bank,
this has no effect on holding the parity down except such psychological
conséquences as arise from the resulting depletion of the reserves. The

Bank should not offer foreign currency in exchange for sterling for these
premature repayments.' The borrower seeking to repay should sell sterling on
the exchange markets, thus tending to increase its supply and reduce the parity.
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I attach a note on foreign exchange operations which Lord Lever
has sent. He may yet wish to change or add to some of the points.
But this is sufficient to confirm that we did not misunderstend
his ideas end to enable you to complete your note for the

Prime Minister.

0
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P E MIDDLETON
27 October 1980




Exchanpe Operalions

The price of sterling will po up or down according to the balance
between its supply and demand in_the market, The object of this proposal
is to reduce tyu demand by meeting it at gource thus avoiding monetary
consequences of an equivalent direct intervention by the Bank of Eng]und._
The demand on capital account is to a large extent by holders of other:

currencies who wish to convert into sterling fixed interest holdings as

the preferred hoiding of their sssets either for short or long periods.

An Agency should be created or an existing Depaf}ment organised to
f B
supply that part of the demand which would be sotisfied to have its

storling holdings in British.ﬁovernment Euaranteed paper, The Agency

would offer direct and outside the narket sterling notes in exchange for

major foreign currencies at the going rate of exchange at the time of
the transaction. The way in which this would work in contrast with the
prescnf situation is ﬁcst'illuét;nted by a concrete example.. Suppose

the Saudi Government or Central Bank received at an? given time $500

million in payment for oil and wishes to place $200 million of this in

.
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into a sterling fixed interest investment, perhaps gilts, Suppose, too,
(in order to place minimal strain on my arithmetic) that on the day in
question sterling is trading at $2 to the €, The Saudis would be offered

by the Agency a Government guaranteed note of £100 million in exchange for

$200 million. This note could be of any date, short, medium or long and its




terms would compete effoctively with any alternntive fixed interest
British Government sterling security otherwise available to the Saudis,
Indecd, Lhcy-wuulﬂ avoid the commission, Jobbers' profits and other
expenses attached {o buying and selling pilt-edged., The coupon would, of
course, be payable tax frece. fhe Agency would accept the obligation to
redeem the notes on redemption date (Srptowmitog,
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Suppose, for example, the Saudis were minded to place the monéy in a
5 yecar gilt-edged bond. They would under the present pfocedure have to go
”
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into the market, buy the sterling, place ﬁt on deposit with their broker

or with their bank who would in due course buy the gilt-edged. The buying

of the sterling would add to the pressure on that day's market. It would

also add to bank deposits although this would be corrected when the gilts
were bought. In the interval it would be a possible source of monetary
i [
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pressure. As these transactions are going on frequently there wesdahelye
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a pool of funds always in the hands of bankers and brokers constantly

replenished and depleted and this could hﬁedirectly or indirectly a source

of monetary pressure.

The sales of these notes would add to the reserves but without any of
the monetary consequences of a market intervention. The Bank would take
hald

in the $ and would them in $ in securities of their choice as with other

reserves.,

Although the main thrust of the notes would be at major buyers such




as OPEC Governments and Banks, one could make the proposal more wide in its

impact by appropriate detailed action on thems terms, These notes could
o

in fact be made into the equivalent of major intervention in the maerket

with equivalent effccts to he Bank's sales of sterling without any of the

monetary consequences. (M‘JQ OLLF&{? O~ (L"l.f '.f U“\éﬁ

However, initially, I would 5uggesF that there should be energetic
direct negotiations with some ;I the known major buyers to anticiﬁate
their needs and to keep them from buying sterling in thﬁ market by the
direct exchange of these notes for ioreién currency. If these efforts
were successful they would.become knowato the warket which would appreciate
‘that a source of demand was likely to go deflected ;r;m the market and
this would be liable to create a slightly less optimistic view of sterling's
parity prospects. Indeed, if this action was developed on a suitable scale,

it would have the mochnnicql and'psycho}ogical effects of a known willingness

on the part of the Bank to sell sterling.

.

1 have given the _nxampla of a 5 year bond but these notes could be
made to accommodate shorf money as effectively. The: foreign buyer of these
Fotcs would presumably wish }o hold them until he moved out of sterling.
The Bank could then offer his rcdgmption direct into the forecign currency
of his ;hoicc at the then going rates. Hé;o, too, this would also
eliminate any abrupt or unto@ard pressure on the market. This would
deplete the reserves but again without any difficulty to the Bank becnusc

they would hold the matehing foreipn currency.




Early Repayment of Debt

1 am not sure what arrangements are at present made when early
repayment of debt is encouraged by nationalised industries and others.

If the foreipgn currency required is hopght with sterling direct from

the Bank, this has no’ effect on holding the parity down except such

psychological consequences as arise from the resulting depletion of
the reserves. The Bank should not offer foreign currency in exchange
for sterling for these premature repayments. The borrower seeking to

repay should sell sterling on the exchange markets, thus tending to

increase its supply and reduce the parity,
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I realise that it is wvery tempting in current
circumstances to predict good news on interest
rates and the exchange rate. But any predictions
by senior Ministers are taken by the markets as a
guide to our policy intentions in the near future.
This can have seriously disruptive effects on the '
financial markets. Much the best course is to say
nothing about these Ehings. But if colleagues
feel that they must make statements could they
please consult me first.

I am copying this to members of the Cabinet, the
Minister of Transport and Sir Robert Armstrong.

4.

(G.H.)
7 October 1980

CONFIDENTIAL




INFLOW CONTROLS

INTRODUCTION

1 The relatively high level of nominal interest rates in the UK
has, alongside many other factors tended to attract inflows of
capital and thus to promote appreciation of sterling, which is now
in effective exchange rate terms some 11.5% higher than at the
beginning of this year. Suggestions have from time to time been
made with a view to permitting interest rates payable to UK lenders
to remain high while reducing the rates that can be obtained by
non-residents on loans to borrowers in this country. A good deal
of thought has been given to such schemes, but all of them run up

against the substantial diffiéulty of erecting and maintaining any

effective barrier between two categories of lenders in a capital
market as sophisticated as that of the UK. Such difficulty is
increased by the framework of double tax agreements between the UK

and the majority of developed countries, and by sovereign immunity
considerations in a number of other cases; this seriously limits

the possibility of using fiscal devices as a means of stemming inflows.
Although countries have resorted to such controls in the face of
persistent and unwelcome inflows, their effect on the exchange rate
seems likely to be small:

2 Referring to evidence to the Committee from several economists,
and their writings elsewhere, the Assistant Clerk to the Committee
has asked for the views of the Bank on the following specific proposals

(a) A real interest equalisation tax.
(b) ‘A dual exchange rate.
(c) A tax on non-resident bank deposits and holdings of official

debt. :

This note examines each of these proposals in turn; Annexes A, B
and C relate respectively to the former US interest equalisation tax,




the dual exchange system in Belgium and the experience of Switzerland
and Germany with taxes on non-resident deposits.

A REAL INTEREST EQUALISATION TAX

3 Professor Dornbusch has advocated a real interest egualisation
tax (RIET) on the ground that the high nominal interest rates
associated with present domestic monetary policy in the UK offer
excessive real returns to non-residents but small (or negative) real
returns to residents. The proposed tax would, he suggests,

facilitate the reconciliation of an exchange market intervention

strategy designed to protect competitiveness with adeguate control

over money supply. =

4 Despite the elegance of the proposition, there would be,
serious problems of implementation:

(a) It is not clear how such a tax could be made to operate.
Annex A describes the American experience with an (nominal)
interest equalisation tax (IET) in the period 1963-70: but
this experience is neither encouraging (in particular because
it proved vulnerable tO offshore avoidance and is credited with
giving a substantial push to development of the Euro-dollar
market) nor particularly relevant. The IET was designed and
operated as a deterrent to outflows rather than inflows, being
a tax paid by US residents on foreign bonds issued in the
United States. The preoposed RIET would, in contrast, be a
tax on non-residents, who are effectively outside UK
jurisdiction and would run into the problem that many of our
double taxation agreements include provision that interest
payments should be subject to a reduced (or zero) rate of
deduction of tax; some other holders could claim sovereign
immunity. Moreover, the terms of issue of many existing
British government securities preclude the application
of any such tax to them, and increased non-resident holdings
of such securities would thus be a readily available route
for circumventing discriminatory taxation of new issues.

Professor Dornbusch appears to envisage a tax imposed at a
rate designed to equate ex post returns, so that the foreign
purchaser of UK paper would not know the rate of tax at which
he would be charged until after actual inflation and exchange
rate movements during the period of his holding of the paper
had been taken into account. This would preclude the
collection of the tax as a lump sum on issue (as in the US IET)
and would require either (or both of) some form of withholding
tax with very frequent revisions of the tax rate or something
more like a (variable) rate capital gains tax levied on non-
resident disposals to residents (or redemptions). The
administrative problems involved in assessing and collecting
such a (variable) levy would be formidable.




Determination of the price index to be used for the -
measurement of real returns to non-residents would also be
problematical. Unless a common measure were used that
applied uniformly in respect of all non-resident holdings of
the relevant sterling assets, the rate of tax would unavoidably
vary with the residence of the holder, presenting obvious
opportunities for avoidance or evasion through nominee
holdings in third countries - especially if the tax were
collected only on ultimate sale to a UK resident. While
this means that a single common measure of inflation would be
¢ssential, this would in practice result in substantial
variance in real rates of return to different non-resident
investors, depending on their "home" currency and the
inflation rate relevant to it. Thus, although some kind of
tax on foreign holdings of UK securities would, if feasible,
tend to reduce the exchange rate without resort either to
direct controls or to intervention, it seems very doubtful
whether anything approximating the ex post equalisation
envisaged by Professor Dornbusch could be achieved.

It has been suggested that a RIET would be desirable in ‘its

own right, but Professor Dornbusch appears to have in mind

that this be complemented by official intervention designed

to maintain the exchange rate at a level consistent with
constant competitiveness - possibly along the lines of, a
crawling peg. But controlled depreciation would be, to put

it mildly, extremely difficult to achieve by means of
intervention for a currerncy like sterling, which is internationally
traded and held. Indeed our view is that it would be likely to
prove impossible. This difficulty would not be materially
mitigated even if some form of RIET were feasible.

A DUAL EXCHANGE SYSTEM

5 The essence of a dual exchange system is the distinction that is
thereby maintained between current (or "commercial”) and capital
account transactions, with each of the two groups of transactions
being settled in separate markets. Belgium has had a dual exchange
rate system, initially designed to check undesired outflows, for
about 25 years. Operation of the Belgian system depends on
observation of elaborate regulations by the banks under the
supervision of the Belgo-Luxembourg Exchange Institute (see Annex B).
The two rates, for the "official" and for the "financial" franc,
have deviated in both directions at different times; since 1971

the premium of the financial franc on the official franc has not
exceeded 2% whilst the discount has rarely touched 5%. This is

in spite of the fact that Belgium has been uninterruptedly committed

to a fixed exchange rate system (in the EEC) for the official




market during this period and has had to intervene in the foreign
exchange markets very heavily at times to maintain the declared
official rate in circumstances in which confidence in the Belgian
franc has at times been seriously shaken. This suggests that
there may on occasion have been significant seepage between the

two markets. This experience (and the not dissimilar experience
of France, the Netherlands and Italy with such schemes over shorter
periods) does not give any direct encouragement to hope that a
similar dual exchange system in the UK could bring about a

significant reduction in the "commercial" exchange rate relative

to that determined by capital movements.

6 There would in any event be serious practical obstacles qnd
other drawbacks in the way of adoption of such a scheme in the UK,
and which would bulk very large in relation to the scale of relief
that might be achieved through it. The position of sterling as a
major currency asset and the variety of financial instruments and
transactions in the UK is suth that the problems to be overcome

by any control scheme here would be much greater than those with
which the Belgian control has to contend.

(i) A comprehensive apparatus of exchange control would have to
be resurrected, including the obligation to surrender foreign
currency and to obtain payment for exports. In particular,
all sterling payments to, from and between non-residents
would have to be monitored to ensure that appropriate
accounts were being used. Any significant divergence of
rates would give stimulus to fraudulent transactions.

Careful policing would be essential. If there were no
significant divergence of rates, it would mean that the
system was either ineffective or unnecessary.

It would be impossible to determine, other than arbitrarily,
whether existing non-resident holdings of sterling should be
eligible for remittance through one market or the other;
there would also be problems with the classification of
resident holdings of foreign currency. Although the general
principle would be that current transactions would have to
pass through the official market, the classification of
transactions would be extremely difficult at the margin -
for example, the various forms of trade credit. Moreover,
in circumstances in which the UK continued to run a current
account surplus, it is not immediately apparent that
pressure would be taken off the official rate by putting
capital transactions through a separate market.

Other problems would be that the division of non-resident
sterling accounts and of resident foreign currency accounts
into two supposedly watertight compartments would materially




increase costs of administration; and that the system would
offer no more protection than any other against leading and
lagging on current account (one day's leading and lagging in
the same direction of UK visible trade alone would be
equivalent to a flow of about £250 million).

A TAX ON NON-RESIDENT BANK DEPOSITS OR BAN ON INTEREST PAYMENTS

bl The feasibility of some form of ban on payments of interest to
non-residents on bank deposits was demonstrated by the UK experience
from August to December 1971 as well as that of Germany and
Switzerland who have also used measures to reduce the rate of

interest which non-residents could receive on their deposits

(Annex C). Exchange controls rather than fiscal measures, have
generally been used for these purposes: this is largely because of the
problems which could arise from double taxation agreements and
sovereign immunity if fiscal options were used. But, whatever the fo
of the approach which was adopted, the experiences mentioned above
were precisely such as to cast doubt on the effectiveness of this sort
of action. In the German and Swiss cases, there was truly massive
intervention to defend fixed or declared exchange rates. Controls
limited to a particular category of available assets could never be
very effective in the presence of other interest earning assets in

the target currency. Morecover, action taken to reduce the attraction
of non-resident sterling deposits (which have no direct effect on the
broader monetary aggregates) would tend to increase the relative
attraction of sterling inflows to the non-bank private sector (where
they would have greater domestic monetary effect).

8 More generally, the UK experience in 1971 showed that, although

it is possible to prevent the direct earning of interest on certain

kinds of additional sterling holdings, channels for avoiding thfs

kind of control - particularly through inter-company transactions -
can rapidly open up. Moreover, the limitations on transferability
of pre-zero interest-bearing holdings quickly produced stresses

which could only be relieved by progressively more elaborate rules.

Bank of England

October 1980




ANNEX A

INTIREST bQUALISATICN TAX

The interest equalisation tax (IET) was first introduced in 1963,
subject to Congressional dpproval, and added an average of not less
than 1% and not more than 1. S° to the annual interest cost of foreign
long-term financing through the USA - the actual arged varied
according to the maturity of the security

IET was effected by imposing a tax on the value of foreign debt
obllgatlons (normally measured by the amount paid), on their initial
acquisition by a United States person, approximately equal to the amoun
vhich when discounted over the life of the bond would reduce the
effective yield by arocund 1%. The tax was payable by the person
acquiring the security.** .

In broad terms the tax applizd to bonds, with a remaining maturity

“of at least one year, issued by the Government (or any political

sub-divisions) of any foreignsstate which was not considered to he

a "less developed country" (designated by executive order) as well

to bonds, of a similar maturity, and shares issued by corporations
(among other types of issuers) of any such foreign state. It also
applied to bonds issued by any, international ox ‘ganisation of which the
United States was not a member. Bonds issued by the World Bank and
the Inter—Amerlcan Development Bank were exempt since the United States
was a membexr of both organisations. In the case of countries whose
securities would rormally be caught by the tax, provision existed

for specially exempting particular securities, or specified amounts
thereof, where this was considered necessary in order to maintain
international monectary stability. It was by virtue of this provision
that most Canadian issues and certain Japanese issues, as well as

certain other foreigyn securities, were exempt.

During the period (1963 to 1973) in which IEY was in force US offerings
(both public and private) by foreigners amounted to $17.4 bn, an annual

% It wae reduced to zero in January 1974,

**  On stocks the tax ancunted to a flat rate of 15% of the value of
the sccuritics acquired.




..rato of $1.6 bn, more than the annual rate of $0.9 bn in the threc

years prior to the imposiltion of IET but considerably less thuan the
annual rate cf $7.1 ba szen in the period (1974 to 197;) aiter its
reduction to zero (see attached table).

The cffect of the IET was, therefore, to reduce the issue of those
foreign securities affected virtually to zero. The exemptions, ie
mainly Canadian and ldc issues vere made for political rcasons.

ihe effects were probably rather less than the table indicates ag

a proportion of foreign issues in New York, before and after IET,

were no doubt acguired by non-residents. Moreover, the borrowers
affected by IET turned not just, or probably even principally, to
markets in other currencies but to the Euro-bond market. This market
clearly received a sizeable stimulus.from IET and attracted a large
proportion of its investors from those who might otherwise have
invested in the US bord market. Thus IET must have caused a decline
in inflows as well as outflows. But it is difficult to isclate these
effects as the IET was only part of a package, including thé Veluntary
foreign Credit Restraint Program (restricting bank lending) and the
Foreign Direct Investment Progéamme both of which also contributed

to the growth of ofishore US dollar markets.

The IQJEVEDCL of all US controls on capital outflows to consideration
of thc possibility of capital controls on inflows is clearly limited.
This is particularly soin acomparison of the effects of IET and a
tax (withholding?) on income received by non-residents on issues of
securities by resident UK borrowers. The IET effectively deterred
any foreign issues subject to the tax even though the effect on the
after-IET yield was relatively small. A similar tax on inflows would
probably need to be very much heavier to be effective, as.
securitics affected would still be sold in the UK,tax or no tax, and
would be unlikely, even if the after tax income were zero, to

-~ discourage inflows altogecther.




L°686 T 18°SSBYL. ToOLLT 978£SL. 9 TESIGT I G- BS5L9

£0 0 16 LL6T SLEL SLET
8LoT

STL8YT. TISLET, LATHETT €3G00UT | LISEE TN TIPTONZ 2 0°0L¥E - S P59 T 0 BETT “SE60E T . ZCOLLE SBAILE T, 'ST199 MeE LY
tiel CL6T TL6T OLBT 6961 8961 F W LOGT 996T S96T1 7961 €961 2961 1961 0561

“sum ¢




ANNEX B

BELGIUM: DUAL EXCHANGE MARKET

1 This system, which was established in the mid-1950s, lays down
that certain transactions have to be settled in the official foreign
exchange market, while others have to go through the so-called
"financial" or free market. Broadly, current transactions relating
to goods and services (except tourism) must go through the official
market, with tourist payments and most capital transactions
restricted to the free market. Interest, profits and dividends,
and the liquidation proceeds of certain foreign inward investments
may, however, be negotiated through either market. The authorities
have always restricted their exchange rate intervention obligations -
both under the former IMF par values system and under the present
EMS mechanism - to rates in the official market. Spot and forward
transactions are done in both markets. !

2 Prior to 1971 the system was used to discourage capital outflows.

By allowing'foreign currency purchased by residents in the free

market to be sold in the official market, the authorities effectively
ensured that the rate for foreign currency in the free market could
not - except, perhaps, very briefly - stand at a discount compared
with the official rate. Depending on the size of the capital flows,
the free market rate for the franc could only be at par with,

or - more commonly, in fact - at a discount to thelofficialf xate.*
In May 1971 the rules were changed to allow the system to act as a
deterrent to inflows. In particular, although residents were still
free to purchase currency on the financial market, they were no
longer permitted to sell such currency in the official market. This
change allowed the free market rate for foreign currency to fall to a
discount against the official rate and, conversely, for the free
market rate for the Belgian franc to go to a premium over the official
rate and thereby become capable of discouraging inflows (but see
below) . Except for some minor adjustments in 1974, these

arrangements are still in force.

*These arrangements are essentially similar to the former investment
currency market in the United Kingdom, although the Belgian free
market is also open to non-residents and embraces a wider range of
transactions. :




3 Following the May 1971 changes, the rate for the franc in the
financial market moved immediately to a premium over the official
rate, but this premium, which was maintained for lengthy periods
during the following two years (a period of heavy inflows), did not
appear to exceed 2% and generally remained below 1%. Since mid-1973,
although a very small premium has emerged for very brief periods,

the financial franc has generally been at a small discount (under 2%
but occasionally reaching 5%). The financial franc rate has thus

in practice reverted to its original function of providing a barrier
against outflows rather than inflows.

4 The tendency for the financial and official rates to move very
closely together may be explained by a number of factors:

(a) An EEC Directive (of 11 May 1960) for the liberalisation of
capital movements within the Community obliges member states
to ensure that the exchange rates applied to capitél transfers
on "free" markets do ,"not show any appreciable and lasting
differences from those ruling for payments relating to current
transactions". Moreover, a large discount in the free market
franc rate could well raise market expectations of a devaluation-
of the official rate, or imply a lack of resolve to maintain
the central rate of the franc within the EMS. The authorities
may also fear that a significant discount or premium would
encourage leakages which would bring the whole system into
disrepute. Although there is no evidence of any systematic
policy of intervention in the free market, it is thought that
the authorities have occasiocnally intervened to reduce the
discount; but it is not known whether they intervened during
1971-73 to reduce the premium.

Since Belgian receipts of interest, profits and dividends may
be sold in either market, recipients will sell these (more
advantageocusly) in the official market at times of inflows,
when the free market franc rate is at a premium (or vice

versa, if there is a discount); such sales will tend to
strengthen the official franc rate and to limit the divergence
between the two rates. The authorities could also, of course,
re-allocate transactions between the two matkefs to reduce the

size of the divergence, but have not engaged in.such fine-tuning.




During the 1971-73 period of heavy inflows, the autﬁorities
supplemented the dual exchange rate system with other
emergency measures against inflows. These included the
imposition of special deposits at the central bank against
commercial banks' net external liabilities, a ban on interest
payments on non-resident bank deposits, a reduction in
domestic interest rates, and (for some two weeks only) a

negative interest rate charge on non-resident accounts.

At times of speculative inflows the official rate has not been
immune from pressure, but has tended to strengthen in line with
the financial rate as a result of leading and lagging in
current payments.

5 The Belgian authorities consider that the dual exchange ﬁarket,

which has generally been used to limit outflows rather than inflows,
offers a maximum amount of freedom* to individuals to engage in
capital transactions. And, under the present rules, speculative
capital inflows have no impact on the officiél exchange rate, and do
not therefore necessitate intervention by the central bank, with its
effects on the liquidity of the Belgian banking system and, hence,

on monetary policy. The system also has the administrative
advantage that the central exchange control authority does not itself
need to process individual applications for capital transactions
(although some post hoc policing would seem to be necessary).
However, while research work suggests that the system has been

- relatively effective in controlling outflows, it was clearly not,

in itself, a sufficient barrier to inflows during 1971-73 (see above).
Moreover, the effectiveness of the free market mechanism as a brake
on capital flows may be reduced in practice by official reluctance -
for reasons mentioned above - to allow a substantial premium or
discount to emerge. The practical usefulness of the dual exchange
rate system is also limited by the need to comply with IMF principles
on multiple exchange rate practices, the essence of the Fund's policy
being that any divergence in rates should only temporarily exceed 2%
and should not confer any permanent advantage on the member country
concerned. Similarly, it is clearly easier for Belgium than for

*Belgian residents are free to purchase unlimited amounts of foreign
currency in the financial market, provided, of course, that the
associated transactions qualify for this market. : )




other members of the EMS exchange rate mechanism to keep its currency

within the bilateral margins and divergence threshold. Finally,
the Belgian financial markets are narrow; and while the dual
system may function reasonably well (and be effectively policed) in
such a context, it is far from certain that it would work equally
well in a larger, more sophisticated centre.




ANNEX C

TAXES ON NON-RESIDENT DEPOSITS: SWITZERLAND AND GERMANY

1 During the past fifteen years both Switzerland and Germany have
experienced periods of large capital inflows and have applied a wide
range of tax measures in attempts to discourage foreign investment.in
Lank deposits and other interest-bearing debt. At their most
severe, these have included in Switzerland (but not Germany) a direct
levy on foreign-owned funds held in bank accounts and, in Germany,
the introduction of a withholding tax on non-residents' receipts of
interest from German domestic bonds. In éddition to taxes in the
strict sense, both countries have used other measures which raised the
cost to foreigners of holding financial assets denominated in Swiss
francs or deutschemarks. Finally, both have also at various times
supplemented tax measures and other financial disincentives with
direct controls on inflows. '

2 During 1972-73, and froml 1974 until late last year, the Swiss
authorities levied a commission (or negative interest) on the increase
in foreign-owned Swiss franc deposits over a specified base date.

The rate was altered on occasions but was at its highest - 10% a
quarter - for nearly four years, from early 1975 till late 1979.

Banks were obliged to debit their customers' accounts quarterly and

to transfer the funds to the Swiss National Bank (where they were
subsequently placed at the government's disposal). However, although
non-resident Swiss franc deposits were virtually unchanged between
end-1975 and end-1978, the negative interest rate, along with other
measures (see below), did not succeed in preventing the exchange

rate from appreciating during this period.

3 Withholding taxes on income paid to non-residents have been of
little importance as a deterrent to inflows. However, in 1965 the
German government did introduce such a tax on interest paid to
non-resident holders of German fixed-interest securities (the
"Kuponsteuer") with the sPécific intention of discouraging capital
inflows. According to the Bundesbank, this tax - which is levied
at 25% rate - drastically reduced foreign investment in German

bonds during the late 19605. However, after the transition to

floating exchange rates, the tax lost most of its effectiveness, as




be difficult to administer. It is not considered to have been
particularly successful.

6 For long periods during the 1970s both Germany and Switzerland

prohibited banks from paying interest on non-resident accounts.
Each country also at times used exchange control powers to prevent non-
residents from purchasing domestic financial assets, in particular bondj

and shares.

The present position in Germany is that residents are not allowed to
sell to non-residents domestic money market paper or securities with
a maturity of two years or less. As regards Switzerland, all .
financial assets may be acquired by non-residents. In addition,

the Swiss authorities have for long periods stimulated capital exports
by authorising foreign borrowing on the domestic capital market on
condition that such funds were promptly converted into foreign
currency.

7 Anecdotal evidence suggests that both the German and Swiss
authorities were able to operate the various measures outlined above
without excessive staff costs. In neither case, however, were the
measures sufficient to prevent substantial appreciation of the
exchange rate. This was partly because they could not prevent
inflows through leading and lagging in current payments; partly
because the closure of certain channels no doubt led to the creation
of others, a task facilitated by the existence of the euro-Sw Fc and
DM markets; partly because rgsidents were free from control; but
essentially because such measures do not necessarily affect market
expectations. Indeed,-inflow controls can be counter-productive if
they are taken to indicate that no changes in domestic monetary or
fiscal policy are being considered to restrain an appreciation in the
exchange rate. So both countries have found their experience with
inflow controls to be disappointing, and although they may have had
presentational merits when introduced these were probably more than
compensated for by the disrepute into which they ultimately fell before
being abandoned.




10-DOWNING STREET

From the Private Secretary « 6 October 1980

The Prime Minister was very grateful
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Exchequer.

Robin Ibbs, Esq.,
Central Policy Review Staff. !
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Qa 05145

From: J R IBBS

Sterligﬁ Exchange Rate

1. In my minute to you on industrial support dated 10 September I
suggested that in considering ways in which industry can be helped r\'

high priority should be given to finding methods of peducing the exchange Q4
Lo
rate. I suggested in particular that some system of inflow controls might

provide the necessary relief, at least for the period until more perﬁ;nent

improvements could be achieved by a reduction in interest rates.

2 Since then I have attended a meeting in the Treasury on inflbw

controls and also your meeting on this subject on 18 September. It

emerged from these meetings that there was little belief that any system
——

of inflow controls could be relied on to be effective because there would

quickly be 'leakage' and there was also anxiety that the effect on the

exchange rate might in practice be perverse. I have also made enquiries

about the possibility of 'talking' or 'nudging' down the rate but find

there is great fear after the experiences in 1976 that if such steps

were successful it might be impossible to prevent the rate falling much
pp— =

too far.

3. The process of squeezing inflation out of the economy is bound
to be painful for industry and inevitably there will be some casualties.

Strong nerves are needed if the policy is to have a fair chance to succeed.
L

Hoﬁgrer, it is important to prevent excessive damage. Recent contacts I

have ‘had with industry have increased my concern that the exchange rate is

now doing serious harm to businesses which are basically sound and which

the country cannot afford to lose. It is businesses whose prices in export

or home markets are sel by international competition that are being

excessively strained. The loss of competitiveness from the high exchange

rate added to the many other pressures that affect industry generally is
more than they can reasonably be expected to adjust to. In some of the

worst hit sectors businesses are likely to be abandoned entirely. Even

where companies persist and trade at a loss the cash flow will be
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insufficient to permit investment and proper development of the business.

The beneficiaries will be competitors in other countries who are better

able to develop and invest and so improve their relative long term
competitiveness. I am not referring to marginal businesses that might

be regarded as bound to dwindle in due course and therefore as expendable
but to ones that but for the strength of the exchanse rate WOHEE—EE_EEEEEE__

on as efficient and viable by international standards. At present these

companies are often holding on to overseas business at little or no

profit in the hope of a downturn in the exchange rate. That hope needs

to be sustained by significant progress in the desired direction if we
are to avoid decisions to pull out of the overseas business and even the
abandonment of sectors of industry which are important for the country's
long term well-being and whose early demise would create severe social

problems in the shorter term. ,

b, My considered opinion is that some easing of the exchange rate

is now not only desirable but essential if excessive damage is to be

A ————————
avoided. You have already asked the Chancellor and the Governor for a

further meeting at which control of inward flows or any option for

bringing the rate down can be considered. I believe that any further

assessment of the options needs to be against the background that by

one means or another the rate must be brought down - in my judgement

by about 10 per cent.

—

5e In my previous minute my view was that the time was not ripe

for major liquidity easements for industry that would undermine basic
economic policy. Providéd that some easing of the exchange rate can be
achieved this is still my view even tﬁ:ﬁgﬂ—?ﬁe aituat;;;r;;;:EEEEE}s more

serious and needs to be monitored very sensitively. There is evidence

that ;}ringency is leading to improved attitudes in industry and I would

be sorry to see this trend broken.

6. The objection made against proposals for two-tier interest rates

is that they cannot be made even partly effective as a means of bringing

the exchange rate down without a system of inflow controls or perhaps
without a readiness on the part of the monetary authorities to sell sterling

(and thus increase the money supply) if necessary in order to hold the rate
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down. If they have for these reasons to be regarded as impracticable or

unacceptable, it would appear that it is only by means of a significant

_reduction in the level of interest rates that the exchange rate can be

brought down. How large such a reduction would need to be in order to
bring about, ‘say, a 10 per cent drop in the exchange rate is hard to say:

it would depend on levels of interest rates internationally, and on the

psychological effect in the exchange markets of the Government being seen
to have decided to take action to reduce the exchange rate. The problem
would be to achieve the reduction of interest rates without impairing the

monetary strategy or losing the beneficial effects of monetary stringency.

L Apart from the effects of dismantling the corset, the main factor
keeping the increase in money supply at its recent high rate - thus

preventing the possibility of a reduction in the level of interest rates -
has been the public sector's (and in particular the central Government's)

borrowing requirement. It may be that the Treasury's analysis of 'the

figures for the next six months will forecast a reduction of the PSBR

which would be consistent with getting back at or near the money supﬁI}

targets by the end of the financial year. In that case the problem would

“be primarily a technical one of market management. But even if that were
the case, it might not be enough to bring about the change in expectations
m———

necessary to bring the exchange rate down.

e ———————————————————
8. If further action is required to reduce the borrowing requirement,

so as to make possible a reduction of interest rates within the monetary

strategy, the first choice should clearly be to reduce expenditure. But

we face increasing demands for nationalised industry financing, and
increasing expenditure on unemployment benefit: it seems unlikely that a
significant reduction of public expenditure could be achieved in the
necessary timescale. The second choice would be to raise additional
revenue by increasing taxation, either direct or indirect. The likely

outcome of such moves, both on the exchange rate and in other respects,

would obviously need further examination to explore, for example, the
effect on the retail price index or possible further depressing of the
economy. Butl this may be the price of achieving a significant reduction

of interest rates, and thus a fall in the exchange rate, without

compromisin i . —
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9. Another possibility that should be examined is whether some
additional relief of the pressure on interest rates could be achieved

by the temporary introduction of direct controls on bank credit to non-

industrial borrowers (mainly the personal sector). I believe this could
e —

s

not be more than a temporary measure since its tendency would be to drive

disappointed would-be borrowers away from the banking system to more
expensive secondary sources and perhaps directly or indirectly to borrowing
overseas. It could also add to the problems of small businesses. Nonetheless,

it could provide a measure of temporary relief of the pressure upon interest

rates at the centrg of the financial system.

10. Once the exchange rate had by some suitable means been brought down
sufficiently a decision to enter the Furopean Monetary System might help to
assure industry that it was the intention to try to keep the rate at that

level - and indeed might actually make it easier to do so. But a move to

q—ﬂ-ﬁ
enter the IMS before fhe exchange rate had reached an appropriate level

would be more likely to be unhelpful than helpful.

11. I realise that if no other way of easing the exchange rate can be
found, my belief that the situation in industry will force moves to be made
that are in conflict with present strategies is not one that will he
welcomed. However, I believe I must draw attention to the situation so

that as much time as possible is available for considering ways of

overcoming the problem.
e —
12. In brief, the points I am making are:

(a) That the high exchange rate is doing serious damage to sections

of industry which the country cannot afford to lose or E;avely
weaken and which but for the strength of sterling should have
considerable ability to survive the general liquidity squeeze
which industry is undergoing. This damage should not be allowed

to continue for long.

(b) That it is therefore essential (rather than merely desirable)
e ST
to find a way of bringing the rate down - I suggest by about

10 per cent.
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(c) That it is desirable to find a way of doing this that does
not undermine basic economic strategy. Possibilities such as
inward controls, 'talking' or 'nudging' down need therefore to
be looked at against the background that if one of them cannot
be made to work then it will be necessary to face more

unattractive alternatives.

(d) That if the only way of bringing down the rate is by a
significant reduction in interest rates (and if the course of
events does not permit this to occur as a normal move within
present policies) then again it is desirable to look for a way

of achieving this which does minimum damage to the basic strategy.

In this context, if significant reduction in public expenditure is

not possible within the necessary timescale, additional taxation

may be the least damaging course to follow.

(e) That in the extreme the need to avoid massive damage to

important otherwise Viable businesses may mean that some adjust-

ment of basic policy becomes unavoidable.

I am sending a copy of this minute to Sir Robert Armstrong.

.

\.‘

9 October 1980
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From the Private Secretary 18 September 1980

Des Tt

As you know, the Prime Minister held a meeting this
morning to discuss the possibility of imposing inflow controls
with a view to getting the exchange rate down. The following
were present: the Chancellor of the Exchequer, the Financial
Secretary, the Governor and the Deputy Governor of the Bank
of England, Sir Ken Couzens, Terry Burns, Roger Lavelle,
Robin Ibbs and Sir Robert Armstrong. They had before them
the Chancellor's minute of 17 September and the note by officials
which he had sent over with it.

The Chancellor said that, like the Prime Minister, he was
concerned about the adverse effects on industry of the high
exchange rate. There was therefore every reason to consider
seriously the possible options for getting it down a little.

But he had come to the conclusion, after a very careful review,
that imposing inflow controls would not be an effective or
appropriate response. On philosophical grounds he disliked

the idea of mounting an elaborate set of controls; it would :
immediately give the impression that the Government had embarked
upon an exthange rate policy, which would inevitably involve

the subordination of its monetary strategy; it was by no means
certain that the imposition of controls would have the desired
effect - indeed, it could conceivably push the exchange rate up;
and having created the apparatus of controls, the Government
would be under continued pressure to maintain them. Because of
North Sea o0il the exchange rate was likely to be uncomfortably
high from industry's point of view for a long time to come.

Once controls had been introduced, therefore, there would be
pressure from industry to continue with them. His own view

was that the only secure way of getting the exchange rate down,
while sticking to the monetary strategy, was to obtain a fall

in interest rates. But this would only happen when the monetary
aggregates were seen to be under control, and in particular the
Public Bector Borrowing Requirement.

The Prime Minister said that, in contrast to the Treasury
paper which suggested zero or negative interest rates on non-
resident sterling deposits, she had envisaged merely a differential
interest rate. If that approach were adopted, she wondered
whether the panoply of controls outlined by the Treasury would be

SE’CRET / necessary.
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‘ necessary. She still felt that the Swiss experience showed that
action to restrain inflows could be effective. More generally
she found it somewhat ironic that the monetary aggregates were
running well above target and yvet the exchange rate remained
very strong. The failure to control the money supply rather
undermined the Treasury's argument that intervention would put
the monetary strategy at risk. Nonetheless she was not disposed
to any further undermining of the strategy, and was therefore
opposed to large scale intervention to get the rate down. If
inflow controls would not work, she wanted to know what other
measures would,

In discussion, it was argued that whether the authorities
were to go for merely a differential interest rate or a zero
interest rate on non-resident deposits, the same control instru-
ments would be necessary. As for the Swiss experience, they
had moved their exchange rate down mainly through intervention
rather than through the effect of the controls which they had
imposed. By intervening on the scale they did, they had quite
explicitly decided to forget about their monetary targets. On
the other hand, it was argued that the high interest rates in
the UK compared with other countries did contribute to the
high level of the exchange rate; and therefore the imposition of
controls might be worth doing - even though the effect would
probably be small. Although there were all kinds of difficulties
inherent in introducing controls, any advantage to industry
from a lower exchange rate should not be lost sight of. '

There was then some discussion of the reasons for the
high rate of monetary growth so far this year. The Prime Minister
said that she was very disturbed by the large month-to-month
fluctuations in the borrowing requirement and by the large size
of the requirement during the first five months of the financial
year, neither of which the Treasury seemed to have foreseen.
The monthly fluctuations myst make monetary management that much
more difficult, and she was concerned that the borrowing require-
ment for the year might well turn out to be above the budget
forecast - particularly given the expectation of a high figure
in November.

In conclusion, the Prime Minister said that she was clear
that the present exchange rate was too high and that a rate of
between $2.20 and $2.30 would be desirable; anything below $2.20
would jeopardise the She would very

ed, though this
She was

. She would like
to consider this option again with the Chancellor and the Governor
in early October, and any other ways which might be available
of getting the rate down together with their advantages and
disadvantages.

As for the money supply, she would be taking a meeting
on monétary policy and controls on 13 October. She would like to
have in time for that meeting some further analysis of the
borrowing requirement, In particular, she would like to see
the monthly profile of borrowing for 1980/81 as forecast at the
time of the budget, an analysis of the reasons for any differences
between the actual figures so far this year and the forecast,
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and the Treasury's latest forecast of the profile for the rest
of the year and the Treasury's reasons for thinking this fore-
cast will not be overrun. She would also like to have a note
in advance of the meeting on the possibility of withdrawing the
Government guarantee from certain borrowing by the nationalised
industries and the local authorities with a view to excluding
such borrowing from the PSBR: she had in mind in particular
borrowing to finance profitable investment.

I am sending a copy of this letter to the Governor of the
Bank of England and to Sir Robert Armstrong, and also to Robin

Ibbs.

A. J. Wiggins, Esq.,
H.M. Treasury.
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Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000

PRIME MINISTER <F/k

INFLOW CONTROLS

At our meeting on 12 September I referred to the further
review I had asked to be undertaken of the case for imposing
inflow controls in present circumstances. I now attach a
paper setting out the results of this additional analysig

as background to our discussion tomorrow. I have had some
discussion of it with the Governor of the Bank of England
earlier this week. r '

2 The paper seeks primarily to assess such controls in
their own right rather than consider them in a wider context.
But I would like to add some more general comments.

B I start with the Swiss experience, of which the paper

gives an account. The central message which I learn from
this is that whatever the priorities with which they may
have begun, the Swiss became locked into an exchange rate
policy: an extensive a5?Z;\3?“E33%?EIET"EEEEESEEEB&'S?‘*-
heavy intervention. In the end they decided to give the
exchange rate priority., and abandon monetary control

altogether. I do not think we want to follow them along
PV A nrrr—
that road.

4, This lead directly to my second point. We have been
struggling since July with the problems caused by a set of
controls of our own - the corset. The analogy may not be
complete. But the general lesson seems to me quite
striking. A control measure was adopted which led to
distortions in the market. As so often with controls, the

/direction
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direction and extent of the distortions proved impossible

to foresee. It was awkward to get rid of it and the problems
of interpreting the underlying position are still very much
with us.

5 We cannot be altogether certain whether the announcement
of inflow controls would put the exchange rate down or up.
If the market interpreted the announcement as meaning that
the Government now had an exchange rate objective and that

we could be expected to take other steps if necessary to
enforce it, then the rate might well fall. But we would

be regarded as having changed policy, as the Swiss did in
1978. If on the other hand we convinced the market that there
was no change in underlying policy and that inflow confrols
were a temporary bridge to a period when interest rates would
come down, then the market might conclude that the fall in
interest rates was likely to be deferred for some while.

That would tend to put the gilts market down and the exchange
rate up.

bh I understand very well the concern which the CPRS
expressed at our last meeting about the pressure on industry
from the exchange rate. But I do not see inflow controls

as offering a secure or an apt way forward. Some of the
reasons are reflected in the paper. But in the last analysis -
and this is my last point - this sort of device is not simply
one that I find philosophically unattractive; it can offer
no substitute for the far-reaching changes we need in the
economy, notably in the balance between the public and
private sector, and in the structure of UK industry (which
will inevitably have to come to terms with a higher real
exchange rate than in the past because of the fact of our
North Sea o0il). It is only, in my view, if we can get the
public/private sector balance right that the other elements
in the situation, including interest rates and the exchange
rate, will fall into place.

WL AR
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TS I am sending a copy of this minute and its enclosure

to the Governor of the Bank of England and also to Robin
Ibbs.

fz.f./tnlk (TN (_ frvetn ckm*a'y)

Ove lrtha IF r".

(G.H.)
17 September 1980
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POSSIBLE MEASURES TO REDUCE CAPITAL INFLOWS

Note by the Treasury

The Chancellor's minute of 29 February to the Prime Minister
considered the case for imposing controls on capital inflows into
sterling to offset upward pressure on sterling. The paper attached
to that minute concluded that such measures could have a temporary
effect and that they could be an appropriate response to short-term
speculative inflows generated by events outside the UK - a collapse
in confidence in the dollar for example. The Chancellor concluded
that officials should press ahead with work on contingency plans for
use in such circumstances.

25 This paper considers whether such measures might also have

a role to play in the less extreme present circumstances to dis-
courage short-term interest rate-induced flows into sterliné. It
describes what the Treasury and Bank see: as the package of
measures that would be required for the purpose; and assesses its
likely effect on the exchange rate, on the money supply, and more
generally.

The case for controls now

Do Seen in a longer term perspective the £ has been rising steadily
if a little erratically ever since its 1976 low of gl.56. This
reflected, perhaps, initially a return to more normal levels after
the 1976 low, and then in turn the market's anticipation of growing
North Sea oil production, the increased value of that production

following the Iranian crisis and subsequent oil price rises, the

market' g confidence)in the present Government's(uonetary 3nd economic

policies and the(attractiveness of high sterling interest rate

with last October's abolition of exchange controls as an offsetting

factor. Annex 1 shows the more recent trend in the effective rate

From a high of overIZE‘in July ;222 it fell to under 67 by the end

of October - since when, with a slight di interest rates -

peaked in March and April, it has risen fairly steadily to its
“current rate of around 76.
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4. Of the factors contributing to sterling's more recent strength
UK interest rates are expected to fall substantially in due course, so0
the interest rate differential in favour of sterling is expected

to be a temporary phenomenon. (Annex 2 gives some indication of

how the £/% rate has reflected changes in £/8 interest rate
differentials in recent months). A delayed build up of outflows
following the ending of exchange controls and, perhaps, the prospects
of a slightly steadier world oil market in the months ahead(EEEiE)
also contribute to a reduction in the rate. Althought a high
exchange rate is one of the ways in which the effects of monetary
policy are transmitted to lower inflation, the%ﬁ might be a case

e
in these circumstances for a temporary shift in/balance of policy

to give industry some relief from a temporary peak in the exchange
rate. There is widespread sympathy for the problems being caused

for industry by a high exchange rate. This would be cgse for inflow
controls. Their effect 1is expected to be temporary; but that is all
that is required. e — ,—_—_——"‘

D The Swiss and German experience is only partly relevant in

this context; while they had some limited success with such measures
for temporary periods during the 1970s, the circumstances in which
they were introduced were different from those that face us now.

Both countries were mainly concerned to avoid currency appreciations
in the face of large speculative inflows attracted not so much by
interest rate differentials as by the prospect of capital gains;

and the controls were combined with very heavy intervention to seek
to hold their rates down. Even so after a successive tightening of
controls during 1972 and early 1973 the D-Mark was revalued and
eventually forced to float agaiﬁgg-the dollar in March 1973. Perhaps
significantly the Germans have made little use of inflow controls
since 1973. In Switzerland the imposition of a wide range of inflow
controls in %22? probably had some effect in slowing the appreciation
of the Swiss franc; but in the face of continued pressure in the
summer of 1978 the Swiss authorities were forced to abandon their
monetary target and replace it with an exchange rate target. In
their recent evidence to the Treasury and Civil Service Committee

the Swiss National Bank admitted this and said that:-
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"This Swiss experience indicates that the exchange rate
cannot be controlled without losing control over the
appropriate monetary target."

Annex 3 describes the German and Swiss experience in a little more
detail.

G This experience does illustrate quite well some of

the difficulties with such controls. Although they may be introduced
in response to a situation thought to be temporary, it might turn

out not to be so temporary after all. Even when interest rates do
fall there is no guarantee that the exchange rate will too - there
are plenty of other factors affecting the rate. In that case the
Government would be faced with a choice between removing the controls
even though the exchange rate continued to be high - with a probable
outcry from industry - or embarking on a possibly prolonged process
of patching the leaks in the controls as they occured, facing
increasing pressure to reinforce them with direct intervention.

Put another way, to introduce such controls would no doubt be taken
to imply that the Government had an exchange rate policy, if not

any particular target; and that could be something of a slippery

slope.

Ve Nevertheless, it might be thought these were risks worth

running if inflow controls offered a way of relieving the current
pressure on industry without seriously detracting from wider

economic policies. Despite London's more sophisticated financial
markets, Swiss and German experience suggests that inflow controls
could have some temporary effect on the exchange rate. In introducing
a package in present circumstances the Government would presumsably
want to make it clear that interest rates would have to stay

high for a while, and that what was being looked for was a

temporary effect to soften the impact on the exchange rate until
they could be reduced.
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The Required Package of Measures

8. Annex 4 examines in some detail the measures we think required

to have even the temporary effect on inflows looked for. Even

then we cannot guarantee to have considered every significant
potential loophole; but we are fairly sure that anything less than the
following list would quickly be seen to be ineffective.

9. First, further increases in non-resident sterling deposits

with UK banks could be discouraged by banning interest on them.

This is a version of the so called two tier interest rate system.

Simply to ban increases in such depdgits would cause great difficulties
{gitggagg %ﬁ% ingﬁgtgyé g%%eg%igggeégtfrgfg ontexisting deposit; would add
would also be g%sru%tive and likely to t%rnfgh %ﬁe°59§§'é°?8%§%§? ii;;ié-
term reputation as a place to do international financial business.

It seems unnecessary in the present context (as opposed to a major

surge into sterling) to go so far as imposing a negative interest

charge, as the Swiss have sometipes done. Banning interest on

additional sterling deposits would provide windfall profits for the banks

unless offset by calling on the banks for equivalent non-interest-

bearing differential special deposits. There is no statutory power

at present to require such special deposits, but the Bank of England
expect that they could be negotiated under the 1972 Competition and
Credit Control Agreement on the basis of nil interest (but probably

not of negative interest). The imposition of differential deposit
requirements under the existing agreement would present some difficulties.
For example the normal timetable for calling deposits is not best

suited to inflow controls, and, in present conditions of pressure on

banks' regerve assets, deposit requirements could increase the
extent of special assistance needed from the Bank of England.

10. Secondly, for this measure to have any effect, non-residents
would need to be kept out of alternative sterling assets likely to
attract them. Existing powers enable us to prohibit the acquisition
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by non-residents of securities as defined in the exchange control
legislation. 1In this context, we think they should be used
to prevent purchases of,

Treasury Bills
- Gilts
Local Authority Securities

Sterling Certificates of Deposit

A more permanent scheme or one directed against a speculative

surge into sterling might involve extending the list to cover

other fixed-interest securities, eg UK companies' sterling debentures,
but this seems unnecessary, at least initially, for the present
purpose.

11. Thirdly, we think it would also be essential to control
acquisition of commercial bills and similar instruments which are
not covered by the existing_gowers to control securities. Continued
acquisition of these would be a very serious loophole, especially
since non-residents have become used to holding commercial bills

as a result of the effects of the "corset". The outstanding stock
of commercial bills is £5.6 billion and, if non-residents were

prevented from acquiring other interest-bearing sterling assets,
they would soon start to bid bills away from the banks and the
rest of the private sector; and, to the extent that this lowered
the yields on commercial bills relative to other assets, companies
might increase their issue of bills, there being no limit to the
speed and extent to which new commercial bills can be created.

12. Existing powers to control payments could only serve the purpose
by prohibiting (subject to appropriate exemptions) payment to a non-
resident on maturing of a bill or on discounting it for him unless

a reliable UK resident, eg a bank, could confirm that the underlying
transaction was exempted. An offending resident could however still
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be sued by the non-resident and have to make sterling payment
into court. Also, such prohibitions might hamper the working of
the bill market for trade financing. These serious practical
difficulties would best be avoided except perhaps in extreme
crisis. Thus, for any scheme of inflow controls to be credible
or at all effective for more than a few days, it would be greatly
preferable to control the issue, negotiation or transfer to
non-residents of commercial bills. This would require new powers
and mean being ready and able to legislate immediately to take
them.

to
13. The fourth essential element would be/restrict the net
dealing positions of UK banks so as to prevent any net exchange of

e —
foreign currency for sterling.

14. Fifthly, it would be necessary to ban all borrowing by

UK residents of sterling from abroad and of foreign currency'

from any source except for app;oved purposes such as outward direct
investment. Otherwise the effects of inflows would simply be felt
through the on-lending to UK residents of non-resident deposits in the
eurosterling market or by UK residents covering their foreign currency
borrowing against sterlingy%he forward markets.

15. The package outlined above would certainly not cover every
avenue. It would not, for example, prevent residents switching
their & billion of foreign currency deposits with UK banks into
sterling. To the extent that the controls are effective all such
transactions will become potentially profitable. Annex 4 sets out
the various considerations at greater length. But we think this
package would give the most reasonable balance between the maximum
practicable control and measures which should influence the main flows
without requiring complex administration and undue interference
with normal business. Anything less would be quickly seen to be
ineffective.
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16. Such temporary measures would involve a small diversion of

staff in the Bank of England and the appointment of recognised banks
as "Exchange Control Agent Banks" and of them, licensed deposit-takers
and stockbrokers as "Exchange Control Securities Agents". The

control over securities and over foreign currency borrowing by
residents would rely largely on signed declarations (under statutory
penalty); and monitoring and enforcement could in practice be only
minimal, although the controls would involved re-introducing some
unpopular paperwork for the business community. Assuming that no
significant evasion developed, the likely effectiveness of the package
is discussed in paragraphs 18-20 below.

17. Most elements of the package would not conflict with our
European Community obligations as to restrictions on capital
movements. But controlling gilts would need a derogation from

the Capital Movements Directives. Authorisation by the Commission
could be sought and would probably be given under Article 108

of the EEC Treaty (balance of payments difficulties). But this
could involve risks of forestailing. Unilateral action would

have to be justified under Article 109 (sudden crisis in the balance
of payments) or Article 73 (disturbances in the functioning of the
capital market).

Impact on the Exchange Rate

18. This paper does not consider what might be considered by
industry a desirable exchange rate, and it would presumabliy be

no part of such a package to announce in advance what the Government
expected its effect to be (though it might be hard in practice to
avoid all implication of this - see below).

19. The main impact of the measures at least initially would be

likely to be through their effect on sentiment; but the direction and
size of this effect is hard to predict, and could depend on presentation
and on the general state of the market at the time. The largest
downward - pressure would come if the controls were seen as some

kind of U-turn in policy-either a weakening of the Government's

monetary resolve, or a retreat from the general policy of removing




administrative controls. So a sharp fall in the exchange rate
is a possibility, but in circumstances unlikely to be considered
helpful from other points of view. Perhaps more likely is a sharp
ise at the time the controls were introduced - with the move
being taken by the market as a symbol of sterling's strength, and
further confirmation that high UK interest rates were likely to persist
for some time. If strong enough such expectations would make themselves
felt whatever controls were in force - for example through changes
in leads and lags in normal commercial payments, where one day's
shift could give an inflow of £} billion. In that case there could
be some pressure on the authorities to intervene in the foreign
exchange market to try to hold the rate down in order to sustain
the package's credibility - with obvious dangers both of setting
up circular expectations about the authorities' tactics in the
market (with speculators on a one way bet), and to monetary control.
20. Leaving confidence effects on one side, we would expect the
impact of the measures on the exchange rate to be fairly modest.
They would offset some of the impact on the rate of high sterling
interest rates. But that effect itself is probably of limited size.
There is no firm or lasting relationship between interest rates
and the exchange rate. Much depends on the particular circumstances
But experience in recent months (see Annex 2) suggests that a change
of 1% in the &£/% interest rate differential would give about a
1% change in the exchange rate. The question thus becomes, how large
a fall in UK interest rates would the measures simulate so far as
the exchange rate is concerned. It seems implausible that they
would have anything like as much effect as the order of fall in UK
interest rates thought to be in prospect - say S%. In practice the
test - and the test of effectiveness of the measures-would be the
size of interest rate differential they opened up between the
(uncontrolled) eurosterling market and the (controlled) domestic
sterling market. Our own experience with outflow controls and
other countries' experience with inflow controls suggests that this
package might open up a differential of up to 2%, perhaps rising to
as much as 5% for very short periods This estimate may if anything
be on the high side, since with outflow controls the pressure came
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from UK residents, whereas inflow controls would be seeking to

fend off the whole of the rest of the world. The impact on sterling
might thus on a generous estimate be as much as the impact of a

2% or so fall in UK interest rates. On this basis the measures
Tould depress the exchange rate by up to 2% or 5 cents.

Effect on the Money Supply

21. We would expect the package to lead to an increase in the
recorded money supply, at least as measured by &£M3, by an amount that
is difficult to predict and which would be hard to measure. To

the extent that the controls are effective they will depress the
return on some alternative assets which UK residents hold and
encourage them to switch instead to bank deposits, thus increasing
£M3. This could take many different forms and we doubt whether

we have identified all the possibilibies. But to give two examples,
residents would be given an incentive to shift sterling deposits
with banks outside the UK (eurosterling depositis) back to this
country, and also to switch foreign currency deposits with UK banks
into sterling deposits. (If non-residents were not prevented from
buying commercial bills - see paragraph 1l above - then this too
would increase the money supply, as residents sold bills to
non-residents and instead held bank deposits).

22. It is difficult to give any precise magnitude for the increase

in the money supply which might follow the imposition of inflow
controls. But it could be substantial - perhaps up to several

per cent. Residents' holding of eurosterling total some £} billion.
Residents' holdings of foreign currency are very much larger -

around £7% billion in all; even though much of this is working

balances which would be slow to be switched into sterling, the

mobility of these deposits can be gauged by the increase this year,
which has amounted to around &£1% billion. (Residents' holdings of
commercial bills outside the banking system amount to some £1% billion.)
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2%. The Government would thus be faced with the question whether

to increase interest rates to hold back the increase in the money

supply (thus offsetting the effect of the controls on sterling)

or to accommodate the increase bxaraising the monetary target. It
would be possible to argue that/effect on the money supply would

be largely a statistical one: private sector liquidity in its
broadest sense would not have changed. And it would be unwound
when inflow controls were lifted. But it would not be at all

easy to present an adjustment to the monetary targets on these
grounds. The distortions arising from the end of the corset would
only just have worked through and further distortions and explanations
might be badly received. We would never know exactly how much of
any increase in the money supply was the result of the inflow
controls and this would make the task all the harder. As with,
the corset, these problems would present themselves afresh when
the controls were removed.
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24. The case for inflow controls in present circumstances is that
they might provide a means, consistent with the Government's

wider monetary and economic strategy, of softening the acute
pressure on parts of industry of a temporarily high pound. We
have always seen such measures as only likely to have a temporary
impact; but that could be what is required, with the differential
between UK and overseas interest rates expected to narrow substantially
in a matter of months. Swiss and German experience is only partly
relevant, and suggests that such controls can become something of
a slippery slope. But were there no other difficulties it might
be argued that this was a risk worth taking.

25. A package of measures for introduction in present circumstances
would have to comprise the following elements:- ;

(i) A ban on interest on increases in non-resident
sterling bank deposits.

(ii) A ban on non-resident purchases of Treasury Bills,
gilts, local authority securities, CDs and Commercial
Bills (where legislation may be needed.

(iidi) Control of UK banks' currency positions.
Vi

(iv) Control of residents' borrowing in foreign currencies
and eurosterling.

26. The underlying effect of such measures might be a modest fall
in sterling (perhaps up to 2% or 5 cents). This could be masked by
much larger effects on sentiment, though the circumstances in which
these led to a sharper fall in sterling - with the move interpreted
as an about turn in Government policies - would hardly be welcome
from other points of view. Alternatively, the confidence effects
might well be perverse.
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27. Other difficulties to be weighed in the balance are:-

(a) The likely reaction from those affected in industry
and the financial markets to what would inevitably be
a gomewhat complex set of rules.

(b) The danger of getting trapped into heavy intervention
in support of some perceived exchange rate objective.

(e) The adverse effects on measured money supply, particularly
coming at a time when the statistics are already hard enough

to interpret.

HM Treasury
17 September 1980
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3 ANNEX %
b

.J.‘J GERMAN AND SWISS EXPERIENCES WITH INFLOW CONTROLS :
1970-1980

L GERMANY

'he Germans started the 1970s with no inflow controls.
Following the revaluation of the Deutschemark in September
and October 1969 capital inflows had ceased, and the inflow
controls imposed in 1968 and 1969 had been dismantled.

2. In 1970 capital inflows resumed, aﬁd the Germané had to
intervene substantially to hold the new:parity;' In April

1970 supplementary {non—-intérest-bearing) reserve requirements
were imposed on the growth of non-resident deposits and these
requirements were gradually tightened during the year. These
reserve requirements had the effect of redicing the interest :
rate which banks would pay on non-resident deposits. The
requirements did not at first cover sales off&ommercial bills
to non—residents;_-ziis led to avoidance of the contrpls and
the Bundesbank had to step in to prevent this.

5. Inflows continued in 1971, and thejDeutschemark was

eventually floated from May until the Smithsonian realignment
in December. In May the;bermans imposed a ban on sales of
money-market paper and in;iune the reserve requirements on
non-resident deposits_wergftightened'further.

4, These controls were effective in réducing short-term
inflows into the banking Eystem, but their impact was offset
by 'a_growth in inflows via other channels. These included in
pf;;;fﬁ;g;-;;;;;;Z;E_;EEEEE-Bf-GEEEEE-Eumpaniea and purchases
of longer-term German securities by non-residents. In March
1972 the authorities imposed the "Bardepot", a system of cash
dep051ts against companles‘ external borrowings. There was

some exemption for normal credit periods on trade payments but
otherw1se almost all new borrowlng was in prlnclple covered.
The deposit requlrement was set ;m:.t:.ally at 40%, raised to
50% in July 1972 and to 100% in February 1973 (in effect a
complete ban oniborroﬁing?hbroad). In June 1972 the Germans
banned non-resident pﬁrchaées.of bonds issued in Germany;

1




this was extended to shares in February 1975.

S Inflows continued and in the words of the

Bundesbank Annual Report for 1973 "waves of speculation
speedily burst all the dams erected against external
constraints". The dollar was devalued in February 1973,
but upward pressure on the Deutschemark continued in

spite of the tightening of inflow controls mentioned
above. In March 197% the Deutschemark and the other

snake countries floated against the dollar, (the "snake
left the tunnel"). In June 1973 the sale of any domestic
claims to non-residents was banned. Later that month the
Deutschemark was revalued within the snake.

6. Finally, after the Deutschemark had appreciated by

5% against the dollar in two years and after intervention
of around $25 billion in four years, the upward pressure
eased. The Deutschemark floated back down against ,the
dollar, inflows were reversed and the capital controls
gradually eased. Reserve requirements were reduced from
January 1974 onwards; the Bardepot was relaxed in
February 1974 and abandoned in September 1974; the bans

on non-resident purchéses of most German assets were lifted
in February 1974. By September 1975 all controls had been
lifted except for restrictions on purchases of bonds of less
than two years maturity.

7. Since 1975 the Germans have relied very little on
direct controls on inflows in spite of occasional sharp
bouts of upward pressure on the Deutschemark. No changes
were made until the end of 1977 when the differential
reserve requirements on non-resident deposits were
re-imposed ard the ban on non-resident purchases of bonds
was extended to those maturing within four years. None of
the other controls of the early 1970s was re-imposed. The
differential reserve requirements were dropped in June 1978
and have not been re-imposed since.

Assessment
8. The Germans' controls in the early 1970s may have had
some impact on restraining inflows. But any such effect

2




appears to have been modest in relation to the
pressure of tunds flowing into Germany. The initial
controls mainly had the effect of diverting flows to
other channels, and the story of 1971 to 197% is one
of the authorities trying to dam these up as they
developed. This necessitated an increasingly
cumbrous set of controls, with companies' commercial
operations being restricted considerably. It is
perhaps significant that since 1973 the Germans have
made very little use of inflow controls, besides a
fairly short-lived reimposition of the most easily
administered control.

SWITZERLAND

9. The Swiss have until recently maintained an
extensive array of controls against inflows including:

(1) a negative interest rate of up to 10% per
quarter on non-resident holdings of Swiss francs (the

10% rate applied from January 1975 to December 1979);
(ii) wrestrictions on forward deals in Swiss francs;

(iii) restrictions on banks' dealing positions in
foreign currencies;

(iv) at times, certain prohibitions on the acquisition
of Swiss securities, including shares, by non-residents;
there was a complete ban from February 1978 to January
1979;

(v) restrictions on the import of bank notes;

(vi) restrictions on company borrowing abroad.

10. Bince the advent of generalised floating in early 1973
ths Swiss franc has generally not been pegged to any other
currency (it has never been in the snake). It was the
object of almost continuous upward pressure for much of the
1970s, with the Swiss authorities varying between taking
the pressure on the rate or on the reserves.




11. Perhaps the most interesting episode is that

from February 1978, when the dollar began one of its

bouts of weakness. There was strong upward pressure on

the Swiss franc (which rose nearly 7% against the
Deutschemark and 12% against the dollar during February).
The authorities tightened up their inflow controls,

banning sales of any securities to non-residents,
tightening up the coverage of the negative interest rate,
and re-imposing restrictions on the import of bank notes.
These controls, coupled with substantial intervention, seem
to have had sbme temporary effect but by May the Swiss franc

was again rising against all other currencies, not just the
dollar. ——

el
124 The Swiss franc continued to appreciate in the .face

of substantial intervention. The Swiss bought some

$2% billion in the third quarter of 1978 alone but by late
September the Swiss franc was over 60% higher against the
dollar than it had been 2 year earlier, and 35% higher

against the Deutschemark.

15. On 1 October 1978 the Swiss Government changed its
policy. The authorities announced that they would
intervene as much as ne&essary to keep the Swiss franc rate
below 1.20 DM/SF. The monetary target for 1978 was
abandoned and no monetary target was set in 1979. These
measures were coupled with a slight relaxation of inflow
controls, including alldwing non-residents to re-invest

the proceeds from sales of Swiss securities and allowing
greater freedom for non-residents to subscribe to Swiss
franc bond issues.

14, These measures were successful in holding down the
Swiss franc. During 1979 there were in fact net
capital outflows and the Swiss began to 1lift their
restrictions on inflows. By the end of 1979 almost all
the restrictions had been lifted - including the 10%
negative interest rate. In February 1980 positive interest
rates were allowed on non-resident deposits.

4




Assessment

15. As with the German controls, the Swiss inflow
controls may have had some temporary restraining effect
but were not sufficient to divert the upward pressure
on the franc more than slightly. ZEventually, the
strength of the demand for Swiss francs prompted the
Swiss to abandon their monetary targets and switch
instead to an exchange rate target against the
Deutschmark. The controls which were in force at

the time were considerably more extensive than those
in Germany.
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INFLOWS CONTROLS : BUILDING UP A PACKAGE

This annex discusses the elements which would need to be included
in a package of inflow controls aimed at discouraging some
interest-rate induced demand for sterling. The package would
be intended to offset some of the effects on the exchange rate
of a continued high level of UK interest rates relative to those
overseas. It would not be expected to be in place for a long
period and would ideally be kept fairly simple; it would not

be aimed at controlling a massive speculative surge. The
following paragraphs discuss in turn the various elements that
could be included and identifies those that would be essential.
It does not discuss the effectiveness of the package as a whole.

Non-resident sterling deposits

2 The first and most obvious candidate for control would be
non-resident sterling deposits with banks in the UK. These have
increased by around £2% billion so far this year and now total

over £10 billion. It would raise considerable difficulties for
trade if we tried to ban increases in deposits (and it would run
counter to some of our international obligations). A more
promising approach is to ban interest payments on increases in
non-resident deposits: this would seem the most appropriate action
to take if we were trying to counter additional demand for sterling
generated by a continued interest differential in favour of
sterling.

5 With UK interest rates as high as they are, a ban on interest

payments would represent a substantial disincentive to non-
residents to hold sterling bank deposits in the UK. There does
not seem to be much case for going further and imposing negative
interest rates, especially since this would require new legislation.
The Swiss have at times imposed negative interest rates, but that
was against the background of very low domestic nominal interest
rates.

4, It might be argued that we should go beyond a ban on interest

payments on increases in non-resident deposits and impose a

reduced rate of interest on existing deposits. To do this would
1




imply that we were doing more than aiming to reduce additional
demand for sterling which might result from a continuation of

a large interest differential in favour of sterling for longer
than had been expected. It would imply we were actively
seeking to reverse some of the demand for sterling which has
already taken place. It would also cause considerable
disruotions to the banks' business and to their customers' with
possibly damaging long-term effects. We do not think this
should be part of a package, certainly not initially.

Be Forbidding the banks to pay interest on additional sterling
deposits would provide windfall profits for the banks on any
increased deposits which did take place. This would be offset
by requiring equivalent non-interest-bearing special deposits
from the banks. These could be negotiated under the Competition
& Credit Control arrangements.

Non-resident purchases of other sterling assets in the UK

6. Non-residents who were discouraged from acquiring additional
sterling bank deposits in the UK would look to acquire alternative
sterling assets. We have the powers to ban non-resident
purchases of a variety of sterling assets and we think a package
should include bans on purchases of

Treasury bills

Local Authority Securities
Sterling Certificates of Deposits
Gilts

s There is a problem over banning non-resident purchases of
commercial bills: +this is discussed in the main paper. It would
be essential that non-residents were prevented or discouraged
from buying commercial bills; to omit this element from a
package would be to leave a very serious loophole, especially now
that many non-residents have become accustomed to holding
commercial bills in preference to other money market instruments
as a result of the effects of the corset. The outstanding stock
of commercial bills is £5.6 billion and if non-residents were
prevented from acquiring other interest-bearing sterling assets

they would soon start to bid bills away from the banks and the
2




rest of the private sector; to the extent that this lowered
the yields on commercial bills relative to other assets,
companies might increase their issues of bills.

8. There are a number of other sterling assets which might be
controlled. We could for example ban non-resident purchases of
UK equities or of UK companies' sterling bonds and debentures.

If we were planning a fairly permanent scheme, or one which was
intended to counter a massive speculative surge into sterling,

we would probably want to ban foreign purchases of tixed

interest sterling securities at least. But we think these need
not be an essential element in a more short-lived package of
controls. A separate problem concerns unquoted securities and
purchases of "shell" companies. It would in principle be quite
easy for a non-resident to buy such a company and use it to
acquire sterling assets on its behalf, remitting the interest in
the form of dividends. Again, if the scheme were intended to be
more than a temporary one we would need to cover this possibility,
but we think that for the package considered here it would be
better to do nothing initially, while watching developments closely.

Eurosterling

9. If we prevented non-residents from acquiring interest-bearing
sterling assets in the UK, then an obvious alternative for them
would be to see what rates banks in other countries would offer for
sterling deposits. This in turn would depend on what use those
banks could make of the funds.

10. If inflow controls were able to segment completely the
Eurosterling market from the UK domestic market, then the banks
could not pass the sterling on to the UK domestic market and would
have to find a use for it outside the UK - for instance by finding
a new non-resident to borrow the sterling. The interest rate on
Eurcsterling would be set by demand and supply in this segmented
market. It would be somewhat lower than that in the domestic
market, since non-residents are not restricted in borrowing
domestic sterling: a new non-resident borrower would appear only
at a rate lower than that at which he could previously have




borrowed domestic sterling. There would by assumption be no
leakages back to the domestic market and these transactions
would not effect the exchange rate - they would offset each other.

136 There are, however, a very large number of potential channels
by which funds can leak back from the Eurosterling market to the
domestic market, and thus undermine the impact of inflow controls.
We need to dam up as many of them as we can, but there are
inevitably some which we could not restrict. We could not segment
the two markets completely.

12. The most obvious channel is UK residents' borrowing
Eurosterling instead of domestic sterling. If interest rates on
Eurosterling dipped significantly below those on domestic sterling
then companies would have an incentive to borrow sterling ffom
banks abroad rather than in the UK. With no inflow controls a
non-resident would deposit sterling with a bank in London_which
would on-lend it to a UK company. With controls on non-resident
sterling deposits but no controls on residents' borrowing sterling
from abroad, a non-resident would instead deposit sterling with a
bank in France which would on-lend it to the UK company. The
effects on the exchange rate and interest rates are the same in
both cases. For any inflow control package we should thus need to
ban residents' borrowing of sterling from cutside the UK.

15, There are two related channels which we could do nothing to
control. Since the abolition of exchange controls there has been
a substantial increase in sterling lending to non-residents by
banks in the UK. This has amounted to around £14 billion so far
this year. If Eurosterling interest rates showed a tendency to
drop below domestic rates then new non-resident borrowers would
borrow from banks outside the UK rather than from UK banks. The
funds would be intermediated by a bank outside the UK rather than
one in the UK. We could not prevent this.

14. The second channel is repatriation of UK residents'
Eurosterling deposits. These have built up significantly since
the ending of outward exchange controls. A part of this increase
was the result of corset pressures and some of these deposits may
now have been run-down (data on Eurosterling deposits is rather

I




slow to arrive). But we estimate that UK residents' Eurosterling
deposits still total around &£} billion. If Eurosterling rates
dropped below UK rates most of these deposits would presumably be
repatriated at once. The inflow controls would be having the
effect of pushing non-resident deposits from UK banks to foreign
banks while attracting an offsetting flow of resident deposits
from foreign banks to UK ones. Again, we could not prevent this
happening.

Forward rates and foreign currency borrowing and deposits

1155 A similar, though slightly more complicated, problem arises
from flows from the Euromarkets to the UK in the form of foreign
currency transactions covered in the forward markets. There is
very little difference between borrowing sterling from a bank in
Paris, and borrowing dollars while at the same time buying dollars
forward against sterling to cover the exchange risk. Interest
arbitrage in the Euromarkets ensures that the interest rates on
these two transactions are identical. (This is explained in more
detail in the appendix). Thus it would not be enough simply to
ban Eurosterling borrowing in an inflow control package: we
should need also to prevent companies achieving the identical
result by borrowing foreign currency and covering in the forward
market.

16. A related problem arises from UK residents' existing foreign
currency deposits, whether with UK banks or with banks abroad.

Just as borrowing foreign currency and covering the exchange rate

in the forward market would be cheaper than borrowing domestic
sterling, so investing in foreign currency would yield a lower
return than investing in domestic sterling and covering the exchange

risk in the forward market. (This too is explained in the Appendix).
There would be an incentive for UK residents to switch their existing
foreign currency deposits into sterling, at the same time selling

sterling forward.

1% Residents' foreign currency deposits have increased sharply
since the abolition of exchange controls. Deposits with UK banks
have grown by about £1% billion, and now stand at over £6 billion.
Residents' foreign currency deposits with banks overseas do not




appear to have increased very much (from the data we have
available); this may simply reflect the greater convenience of
holding deposits with UK banks. In total, foreign currency
deposits with banks overseas amount to some £1 - 13} billion.

Much of the deposits, with both banks in the UK and banks overseas,
represent working balances which might be fairly slow to respond
to an inducement to switch into sterling. But the large increase
in deposits since the ending of exchange controls gives some guide
to the mobility of these funds.

18. This annex has so far discussed only the problems from’
residents' borrowing foreign currency covered, or switching foreign
currency deposits into covered sterling deposits. These are
essentially riskless arbitrage transactions which would act to
channel non-resident demand for sterling back to the UK, affecting
the spot rate rather than just the forward rate. There is also the
possibility that residents would perform these transactions,without
forward cover. These would be speculative transactions by the
residents themselves, acting because they thought the difference
between UK and foreign interest rates was sufficiently wide for
them to take on the risk that sterling might depreciate. They
would directly affect the spot rate for sterling.

19. There are two approaches we could take to counter these
problems; we should need to include both in any package that was
intended to be other than fairly short-lasting. We could ban
residents' borrowing in foreign currencies or we could ban
residents' dealings in the forward exchange markets (in both cases
with certain exceptions, discussed below). Both of these involve
some restrictions on companies' commercial operations and both
would produce additional administrative complications. But the
controls would be very weak if we attempted neither.

20. Banning residents' dealings in the forward exchange markets
would not stop companies borrowing abroad without forward cover,
nor would it stop them converting foreign currency deposite into
sterling. But it would force them to take an exchange risk on
either transaction. We would be preventing any riskless arbitrage
operations but not stopping residents using these channels to
speculate in favour of sterling on their own account.

6




213 Such action would however create great administrative
problems. We could not reasonably ban all forward foreign
exchange transactions: we shomld have to allow some exemptions
for deals connected with genuine trade transactions (buying
foreign currency forward to pay for imports for example). This
immediately raises a host of difficulties. We could not hope to
monitor these transactions ourselves and we should have to rely
on declarations from those operating in the forward markets and
on some monitoring by the banks. There would also be great
difficulties over defining in just what circumstances forward
cover would be allowed: for imports of services?; for dividends
or other contractual payments?; mnot for loans about to mature? -
the list is almost endless. All in all we do not think it would
be practicable to include controls on residents' forward deals in
what was intended to be a simple and temporary scheme

22. Banning foreign currency borrowing by residents also presents
difficulties. It would stop residents borrowing foreign currency
instead of sterling, whether ‘covered or uncovered; but it would
not prevent residents switching existing foreign currency deposits
back into sterling. It might give rise to some objections from
companies, since we would be cutting off onesource of finance at a
time when they were under financial pressure. Again, we should
have to give some exemptions: we should probably need to permit
companies to borrow foreign currency to finance overseas direct
investment for example. This would weaken the effect of the
control but we think it would be unreasonable not to include such
an exemption, at least initially. We would again have to rely on
declarations from companies to enforce this, though this would be
more manageable than for controls on forward deals since the

number of transactions would be much smaller.

25 OQur conclusion is that for the package discussed here we
should include a ban on borrowing foreign currency, but not any
control on torward transactions.

Banks
24. These conclugions do not apply to banks, where the
circumstances are rather different. We certainly would not seek




to control their gross foreign currency borrowing abroad - to
do so would be to prevent them carrying out their eurocurrency
business. Instead, we would impose a control over their open
positions in sterling as against foreign currency: we would
for instance stop any increase in foreign currency borrowing
net of foreign currency lending. At the same time we would
also seek to prevent banks' switching into sterling on a
covered basis; this is a practicable (and a necessary) control
to impose on the banks. We would ban any increase in forward
foreign currency assets held against spot foreign currency
liabilities; this is the exact reverse of the spot against
forward control we used to maintain in the days of outward
exchange controls.

Multinationals

25 The package outlined so far leaves a number of loopholes,
particularly those through which multinationals could slip.
There is however very little we could do about them without making

the controls very much more extensive and very much more
burdensome .

26. If a non-resident who wished to acquire additional sterling
was a company with a branch or subsidiary in the UK, then it
would be simple for it to channel the funds to this subsidiary
rather than investing in its own name. We could prevent this
transaction taking the form of a loan from the parent, but could
not do much if it was disguised as new equity capital or if it
took the form of leads and lags on inter-company payments.
Similarly there would be an incentive for any UK company wishing
to borrow sterling to do it in the Eurosterling market via an
overseas parent or subsidiary. We could stop these funds being
channelled to the UK company in the form of a loan, but again
could not do anything if the channel was, for example, delayed
payment of a dividend due to the overseas company. The very wide
scope for leads and lags is a limitation on the effectiveness of
any scheme of exchange controls.




The package

2 Our conclusion is thus that the essential elements in
a package would be as follows :

a ban on interest payments on additional non-resident
sterling deposits with UK banks, coupled with appropriate

a ban on non-resident purchases of Treasury bills, local
authority securities, certificates of deposit and

gilts; plus measures to prevent . non-resident
purchases of commercial bills;

a ban on residents' borrowing of sterling from outside
the UK or of foreign currency from any source, but with
an exception for borrowing for direct investment overseas

controls on banks' open positions in sterling against
foreign currencies, and on their covered switchinglinto

sterling.




E ROSTEHLING FORWARD AND THE COVERED DIFFERENTIAL:
AN ILLUSTHATIVE EXAMPLE

APPENDIX

Suppose we have the following pattern of interest rates and forward
rates:

Sterling interest rate 1%

Dollar interest rate 4q%'

Forward discount on
sterling against the
dollar 2%

The uncovered differential is simply the difference between sterling
and dollar interest rates, in this case +5%. The covered differential
is the difference between sterling interest rates and dollar interest
rates adjusted for forward cover. From the point of view of a
borrower there is very little difference between borrowing sterling
and borrowing dollars while at the same time covering his exchange
risk by buying forward the dollars he will need to repay the loan.
The same holds true in reverse for depositors. On the figures set
out above, the cost of borrowing sterling is 1%, while the cost of
borrowing dollars covered is 40% for the dollars plus 2% for the
forward cover. The covered differential is thus +3%. It is clear
that the figures above suggest 'the existence of some sort of capital
controls. otherwmse arbltrage pressures would tend to bring the
covered dlfrerentlal closer to zero.

2. A Paris bank which is éskéd for a quote for a sterling deposit
has to consider what it aah do with the funds. We assume that it
cannot lend them at the domestic rate because of capital controls.

An alternative is for it to lend dollars.and c&Yer its exchange risk
by buying sterling forward. This will earn it 10% +2% equals 12%,

so it will quote a Eurosterling deposit rate, of 12% (ignoring margins).

 5.‘ ‘Similgrly a Paris bank which'is-gsked fﬁi the cost of a sterling
.loan will consider how cheaply ‘it can acquire the funds. The
cheapest way - as set out in paragraph 4 above ~ is.for it to ‘borrow
dollars and cover 1tself by selllng sterllng -forward. This will ocost
it 12% and this will be the Eurosterling lending rate,




4, The Eurosterling rate is always set in this manner and it is

fairly easy to see that the covered differential will represenf'the
difference between domestic sterling and Eurosterling interest rates.

5. - When, as in this example, there is a positive covered differential
there is an incentive for anyone who can do so

-

—~ To borrow Eurosterling or, equivalently to borrow covered
dollars, in preference to domestic sterling;

- to hold a domestic sterling deposit in preference to a

Eurosterling deposit;

— to hold a domestic sterling deposit covered forward in
preference to a dollar deposit.

If capital controls do not exist then these incentives will swiftly
ensure that the covered differential does not stray far from zero.
Capital controls prevent some or all of these transactions taking

place and thus place a wedge between domestic sterling and Eurosterling

interest rates.
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From the Private Secretary - ‘2 July 1980
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As you know, Mr. Walter Salomon called on the Prime
Minister yesterday morning, The Chancellor and the Secretary
of State for Industry were also present.

Mr. Salomon concentrated on two points. First, he argued
that the Exchange Control Act 1947 should be altogether repealed,
rather than amended. He suggested that, in the event that the
Government might conceivably want to reintroduce exchange controls
some time in the future, the 1946 Bank nationalisation act
would provide adequate powers, The retention of the 1947 Act,
even in modified form, was bad for confidence and would provide
a Labour Government with too easy an opportunity to reintroduce
exchange controls. Mr. Salomon asserted that neither Germany
nor Luxembourg had specific exchange control powers; he did not
see why we needed them.

Secondly, Mr. Salomon elaborated on his criticisms of the
Banking Act 1979, which were set out in his April lecture to
the Institute of Bankers. In particular, he criticised the
sweeping powers of the Bank, which he implied they were not well
qualified to make use of; the two-tier svstem of authorisation;
and the personal gquestionnaire for directors and :anagers. In
addition, he criticised the Bank's papers on foreign currency
exposure and liquidity.

In reply, the Chancellor explained that exchange controls
had been abolished, and that the exchange control department
in the Bank had been disbanded and a large number of officials
released for other work. Jonetheless, he had come to the
conclusion after long and detailed consideration that a modified
version of the 1947 Act was needed. He disagreed with Mr. Salomon
about the powers under the 1946 Act: in theory, these gave the
Government power of direction over the Bank, but not over the
citizen.

The Chancellor also answered some of Mr. Salomon's criticisms
of the Banking Act, but there was not time for him to rebut them
in detail. The Prime Minister would accordingly be grateful
if the Chancellor would now write to Mr. Salomon on his criticisms
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of the Banking Act, and if he would also set out his answers to
Mr. Salomon's various criticisms of the Government's decision
not to repeal the Exchange Control Act. Please could you send
us a copy of the Chancellor's letter.

I am sending a copy of this letter to Catherine Bell (Department
of Industry). I would be grateful if you would not show this
letter to the Bank.

John Wiggins, Esq.,
H.M. Treasury.
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2 June 1980

Dear Mr. Salomon

Thank you for your two letters of 28 April about the Exchange
Control Act and the value of sterling.

With regard to the Exchange Control Act, the future of this
legislation involves other factors besides the temporary need to
retain powers while exchange controls had to continue (till.13
December last) in relation to Rhodesia. In particular, repealing the
Act would not be compatible with our Treaty obligations in the
European Community since the Council Directive 72/156 requires us
to have available, without further enabling measures, certain
instruments for the regulating of capital flows. The 1947 Act
provides the only current legislative authority, While we do envisage
ultimately seeking some changes in the law on exchange control, there
is no prospect of finding time in the legislative programme for the
early replacement or substantive amendment of the present Act. You
may have seen that the Chancellor of the Exchequer recently made a
statement in Parliament to this effect.

In your other letter you suggested that we should sell sterling

to reduce the value of the pound, at the same time offsetting the
domestic monetary impact by cancelling a corresponding amount of
debt; I assume that you have in mind repayment of debt to overseas.
(If we were to re-pay a corresponding amount of debt held in the UK,

this would simply add to the money supply).

It is our policy to reduce substantially the burden of our
foreign currency borrowing during the lifetime of this Parliament. .
But this policy does not offer a solution to the problem that I
posed in the House. The monetary effect of intervention depends on

/its scale and
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gs scale and how it is financed. Any net inflow to the private
 sector would not be offset if we then used the additional reserves
to repay overseas debt. Such repayments have no impact on domestic

conditions at all; no private sector transactions are involved.
Sooner or later, as I said, any attempt to hold down the exchange
rate by intervention wouyld Jeopardise.monetary control.

Even if we sought to offset the domestic monetary impact by,
say, selling additional gilts there might well be little lasting
impact on the exchange rate, although interest rates would néed to
be higher to achieve the necessary gilt sales, Mobility of inter-
national capital limits the extent to which intervention can effect
the exchange rate, other than in the very short term. And if we
Succeeded in holding down the exchange rate, we would have to balance
the advantage to exporters against the cost - some of which would be
borne by exporters - of the higher level of domestic interest rates.
We would also lose the beneficial effects of a higher exchange rate
on inflation and monetary control. '

W.H. Salomon, Esq.




SECRET,

PRIME MINISTER

EXCHANGE RATE

The rate at 1420 was $2.3560; effective rate 74.7. This
—— ey
is down a cent from last night. There has been no intervention
to speak of by the Bank today. The dollar is generally stronger.

You will want to question the Chancellor about the prospects
of getting interest rates down soon: the widening gap between

sterling and Eurodollar rates is clearly a factor in the current
— o —

strength of sterling. I am told that thg May money supply
figures are going to be bad because the Government borrowing

requirement, for the first time since December, has been

Stibstantial and because lending to the private sector is still
————— —

running at a substantial level. In these CiTCUMSTANces, an~

early reduction in MLR would be risky.

On the other hand, the qombination of high interest rates
and the high exchange rate is certainly causing industry great
problems and there is a strong case on industrial grounds for
providing some alleviation; but I suspect the Chancellor would
argue that, if anything is to be done, it should be by way of
fiscal relief (e.g. reduction in national insurance surcharge)
rather than by trying to get interest rates or the exchange rate
down ineffectively or prematurely.

28 May 1980
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RETENTION OF EXCHANGE CONTROL ACT 1947
PRIME MINISTER'S QUESTIONS ON TUESDAY 20 MAY

The following additional @ & A material may be helpful. It
reflects consultation with the Chancellor and the Financial
Secretary.
Q.1 In what circumstanceés might the Government use the
exchange control powers being retained?

Hypothetical question. Impossible to foresee future
circumstances.

Are the Government making any contingency plans to
reimpose exchange controls?

We have no intention of reintroducing controls, but
work is proceeding on the legislative aspects 1n the
light of EEC obligations. :

W

-A.J. WIGGINS
20th May 1980
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FUTURE OF THE EXCHANGE CONTROL ACT 1947

Following your letter of 2$st’ﬁ;;ch about the Chancéllor's
minute of 19th March on this subject, it has now been
arranged for the statement annexed to that minute to be
given in the House by Written Answer tomorrow, Friday

16th May. It may of course attract some notice by the
media; and I enclose a copy of our Press briefing,

in Question and Answer form. For ease of reference, 1
also attach a copy of the statement itself.

I am copying this letter, with enclosure, to the Private
Secretaries of the other recipients of the Chancellor's
minute of 19th March.

jnmrs

) ol

A.J. WIGGINS




FUTURE OF THE EXCHANGE CONTROL ACT 1947

QUESTION AND ANSWER PRESS BRIEFING

Why does this Government, dedicated to market forces, feel the need
to retain statutory powers of control in this area?

A.l, Ve are required by the European Community Council Directive of

21 March 1972 to be able to act, where necessary, on capital flows without
further enabling measures; and this in practice means having powers
already on the Statute Book.

Q.2. What is the significance of making this announcement now?

A.2. Merely that it has become clear that, in the Chancellor's words,

there is no time in the legislative programme for the early replacement
or substantive amendment of the Act. :

Q.3. What instruments dboes the 1972 Council Directive require to be
available?

A.3(a) for effective regulation of international capital flows:-

{i) rules governing investment on the money market and payment

of interest on depusits by non-residents;

(ii) regulation of loans and credits which are not related to
commercial transactions or to provision of services and are

granted by non-residents to residents;

for the neutralisation of those effects produced by international

capital flows on domestic liquidity which are considered undesirable:-
(i) regulation of the net external position of credit institutions;

{ii) fixing minimum reserve ratios, in particular for the holdings

of non-residents.

Are all our Community partners similarly equipped with statutory

powers?

/At ..




Yes, as indeed are other industrial countries like the United States
and Japan.

Is the statement to be seen as one move in a concerted international
effort to moderate foreign exchange flows? Does it imply a UK
move to join the EMS exchange rate system?

Noj 41t simply announces the outcome of reviewing our legislative
position in the light of our Treaty obligations after exchange

controls were abolished last year.

Does the statement reflect growing anxiety about the high exchange
rate? Is it the start of a U-turn?

No. There is no change of policy whatever implied as regards either

the exchange rate or the control of either outflows or inflows.

Does the statement imply expectation of any imminent decline by gnother

major currency?
No.

If, as may be assumed, the present Exchange Control Act can be used in
an emergency to control inflows, why is any substantive eventual

amendment planned?

Because the 1947 Act was designed for circumstances wholly different

from those now prevailing or likely to prevail.

Can we be more specific on the nature and timing of the further
legislation intended in this area?

The detail of possible changes is still being worked out. The timing
depends on what opportunities can be found in the Government's

programme during the period ahead.
What is intended by "making the powers less draconian'?

This relates mainly to the fact that the present Act gives the Treasury
very great discretion, with little reference being needed to

Parliament, whether or not to permit a very wide range of transactions.
/For...




For any control to be effective, however, the existing powers of

_enforcement need to be kept.

How many staff will all this mean keeping on exchange control work?

About 2 people in the Treasury and a handful of experts remaining in
the Bank of England, with recourse as necessary to the Government's
legal services. There were about 20 in the Treasury and 750 in the
Bank of England working on exchange control before its abolition.

How have inflows and outflows affected monetary control iﬂ recent
months?

The net impact is difficult to assess. ZLven though the exchange
rate is mainly determined by market forces, there has been a net
outflow from the non-bank private sector since last August, which
will have tended to reduce sterling M3. (The outflow of funds in
this period was associated with exchange control relaxations and
the current account deficit. The counterpart inflow was directed
mainly to public and banking sectors rather than bank d;posits).
But any net contractionary impact will have been offset to the
extent that the outflow was financed by bank borrowing and reduced
gilt purchases. In general terms a buoyant exchange rate helps to
keep down inflatiaonary pressure and reduce the demand for money,

thus easing monetary control problems.
Yhat would be the monetary impact of inflow controls?

This is a hypothetical question. To the extent that they could be
made effective, the main purpose of such controls would be to resist
evere " !
/gnd probably short-term upward pressure on the exchange rate arising

from events unconnected with UK domestic policies.
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FUTURE OF THE EXCHANGE CONTROL ACT 1947
DRAFT PARLIAMENTARY WRITTEN ANSWER

Q. To ask the Chancellor of the Exchequer, if he has
completed his review of the future of the Exchange Control
Act 1947 and whether he will make a statement.

A. Yes. The House was told on 6 November last that, follow-
ing my decision announced in October to abolish exchange
controls, I would be reviewing the future of the Exchange
Control Act 1947. I have now decided that, at least for the
time being, the present Act should be retained.

I regard the 1947 Act as unsatisfactory in a number of ways ,
notably in the wide extent of its powers and in its bias,
natural enough when it was introduced, towards the control
of outflows. I see no prospect of time being made available
in the legislative programme for the early replacement or
substantive amendment of the Act; and simple repeal would
not be compatible with our Treaty obligations.

I do however envisage that ultimately, and probably most
conveniently in several stages, changes in the law will be
Sought with the objectives of making the powers available
in this area less draconian and more symmetrical as between
control of outflows and of inflows.

In the meantime, the Act needs to be kept in being because

the United Kingdom Government is required under the European
Community Council Directive 72/156 of 21 March 1972 to Lave
available certain instruments for effective regulation of

"

Jinternational




international capital flows and for neutralising those
effects of such flows on domestic liquidity which are
considered undesirable. The Directive also requires that
these instruments may be able, where necessary, to be
pPut into operation without furﬁher enabling measures.

The Exchange Control Act 1947 is the only current legis-
lative authority in the United Kingdom under which the Government

could take such action.
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The Chancellor called on the Prime Minister at 0900 hours this

morning.

(1)

The following points came up in discussion:

Select Committee on the Treasury and Civil Service

The Chancellor said that the Committee were causing him
considerable difficulty in their demands for information
and the general tone of their approach to the Government's
economic policies. Their first report was likely to be
fairly critical, and this was bad for the Government's
credibility. Unfortunately, the Chairman and some of his
Tory colleagues were being almost as unhelpful as the
Opposition members. He was trying to get the more
sympathetic members of the Committee, such as Mr. Beaumont-
Dark, to play a bigger role in the Committee's deliberations.

The Exchange Rate

The Prime Minister said that the high exchange 'rate was
beginning to have‘a serious effect on manufacturing
industry. She agreed with the Chancellor that there was no
easy way of getting the exchange rate down, and in any

case there would be disadvantages in terms of the RPI even
if it were possible. Nonetheless, she hoped that the
Chancellor was considering what might be done. The
Chancellor said that the effect of the exchange rate was to
move resources out of the manufacturing sector to consumers.
and this was reflected in the recent big increase in real
disposable income. But he did not think there was any
mileage in trying to reduce the exchange rate: if anything
was to be done for manufacturing, it would be better to
look at fiscal reliefs. He had this whole question under
review.

Interest Rates

The Chancellor said that the money supply figures for
banking April now seemed likely to be worse than earlier
expected: instead of a negative figure, sterling M3 was

likely to show an increase of % per cent, This in itself
was not too bad,'but it concealed a continued high level

SECBETL
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lending to the private sector. Interest rates had fallen
a little partly in sympathy with American interest rates,
but it was too early to contemplate a reduction in MLR.
The Bank would need to put out a new tap, probably this
week, in order to maintain the funding programme.

Iran

The Chancellor referred to his minute of 28 April and

said that he fully agreed with Mr. Nott that it would be
very difficult to get legislation through Parliament if
sanctions were to apply to existing contracts. The

Prime Minister said she agreed. The Chancellor then turned
to the question of Iranian assets, and reported that the
Governor had recently met Mr, Nobari of the Iranian Central
Bank - who had asked for an assurance that we had no
intention of freezing. The Governor had given him this
assurance, and in answer to further questioning, 'had made
clear that he was not under any pressure from HMG to freeze
the Iranian sssets. He had explained to Mr. Nobari that
the situation would have been different if the UN Resolution
had included freezing of assets; but since it had not there
was no question of HMG going down this route. Mr. Nobari
had told the Governor that he had been given a similar
assurance by the Germans and the Austrians. The Prime
Minister said she was glad that Mr. Richardson had made

our position clear.

1 May 1980

cc: Mr. Michael Alexander




Dkw M

hown (S04) L.

bPRIME MINISTER

MEETING WITH THE CHANCELLOR ON THURSDAY 1 MAY

The Treasury tell me that the Chancellor wishes to discuss the
attached minute which he has sent you on Iran.

This minute makes two points: first, sanctions should apply
only to future contracts; and secondly, we should not move against

Iranian assets in London.

I think it is already agreed amongst colleagues that we should
not freeze Iranian assets. As for the question of sanctions, you
have been inclined to agree with the Chancellor that existing
contracts should not be affected. However, OD are due to have another
discussion on this, and you will not want to pre-empt the outcome of
that.

There is no other topic which the Chancellor has warned us
he will raise. However, you might question him on the prospects for
getting MLR down. The CBI have come out fairly strongly expressing
disappointment that interest rates have not come down sooner.

UK interest rates have been falling., The inter-bank rate this
evening was 17% per cent. But this is still above MLR, and until
there is a little more evidence that bank lending to the private
sector is moderating I think it would be unwise to move quite yet.
The worst thing would be to reduce MLR and either for the markets to
take no notice, or for us to be forced to increase it again.
Nonetheless, caution can be taken too far; and you might tell the
Chancellor that you hope he can get MLR down as soon as it looks safe
to do so.

30 April 1980
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THE PRIME MINISTER . : 8 April 1980
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You wrote to me on 21 March about the sterling rate of
exchange and its effect on industry. I am grateful for what
you said about our econozic policy.

10 DOWNING STREET

I recognise that th= recent high exchange rate has causéd
widespread concern, and aas posed probleﬁs for exporters. But
I cannot agree that thess difficulties could be overcome by a
policy of devaluing sterling. It is very doubtful whether, in
a world of freely floating exchange rates, the Bank of England_qou%q‘__
engineer a major, but controlled, reduction in the exchange rate. %
Even if the Bank could do this, it would involve intervention
in the foreign exchange markets on a scale which would jeopardise
our monetary targets and hence the fight against inflation, which
bhas to be our first priority. As the Chancellor said in his
budget speech, it is an illusion to suppose that we have any real

choice between defegting inflation and some other course.

It is true that a high exchange fate is an important dhannél
through which a firm mornstary policy is transmitted into a
lower rate of inflation. But I must emphasisé that there is no
cusstion of our keeping the exchange rate artificially high in
crder to combat inflatica. Our policy is that the rate should

be set by market forces. ff)\,oﬁ, dlon..m Con v Gt A e ol
éor l>ry. :

We do, of course, attach the greatest importance to
providing a favourable climate for manufacturing industry by
removing unnecessary resirictions and increasing the rewards
for extra effort. Last week the Chancellor announced a further

/series of measures




series of measures designed to encourage economic change and
improve incentives in the enterprise sector of the economy.
But there zre limits to what the Covernment can do. In the
longer term, industry can only improve its competitiveness
through hizher productivity and through pay settlements which
companies can afford. There is no easy other way.

w G

Sir Brandon Rhys Williams, Bt., M.D.
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From the Private Secretary 21 March 1980

Future of the Exchange Control Act 1947

The Prime Minister has read the Chancellor's
minute of 19 March on the above subject, and
subject to any points which Ministerial colleagues
may have, she is content with the draft Written
Answer enclosed with it.

‘I am sending copies of this letter to
George Walden (Foreign and Commonwealth Office),
Ian Ellison (Department of Industry), John
Stevens (Office of the Chancellor of the Duchy
of Lancaster), Stuart Hampson (Department of
Trade), Bill Burroughs (Department of Energy),
Richard Prescott (Paymaster General's Office),
David Wright (Cabinet Office) and John Beverly
(Bank of England).

L. P. LANKESTER

John Wiggins, Esq,,
HM Treasury.

L P S R i
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Treasury Chambers, Parliament Street, SWIP 3AG b= any k
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PRIME MINISTER \4}} N/ ‘)‘L
)3

FUTURE OF THE EXCHANGE CONTROL ACT 1947

As you know, since announcing the abolition of exchange controls
on 23rd October last, we have given thought to the future of

the Exchange Control Act 1947 and also to whether we should

be considering the imposition of some kind of inflow controls.
2 On the latter quest%on, sterling has indeed remained
strong, although it has eased from its recent peak. While
external factors have played a part, a major influence has

been that of our monetary poliecy: a high exchange rate ig
“an important linkage in the transmission of a tight monetary

policy to lower inflation. Recent levels of sterling certainly
create problems for British industry but, as we have been
emphasising, those must be countered by a lower increase in
domestic costs and not by any easing of the Government's
counter-inflationary stance.

T In any case, experience has shown that direct inflow
controls tend to become ineffective against really strong
pressures after quite a short period. Given that the level
of sterling to some extent reflects anticipation of the
medium-term lifting of the exchange rate which increased
North Sea oil production and higher oil prices will bring,

it would seem inappropriate to try to use short-term controls
to deal with an essentially medium-term phenomenon. Also,

/of course,
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of course, introducing inflow controls would conflict with
much of the reasoning behind the decision to abolish outflow
controls, notably our aims of letting the rate respond more
freely to market forces, removing economic distortions and
allowing administrative savings to be made in both public
and private sectors.

4. We have concluded, therefore, that no action should be
taken on inflow controls for the present. But it would not

be prudent to ignore the possibility of needing to check
really massive short-term speculative flows stimulated by
events outside the UK, such as (less likely at present,
I hope) a major collapse of confidence in the dollar. So

my officials are working with the Bank of England on suitable

contingency plans. This work relates closely to that on the

future of the exchange eontrol legislation, for the reasons
below.

5. In the first place, it is at least doubtful whether
existing powers would suffice to provide for controls which
would be effective enough without impairing our monetary

policy (we are awaiting advice from Treasury Counsel on
this). Secondly, there remains in force a European Community
Council Directiwe 72/156 of 21st March 1972 requiring member
states to have available, without the need for further
enabling méasures, certain instruments for effective
regulation of international capital flows. The Exchange

Control Act 1947 is all we have for this purpose; and
simply repealing it would conflict with our Treaty obligations.

6 At the same time, I regard the present Act as
unsatisfactory for us to continue as it is for the longer
term. I see no prospect, however, of there being time in

the legislative programme for its early replacement by

/something more
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something more suitable to our times - particularly less
draconian and more symmetrical as between powers to

control outflows and inflows. But officials are
investigating what amendments might best be made to the

1947 Act in due course, perhaps by a gradual process in
later Finance Bills with possibly an ultimate consolidation
into a new Act - unless some unforeseen emergency were to
force us to repair defects, particularly as regards inflows,
by earlier legislation.

7 I announced to Parliament last November that I wbuld
be reviewing the future of the 1947 Act. I now intend,
unless any colleagues directly concerned objézgj_gsﬁ;éport
the outcome in a low key by a Written Answer, in due course,

on the lines of the draft annexed.

—
8. I am sending copies of this minute to the Foreign

Secretary, the Industry Secretary, the Chancellor of the
Duchy, the Trade Secretary, the Energy Secretary, the
Paymaster General, the Secretary of the Cabinet and the
Governor of the Bank of England.

/)

-

] (G.H.)
/7 March, 1980
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FUTURE OF THE EXCHANGE CONTROL ACT 1947
DRAFT PARLIAMENTARY WRITTEN ANSWER

Q. To ask the Chancellor of the Exchequer, if he has
completed his review of the future of the Exchange Control
Act 1947 and whether he will make a statement.

A. Yes. The House was told on 6 November last that, follow-
ing my decision announced in October to abolish exchange
controls, I would be reviewing the future of the Exchange
Control Act 1947. I have now decided that, at least for the
time being, the present Act should be retained.

I regard the 1947 Act as unsatisfactory in a number of ways,
notably in the wide extent of its powers and in its bias,
natural enough when it was introduced, towards the control

of outflows. I see no prospect of time being made available

in the legislative programme for the early replacement or
substantive amendment of the Act; and simple repeal would
not be compatible with our Treaty obligations.

I do however envisage that ultimately, and probably most
conveniently in several stages, changes in the law will be
Sought with the objectives of making the powers available
in this area less draconian and more symmetrical as between
control of outflows and of inflows.

In the meantime, the Act needs to be kept in being because
the United Kingdom Government is required under the European
Community Council Directive T72/156 of 21 March 1972 to have
available certain instruments for effective regulation of

/international
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international capital flows and for neutralising those
effects of such flows on domestic liquidity which are
considered undesirable. The Directive also requires that

these instruments may be able, where necessary, to be

Put into operation without further enabling measures.

The Exchange Control Act 1947 is the only current legis-

lative authority in the United Kingdom under which the Government

could take such action.
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10 DOWNING STREET

From the Private Secretary s 4 March 1980

The Prime Minister was grateful for the Chancellor's
minute of 29 February and for the paper which he enclosed
with it about inflow controls.

She agrees with his conclusion that no action should be
taken on inflow controls for the present, but that further
contingency work should be undertaken. She also agrees ]
with his proposal to send a minute to other Cabinet
colleagues most directly concerned letting them know about
this further work.

I am sending a copy of this letter to John Beverly
(Bank of England).

A. J. Wiggins, Esq.,
H. M. Treasury.

CONFIDENTIAL
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PRIME MINISTER

INFLOW CONTROLS

%

You expressed concern about the upward pressure on
sterling which the current level of interest rates appears

to be causing, and asked whether we should not be considering 311

the imposition of controls on inflows. This is something
which we ourselves have been looking at recently, Since
your enquiry the rate has eased somewhat and I have also
answered a number of questions about it in the House. But
you may be interested to read the attached note which sets
ocut the issues in some detail.

2% The first question to consider is the factors which
might lead us to introduce inflow controls. It is helpful
to start by distinguishing between different causes of

high exchange rate. A major influence is that of our
domestic monetary policy. A high exchange rate is an
important Iinkage im the transmission of a tight monetary
policy to lower inflation and it would not be sensible to
frustrate this by the use of inflow controls. Another
influence is North Sea o0il; Ia likely consequence of oil
production is an exchange rate that is higher than it
otherwise would be. It would not be appropriate to try
to offset this essentially medium term effect by the use
of short-term inflow controls - the experience of other
countries has demonstrated time and again that inflow
controls cannot be effective for more than a short period.

- /Inflow
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Inflow controls seem most appropriate for use in countering
ghort-term speculative inflows stimulated by events outside

the UK - a collapse of confidence in the dollar for example.

L The effects on monetary poliecy must also be taken into

account. The most obvious inflows to control - inecreases

in non-resident holdings of sterling assets - are those
e

which do 1east_damage to monetary control. There is a

danger that if we controlled only these flows we should
simply divert inflows to other, more damaging, channels.

As a result any successful scheme of inflow controls would
have to extend rather wider: +this would inevitably conflict
with our desire to remove administrative burdens from the
private sector. And inflow controls would in any case run
counter to our philosophy of letting market adjust freely.

b, Sterling has indeed been very strong recently, but
it appears that this is largely the result of our firm
monetary policies and of North Sea oil rather than of any
external events. I have thus concluded that no action
SHEEIE;EE_EEEen on inflow controls for the present. I

do however feel that we should have suitable contingency

plans and I have asked officials to press ahead with work

on them. This ig closely related to work on the future of
the exchange control legislation, which is discussed briefly
at the end of the note. If you agree with the approach

I suggest on that subject, I propose to send a minute to
those Cabinet colleagues most directly concerned in this

area, letting them know what our plans are.

5. I am sending a copy of this minute to the Governor of
. the Bank of England.

ngm
fv (G.H.)
29 February, 1980 g
QTrﬂvci b) iy Clemedloy m&-‘jml v g absene
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INFLOW CONTROLS

The question of introducing inflow controls is one of several issues
on exchange controls which Treasury and Bank officials have

been examining recently. Since outward controls were aholished
last October, consideration has been given by the Treasury

and the Bank of England to the future of our exchange control
legislation and the contingency plans which the Government should
havé in readiness to deal with iﬁflows or outflows. The
conclusion has been that no action should he taken at present

but that officials should press ahead with work on the contingency
planning and on préparing possible changes to the Exchange

Control Act. '

2. This note sets out the arguments about the circumstances
in which we might wish to introduce inflow controls, and whether
these circumstances exist now. It also describes the pléns
which the Treasury and Bank have in mind for future work on

exchange controlse.

IFactors affecting a decision to introduce inflow controls

(a) The exchange rate

3. The purpose of introducing exchange controls wmld be to

resist severe upward pressure on the exchange rate. Another
—

way of resisting this pressure, and one which has been tried

on several occasions in the past, is for the authorities to

intervene heavily in the exchange markets to nold tne rate down.

Intervention of this kind has an expansionary effect on the money
————————

supply and would not be consistent with the Goveérnment's monetary

policies. Indced even the fairly modest sales of sterling in

January had an unwelcome effect on the money supply figures,

becn
a point which hasZpicked up in a rather exaggerated way by

some outside commentators such as Greenwells. It is thus sometimes
e———— .

argued that inflow controls are an attractive alternative to

intervention in the foreign exchange markets as a way of holding

back upward pressure on sterling.




b If the Government wel thinking of introducing inflow controls
it would be important to start by identifying what it was that

was causing upward pressure on tﬁe exchange rate. The exchange
rate is affected by a wide range of influences. The most

important are the Government's monetary and fiscal policies. The
level of the exchange rate is both a reflection of these policies
and an important channel through which the effects of these
policies are transmitted through to the economy. A firm monetary
policy tends to produce a high exchange rate: " this helps to reduce
inflation both directly by.reducing the cost of imperts, including

imports of industrial materials, and indirectly by increasing the

pressure on both sides of industry to reduce costs including

wage increases.

5 If the upwérd préssure on the exchange rate was the natural
consequénce of the Government's fiscal and monetary stance then
there would not be any case for introducing inflow controis.

To. do so would be to weaken ,the effects of these policies in
reducing inflation. This would be true whatever the particular
channel through which the pressure was manifest. A firm monetary

policy may require high interest rates and these may in turn

attract non-resident deposits into sterling; in these circumstances
the build-up in deposits is the natural consequence of the firm
monetary policy rather than an unwanted side-effect of high

interest rates.

6. There might, however, be Other factos exerting severe

upward pressure on stefling. There is great uncertainty at

present among investors everywhere in the world about how best

to protect the real value of their assets. The huge rise in

the price of gold is an example of the forces which can be generated.
It is possible that events quite unconnected with the UK could

iead to massive demand for sterling. A collapse of confidence

in the dollar - in which 80% of the world's foreign currency reserves
are still held - disruption to Middle Fast oil supplies, general
political tension, all these could lead to heavy switching into

sterling.




7. It is in these sorts of circumstances that inflow controls
might be appropriate. They could not be a long-term solution -
the experience of other countries has indicated time and again
that such controls lose all effectiveness after about six
months - but they could help to divert the pressure while other

solutions were found.

(b) Monetary control

&% If a scheme to control inflows were to be introduced the
Government would have to take great care to ensure that it did
not damage monetary control. In one sense any scheme which

holds down the exchange rate is not helpfual to monetary control;

this is because a higher exchange rate reduces the price level
and hence the demand for money. But perhaps of more significance
is the implications for monetary control of inflow controls yiich
affected only a limited range of transactions. The types of inflows
which are the most obvious candidates for inflow controls
(increases in non-resident Holdings of sterling assets in the UK)
are the ones which do least damage to monetary control. The
danger would be that if these flows alone were controlled the
Government might simply divert inflows to other, more damaging,
channels. Non-residents might buy other types of sterling assets
from the private sector thus increasing the money supply; or
flows might be channelled through the'Eurosterling market. To
avoid this it would be necessary to extend the scope of the

controls to cover a greater range of transactions.

(c) Other considerations

9. Another factor wﬁich has to be taken into account is that

it was only very recently that the Government abolished exchange
controls on outflows. To bring in inflow controls would conflict
with a good deal of the reasoning behind that decision, notably
the Government's aims of letting the rate respond more freely

to market.forces, removing the distortions which the controls
imposed on the cconomy, and permitting important administrative

savings to be made both in government and the private scctor.




Imposing inflow controls would mean building up the Bank of
England's Exchange Control Department again, though not to its

former strength.

The position now

(a) The exchange rate

10. The exchange rate has been rising fairly steadily since the
beginning of November, reaching £2.31 on 15 February with an
effective rate of 73.3, the highest level for six months. But
the rate has subsequently fallen back and is at present trading
around $2.28 with an effective of about 721, With the exchange
rate ngETIhg freely it is likely that iT will fluctuate fairly

widely around its long-term trend. In the last‘ﬁbek (o5 T Y B v
“for instance, the rate shot above £2.33 but then fell six' cents
on the final day of the month. It is therefore difficult to

judge whether sterling has ﬁassed its current peak or whether

p—

upward pressure will resume.

|
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B The strength of sterling over the last year does to some

extent reflect flows out of the dollar. International investors

have been worried about the long-term prospects for the dollar

and, more recently, about the troubles in Iran and Afghanistan.

The prospect of continuing high inflation in the US, and the

concern about the precedent set by the US freeze of Iranian

assets have both increased the relative attractiveness of

sterling. :

12. But these external events have provided only a small part of the
explanation of sterling's strength. More important, as mentioned

above, has been the Government's firm monetary policy. The rise

in the price of oil has alsoplayed an important part, and has
generated considerable demand for sterling. This demand is of

a different kind from short-term speculative demand based on
political worries. It is to some extent an anticipation of the
medium-term appreciation in the real exchange rate which increased
North Sea oil production and increased oil prices will' bring. It
may be that the scale of the recent appreciation has been overdone,
with overseas investors placing too much weight on oil and not
enough on the structural problems elsewhere in the economy. But
even so it does not seem appropriate to attempt to use short-term
inflow controls to deal with what is essentially a medium-term

phenomenon.

13. Whatever the reasons why sterling is so strong, its strength
is having an important favourable influence on prices at a time
when the Government's counter-inflation policy is at a crucial
stage. The present level of sterling does indeed create problems
for industry but, as Ministers have emphasised, those must be
countered by a lower increase in domestic costs and not by any

easing of the Government's counter-inflationary stance.

14. There does not, then, seem a case on exchange rate grounds

for introducing inflow controls now. It is possible anyway that

market forces will act to bring steriing back from its present
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levéls. Although many of the factors which have contributed

to sterling's strength remain, there are some which point the

other way: overseas interest rates are rising and narrowing the

gap between those here and those abroad; and the world oil market
is showing some signs of slackening. Overseas investors may in
these circumstances pay greater attention to some of the underlying

weaknesses in the UK economy.

(b) Monetary policy

-15. Inflows are not likely to pose a major threat to domestic
monetary policy in the near future, provided that the exchange
rate is left to float freely. Until recently we have been
——— e et

experiencing very large outflows from the non-bank private sector

e ———
offset by inflows with the banking and public sectors. This has

tended to have a contractionary effect on £M3. But ig the last
two banking months the pattern has altered and external

transactions have had a«somewhat expansionary effect on £M3.

This has been in part the result of some switching into sterling

by the non-bank private sector, prompted by the ligquidity pressures

A ettt i S M &
on companies, and in part the result of official .sales of sterling.

On the latter point, the Bank of England has been asked to bear
very much in mind, especially at the present time, the priority

the Government needs to give to control of the money supply. We

have agreed that intervention.in the exchange market should be very

moderate.

P——————————

(c) Powers and Administration

16. In connection with the Chancellor's review of our existing
exchange control powers, Treasury Counsel is being asked to advise
on how far the present Exchange Control Act could be used to
restrict inflows. It is already clear that for this purpose the
Act is seriously defective in at least one respect. This point

is explained in Annex A, which sets out the inflow restrictions

. - - . - Rt
imposed for a brief period in 1971. We could introduce a scheme

or controlling inTlows now, but it would not be a very satisfactory

one.
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Future work

17. Although there does not seem a good case.for introducing
inflow controls now, it is possible to foresee circumstances in
which the Government might want to introduce them. Officials have
accordingly been asked to investigate more fully how a scheme

to control inflows could be organised. This will include a study
of what the UK can learn from other countries' experience with
inflow controls. One example is to consider whether the forms

of direct controls which were employed in 1971 could usefully be

supplemented by schemes for controlling company borrowing abroad

which worked through requiring non-interest-bearing deposits against

foreign credits. This was what the Germans did in 1973 (the
M

"Bardepot") and a note giving some more detail of their experience
e e—

with it is attached.

'

... 18. A note is also attached giving a summary cf other countries'

experience with inflow controls. Most of these controls have by

“now been lifted - the Swiss lifted their ban on interest payments

on non-resident deposits only last week. In part this seems to

reflect a recognition of the benefits to counter-inflation of a

But
high exchange rate.? the 1ifting of these exchange controls

also reflects doubts aboutiﬁéﬂ“effectiveness,

These doubts arise in spifé of the relative narrowness
and lack of sophistication of the domestic capital markets of
many of those countries and illustrates the probiems which we

might face in the UK with such controls.

19. Officials are also investigating what amendments might be

made to the existing'Exchange Control Act. As indicated above,

it is defective in its powers to control inflogisgnd that is
something which needs to be remedied. It would/be worthwhile

to consider amending the Act in order to provide for better
Parliamentary control of the use of the powers it does contain.
Some ameﬁﬁments along these lines might be included in the Finance

Bill 1981: it would be impracticable to legislate in this year's
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Bill. Ultimately, it is envisaged that these amendments might

be consolidated into a new Act, but that is not something which

needs to be considered quickly.

have
20. For the longer-term Treasury Ministers/set some more work
in hand as a follow-up to the abolition of exchange controls.
For many years decisions in all sorts of areas have been influenced
by a desire to strengthen the balance of payments and attract
inflows. There are examples in the areas of taxation and export
credit. That attitude is clearly inappropriate now and officials
have been asked to reconsider these decisions and where appropriab
to provide proposals for reversing any biases towards inflows

which have been built up over the years.
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ANNEX A
OPTIONS FOR TEMPORARY INFLOW CONTROLS

glis The options considered in this Annex are first the standard
exchange control measures which consist largely of prohibiting
certain transactions and second those measures which involve
compulsory deposits at the Bank of England when certain

transactions are undertaken.

Standard exchange control measures .

2 The scheme to control inflows which was introduced for a few
months in 1971 was representative of the class of measures which
work through prohibiting certain transactions (especially those
taken at the initiative of non-residents). The measures taken were

i., a prohibition of payment of interest in respect
of new and additional deposits by non-residents with UK
banks. A similar prohibition applied to such deposits
with other deposit-takers such as local authorities.
(In both cases, a de minimis exemption of £20,000 for
personal accounts of individuals applied).

idi. restrictions on the amount of foreign currency
which UK banks themselves could switch into sterling
for their own account;

iii. a ban on the sale to non~residents of :

(a) British government securities, including
Treasury Bills;

(b) Securities guaranteed by HMG, or issued by local
authorities in the UK:

(c) Sterling Certificates of deposit;

Conversion and re-investment were permitted.

(iv) a ban on the sale to non-residents of sterling
acceptahces, commercial bills and promissory notes
denominated and payable in sterling.
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These sorts of measures form the basis of the controls which

some other countries have employed, details of which are set

out on Annex C.

%o Our legal advice since 1971 is that the ban then imposed

on sales of commercial bills to non-residents was ultra-vires ——"*’/
the Exchange .Control Act. Without this measure the

effectiveness of the package would be much reduced and so new
legislation to cover this-gap would be needed if this type of

scheme was contemplated again.

4, In addition is became clear during the operation of the
controls in 1971 that simply to ban interest payments on
additional non-resident deposits was inadequate. It did nothing
to prévent banks taking deposits at their branches overseas and
passing them on to the UK in non-interest bearing form. It
would therefore be necessary if this kind of scheme was '
introduced in future to require banks to deposit interest free
with the Bank of England amounts equal to any new sterling
deposits from their offices abroad and perhaps more generally
to impose special minimum reserve requirements on banks'
sterling liabilities to non-residents. It is doubtful whether
our existing powers are sufficient to enable us to require that,
although it might be possible to enlist the voluntary
co-operation of the banks.

S When the controls were introduced in 1971, companies and
other residents were already subject to a variety of continuing
controls on their overseas transactions. In particular there
were restrictions on companies borrowing abroad for domestic

use in either sterling or in foreign currency. The normal rule
was for such borrowing to be permitted only for a minimum period
of five years; shorter term borrowing, a potentially important
speculative channel for inflows, was for the most part not
permitteds Controls of this kind would have to be re-introduced
if the other controls on inflows were to be fully effective in
fuﬁhre. Flows involving companies are a very important socurce
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of speculative pressure, and although little can be done to
control leads and lags on current payments, it is important to
dam up as many other channels as is practicable. There is also
a danger that controls which acted only on non-resident inflows
to the banking and public sectors would have damaging monetary
implications. Inflows would tend to be diverted to the non-bank
private sector and add to £M3. A likely channel for this would
be a growth in the Eurosterling market, with non-residents
switching deposité there and companies looking to it for short-
term borrowing.

6. Extending the scope of a scheme of inflow controls to take
in company transactions would inevitably make the administration
of it more complex. There would in particular be more need for
discretionary action by the Bank of England, for instance ‘to cope
with Trequests for exemptions for genuine trade credits from a
ban on borrowing abroad.

"Bardepot" or deposit schemes

7. An alternative to bans or restrictions on company borrowing
from abroad would be to make borrowing abroad more expensive.
This was the approach adopted by the Germans in 1972 when they

imposed compulsory non-interest bearing deposits-ﬁggh the
Bundesbank ("Bardepots") equal to up to 50% of any loans or
credits from non-residents. EE_was a supplement to other controls
which banned interest payments on non-resident accounts and the
purchase by non-residents of certain German securities; and it

complemented the compulsory non-interest bearing reserve
requirements on banks' liabilities to non-residents. Details of
the scheme are given in Annex B. New legislation might be
required before a "Bardepot" scheme could be introduced in the
UK - the opinion of Treasury Counsel is being sought.

8., The attraction of action of this sort is that it acts by
imposing a financial disincentive to borrowing abroad and not by
direct prohibition of certain actions. It would, it is true,

have to form a part of a scheme would included direct prohibitions
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on other transactions, but these would primarily be prohibitions

on the activities which non-residents could undertake.

9. The likely disadvantage is that it would require greater
administrative effort and could not be introduced as quickly as
a simple ban on borrowing abroad. Arrangements for paying and
repaying deposits would have to be set up, and enforcement would
be difficult. It would also tend to be effective only against
interest-rate induced inflows and not against those induced by
the prospect of a capital gain on exchange rate movements. As
with a direct ban on borrowing overseas il could do little to
control leads and lags.
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The German Bardepot Scheme

1 "Bardepot" means cash deposit. At the end of 1971, the German government
secured an amendment to the Foreign Trade and Payments Law giving them
pohers to make regulations that German residents should have to waintain

interest-free deéposits in D-marks with the Bundesbank of up to 50% of any

iﬁans or credits taken from non-residents. The law exempted banks, as they

vere elready subject to reserve requirements. Further exemptions wore made

by regulation. The requirement was actually imposed on 1 March 1672, with
the deposit requirement set at 40%.
e i

2. Introcduction of the Bardepot has to be seen against the Germans' main

economic policy objectives at that time and the measures already taken to

meet them. The main objectives were to avoid a revaluation of the D-mark

against the dollar (the rate was then fixed) and to curb monetary expansion.

Tn the course of 1971, various measures (though no direct exchange coatrol
3 &

measures) had been taken, notably:

(1) an increase in banks' reserve requirements;

—aiiay

(ii) a staged cut in the discount-rate from 6% to 3

af

(iii) a ban on the payment of interest on bank deposits by ncn-residents

(iv) a cut in the credit institutions' rediscount quotas.

3. The aim of the Bardepot was to extend the minimum reserve requirements
already applicable to banks to non-banks and thus to £ill a gap in the
existing measures by making foreign borrowing more expensive for non-bank
institutions. In 1971, this had been a significant channel for inflows.
Foreign cradits taken by German companies had increased from D 20,1 billien
in December 1970 to a peak of DM 35.5 billion in August 1971. Sonie large
Gexican companies had been in effect money-brokers beztween the kurodollir
and domestic markeis by borrowiing foreign currency abrowd, converting

it into D-marks and redepositing it with German banks  Monetary control

wes therefere being impaired by the availability of cheaper funds abrozd.

. 'fhe Pardepot was introduced along with an inerease in the minio
reserve requirements on banks! liabilities to nen-residents. (Gewman
legislaticn provides for a reserve ralio of untn 10Je and peraits different
ratios to be dwposzd on regpident und non-resident liabilities. s conlrest




to the UK position, balances held at the Bundesbonk caxn no interest)s

Exemptions
5. The main exemptions in the Bardepot scheme were:

(a) '"old" liabilities ie. those actually incurred before March 1,
1972 if contracted by 31 December 1971;*

(b) trade credits;
(¢) debts arising from long-term investments abroad;

(@) liebilities of uptc a monthly average of DM 2 million per resident;

Chanpes to the Scheme

6. Mainly in response to evidence that it was still cheaper to borrow
abroad despite the depositlrequirement, the requirement was raiscd to 56%

and the exemption ceiling was lowered to DM 500,000 with effect from 1 July,
1972« An attempt vas also made to block one obvious means of evasion by
intreducing exchange controls to restrict the sale of D-mark securities

to non-residents and by appealing' to credit institutions not to breach the
spirit of the Bardepot by selling D-mark paper to non-residents. At the

same time, reserve requirements were increased eg. for additional non-resident
sight deposits to 100%. The Capital Market Issues Committee decided not to

permit foreign borrowers to make D-mark icsues.

7. In the face of further speculative preésures, consideration was given
to ddditional measures towards the end of 1972 and in early 1975. As a
result, the Foreign Trade and Payments Law was amended to raise the maximum
deposit requirement from 50% to 100%. However, it was not in practice
increased above S50%. The exemption ceiling was lowered, for the second
time, to DM 50,000.

8. A number of new measures vere implewented in February 1973 irvolving
further restrictions on inward investment, both portfolio (including equitics)
and direct, and borrowing a%iiif;f

T S

The restrictions on borrowing abroad appear to have superseded the Bardepct

scheme, which may have been why the deposit reauwirement was never raised.

* Me point of this was tc caksh «aticlontory borrowing contracted and
wnderteken ather the legal awengwent hecsme efyective on 1 January and

before the repulations were buought in on 1 March.




9. TFollowing the floating of the D-mark later in 197%, it was decided
to  relax a number of the inflow restrictionse The Bardepol was reduced
to 20% in January 1974 and to zero' in October 1974, Its legislative

basis was not, however, rcmoved.

Assessment
10. The view of the Bundesbank in its 1973 report was that:

"e.e. experience has shown, however, that such measures ZThs the

BardcpotJ7 are fairly ineffective against purely specﬁlative

money moveﬁénts and that they are ultimately of secondary

importance under a system of floating exchange rates.!
S e —

Morcover, reports from our Bonn embassy during this period suggest that the
Bundesbank preferred direct exchange controls over inflows and resident:
borrowing from abroad as a means of dealing with the crisis and doubted whether
the Bardepot could be of more than very limited help. They seem to have

been especially worried by the opening up of new Lloopholes and by the
limitations on its effectiveness arising from the exemption of trade credits.

11. However, an IMF staff report* provides a rather different perspective:

"The increase in the marginal reserve requirements on banks' liabilities
to non-residents, the increase of the Bardepot to 50%, and the

prohibition of net sales to non-residents of all fixed-interest securities
led to dramatic declines during the second half of 1972 in inflovs

into non-resident accownts, residents!' borrowings abroad, and sales

of securities to non-residents. ..... in Judging the total effect of

the measures, account has to be taken of any consequential changes

in other capital movements, such as trade~financing or private

direct investment. It is virtuvally impossible to make precise judgements
concerning these - buil in the short run it is highly probable there

vas a net overall restrictive effecct.!

The "impressiva' evidence to which the Fund staff point fer this conclusion
is provided by a comparison of the Germen interbank loan rates and the
equivalent covered euro-dollar rates. 'The divirgence in favour of domestic

rates increased cubstantially as the controls were tightened in 1972 and early 197%.

* S/72/19h of 6 August 1973 by Finch, Tanyi, and Kidol

S
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. 12, Perhaps the conclusicn to be drawn from the German experience is that
along with other measures, a Bardepot may be of some help in deferring inflows
induced by interest-rate differentials and in dealing with the adverse

monetary conscquences of inflows induced by currency speculation.

Adminisgtration

s The Bundesbank was responsible for administering the schema. It involved
about ten full-time staff in its Frankfurt headquarters and _ an unknown
number of staff in its 227 branches. It is not thought that any additional
staff had to be recruited.

14, The scheme operated by regquiring non-benks to notify the Bundesbank

on a special form by the 20th day of the month following the taking of a loan
or credit from a non-resident. The cash deposit had to be made in the month
following notification. Policing was done by spot checks. Penalties for
offences wereupt® DM 50,000.

15. There vere a number of administrative problems, not least aiising from

the exemptions and guestions of definition for that purpose. The scheme
placed en additional administrative burden on companies as well, and meny
displayed their dislike of it by not complying with the requirement to send

monthly returns.
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ANNEX C

INFLOW CONTROLS IN OTHER OECD COUNTRIES

It is difficult to know how effective the inflow controls described
below have been. The evidence suggests that - particularly in the
case of Switzerland and Germany - they have not been fully effective
in preventing appreciation of the currency or adverse monetary
consequences, given strong speculative pressure. The fact that the
countries concerned tended to maintain them for some time suggests
that they believed them to be at least partially effective (though
they may have felt it important to be seen to be attempting to control
the obvious channels of inflow). And of course it is not possible to
say what would have happened in the absence of any inflow controls -
they may have provided some "braking" effect on currency appreciation.
However, it may be significant that most of these controls have now

been lifted.

Germany )
The German authorities have maintained various forms of infleow controls
during recent years. Most of these have now been removed. They

have included :-

(i) discriminatory reserve requirements on banks' non-
resident liabilities: these discriminatory reguirements were
suspended in May 1978; '

(ii) a cash deposit requirement of not more than 50% - the
"Bardepot" - for all borrowing abroad by companies and for
credit institutions not subject to reserve requirements. This
was maintained between 1972 and 1974 :

(iii) restrictions on interest payments on non-resident accounts;

(iv) prohibition of non-resident net purchases of certain
German securities (including shares between 1972 and 1974).

Of these only (iv) is still in force -~ applied to non-resident
purchases of money market paper and securities with under four years
to maturity. It has recently been strengthened in one respect -
sales to non-residents of promissory notes of less than five years

maturity have been banned.




1 is not clear how effective these controls have been. They proved ineffective
apainst the massive inflow of speculative funds in early 197%, and generally have
not stopped the DM appreciating or inflows having an expansionary impact on domestic
monetary conditions. [The German experience tends to suggest that such controls
are at best of short-term value, since non-resident investors will sooner or later

find alternative channels to evade them.
Swvitzerland

Until November 1979 when most controls were removed, the Swiss maintained an exlensiv

array of temporary controls over inflows, comurising:-

Sit) a negative interest rate of up to 10¥ per quarter on non-resident

holdings of Swiss francs;
a ban on interest payments on foreign-owned Swiss francs;
(iii) * limits on forward sales of Swiss francs to non-residents;

(iv) banks were required to cover their foreign currency liabilities

by their foreign currency assectis;

(v) at times, certain prohibitions on acquisition of Swiss securities
(including shares) by non-residents (complete ban from February 1978 to
January 1979); '

[

(vi) restrictions on the import of foreign banknotes;

(vii) authorisation was neecded to raise funds abroad.

The imposition of a wide range of inflow controls in 1978 appears to have had only

limited success in arresting a sharp appreciation of the Swiss franc, particularly
in terms of the Deutschemark. This relative failure vas followed by a further range

of measures designed to increase the National Bank's ability to intecvene on the

exchange markets. This signalled a temporary suhordination of monetary policy to

defence of the exchange rate.




Controls on inflows, notably during 1971-72 and 1977-78, have included the following: -

(i) restrictions on purchases of Japanese securities by non-residents
(2 ban for domestic yen-denominated bonds of up to five years maturity
from March 1978 to January 1979);

(11)  a reserve requirement of up to 100% on increments to non-resident yen

accounte;

(iii) controls over borrowing from non-residents.
The aim of these controls was to check upward pressure on the yen, and to prevent
its vuse as a reserve currency. The second aim has met vith some success. ‘Controls
vere however less successful in checking appreciation of the yen, though they
vere possivly more effective in doing so than such controls in other industrialised
countries. This may have been partly because of the closed nature of the
'Japanese system and institutional factors.

Netherlande
: Measures to control inflows operated in the past (nonc are still in force) include:-

(i) restricting banks' net foreign liabilities;

circuit
(ii) esteblishing a closed / . (the "O-guilder circuit") for non-resident.
bond holdings, effectively preventing further foreign acquisitions. This vas

in operation frém 1971 to 1974;

(iii) prohibiting interest paymente on certain non-resident accounts, aund
imposing negative interest charges on their growth; and imposing discriminatory

rezerve ratios on external deposits:

(iv) selting up a separate free foreign evchange market for capital

transactions.




A ban on non-residenl purchasee of certain Donish Trecsury bomde was imoosed in

Febrvary 1979 and is still in force.

Australia

Australia maintsineéd certein restrictions on non-resident purchases of fixed-interest

domestic securities belween September 1972 and November 19%%, and again between

Jaruary 1977 and June 1978.
Austria

Avstria maintained certain restrictions on non~resident purchases cf domestic

securities between November 1972 and Januacy 1976,

Belgziunm
o — g
1
The anthorities have, on occeeions, maintained restriciions on the payment of interest
on, and growih in, certain non-resident deposits., Their two-lier exchange market

was originally intended to operate to counter inflows.
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From the Private Secretary 26 February 1980
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Visit of Chancellor Schmidt: Economic Issues

I enclose a brief extract from the record of that part of
the Prime Minister's talk with Chancellor Schmidt yesterday dealing
with world affairs. You already have the record of their discussion
of the Community budget.

I did not include in the main records any account of a brief
discussion between the two Heads of Government about the performance
of the British eccnomy, The Prime Minister described the course of
events since the final removal of exchange controls last sutumn and
the subsequent rise in the sterling exchange rate. Chancellor Schmidt
expressed some scepticism both about the consequence of the rise in
the value of sterling and about the possibility of controlling it.
He said that the rise had been predictable and in the long run would
do Britain no harm. The German Government had been told repeatedly
by their own industrialists that an increase in the exchange rate
would be disastrous. They had ignored the advice and had never
regretted it. In any case it would be impossible for the British
Government to resist the rise for long. We would have to accepl the
consequences of being oil rich. Devices such as negative interest
rates might help for a short period but in the end the market would
prove stronger. Chancellor Schmidt agreed however that it was -
important to hold the domestic money supply down. The German
Government professed to control the country's monetary base although
there was, perhaps, more pretence than reality in this policy. .It
was designed to keep the trade unions in line (Chancellor Schmidt
noted ruefully that in Germany the Government had more difficulty
in controlling the entrepreneurs than in controlling the trade unions).

The Prime Minister said that the rise in the exchange rate had
a very damaging effect on British exports, Unlike German
manufacturers, who sold on the basis of quality, design and delivery,
the British manufacturers sold primarily on price. Chancellor Schmidt
said that in the long run it was essential to make manufacturers
sell on the basis of quality. Those who did not do so would go to
the wall. The Prime Minister said that she agreed where private
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sector manufacturers were concerned. For her the difficulty lay
with the large nationalised sector. Chancellor Schmidt admitted
that this was indeed a "bad heritage'.

Chancellor Schmidt then returned to the question of British
membership of the EMS. You already have a record of this part of
the discussion. Arising from that conversation, the Prime Minister
has asked that a re-appraisal of our attitude towards the EMS should
be put in hand in the light of developments since the autumn in the
domestic and international economic scene. Such a re-appraisal
might conveniently cover the gquestion of participation within the
narrow and wider bauds;and policies short of outright acceptance
or rejection of membership e.g. a declaration of intent coupled
with an invitation tc¢ tbe other members to discuss the timtiug and
conditions of British membership or a discussion of modifications
to the existing scheme which would make it easicr for us to
participate '

No doubt in prepaving such a note you will consult the FCC,
the Cabinet Office and thc Bank. T think it would be helpful to
the Prime Minister if your paper described the full spectrum of
views on the question of full participation in the EMS.

I am sending copies of this letter to George Walden (Foreign
and Commonwealth Oifice) and David Wright (Cabinect Office).

(]
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A.J. Wiggins, elely g
HM Treasury. :




Treasury Chambers, Parliament Street, SWIP 3AG
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We spoke last week about some questions in the monetary l

%Q;igx_area Mr. Peter Tapsell indicated he might raYse at

uestion Time. Subsequently, Mr. Tapsell spoke to

Sir Keith Joseph, who recorded some of his criticisms of
Government policy. These were in the direction that we
should not be seeking to avoid increases in interest rates
oceuring as a result of market forces, and that we should
impose exchange controls on inflows as a way out of the
dilemma that inflows are likely to result either in an
appreciation of the exchange rate or in undesired increases
in sterling M3, Mr. Tapsell further suggested that
quantitative controls over bank lending would provide a
means of reducing upward pressure on interest rates.

Officials concerned here have been considering how
Ministers might respond to criticisms on these lines,
The attached note, which the Prime Minister may care to
see, is the result. We suggest, however, that the arguments
in paragraph 10 should be used with caution; although
exteral flows have had relatively little impact in recent
months on monetary growth, sterling could become the cbject
of very sharp Speculatlve pressure as a result of the
petro-currency mentality in international markets, and we
should not wish to rule out absolutely some use of inflow
controls if the situaticn demanded it.

(A.J. WIGGINS)

T.P. Lankester, Esq.,
Private Secretary,
10, Downing Street ”




COMMERTS ON CRTNICISMS OF GOVERNMENT POLICY FROM ¥R PETER TAVESELL
S RECORDED BY SIR KEITH JOSETH

1. "The logic of monctarism" reguires that the Government has 1o be

ready to move interest rates to whatever level may be necessary to
achicve the monetary target, for a given fiscal stance.

2. This does not necessarily mean letting interest rates go up or
down (say,unde? pressure from inflows as happened in 1977) with the

" market. lMr Tdpsell's criticism would have had moré force if the
upward pressure on interest rates had been because the market thougﬁt
~that higher interest rates were necessary to achieve the téfget -

but that was not the cause: it was rather technical factors related
to the annual pattern of Government payments and receipts.

3. Given the reassessment of both the monetary target and the fiscal
stance which is due in the Budget, within 6 weeks, it would seen wrong
to act on one weapon alone - namely interest rates - in isolation,
unless it was made essential to do so because of, say, a collapse in
confidence in the marketswhich had to be corrected without, delay -

but that was not the situation. It would seem the more wrong to do so
given that the way things have turned out in 1979/80 has meant that,
if anything, the Government can be criticised for relying too much cn
interest rates and too llttle on fiscal pollcy.

4, It would be wrong to pre-judge what the Government has done on
spending and taxing, until the Public Expenditure White Paper and the
Budget. _ -

. B M
¥ \

5. Mr Tapsell criticises the Government Yor "window—dressingh. But
his remedy of directions to the banks in respect of bank lending would
have only led to even more window-dressing, with liquidity and credit
channelled into forms outside the control and outside the statistic.

6. The'ehding of exchange control has not significnntlJ.aerctdd

= the problcqugfrgﬂzzitlc monetary control - it is true that it may havi
made thew/a bit harder, but the effect is marginal in relation to the

general gains fr04 greater freedom from control brought about by th

ending of exchange controls, elong with the other controle abolished

by the Government.

" ; SL qu--
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.7. The Governor hasonly asked the City not to use the frecdom from
exchange controls in one narrow resvect, namely he has asked the banis
based in London not to get round the S5D scheme/corset by putting
business offshore. :

8. Mr Tapsell's suggestion that the Government should relieve pressur
on business by reducing the exchange rate seem inconsistent with his
first complaeint that the Government is not prepared to carry through
the logic of monetarism. A tight domestic monetary policy inevitably
means a high exchenge rate. Indeed, the high exchange rate is one of
the quickest ways in which the tight monetary policy feeds through 150 5
the price level, and so the rate of inflation.

9. The high exchanse rate inevitably squeezes companies, but that is
" one of the purposes of a tight monetary policy - without such a squeez
on companies, and on activity, we will not get the lower rate of wage
settlements. It is at least arguable that the high exchange rate has
the least effect on those companies vhich are competitive on grounds

other than price, and it is those companies which need to have the
relative advantage in the interests of the long term growth of the
economy. : S

10. Controls on inflows to lower the exchange rate would involve
foregoing one of the benefits of the tight monetary policy. They woul
almost certainly lead to the creation of chamnels of evasion. There
would be a grave risk that they would worsen the task of domestic
monetary control by causing_inflows to switch from forms which do not
have much effect on the money supply - flows into Government debt and
fﬁ%g’;on-re31dent bank deposits,which can be fairly readily controlled
into forms which do affect the money supply - flows into the non-bank

_private sector, which cannot be so effectively controlled. v
______...‘—.—.—--—""“‘-""‘\r"--.________,_.__
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18 February 1980

The Prime Minister is concerned about the upward
pressure on sterling which the current level of interest
rates appears to be causing, and has asked whether we
should not be urgently considering the imposition of con-
trols on inward flows, or the imposition of negative
interest rates. She would be grateful if the Chancellor

‘ of the Exchequer would cqnsidar the possibilities, and
1\ report back to her as soon as possible.

I am sending a copy of this letter to John Beverly
(Bank of England).

T. P. LANKESTER

John Wiggins, Esq.,
d.M. Treasury.
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PRIME MINISTER

Evening Market Report

Sterling/Dollar opening : 2.3055

closing : 2.3133
SO ——

Sterling effective opening : 3007

clogsing ot 73.29

The bank took in $23 million in the market. The effective index
reached a new six month high.

In the guilts market the authorities bought £16 million. Guilts
prices were a little lower.

I spoke to Gordon Pepper this evening. He is very worried about
—— - [ -
the continued upward pressure on Sterling, and thinks the Treasury should

be seriously considering introducing exchange controls and/or negative

interest rates on inward flows. We discussed this briefly today, but

shall I ask the Treasury for a considered note?

Yoo plesr

™~

14 February 1980
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THE PRIME MINISTER 1 November, 1979.

Dear Lord Cromer,

Thank you so much for your letter of

25 October. 1t was good to have your

encouraging comments on our decision to
abolish Exchange Controls. As you say,
Exchange Controls have, for too long, been
an unjustifiable infringement of personal
liberty and the economic case for their
continuation had become increasinglj
irrelevant.

Yours sincerely,

(SGD)  MT

The Rt. Hon. The Earl of Cromer,
K.G., G.C.M.G., M.B.E."
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36 Gctober, 1979.

Dear Peter,

Since'you asked me at Quéstion Time-on_zs chéﬁer.ﬁhéther :
it is proposed to réﬁeal the Exchange Control Act 1527, I'pavé
beén in touch with the Chancqllor_oflthe Exchequer;.énd I am 4

writing to let you know the ?resent position.

As Geoffrey Howe explained in the House on 23.0cEqber:
exéhaﬁge control-restricfions ﬁ&e stili needed in relation to
Rhodesia until sanctiﬁns can be lifted. The powers in the. 1847
Act must be maintained for that ﬁurpose;.gnd.thgre.anegaléo“somée-
tééhnical reasons, such as cross-references.iﬁ certain Finance

_ Aﬁts, for keeping the statute in being till otper provisions can
be made. For the rest, the future of the 1947 Act is being s

reviewed and a décisiqp about it will be taken in due course.

Yours ever,

(SGD)-  MT

Peter Tapsell, Esq., M.P.




b Cabinet / Cabinet Committee Document

The following document, which was enclosed on this file, has been
removed and destroyed. Such documents are the responsibility of the
Cabinet Office. When released they are available in the appropriate
CAB (CABINET OFFICE) CLASSES.

Reference: CC (79) 18" Conclusions, Minute 9

Date: 25 October 1979

Signed @i‘@ajw e 29 MasT 010
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Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000
24th October, 1979

Jor Tim,

EXCHANGE MARKET REACTION TO EXCHANGE CONTROL ABOLITION

The Prime Minister may like to have a brief account of
the initial reaction of the exchange markets to yesterday's
announcement of the abolition of exchange controls.

Sterling had already fallen yesterday from $2.15 &t
Monday's close to $2.13 by the time of/ statement in the
House. This fall partly.reflected the sharp rise in US
interest rates on Monday. The dollar had a good day against
all currencies. However there were also rumours in the
market here that the Chancellor would be making a statement
in the afternoon. Following the statement there was some
fairly heavy selling of sterling but no panic. The Bank
intervened to preserve orderly markets and to moderate the
fall in the rate. By the close last night the rate was down
to $2.11! and the Bank had spent $300 million on the day, of
which $90 million had occurred before the announcement. The
effective rate fell over the day from 68.9 to 67.9 (i.e. by
1} per cent, compared with nearly 2 per cent fall on the
dollar).

Overnight there was some selling of sterling in the
Far East and the rate opened lower here at $2.10!. This
morning it fell initially to $2.09% but has since recovered
on two-way business and at close today was back to last
night's London closing level of $2.11}. Today the Bank have
so far spent about $50 million (net) and have operated both
ways in the market. The effective rate at today's close
was 67.7.

The market may remain nervous for a time but I think
we can be satisfied at the way things have gone so far.
The rate is lower, as was to be expected, but the Bank have

/been able

T. Lankester, Esq.,
Private Secretary,
10, Downing Street
S ELC Ry BT
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been able to maintain orderly conditions in the markets
without having to provide very heavy support.

I am sending copies of this letter to John Beverly
and Martin Vile.

(M.A. HALL)
Privat e Secretary

SEEACERIRNT




Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000

2%3rd October 1979

Do Wil

EXCHANGE CONTROLS : STATEMENT

I enclose the final version of the Chancellor'é

statement for this afternoon.

I am copying this letter to the Private
Secretaries to the members of the Cabinet, and to
the Government Chief Whip (6 copies). A spare
copy is enclosed for your Press Office. Copies are
being sent separately to the Speaker and to the
Government Chief Whip in the Lords.

i
M=

(M.A. HALL)

N. Sanders, Esq.,
No.1l0, Downing Street




SECRET
UNTIL 4 P,M. ON 23RD OCTOBER

STATEMENT ON REMOVAL OF EXCHANGE CONTROLS

With permission, Mr. Speaker, I wish to make a statement
about exchange control.

In my Budget Statement on 12th June I announced our

intention progressively to dismantle these controls. I made
a number of relaxations at that time; and again on 18th July,
when I informed the House of the first major move towards
liberalising outward portfolio investment.

I have now decided to remove all the remaining exchange
control restrictions from midnight tonight, apart from those
still needed, I hope not for long, in relation to Rhodesia.

With that single exception, there will from tomorrow be
full freedom to buy, retain and use foreign currency for
travel, gifts and loans to non-residents, buying property
overseas and investment in all foreign currency securities.
Portfolio investment will be wholly freed; and the requirement
to deposit foreign currency securities with an Authorised
Depositary is abolished. Foreign currency accounts can be
held here or abroad. Passport marking for travel funds can
now be abolished. - The necessary Treasury Orders are being
laid this afternoon.

The removal of controls will lead to public expenditure
savings of about £14} million a year, which represents the
current cost of about 750 staff at present employed on exchange
control work at the Bank of England and about 25 at the
Treasury. I would like to thank all those who have had the
task of administering the controls - not only in the Treasury,
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UNTIL 4 P.M. ON 23RD OCTOBER

the Bank of England and Customs and Excise, but also those in
the private sector, whose co-operation has enabled the system
to work.

Under arrangements announced in this House in 1971, exchange
control has been used to prevent United Kingdom tax incentives
supporting the leasing abroad of foreign equipment. I propose
to introduce in the 1980 Finance Bill provisions, which will
take effect from tomorrow, to continue to prevent this.

Further details on this matter are available in the Vote Office.

From tomorrow, we shall be meeting in full our Community
obligations on the freedom of capital movements.

Exchange controls have been with us in one form or

another for just over forty years. They have now outlived
their usefulness. The essential condition for maintaining
confidence in our currency is a Government determined to
maintain the right monetary and fiscal policies. This we
shall do.




10 DOWNING STREET

From the Private Secretary ' ; 17 Octoker 1979

Yo Tom,

The Prime Minister held a meeting at 0945 hours this morning
to discuss the EMS and the Chancellor of the Exchequer's propos .ls
for further dismantling exchange controls. The following were
present: the Chancellor, the Foreign and Commonwealth Secretary,
the Secretaries of State for Industry and Trade, the Governor of
the Bank of England, Sir John Hunt and Sir Robert Armstrong. They
had before them the paper on EMS circulated under cover of the
Chancellor's minute of 24 September and the Chancellor's minute of
11 October on exchange control.

EMS 7

The Chancellor said that he was opposed to full membership of
the EMS for the present. There was considerable uncertainty about
the future path of the exchange rate, and this could make it
difficult to reconcile strict adherence to monetary targets with
the fixed rate obligations of EMS. One of the uncertainties on
the exchange rate front related to his proposals for further
dismantling exchange controls: if these were accepted, it would
be necessary to wait several months at least before joining the
EMS so as to allow time to see the consequences of future
liberalisation for the exchange rate. He did not believe that a
decision to join would make any significant difference to the UK's
bargaining position in relation to the Community budget. On the
other hand, it was a fact that the UK's continued exclusion from
full EMS membership tended to isolate UK Ministers in their
discussions in Europe; and he felt that full membership should
remain an objective for the medium term. The Governor said that
he supported the Chancellor's position, though he would like to
feel that the UK was moving in the direction of full EMS membership.

The Secretary of State for Trade said that, while he acknow-
ledged the political case in favour of joining, the economic
arguments against early membership were strong. In any case,
the dismantling of exchange controls must come first. The Secretary
of State for Industry said that he too was opposed. The Foreign
and Commonwealth Secretary pointed out that if the Government could
be sure that sterling would be under pressure in a downward direc-
tion, there would be advantage in the UK joining. In that situa-
tion, there would be no conflict with the policy of holding the
money supply, and the UK would benefit from the network of support
under the EMS arrangements. However, he agreed that it would not

be right to join for the time being.
' = / Summing up
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Summing up this part of the discussion, the Prime Minister
said that she agreed that the time was not yet ripe to join the
exchange rate regime. She was particularly concerned about the
potential conflict between the Government's monetary targets and the
EMS intervention requirements. Adherence to the monetary targets
was absolutely crucial if inflation was to be brought down, and
the Government's monetary objectives must remain paramount. She
herself was not optimistic that sufficient stability in the exchange
rate would be achieved to make joining possible even over the next
year. She did not intend to mention EMS in her Luxembourg lecture
the following day, nor did she intend to offer any kind of commit-
ment to the UK's joining EMS as a full member at the Dublin Council.

Exchange Controls

The Chancellor said that he had considered long and hard the
final dismantling of controls, and had come to the conclusion that
action next week would probably provide the la:t opportunity for
" some time. If the decision were postponed beyond next week, it
would have to wait for at least two months until after the sale of
the BP shares. By the New Year, it could well be more difficult,
and it would probably be hard to present the abolition of controls
at the time of the next Budget since the background to the Budget
was likely to be difficult. He believed it was inherently right
to dismantle the remaining controls. Failure to do so would be
represented as a failure of confidence by the Government in its own
policies; and there was a strong economic case for using part of
the benefits of North Sea oil to purchase overseas assets which
would yield foreigzn exchange earnings when North Sea o0il began to
run out. There were admittedly risks for the exchange rate and
possibly for monetary policy; but on balance he was sure that it
was right to go ahead.

The Secretary of State for Trade said that he strongly suppor-
ted the Chancellor. In addition to the points which the Chancellor
had made, he added that the Government were rightly trying to create
a new climate of greater freedom, and it would be illogical to
refrain from the final dismantling of exchange controls: to do so
now could well unsettle the markets. A decision in favour
would enable the Prime Minister to say something positive at the
Dublin Council; it should also help the Government's pcsition
vis-a-vis the trade unions, by showing that the Covernment were
determined that investors should be allowed to put the’r money
where they can earn the best return. The Governor said that he,
too, was strongly in favour of the Chancellor's proposals.

The Prime Minister said that, while she accepted the advantages
of further dismantling of the controls (and, in particular, she
favoured overseas investment in general), she was worried about the
risks of moving at this time. The Chancellor's minute had suggested
that the outlook for the money supply in the next few months was
favourable; and that therefore the risk of an adverse impact on the
money supply should be accepted. However, she understood that the
October money supply figures were likely to be a good deal worse than
the figures for September - and, moreover, worse than the Treasuxy
had been forecasting. '

/ Commenting on
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Commenting on this point, the Governor said that the latest
estimates for.the Central Government Borrowing Requirement sugges-
ted that the October figure was going to be perhaps £1 billion
higher than had earlier been forecast; this was indeed likely to
make for worse money supply figures for October. The reasons for
the high Central Government Borrowing Requirement for October were
not yet entirely clear but it appeared that delays in VAT payments
were a substantial contributing factor, and also possibly repay-
ment of debt by nationalised industries. Both of these factors
were likely to be temporary. On the other hand, the September
figures for lending to the private sector were well down on earlier
months' figures, and there was still a reasonable prospect that -
notwithstanding the high Central Government Borrowing Requirement -
the money supply figures for October would be within the Government's
target range. It was important not to concentrate simply on one
month's figures: looked at on a three-monthly basis, M3 was moving

* in the right direction. Against this background, the Governor
did not think it would be right to hold up the decision on exchange
controls because of worries about the money supply.

Asked by the Prime Minister about the exchange rate risks,
the Governor replied that these too were not sufficient to post-
pone a decision. The relaxation of controls in the summer had not
resulted in a weakening of sterling. There was no indication that
the institutions were likely to take precipitate action in moving
funds out of sterling into currencies on which the controls still
operated; for Wall Street in particular was not immecliately attrac-
tive. Moreover, if there were to be a loss of confidence in ster-
ling, this would result in movement into other currencies in any
case: the Chancellor's proposals would not add very much overall
to the scope for sterling outflows in the short term.

The Foreign and Commonwealth Secretary pointed out that
exchange controls in relation to Rhodesia could not be lifted
separately from sanctions generally. It would have been better
from his point of view if the decision could have been held over
until after a decision on sanctions had been taken in November;
but in view of the difficulties which this would pose for the
Chancellor, he would not press for any delay. There would remain
a presentational problem which would have to be resolved.

Summing up, the Prime Minister said that .- despite the risks
involved - she agreed with the Chancellor's proposals.

As a postscript to the discussion on EMS, I should add that
the Prime Minister has decided that she does not wish there to be
a further discussion of this issue in OD Committee, and that the
Chancellor's paper should not after all be circulated to oD.

I am sending copies of this letter to George Walden (FCO),
Stuart Hampson (Department of Trade), Ian Ellison (Department of
Industry), John Beverly (Bank of England) and Martin Vile (Cabinet
Office). It goes without saying that the decisions recorded in this
letter are highly sensitive, and therefore it should be circulated on
a strictly "need to know'" basis only.




PRIME MINISTER

EMS . Reference in the Lu#embourg Speech

You may wish to consider, briefly, with your colleagues tomorrow
morning the question of whether or not to inclee a paragraph about
EMS in your Luxembourg speech.

line put forward by Treasury officials that we}could go no farther

now than the words to the effect that '"we are reviewing the

It is probably not worth saying anything Tf you agree with the

prospects for sterling in the light of the development of our new
policies and of external factors'"; and that we will take a decision
about entry into the Exchange Rate Mechanism in the light of that
review.

If, on the other hand, you felt able to say:-

(a) that the EMS is an essential part of the Commun;ty's
defences agaimt monetary instability; and

(b) that Britain's objective is to enter the Mechanism
when the position of sterling has stabilised
sufficiently (te repeat the line you took in Rome),

the impact of your speech would undoubtedly be enhanced.

I attach a copy of a recent telegram from Sir 0. Wright on
the EMS question. It was in a batch of telegrams which I do not
think you have seen. His argument, in brief, is that the EMS is
a vital piece of Community machinery and that it is difficult to
claim that we are full members of the Community so long as we stand
aside from the Exchange Rate Mechanism.

/L

16 October 1979
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ANGLO-GERMAN CONSULTATIONSs EMS ™ M sk G e Wfutanlly , ¥

1, THE GERMANS HAVE TOLD US THAT SCHHImE B TiL WISH To Biscuss lqluA;

EMS WITH THE PRIME MINISTER AND WE KNOW FROM MY TALK WITH HIM

ON 19 SEPTEMBER THAT HE HAS STRONG VIEWS ABGUT IT. KMG HAVE SAID

- THAT THEY FOR THEIR PART WILL TAKE A DECISION ON WHETESR TO -
BECOME FULL MEMSERS THIS AUTUMN., A VIEW FROM BONN MAY THEREFORE
BE HELPFULL-AT THIS STAGE. i .

@

2, SCHEMIDT HAS ALWAYS SEEN AND STILL SEES THE EMS PRIMARILY AS

A POLITICAL ACT OF 'wiLL, THOUGH ONE WITH BENEFICIAL E£CONOMIC
CONSEQUENCES, AND HE SEES IT AS A JOINT PCLITICAL ACT w1TH HIS
FRIEKD GISCARD: TO RELAUNCH A EUROPEAN COMMUMITY IN THE DOLDRUMS
AilD TO ESTAELISH A DISTINCT EURCPEAN IDENTITY IN TKE FINANCJAL
FIELD., THE CREATION OF AN AREA CF EXCHANGE RATE STABILITY IN
EUROPE AND TAKING OQUT A FCRM OF INSURANCE AGAINST THE 1A VCOMPETENCE

OF THE CARTER ADMINISTRATION AND THE RESULTART YO-YO EFFECT OF THE
DOLLAR ARE USEFUL FINANCIAL EONUSES. HERE IN BONN, SCHMIDT PUT

IT THROUGH AGAINST THE COMBINED SCEPTICISM CF THE MINISTRY OF
FINANCE, THE BUNDESBANK AND MOST OF THE GERMAMN FINANCIAL
ESTASLISHMENT. IT I3 NOT FOR ME TO ASSESS GISCARD’S MOTIVES: BUT
ONE CLEAR RESULT HERE FAS EEEN TO RETNFORCE TIE FRI‘ILE*ED NATURE
OF THE FRANCC~GERMAN RELATIONSHIP. SCHYIDT AND GISCARD MO

SEEM TO ENJOY THE SORT OF POLITICAL AND PERSOHAL RELATIDNSHIP
WHICH COMES AFTER PEOPLE HAVE BEEN THROUGH FIRE TOGETHER AND COME
CUT STRENGTHENED ON THE OTHER SIDE. LAST WEEK’S FRAHCO-GERMAN :
SUMYIT IN BONN { MY TELNO 555 CF 3 OCTORER ) CONFIRMS THIS

VIEW, : :
3. SCHYIDT HAS, IN THE EVENT, BEEN PROVED OH THE WHGLE RIGHT AND
HIS FIKANCIAL ESTABLISHMENT ON THE WHOLE WRONG. THE SYSTEM WORKS
AND HAS CLEARLY COME TO STAY. THE DOUBTS OF TKE FINANCIAL
ESTABLISHMENT HAVE BEEN STILLED EVEN IF THEY ARE NOT WHOLLY

PUT TO REST. FOR PRACTICAL EXPERIENCE OF THE wWAY THE SYSTEM

wORKS OVER THZ LA3T SIX MONTHS HAS, ON THE WECLE, EEEN
SATISFACTGRY. !T HAS NOT, CF CGURSE, DONE ARAY »1TH THS PROELEM

CF THE STRON3 D~MARK AND WEAX DCLLAR, EUT, THEN, HOS0DY

EXPECTED THAT IT %OULD. EUT THE SYSTEM HAS SURVIVED CONSIDERABLE

ﬂLANMLS- I bwse_ | f%anavﬁz jEJGAJELLSJQV
W

y
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DOL TURBULENCE FROM WITHOUT AND HAS DEMCNSTRATED ITS CAPACITY
TO MAXE THE MECESSARY INTERNAL ADJUSTHENTS, DESPITE MAJOR ¢
DIFFERENCES IN GROWTH RATES, INFLATICN RATES AND BALANCE OF
PAYMENTS OUT-TURNS, LIFE HAS LEEN EASIER BOTH FOR THOSE WITHIN
THE SYSTEM AND FOR THOSE wITHOUT LIKE THE AUSTRIAN SCHILLING

AND THE SWISS FRANC. NEITHER THE LELGIANS NOR THE DANES, THE
WEAKEST PARTNERS OVER THE LAST SIX MONTHS, S3EM TO WANT OUT.

MY VIEW 1S THAT NOT ONLY SCHYIDT, BUT ANY chESEEABLE ALTERNATIVE
GOVERNMENT HERE, TOGETHER WITH THE GERMAN FINAKGIAL

ESTABLISMENT NOW HAVE A VESTED ILTEREST IN MAKING THIS

QUOTE ( NEXT TWO WORDS UNDERLINED ) ACQUIS cc}s::r-;ur-:AUTMRE'
UNQUOTE WORK AND SURVIVE. IN OTHER WORDS, THE EMS IS DOING WHAT
WAS EXPECTED OF IT = WITHOUT US. AS TO THE FUTURE, IS IS NOT
CLEAR THAT THE EMS WILL LEAD AS QUICKLY AS PROCLAIMED TO AN EMF 3
BUT THAT IS FOR THE FUTURE AND %E SHOULD PRESUMABLY HAVE MCRE
INFLUENCE ON FUTURE DEVELOPMENTS FROM A PCSITION FOUR=SQUARE
WITHIN THE SYSTEM, )

o 1T IS, | THINK, MO SECRET THAT THE REASON WHY BRITAIN DID

NOT REPEAT NOT JOINM AT THE BEGIKIING WAS ALSO PRIMARILY . .
POLITICAL, THE FINANCIAL ARGUMENTS WERE ALWAYS, EVEN. LAST WINTER
EVENLY BALANCED. BUT THE THEN GOVERMNMENT WITH THE WINTER OF
DISCONTENT ON LTS HANDS AND AN ELECTION LCOMING, SIMPLY COULD
NOT TAKE ON IN ADDITION THE TASX OF SELLING EMS TO 1TS
SUPPORTERS. WHEN THZ POLITICAL ZECISION NOT TO JOIN THE EXCHANGE
RATE MECHANISM WAS TAXEN, THERE %WERE NATURALLY PLENTY OF SOUND
TECHNICAL ARGUMENTS TO EACK IT, JUST AS THERE WOULD HAVE BEEN
PLENTY OF SOUND ‘TECHNICAL ARGUMEMTS TO BACK A LECISION TO JOIN .
HAD THAT BEEN THE DECISION, BUT THAT IS THE WAY CF POLITICAL
DECISIONS WHEN THE TECHNICAL ARGUVYENTS ARE EVENLY BALANCED, IT
IS PERHAPS WORTH RECALLING THAT OUR MAIN FEAR AT THE TIME WAS
THAT STERLING wWOULD BE TOO WEAK TO STAY WITHIN THE SYSTEM WITHOUT
INTERVENTION AND THAT wE MIGHT BAVE TO SQUANDER PRECIOUS RESERVES
TO MAINTAIK THE RATE. THE FACT THAT PRECISELY THE OPPOSITE HAS
HAPPENED PERHAPS DOES  NO MORE THAN EMPHASISE THE DIFFICULTY OF
DOUBLE~GUESSING THE MARXET. s

5. THE E9SENTIAL POINT HOWEVER, AS SEEM FROM BONN, 1S THAT IM
CONCEIVING AND ERINGING THE EMS TO FULL TERN, SCHYIDT HAS
COMMITTED AN ACT OF POLITICAL WILL, HAS EEEN JOINED IN THAT ACT
CF WILL BY GISCARD AND TOGETHER THEY FAVE BEEN JOINED BY THE $1X
AND THE COMMISSION. WE ARE OY THS SIDELINES, AS EVENTS OF THREE
WEEKENDS AGO, WrEN WE WERE NOT EVEN INVITED TO THE REALIGNMENT

pe
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_nThl’u, DEYDNSTRATED. IT 1S CLEAR FROM ‘HH«\T HE TOLD ME AT DIMMER
(.d MY HOUSE O 19 SEPTEMBER THAT SCHYIDT IS LGCKINS FOR A SIMILAR
AGT OF PCLITICAL FAITH AND WiLL ?QGH THE PRIYMS MIMISTER, IT IS
TARUVE THAT GERMAN UFFICIALS AT ALL LEVELS DO NGT EXPECT US TO JOIN
AND WILL BE RELAXED |F WE DO NCT. THAT MESSAGE YWE ARE GETTING
LOUD AMD CLEAR. BUT IT 15 MOET . THE MESSAGE FROM SCUMIDT

HIMSELF., SCHYIOT willL NO LOUET &E TOO PCLITE TO SPEAK IN THE SAME
TERMS TO THE PRINME ?lhfSTER AS HE SPOKE TO VEs: THE RELATIONSHIP
1S NOT YET OF LONG ENOUGH STANDING AND IN AMY CASE AMBASSALDORS
kRS ( NEAT Twu wiRDS UlistEdLideu ) IHTER ALIA TO ACT AS SHOCK
ARSORBERS. BUT WHILE HE ACCEPTS THAT, WITH THE ADVENT OF A
CONSERVATIVE ADMINISTRATION TO POWER, MUCH HAS CHANGED FOR THE
BETTER IN ATTITUDES TO EUROPE Hz 1S MNOW, TO PUT IT VULGARLY,
WAITING FOR US TO PUT OUR MONEY WHERE OQUR MUUTH HAS BEEN SINCE
YAY. FOR ONCE AGAIN, THE EURCPEAN TRAIN HAS MOVED ON WITHOUT us,
AS IT DID AT THE FCUNDATION OF THE COMMUNITY. OR RATHER WITH US -
CLINGING TO THE OUTSIDE OF THIS PARTICULAR CARRIAGE. ;

6, IN BRIEF, IT SEEMS FROM HERE AS |F A DECISION TO JO{N THE
"FULL EMS SYSTEM IS A PREREQUISITE TO CUR COMING GOOD ON QUR
FREQUENTLY PROFESSED AND AS FREQUENTLY WELCOMED DESIRE TO PLAY

A FULL ROLE IMN DETERMINING THE FUTURE CF EURUPE. WE CANNOT

DO SO FRCM THE SIDELIMES, IT IS5 CERTAINLY A PREREZUISITE TO
ESTABLISHING A STAZLE EUROPE ON THE BRSiS OF A BOMN--PAR|S~LLCNDON
TRIPOD INSTEAD OF, AS AT FRESENT, A BCONN~-FARIS AXIS. T 1S ALSO

CERTAINLY A PRERECUISITE FO? THE PRIME MINISTER?S ESTABLISHING

WITH SCHMIDT THE SORT OF RELATIGHNSHIP GF CONFIDENCE THAT HE HAS
WITH HM1S FRIEND GISCARD. ALTHOUGH | COULD NOT CROSS MY HEART AND
SAY THAT A DECISION TO JOIN THE FULL EMS SYSTEM WOULD MAKE T
EASIER TO GET WHAT WE WANT ON THE DBUDQET OR THAT THERE 1S ANY
SUCH CONJUNCTION Oif SCEMIDT'S MIND, IT IS AT LEAST CLEAR TVHAT

IT WOULD TRANSFORM THE ATMOSPHERE. ;

WRIGHT

Feo |[wi misTy

WED
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Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000

PRIME MINISTER

EXCHANGE CONTROL

We must now take a crucial decision on the future of the
remainder of the exchange controls. As explained in the
Financial Secretary's minute to you of 25th September, we must
either announce any new package before the BP sale or postpone it

fg;_at least 2 months, ie. almost certainly beyond the end of
fﬂmr?EE?T_’TEE-€§§EE; of this is that we have probably to

choose between an announcement this month when Parliamenp returns,
and deferment of the next stage of our programme of dismantling
these controls at least unsil the 1980 Budget. In this situation
I have authorised preparations for an announcement of further
exchange control relaxations on Tuesday, 23rd October. They

can be countermanded at any time.

s There is a clear case for completing the process of abolition

a bt st 5 = &
in one step (leaving only controls affecting Rhodesia which must
remain while sanctions last). The great bulk of the remaining
controls relate to portfolio investment outside the EEC i.e.

in practice mainly to investment in US securities. Direct
investment is already wholly free and remaining restrictions
on individuals are not of great economiec significance.

55 Completing abolition would show our determination to
implement the policies to which we are committed. It would
sweep away another set of controls that has outlived its

/ usefulness.

SECRET




SECRET

usefulness. It would enable individuals and firms to take
investment decisions on commercial grounds and so further our
aim of freeing the market economy to operate efficiently.

It would reduce public expenditure by the cost of about 750
staff (mainly Bank of England staff) now borne on the
Treasury's Vote. It would end a large burden in the private
sector on banks, firms and individuals, and there would for
example be nc more marking of passports. It would fulfil our
obligations on capital movements under the EEC Treaty and you
could take credit for this at the Dublin Council. And it would
please the Americans who do not like the present discrimingtion
in favour of EEC securities that resulted from the relaxations

we made in July.

4, We must first consider the implications for the
exchange rate. These are exceedingly difficult to predict.

Obviously the effect of abolishing exchange controls would be
to J:ggg outflows which, especially if they proved substantial,
would cause the rate to be lower than otherwise. That is

a necessary consequence of the achievement of our aim to

abolish exchange control. The question thus is whether the
present is a good time to accept the consequence or whether
it would be better to wait. In my view, the present is as
good a time as we are likely to get. First, though we must
expect an adjustment of portfolio over a period, this is
not a particularly attractive moment to buy U.S. securities.
The outflow may, therefore, be gradual. Secondly, sterling
has fallen back from the very high level it reached in the
immediate aftermath of Iran and the oil developments in the
summer. But, at its present level, it is not under pressure.
The effect of last weekend's US package is an illustration
of this point since, if the market had had serious doubts
about the present rate for sterling, they would have shown

/ themselves
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themselves when the dollar revived. In fact, the effective
rate and the cross-rates against the strong non-dollar
currencies stood up well. Sterling seems to have come through
this limited dollar rebound unscathed. Obviously this
situation could change, but, provided we continue to show

our determination to persist with our financial and monetary
policies, I would not expect any downward pressure on sterling
to get out of control. And the maintenance of the remainder
of our exchange control regime will not be crucial since there
are so many ways of getting out of sterling as things are

at the moment.

Bie A further point is that our reserves are very high -

$24 billion spot and forward. I would be opposed to sustained
intervention to support an exchange rate that the market had come
fundamentally to doubt. But in this case I could see a case for
heavier intervention than we would normally think appropriate

to finance any initial outflows following a relaxation of exchange
control. We could explain thét the effect of our intervention
was to exchange public sector assets in the reserves for assets
acquired by the private sector as a result of our change of
policy; and I believe that this explanation would be accepted

by the markets. If therefore, sterling showed signs of falling
too far we could exercise the option to mitigate the fall by
intervention.

6. The exchange control decision also has several implications
for domestic monetary policy.

1 First, it would make it impossible for us to use

g 3 . — :
effectively certain types of direct control over domestic
banks - essentially because the alternative of "offshore"
banking would become a readily available substitute. The only

direct control we currently use is the “corseEF: and you will

SECRET / have seen
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have seen the growing leakage into acceptances which bypass
this control and are bringing it into disrepute already.

The alternative direct controls which would be similarly
ineffective in the absence of exchange control are some of the
direct "penalty" versions of monetary base control. In their
studies of this following your July seminar, however, the

Bank of England and my officials have failed to identify any
direct monetary base control which would be robust for any
length of time even with full exchange controls. Our main
monetary policy IEE??EEEnts: interest rates, PSBR management,
management of gilt markets; would be unaffected by the
removal of the remaining exchange controls.

8. There could be effects both ways on the €M3 figures,in the
ensu¥ing months. These will need to be explained but are likely
to be well understood by the commentators as part of a switch
the stock of assets. If the outflow is modest, the effects
will be small. And the outlook for the money supply in the next
3 months or so is much better than in the recent past. This is
therefore a good time to accept the risk of some impact on the
money supply figures arising from exchange control relaxation.
This will also be a time when, in the light of the favourable
M3 outturn, domestic pressures on interest rates should be a
little less. That would help us to accommodate any slight
upward pressure on interest rates arising from an outflow.

9. I conclude therefore that, unless there are new

unfavourable developments before 23rd October, we should go

ahead with the abolition of exchange controls on that date.
Very careful consideration would need to be given to the
presentation of this decision in relation to the whole of our

/ monetary policy,
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monetary policy, both on 23rd October when the exchange control
package 1s announced and subsequently when we roll forward the
target - probably after the announcement of the banking October
money supply figures on 15th Novembey At that stage we would
need to consider the future of the corset, due to end in
December, and it may be better in the circumstances to let it
lapse. It is already losing effectiveness anyway.

CONCLUSION

10. This subject has many ramifications. To keep this minute

short I have concentrated on the main points. I hope that we
may have an early opportunity to discuss the matter. In the
light of the points I have made above, I hope you will agree
that, unless there are any untoward developments in either

the foreign exchange or the domestic monetary markets, we should
go ahead as planned with the total abolition of exchange

controls (except for those affecting Rhodesia) on 23rd October.
S

)
F1EE I am not sending copies of this minute to any of our
colleagues at this stage. My officials have been in touch
with officials of the Departments chiefly concerned and work
is in hand, on a strictly contingency basis, for dealing with
a number of consequences of abolition for other departments'
policies.

11th October 1979
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US MOVES TO SUPPORT DOLLAR AND TIGHTEN MONETARY CONTROL
1., THE FEDERAL RESERVE BOARD ANNOUNCED YESTERDAY A SIGNIFICANT
PACKAGE OF MEASURES TO REASSERT CONTROL OVER MONEY AND CREDIT
AND TO REASSURE THE FOREIGN EXCHANGE MARKETS.
o. THREE MEASURES HAVE BEEN ANNOUNCED. )
(A) A ONE PCRCENTAGE POINT INCREASE IN THE DISCOUNT RATE FCARM 11_
TO 12 PERCENT ]
(B) A CHANGE IN THE GENERAL STRATEGY OF MONEY FAPK:T LDCR\ IONS
INSTEAD OF USING THE FEDERAL FUNBm RATE AS THE PR IMARY TARGET EN
ITS DAY YO DAY INTERVENTIONS, THE FED HOW PROPOSES TO CONCENTRATE
MORE ON THE ACTUAL LEVEL OF BANK RESERVES
(¢) THE #4FOSITION OF A NEW 8 PERCENT RESERVE REQUIREMENT ON
IHCREASTS i FUNDS FRGM SOURCES NOT SUBJECT TO DIRECT FED CONTROL
FURODCLLAR BORROWINGS AND LARGE CERTIFICATES OF DEPCSIT
il LESS THAN A YEAR.
MEASURES REPRESENT A CLEAR DEPARTURE FROM RECENT FED
BOTH SUBSTANGE AND TIMING, THEY HAVE BEEN ANNOUNCED

ON BDAY AND ON A HOLIDAY WEEKEND (TOMORRUW, MONDAY & ODCTOBER
IS COLUMBUS DAY). THEY FOLLOW ANOTHER WEEK OF CONTINUED DISTURBANGE
Pl THE FOREIGN EXCHANGE MARKETS WITH THE DOLLAR REF AAINING VULNERAEBLE,
PART ICULARLY AGAINST THE , AND OF LARGE FLUCTUATIONS !N THE PRICE
OF GoLD. REPORTS OF PAUL VOLCKER'S RETURNING THREE DAYS AHEAD OF
SCHEDULE FROM THE ANNUAL IMF/IBRD MEETING iN BELGRADE Sfﬂi;h T0
ENCOURAGE RUMOURS, y
k., THE INCREASE N THE DISCOUNT RATE 1S THE SECORD IR LESS THARN
A MONTH AND THE FOURTH SINCE JULY WHEN IT STOOD A? 9 1/2 PERCENT.
A FULL PERCENTAGE PO INT INCREASE WAS ALSO A MAIN FEATURE OF THE
COLLAR RESCUE PACKAGE OF 48T NOVEMBER LAST YEAR WHiCH MOBILISED
ADDITIONAL RESOURCES FFGR FOREIGN EXCHANGE INTERVENTION,




&

CN TH1S OCCASION, WOWEVER, THE FED 18 REACTING TO DOMESTIC CONCERNS

AS WELL., THE GROWTH OF THE MONEY SUPPLY SINGCE MID-JULY HAS BEEN

ABOVE THE RATE IMPLIED BY THE TARGET FOR M1 AND FED CHAIRMAN PAUL

VOLCKER 1S REPORTED TO HAVE SAID YESTERDAY THAT TOTAL BANK LENDIN

QICTE MAS BEEN EXCESSIVE UNQUOTE.

5« ON THE OTHER COMPONENTS OF THE PACKAGE, VOLCKER REPORTEDLY

ACKNOWLEDGED THAT SWITCHING FROM THE FEDERAL FUNDS RATE TO BANK

REGERVES AS THE FED’S TARGET COULD WELL RESULT iN LARGE DAILY

VARIATIONS IN THE FEDERAL FUNDS RATE. THE iMPOSITION OF THE

NEW 8 PERCENT RESERVE REQUIREMENT WILL AFFECT SOURCES OF FUND3 NOT

QUNTED AS PART OF THE MONEY SUPPLY.

6. THE DECISION TO INCREASE THE DISCOUNT RATE WAS APPARENTLY A
UNANIMOUS ONE BY THE FED BOARD. WHEN THE RATE WAS [INCREASED FROM
1 1/2 TO 11 PERCENT TWD WEEKS AGO, THE BCARD OF GOVERNORS WAS

SPLAT 4 70 3. IN ADDITION, THE WHITE HOUSE HAS BEEN QUICK TO

ENDORSE THE MEASURES. PRESE SECRETARY JODY POWELL IS5 QUOTED AS

SAY ING THE STEPS QUOTE WILL HELP REDUCE INFLATIONARY EXPECTATIONS,

CONTRIBUTE 70 A STRANGER U.S. DOLLAR ABROAD AND CURB UNHEALTHY
SPECULATIONS IN COMMODIYY MARKETS UNQUOTE,

7o FCO PLEASE ADVANCE TREASURY. AND BANK OF ENGLAND,

ADVANCED 23 REQUESTEDI
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The Chancellor said that he would be putting proposals

to the Prime Minister shortly on a further exchange

control packase; he was also discussing within the
Treasury the idea of medium term monetary targets, and would
be reporting back to the Prime Minister on that too.
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US/FRG FINANCIAL DISCUSSIONS, HAMBURG

1. THE FEDERAL CHANCELLOR, ACCOMPANIED BY THE FEDERAL FINANCE
MINISTER AND THE PREGIDENT GF THE BUNDESEANK #ELD TALKS IN HAMBURG
ON 29 SEPTEMBER WITH THE US SECKETARY OF THE TREASURY AND THE
CHAIRMAN OF THE FEDERAL RESERVE LOARD,

o A JOINT STATEENT I35UED AFTER THE MEETING DESCRIGED THE
DISCUSHIONS AS QUOTE VERY USEFUL UNQUOTE, CORTINUING AS FOLLOWS3=

1. WE AGREE THAT THE RECENT LARGE {HCREASES M wORLD OIL PRICES

POSE A SERICUS THREAT TO THE FALRIC OF THE WORLD ECONOMY EY FEEDING
WORLD INFLATION AND REDUCING WORLD GROWTH, RESPONSIELE OlL PRICING BY.
PRODUCERS 1S ESSENTIAL TO WORLD ECCHNOMIC HEALTH. ;

THE FIGHT AGAINST INFLATION QEMA}RS THE FIRST PRIORITY, THE

EARLIER WE WIN THAT FIGHT, THE EASIER IT WILL BE TO SCOLVE OTMER-
FRODLEMS BESETTING QUR ECONOVIES,

WE AGREE CH THE REED FOR A STRONG AND STABLE DOLLAR AMD INTERD 7O
COOPERATE TOWARL THAT £XD.

i
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AU GHA RN VL LL "s_f uT.‘l':'f:..f.a; THAT AHE

UsBa auULD CUMTIKUE TOAPUASUE DISCIPLINED BUDGCTARY AND MONETARY

POLICIES, A SINGLE=1 G T=IHFLATICH RATE AS wELL AS A C\'..'-'?'-?E.\‘T-.-'\CC'OL.-

SURPLUS wiLL BE REACHED (N COMING MONTHS., STRON 3 FI15CAL RESTRAINT
wILL BE CONTIRNUED AND MOREY SUPPLY GRGWTH WiLL EE TICHTLY CONT=-

ROLLED.

2, MINISTER MATTHOEFER EMPHASIZED TiE NEED TO RETUCE THE PURLIC
SECTOR DEFICHT Ik GERMANY AS A MEANS OF CONTROLLING THE RATE

OF PRICE IHCREASES WHILE MAINTAIHING ADEGUATE GROWTHM, BY 1380,
THE RATE OF PRICE INCREASES WILL BE LOWER THal 1T 1S NOW, THE
CURRENT ACCCOUNT SURPLUS WILL BE ELIMINATED WHICH WILL ALLEVIATE
SOME OF THE EXTERHAL CONSTRAINTS. IMPGSED ON THE CIL-IMFORTING
Ct
o5

OURTRIES OF THE WORLD AND THE KON=-CIL-LDCS IN PARTICULAR,

RESIDENT EMMINGER STATED THAT MOMEY SUPFLY TARSETS AND INTEREST

RATE POLICIES WILL CURTINUE TO TAKE FULL ACCOUNT GF INTERNATIONAL ,
AS WELL AS DOMESTIC REQUIREMENTS. THE FULFILLMENT OF THESE GOALS WILL
BE FACILITAYED BY EXCHANGE MARXKET STABILITY, AN IMPORTANT GBJECTIVE
OF BUNDESBANK POLICY,

4, BOTH SIDES REITERATED THEIR RESOLVE TO COMEAT UhsAR%ANTrD AS
WELL AS ERRATIC MOVEMENTS IN THE FOREIGN EXCHANGE MARKETS, THE
NCCESSARY INTERVENTIONS wILL BE CARRIED QUT PROMPTLY IN CLOSE
COCPERATION BETWEEN THE AUTHORITIES CONCERNED,

THE CORRESPONDING FUNDS ARE AVAILABLE TO THE IHTERVENING .

AUTHOR ITIES, CHAIRMAN VOLCKER AND FRESIDENT EMMINGER REVIEWED
JHTERVENTION ARRANGEMENTS AND WILL TAKE ACTION TO ASSURE A COMMON
AGREED APPROACH IM ALL RELEVANT MARKETS,

5. BOTH SIDES AGREED THAT THeSE DEVELOPMENTS AND POLICIES

SHOULD CONTRIBUTE TO EXCHANGE RATE STAEZILITY 1M GENERAL AND TC A
STRONG DCLLAR N PﬁﬂTlCULAR, WHIGCH ARE IN THE INTERESTS OF BOTH
COUNTRIES.

THE RECENT E-@-nEALIGNbuHT HA% RESARDER A3 ﬁ VALUABLE CU%THIBJTIUH
I THE SAME DIRECTION.

6, BOTH SIDES AGREE THAT FOR THE LONGER TER¥ A STRONGER ROLE FOR THE
SOR 13 AN IMPORTANT OUJECTIVE IN THE EVOLUTION OF THE INTERNATIONAL
MONETARY SYSTEM, ANU THAT CONSIUERATION OF THE CREATION OF A

GUOTE SUBSTITUTION ACCOUNT UNQUOTE N THE IMF SHOULD BE PURSUER,

WE AGREE FURTHERNMURE THAT EFFORTS TO IMPROVE THE SURVE ILLANCE

OF THE EURO-MARKETS SHOULD EE PURSURD,

FCO PLUAGE PASS ALL SAVING ADDRESSEES




10 DOWNING STREET

From the Private Secretary 27 September 1979

The Prime Minister was grateful
for the Financial Secretary's minute
of 25 September in which he sets out
the timetable for a further exchange
control package. As you no doubt know,
the Prime Minister has.told the Chancellor
that she would be glad to discuss his
proposals when he returns from the IMF/Bank
meetings.

Mrs., P, C, Diggle,
Office of the Financial Secretary,
H.M. Treasury.




PRIME MINISTER

TIMING OF EXCHANGE CONTROL PACKAGE AND BP SHARE SALE

You will be aware that there is a link between the timing of the
sale of BP shares and the possible announcement of further steps

in dismantling exchange controls.

The link arises because an exchange control relaxation on portfolio
investment might have a marginally depressing effect on the shares
of UK companies with high overseas earnings, like BP. If the
relaxation were announced shortly after a Government sale of BP

shares and the BP price fell, whether on account of the relaxation

e ——— '
or for some quite different reason, there could well be complaints

from aggrieved shareholders that the Government had deliberately held
up the exchange control announcement so as not to affect the share

price before the sale.

Such complaints might be expected to be taken to the Council of the
Stock Exchange or to the Council for the Securities Industry or to
an MP or to the Press. In the last resort legal action could not be
ruled out. There could be a special problem with the US Securities
and Exchange Commission even though the main sale will be confined
to the London wlarket.

This suggests that any announcement about exchange control relaxations

should be made before the BP sale and our preliminary plans reflect
this. —

The Chancellor intends to consult you early next month about the

possibility of a further exchange control package and its timing.

We have not come to conclusions on the timing of the BP sale, but we

think that it ought to take place as quickly as possible. The




Chancellor will comnsult you later about the precise date, but it looks

as if 30 October would be a convenient date, provided market conditions
————————

are right. There would be serious technical difficulties in
postponing it for more than a week or so beyond that if the sale is
to take place before December. This would suggest that, provided
conditions generally are suitable for such a move, the ideal timing
for the Exchange Control package would be more or less as soon

as Parliament returns on 22 October.

We will keep you in close touch with developments on both these
points, but I thought you might wish to be aware at this stage

of the link between the two operations.

NIGEL LAWSON
25 September 1979
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Exchange Controls

The Chancellor said that a decision would have to be
taken within the next few weeks on the further dismantling
of .exchange controls. A firm decision one way or the other
was needed partly in connection with the sale of BP shares.
His own preliminary view was- that the remaining controls
should be dismantled.

The Prime Minister said that she would be glad to
discuss this after the Chancellor returned from the IMF/Bank
meetings: but her initial view was that there should be no
further relaxation for the time beling. She felt that it would
be a mistake to relax the controls further until the Government's
market philosophy was being seen to work. To move any further
now could all too easily lead to a large outflow of funds.

I am sending a copy of this letter to John Beverly (Bank
of England). . '

T. P LANKESTER

M cACRSHaRT Sah < oy (18
I Treasury,




. PRIME MINISTER

STERLING

I thought you should be aware that there has been heavy
selling of sterling this morning. Sterling closed on Friday
night at $2.18, with sterling effective at 69.3. At 1130 the
sterling/dollar rate had fallen to 2.13, and the sterling
effective rate was down to 67.6. The Bank have intervened
heavily to moderate the fall - having spent $280 million already
this morning.

Worries about the industrial situation appear to be the
cause of this. But in addition I suspect that the market is now
realising that sterling - in terms of competitiveness and against
a background of a big current account deficit - went a good deal
too high earlier in the summer.

o C
boA- b W
O o

17 September 1979
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CONFIDENTIAL

10 August 1979

Early Repayment of External Debt and the
Exchange Rate

The Prime Minister has seen and noted
your letter to me of 8 August. I am

grateful to you for letting us have the
information in it.

A.M.W., Battishill, Esq.,
H.M. Treasury.

CONFIDENTIAL
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9 August 1979

The Prime Minister has seen and
noted the paper on sterling and trade
submitted by your Secretary of State under
cover of his minute of 2 August.

-

M. A. PATTISON

T. G. Harris, Esq.,
Department of Trade.

RESTRICTED
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EARLY REPAYMENT OF EXTERNAL DEBT
AND THE EXCHANGE RATE

In his letter to the Prime Minister of 16th July,
Sir Arthur Knight, Chairman of Courtaulds Limited, suggested
that early repayment of some of our official external debts
would help to achieve a more competitive level for the'
sterling exchange rate. Tim Lankester asked for a note on
this point for the Prime Minister's information. We
understand that the Prime Minister is particularly interested
in the argument that the present is a good time to pay off
debts because sterling is strong.

It is certainly true that the country gains if we buy
foreign exchange that we need while it is cheap. This
applies to foreign exchange needed for any purpose, not just
debt repayment. We have in fact been buying foreign exchange
on a pretty substantial scale. Over the past two months,
when the pound rose from $2.07 to $2.33, the Bank of England
have acquired over $2 billion in addition to what they need
for Government expenditure overseas and other calls on the
reservesS apart from debt repayment. The primary objective
of the intérvention was not In fact to acquire reserves - we
have ample for all immediately foreseeable purposes including
the meeting of debt liabilities - but to moderate and smooth
the upward movement of sterling. As a rule we do not favour
heavy intervention, mainly because the acquisition of reserves
tends to dinc sSu Y, except to e extent that
the owerseas purchasers of sterling put their funds in public
sector debt or in non-resident bank @ccounts.

The addition to our reserves has however enabled us to
repay ahead of time a large Electricity Council floating rate
loan, This will bring total repayments in the course of
1979 up to more than $5 billion. The total is made up as
follows:

N. Sanders, Esq..,
10, Downing Street
CONFIDENTIAL
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$ billion

Debt scheduled for repayment
in. 19179

Repayments ahead of time
arranged before Uth May

Repayments ahead of time
envisaged since 4th May

TOTAL

Not all outstanding debt can be repaid ahead of time
without penalty. Whether it is possible to do so depends
on the nature of the particular contract. Owing to the
substantial repayments undertaken since the beginning of
1978, the best opportunities will have been exploited as
soon as the Electricity Council loan is repaid. It may
therefore be necessary to hold foreign currency in the
reserves until repayments can be made. From now on the
scheduled repayments are heavy - they amount to another
$2 billion in 1980 and $3 billion in 1981. And in 1981
it will become possible to repay ahead of time the massive
$2.5 billion loan raised by the last government from the
syndicated bank market in late 1974 and early 1975.

The exghange rate for sterling is not affected by
the act of repaying debt (as Sir Arthur Rnight implies)
but by the prior act of buying foreign exchange for
sterling. The sums involved in official debt repayment
are, generally speaking, too large to be raised from the
foreign exchange market for delivery on the day of
repayment without creating instability (which it is the
purpose of the reserves to prevent). The foreign currency
required is therefore bought over a period and held in the
reserves until needed. When a debt is repaid, the foreign
currency is transferred from the reserves to the lender.
The transaction does not affect the exchange rate for
sterling because no sterling is involved.

Conditions in the foreign exchange markets have
changed since 16th July when Sir Arthur Knight wrote
to the Prime Minister. The period of strong upward
pressure on sterling seems, for the moment at least,
to have come to a halt. Sterling in fact fell quite
sharply on Tuesday, 31st July and, although there was
a recovery during the rest of last week, further falls
w ere experienced on Monday and Tuesday of this week.
The Bank of England have accordingly ceased to buy
dollars from the market and have given some moderate
support to the pound - though the intervention has not

/been on
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been on the scale of the purchases of dollars when the
pressure was upwards.

"--_._,;_—-—-—'-'_"___‘
(A.M.W. BATTISHILL)

CONFIDENTIAL




CONFIDENTIAL Y '“” C STINISTER .

V. Mn‘() %/M A com's cdened

Ao W’M@Q unbytcc&_oé/y
A 7w X Tht cnclascon &
Onsns epseniially Aal™

s o g A /’10&{ ’ WM
,W oo th&mﬁft‘ ‘D(/”V‘é el

Ne aw\,t\\-t

PRIME MINISTER S

STERLING AND TRADE %ﬁaﬁ (o ea'h povs bl
‘A' /XM#/VM

As you well know, the high sterling rate - much higher than anyone

thought at all likely a few months ago - has been causing

apprehension on account of our lack of industrial competitiveness

at home and abroad.

2. About six weeks ago I asked my officials to undertake a guick
study of the implications of our policies and of a continuing very
high exchange rate for both our manufacturing and service dndustries,
and consider what, if anything, we might do. I did not consider it
sensible to burden colleagueé with additional papers in the last few
weeks of the Parliamentary sitting, but now that the pressure has
eased a little I think it is worth circulating their note. I should
add that it does not contain anything new, but it comes from a
different stable to other economic papers emanating from the
Treasury and hence it may be worth a brief study.

3, If the sterling rate stays up the current account will certainly
turn out worse over the next year than we expected, both as regards

Yisibles and invisibles. We are likely to come under increasing
—— ———— .

pressure to alter course in one way or another. But we cannot both
follow our present strategies and tax to manage the exchange rate. =1
see no scope, or justification, for departing from our general trade
policies. As far as exchange controls are concerned, Geoffrey Howe

is already looking towards a further move in the autumn.
L 4o —

4. Though the immediate outlook for our trade is very worrying, 1
see no alternative to sticking to our guns. Favourable movements in
interest rates and better confidence in the dollar may in due course
help. Otherwise we shall simply have to ride out the preésures,
because of the overriding need to bring inflation down and improve
our longer-term industrial performance.




5. I am copying this to our colleagues on E Committee and to
Sir John Hunt.

dap s

(approved by the Secretary
of State and signed in his
absence )

Department of Trade
2 August 1979
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STERLING AND TRADE

INTRODUCTICHN

This paper looks at the consequences of a high exchange

rate and considers what, if anything, can or should be done as

a result. Bterling is now a good deal stronger than anyone

was prepared to forecast a few months ago. The high exchange
rate may not last, but for as long as it does, although it will
help to get inflation down, it brings the brospect of increasing
losses in output and trade, at least until inflation does
respond. Just how much the exchange rate has strengthened is

shown in Chart 1.

ECONOMIC POLICY

2  The zim of thé Government's economic policy is to increase
the long-term rate of growth by containing inflation, restoring
incentives, and getting a better balance between private and
public sector activity. Control of inflation is to be
implemented by means of tight fiscal and monetary policies - firm
limits on the size of the Public Sector Borrowing Raquirement
(PSBR) and on the growth of the money supply. These exert their
pressures on UK costs and prices in a number of (closely related)
ways. First, a tight monetary and fiscal policy stance is likely
to be refle cted in a relatively high exchange rate. This will
directly result in reduced prices of imported goods and services,
which in turn should help to moderate wage ‘claims. Secondly,
because imports are cheaper, demand switches away from home
produced import substitutes and/or profit margins on these goods
and services come under pressure, and.the same 1s true on the

export side. The resultant deterioration in the prospects for

1
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rlthe traded goods and services sector, both in terms of output
and profitability, is expected to stiffen employer resistance
to pay claims, and once again to moderate wage demands. The

effect should carry over to wages and prices in the remainder
of the economy. Thirdly, tight monetary and fiscal policies

will directly reduce demand at home, squeeze profits and

threaten job prospects, and thus induce lower pay settlements.

3 It is clear that the exchange rate plays a central role

in the process, though it remains true that there is much
uncertainty about how quickly UK costs and prices will respond
‘to tight monetary and fiscal policies, apart from the direct

reduction in import prices.
" CONSEQUENCES OF A HIGH RATE

4 While domestic wage and price adjustments to a high exchange
rate are working through, the UK's lack of international price
and cost competitiveness is bound to prejudice prospects for
output and trade. As Chart 2 suggests, competitiveness had
already worsened steadily during 1977 and 1978. So far this
year Sterling has appreciated by some 12} per cent and, measures
of competitiveness apart, an increasing number of representations
are bringing home just what this means for trade and forEprofamts

both of which are important for future industrial prospects.

> The forecast published with the Budget suggested the current
account of the balance of payments would move towards balance
over the next eighteen months or so as compared with a modest
deficit in the first half of this year (thereafter some renewed

deterioration was expected). The forecast also suggested a small

s pod
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fall in GDP and in manufacturing output both in 1979 and in 1980.

6 It is now clear that the trade deficit in the first half of

this year has been far from modest. Moreover, the oil price

increase has been much bigger than was expected at the time of
—a

the Budget with adverse consequences for world activity and trade

and therefore demand for UK exports. These factors on their own

ﬁ;ﬁld be likely to produce a rather worse trade and current
account performance this year and next than seemed likely a

few months ago. Although the high exchange rate may very
temporarily help on the trade balance, beyond the very short
term it is likely to be an additional adverse influence on trade
ﬁerformance - holding back exports and encouraging imports -

until consequent wage and price adjustments work through.r

7 By way of illustration, the influence of a higher exchange
rate path on trade and the current balance can perhaps be roughly
estimated with the use of "ready reckoner" calculations bhzsed

on the Treasury model. (A full simulation on the model would

no doudbt produce somewhat different numbers, but the general
direction of the results seems reasonable enough.) For this
purpose it has been assumed that, following average first and
second quarter levels of 64 and 67 so far this year, the effectiv
exchange rate averages 70 in the second half (the present level
is nearly 74) and 68 in 1980. The results suggest an initial
improvement in the current balance, worth perhaps £} billion

in the second half of 1979, due to trade prices adjusting to the
higher exchange rate more rapidly than volumes (an inverted
"J-curve" effect). Next year, however, the current account

could be worse by an increment of £1 billion. As even withou*
#_.-*\_

”*S
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~%he high exchange rate the trade outlook is worse than forecast
at the time of the Budget (paragraph 6) this would appear to
suggest a sizeable deficit on current account next year, with a
big deficit on visible trade (despite North Sea'oil), and an
invisible balance moving into the red by the end of 1980. The
higher exchange rate would also imply a sharper fall in GDP and
in manufacturing output than thought earlier.
8 It is useful to consider in a little detail the effect of =

high exchange ratepath on individual manufacturing sectors and

components of the invisible account. As regards manufacturing,

the range of possible outtomes is;ggngészfe, depending on

such factors as the nature of each sector's products and markets,
its use of imported ﬁaterials, and the method of pricing its

exports and imporﬁs. Firms in many sectors, especially those
producing standardised products, may well prefer to lower the

sterling price of their goods to continue to compete with imports

"

-

at home, and maintain the volume of export sales. 3But their
——— —
ability to do so may be limited by current low levels of

profitability. The profitability of UK industry has been poor
by historical standards for some years, and the consequences
of further severe pressure on profits could well be a serious
threat to the viability of some such price-taking companies.

Relevant sectors include much of basic chemicals and iron and stedl

9 Other firms, for example, those producing specialised

engineering products, may simply maintain sterling pricesp relyicg

on non-price factors to reduce the impact of appreciation.
Nevetheless, in many cases there is certain to be a somewhat
lower volume of sales when buyers respond to higher foreign

currency prices abroad and more price competitive imports at he-me.
o a4
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—with early adverse consequences for employment and, in the longer

/on capacity
availability
abroad) ,

term, for investment. In some instances, such as parts of
pharmaceuticals and highly differentiated engineering procducts,
firms may be price setters in international trade, with the
result that unchanged sterling prices should have little effect

on their chosen level of output.

10 In practice, the majority of firms will be obliged to make =2

commercial judgment between yolume and profitability objectives.

Sectors where there may be a combination of profit and volume
response include textiles; industftial engines; pumps; valves

and compressors; and office machinery. Throughout ménufacturing

there should be some offsetting gain from lower sterling

import costs.

11 Industries doginated by multinational companies are in some
ways a special case. Their response to sterling appreéiation

is likely to be re-sourcing of components and/or of finished

goods in favour of plants located in other countries, assuming

such plants have spafe capacity. This will have an adverse effect_
on UK trade performance but the loss of market share by plants :
located in the UK mey be more easily reversed when relative cost
positions are reversed than in industries where markets are lost
to rival foreign firms. DParts of the motor vehicle industry

are an exanple(depending/but similar considerations are thought

to apply to mechanical.handling, construction and earthmoving

equipment.

12 As regards invisibles, a high exchange rate path will almost
certainly result in an even more rapid worsening on transfers
and on interest, profits and dividends than is already expected

CONFIDENTIAL
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companies for their part in the exploitation of the North S=a.
This is because credits can generally be expected to fall
proportionately in sterling terms as the rate ﬁardens, whereas

- -

at least some of our transfer debits, for example, are denominate:
in sterling.

13 Although experience is again diverse, the services account

is somewhat different flom manufacturing, because a greater

proportion of services credit and debit payments are affected

in the same direction by exchange rate changes. For'example,

the net balance on the substantial sea transport account,
.representing around a quarter of service credits and one-third

of debits in 1978, may well be not much affected by a high rate,
especially in the short run. The main effect will be that on
profitability, and the crucial question is how reduced
profitability will affect the willingness of Uﬁ companies to
provide shipping services. The problem is likely to be much the
same formny other services, though as in manufacturing there may
be sectors - e.g. specialized solicitors’ and finzncial services -
for which the UK firms concerned in effect set the intenational
price. An important exception to the above is travel; the
general belief, reinforced by recent trends, is that tourism

is quite sensitive to relative price changes, perhaps more so

than much of manufacturing industry.

WHAT CAN (AND SHOULD) TiE GOVERNMENT DO?

14 Exchange rate forecasting is an uncertain game, as experience.
not least since last summer, has shown. There is no point in
pretending that we know what is going to happen to the rate or

that we can fully assessthe factors explaining the present high

LI el
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level. However, it is necessary to ask what, if anything, can
and should be done to achieve some reduction in the exchange
rate and/or to counter the consequences of the rate remaining
high, particularly if it is at all likely that the rate may
follow a path similar to that illustrated above. (It equally
has to be admitted that we do not know the "right" lower rate
which would avoid some of the possible longer term damqge to

certain industrial and commercial sectors.)

15 The most direct form of action on the exchange rate itself

is clearly Bank of England intervention to hold the rate down.

To be effective this miéﬁt have to be on a large scale, and in
éonsequence the attainment of the monetary target would be
increasingly at risk. Much the same is true of a reduction in
Minimum Lending Rate (MLR) to make London a less attractive

place for internationally mobile funds. Early repayment of
overseas debts is an option but, depending on how it is managed.
could also cause some difficulty for domestic monetary policy.
This leaves further-relaxation of exchange controls as the clearest
candidate for action on the exchange rate front. By inducing
additional capital outflows this should reduce the exchance rate
without any direct adverse consequences for menetary management.
However, the immediate response of the exchange rate could be
perverse, and the primary motive for relaxing control remains

that of reducing distortion and hinderance in financial markets.
For this reason (and because at least presentationally it would
appear contradictory) the imposition of exchange controls on
capital inflows, which the Swiss and German authorities have trie:z
from time to time without much clear evidence of success, should e

ruled out. A further independent reason for relaxing outward

g
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exchange control is to facilitate the investment of some of the

benefits from North Sea oil. .

16 In principle there is also scope for acting on the trade
balance itself. Over the longer term, oil depletion policy is a
relevant consideration. In addition, since trade performance
depends on non-price as well as price and cost competitiveness,

reflecting such factors as design, delivery and so on, Government

action to improve industrial efficiency (e.g. labour retraining,

greater encouragement to mobility, further shifts in the

incidence of taxation) may also be of some long—termrbenefit in
offsetting the adverse consequences of a high rate. But it is
also pessible that a high rate sustained over a number of years
may begin to encourage industr; to move to higher value-added,
less price-sensitive output, strengthening our fundamental
competitive position along the lines of Germany and Japan.
However, an essential condition for such a "virtuous circle" path
is that firwms require profits to transform themselves and, as
argued above, one effect of a high exchange rate path is precisely

to compress the profitability of manufacturing and service

industry.

17 There are, of course, several ways of intervening directly to
affect flows of tzad2. Preccuire for such intervention may well
increase if firms find themselves in growing difficulties because
of the high exchange rate. It goes without saying that all
general measures to restrict imports run directly counter to the
Government's Manifesto, as well as being inconsistent with its
basic economic philosophy, as would be general subsidisation of
exports. Apart.from the well known objections to such courses af
action based on our international commitments, and the

CORFILENTIAL
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Probadbility of retaliation and emulation by others, if one of the
main components of economic pélicy is to bring pressure to bear on
firms to prevent high wage increases being grantéd, relaxation of
such pressures by import control or export assistance is
incompatible with the Government's macro-economic policy stance.
In any case, measures to relieve the pressure from imports or to
help exports may in part at least simply lead to a yet harder

exchange rate and also introduce a major "re-entry problem".

CONCLUSIONS '
18 A high exchange rate is an essential element in the
Government's macro-economic policy; anything that is done to
bring it down will weaken its macro-economic effect. However, the
present level of the rate is inconsistent with our underlying
industrizl performance, and until domestic costs and prices react
to the Government's economic policy, output and visible and
invisible trade Prospects alike are likely to be adversely
affected. Moreover, there is some risk that long-term damage will
be done to some sectors. Nevertheless, even if it were desirable,
and further relaxation of exchange controls apart, little can be
done to bring the rate down without prejudicing monetary control.
As regards: cushioning the adverse econonic effects of the high
rate, resort vo traae Dolicy measures is severely circumscribed
and in any event inconsistent with the Government's general
approach; and Government action in the industrial field is at
best long-term in its effect. The hope must be that circumstances
over the next few months will allow a reduction in UK interest
rates and that economic policies in the rest of the developed

world will restore confidence in other, flagging, currencies.

Department of Trade 3 9
31 July, 1979 CONFIDENTIAL
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Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000
Q¢ guly, 1979

AW
pave

Thank you for your letter of 13th €V{; about the
relaxation of exchange controls.

As you recognise, the business involved in putting
together a larger package would have delayed implementation
of measures announced on 18th July. I have already set
work in hand on preparing a third step in the dismantling
of the controls which, if sterling remains strong, I would
hope to take in the avtupn; and this work will include
studying further the question of extending sterling
facilities for third-country trade to the banks, on which
I have noted the views recently expressed to you by your
British Overseas Trade Advisory Council.

As you say, this proposal raises rather fundamental
questions about the role of sterling as an international
currency. This is one of the points that my officials are
now examining. I have asked them to keep the FCO and the
Departments of Trade and Industry in touch with their work.

I am sending copies of this letter to the Prime Minister,

the Foreign and Commonwealth Secretary, the Secretary of State
for Industry, the Governor of the Bank of England and Sir

John Hunt.
P‘/’n

e
(GEQOFFREY HOWE)

The Rt. Hon. John Nott, M.P.
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18 July 1979

Thotie svanforliis 0

C:La-—l.-. ,%.{’ jb{&«:’ )“, ‘S'n—ﬂv'HM-m— f(a-jfai"

The Prime Minister has received the
enclosed letter from Sir Arthur Enight about
tiie exchange rate; she would be grateful if
thie Chancellor of the Lxchequer would renly
on her benalf.

I would be glad if you could let me
ilave a note on Sir Arthur's suggestion that
tiiere should be an early repayment of
external debt in order to bring the exchance
rate down.

M.A. llall, Esq.,
H.M. Treasury.
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CONFIDENTIAL Fromthe Secretary of State 319
The Rt Hon Sir Geoffrey Howe QC MP
Ch=ancellor of the Exchequer
HIT Tre=sury
Parlisment Street
Loadon, SW1 /3 July 1979

o 1,

T =m very glad to see that the Prime Minister has eandorsed the proposals
set out in your mii te of 9 July for an early next stage in the relaxation
of exchange controls. I was particularly pleased to see the use of
officiel exchange is now to be unlimited for both outward direct
investment snd for the purchsse of all securities denominated in EEC
countries.

I would myself have likel to have seen included in the pscksge a complete
relaxation of control over the use of sterling for the finance of third
country trade. I reslise this raises rather fundamental guestions zbout
the role of sterling as an internationsl currency, but these questions
will have to be t=ckled sooner or later if, controls sre eventuslly to
be sbolished completely, 2s I believe 2nd urge they should.

As you know, I fully support our present economic strategy which will
zenerete very considersble pressures on employers, not least to settle
v=2y a2t reasonable levels. A high exchange rate is an essentisl part

of our present policy and in this sense the strength of sterling is of
direct benefit in what we are trying to do. And yet industry is

extremely worried by the levels to which sterling has been increesing,
especinlly in the psst few weeks. An incre=asing number of representations
are making it cle=r the l=rge amount of trade which we stand to lose,

CONFIDENTTAL
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Fromthe Secretary of State

well before the verious gZains through lower prices and costs work
through. Hence my preference for what would be =2n even stronger
‘package. : :

T »m seized to write in particulsr having heard what members of my
British Overseas Trade Advisory Council had to say on Thursday last.
.0f course I know how sentiment can swin; and gloom reinforce itself
at such 2 meeting, but the account of difficulties traders are now faced
with wss resl enough and @as supported by what struck me as a most sober
sgsessment from the representative of the European Trade Committee
of the British Overseas Trade Board, which deals with around half our
manufactured export and import trade, and with our invisible trade as
well. They took a2 clear view on the abolition of 211 restrictions

l\ on the use of sterling in third couﬁtry trade.

In view of the fact that the discussion and preparation of a stronger
package could well preclude an announcement next week, if not by the
recess, I am perfectly content not to press for its extension now.
However, I do urge that contingency work should be put in hand =2t the
gerliest opportunity for further possible relsxation in the autumn,
agsuming of course that sterling remains strong. T should like to
press most strongly for this work to include whatever discussion is
necessary of the various difficulties that stsnd in the way of =a

complete relsxation of the use of sterling in third couatry trade.

T =2m copying this to the Prime Minister, the Foreign Secretary, the
Secretary of State for Industry, the Governer of the Bank of Englsnd

and Sir John Hunt.

JOHN NOTT

CONFIDENTIAL 2
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10 DOWNING STREET

From the Private Secretary 10 July 1979

EXCHANGE CONTROLS

This is to confirm that the Prime
Minister is content with the Chancellor of
the Exchequer's proposals for the further
dismantling of exchange controls, as set
out in his undated minute which we received
yvesterday. '

I am sending copies of this letter to
Paul Lever (FCO), Andrew Duguid (Department
of Industry), Tom Harris (Department of Trade),
John Beverly (Bank of England) and Martin
Vile (Cabinet Office).

MoAS  Halil i Bisg )
HM Treasury.
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EXCHANGE CONTROLS j-l’-

PRIME MINISTER

I refer to my minute of 23{d May in which I described the r?
proposals for exchange control relaxation that were subsequently
announced in the Budget Speech.

e The strength of sterling since the Budget partly reflects
the effect on confidence of the Government's determination to
squeeze inflation out of sour economy by firm monetary discipline
and strict control over public expenditure. It may also owe
something to the high level of sterling interest rates, which

are necessary to maintain monetary control. But it is mainly

due to our favourable position as an oil producer at a time of
rising oil prices. The effective rate“?EE'EEE;Iing today is
over 70.5, an increase of some 4 per cent since the Budget.

We spoke last night about the extent to which this is causing
anxiety about the effect on competitiveness; the CBI will

raise this matter when we see them latertoday.

3 At the time of the Budget I had planned to announce a
second package of exchange control relaxations in October. As

I mentioned last night, I still regard as valid the arguments
(which I explained in my minute of 23rd May) for making
relaxations one step at a time. But the recent strong upward
pressure of demand for sterling does enable me to bring forward
the October package. I therefore plan to make a new announcement
on 19th July.

e T /4. Exchange
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5 Exchange control notices are now being prepared to

implement the following relaxations:-

(53 Unlimited official exchange for all securities
T ——— e il
denominated in EEC currencies.

-

—

(ii) Unlimited official exchange for investment in
the bonds of international organisaticns of which the

United Kingdom 1s a member, including those issued by
Community institutions.

(iii) Permission to repay with official exchange all

foreign currency borrowing taken out for portfolio

investment one year or more before the date of the

announcement.

(iv) Unlimited official exchange for outward direct
investment.

5. Items (i)-(iii) constitute, in combination, a substantial
first step in the relaxation of our controls over portfolio

investment. It would not be possible in July to abolish
controls on portfolio - a good deal more work will have to be
done on the tEEEEEEal consequences of such a move before we are
in a position to implement it. In any case, as I said earlier,
I believe that the-arguments for proceeding one step at a time

—

remain valid.

——

6. The choice of securities denominated in EEC currencies

as the first main block of securities which UK investors will

be free to buy with official exchange will clearly please the
ngﬂigﬁion. The Americens on the other hand will be disappointed.
Mr. Blumenthal expressed his satisfaction with the fact that

my Budget package removed most of the elements in our controls
which discriminated in favour of the Community. But I propose

to write to him before the announcement and assure him that it

is our intention to move steadily towards complete freedom for

/UK residents
CONFIDENTIAL
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UK residents to invest in securities denominated in any
currency, including the dollar.

s The international organisation bond proposal will also
meet a point raised by the Commission - Mr. Ortoli hoped that
I would be able to include such a relaxation for the bonds of
Community institutions in the Budget package. The relaxation
will also apply to the bonds issued by other international

organisations including those that help the developing countries
such as the World Bank. We shall therefore be able to take

N ———————
some credit for this change in discussions both at home and

abroad about our relations with the developing countries; and
this might have some modest value in counteracting the
disappointment caused by cut-backs in our aid programme.

8. Many institutions do not like being obliged to borrow
foreign currency to buy securities without paying the premium
and will welcome the opportunity to repay with official exchange
borrowing ocutstanding for a year or more. Taking this step now
should also reduce the size of the outflow that will result from
the abolition of the remaining controls over portfolio when

we are able to do that.

9. The fourth constituent of the package is to give unlimited

official exchange for outward direct investment - i.e. to

increase the £5 million ration included in the Budget package
to permission to use official exchange for direct investment
at will. It might seem a bit soon to change poliecy within a
few weeks of the Budget. But given the strength of sterling I
do not think anyone will be very surprised and I will be able
to explain that the continued strength of sterling permitted me
to bring forward the time at which it was possible to complete
the dismantling of controls over the financing of outward
direct investment. The TUC reaction to the Budget package has
been rather muted and this further step is unlikely to make
much difference to their attitude. The CBI will obviously be

very pleased.
106 Eiknoyw
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10. I know you agree that it is appropriate to accelerate our

planned programme for the dismantling of exchange controls along
these lines. Although the remexal of this relaxation is said
to have had some downward effect on Friday, we cannot be sure

that the announcement will reduce pressure on sterling in the

short term. Indeed, it is Still possible that the immediate
effect could be to drive the rate up because this reaffirmation
of the Government's intentions may make sterling seem an even
more attractive currency to hold. But in the longer term we
would expect the relaxations to result in capital outflows and
to cause the exchange rate to be lower than would otherwise be

the case. Perhaps even more important, dismantling these
controls will improve the functioning of the markets and give
investors greater freedom of choice. The combination 'of these

new relaxations with those already announced in the Budget will

constitute a very big step in the direction we all want to go.
11. I am sending copies of this minute to the Secretaries of

State for Foreign and Commonwealth Affairs, Industry and Trade,
to the Governor of the Bank of England and to Sir John Hunt.

A

(G.H.)
July, 1979
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At the end of yesterday's meeting on
building society mortgage rates, the
Prime Minister asked the Chancellor about
his plans for further relaxation of exchange
control. The Chancellor said that he was
hoping to release controls on portfolio
investment in the EEC later this month, and
to release portfolio investment elsewhere
at some later date.

The Prime Minister took note.

T. P. CANKESTER

A. M, W. Battishill, Esq.,

H.M. Treasury.
fa')]\-ri'-‘ia}g“"-" -.“;. 4“"’
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SECRET

Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000 . :

Yaune 1979

(\,

" EXCHANGE CONTROLS Q/IA

Thank you for your lett of 1st June. It is helpful
to have your views on portfélio velaxation and I shall of
course take careful account of these in our further studies
over the months ahead.

As regards your suggesticn about raw material supplies,
I have much sympathy with the industrial and strategic case
you mention. In practice, however, I believe that the
&5 million ration should go a long way to meet the needs of
companies for both exploration and exploitation. But there
-are still uncertainties about our external position, and I
should therefore prefer to see how things look after the
Budget before deciding on any extension on the initial
package of relaxations. Whether introducing a special raw
materials scheme would then be a good move may, of course,
depend on how soon we could envisage complete liberalisation
for outward direct investment, in parallel perhaps with a
first major relaxation on the portfolio front.,

I am copying this letter to the Prime Minister, the
Secretaries of State for Foreign and Commonwealth Affairs
and for Trade, the Governor of the Bank of England and
Sir John Hunt.

(GEOF HOWE)

The Rt. Hon. Sir Keith Joseph, Bt., MP.

Ml b Tk ek a1 a2 P L




10 DOWNING STREET

THE PRIME MINISTER 6 June 1979

I was grateful to you for sending your paper
on exchange control of 4 May to Geoffrey Howe and
me. We shall be taking your well-timed suggestions
into account in judging how best to proceed with
relaxing controls which are obviously now more
restrictive than they need to be. I cannot .of course
anticipate what Geoffrey will decide to do;' buti L
can say that, as you might expect, all the areas
you mention are being thoroughly explored.

(MT)

Professor Douglas Hague, C.B.E.




10 DOWNING STREET

PRIME MINISTER

You will remember that
Douglas Hague sent you a note
with his suggestions on how the
Chancellor might relax exchange
controls in the Budget. These
suggestions were passed on to
the Chancellor, and they have been
taken into account by him. You
may like to send Douglas Hague
the attached letter.

5 June 1979

v




SECRE®®

DEPARTMENT OF INDUSTRY
ASHDOWN HOUSE
123 VICTORIA STREET
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SWITCHBOARD 01-212 7676
Secratary of Stata for Industry

The Rt Hon.Sir Geoffrey Howe MP

Chancellor of the Exchequer s T Lt Oy
HM Treasury :

Parliament Street

LONDON  8W1
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EXCHANGE CONTROLS

Thenk you for sending me a copy of your minute to the Prime Minister
about exchange controls.

While I can see the arguments for giving priority to the liberalisation
of outward direct investment and for avoiding precipitate relaxstion

of controls on portfelio investment, T do hope that you will feel

able to make substantial and early progress towards full dismantlement
of exchange controls - perhaps in the autumn when it may be clear

that further moves would not be disruptive.

You may find it helpful if I record my reasons for believing thal
full liberalisation of portfolio investment is no less important
than the liberalisation of outward direct investment. My reasons
are threefold. TFirst, I believe that restrictions on portfelio
investment overseas reduce the return on investment in the UK,
since by restricting international capital movemsnts we reduce

the pressure on British management to increase profitability.
Secondly, by limiting the opportunities for investment in overseas
securities, especially by the pension funds, we distort the UK
capital market snd we also raise the prices of such assets as
agricultural land (not to mention works of art!). To allow the
institutions freedom to invest their funds where they Jjudge the
will secure the best return we should reduce some of those pressurcs.
Thirdly, if we do not grasp the nettle now, when we should be
thinking of spreading over a longer period the benefits of North
Sea o0il. we are unlikely to feel able to do so in a few years' time
when these benefits seem about to decline.

I should like to suggest one extension of your detailed proposals which
I hope you will have little difficulty in accepting. It is that there
should be an immediate and complete relaxation in respect of outward
direct investment in raw material supplies. In my view the industrial
and strategic case for this is overwhelming.

I sm sending copies of this letter to the Prime Minister, the
Secretaries of State for Foreign and Commonwealth Affairs and Trade,
the Governer of the Bank of England and Sir John Hunt.

Tem in -




CHANCELLOR OF THE EXCHEQUER

EXCHANGE CONTROLS

You sent Peter Carrington a copy of your minute of
25 May to the Prime Minister outlining a package of
exchange control relaxations which you propose to announce
in your forthcoming budget speech.

In his absence at a NATO meeting in The Hague, I am
writing to say that I welcome your proposal to introduce

some relaxations to our exchange control regime. I accept
that the imminence of the budget makes it difficult to do
more at this stage and I welcome your intention to keep the

pessibility of further relaxations under study. If we are
to relax portfolio investment controls, as I think we should,
I hope we shall do so sooner rather than later.

That said, I accept that the package is a valuable
first step. If the proposed removal of controls generates
an increase in the flow of direct investment overseas,
including to the developing countries, this may to some
extent offset cuts we are having to meke in our official
Aid Programme. It should also help to increase the diversity
and security of our raw material supplies. Finally, it should
help us counter the criticism which we have been under from
both the Commission and the Americans over our current
exchange control practices. I am glad that you will be
giving the Commission advance notice of what you intend.

e
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I am sending copies of this minute to the Prime
Minister, the Secretaries of State for Industry and Trade,
the Governor of the Bank of England and to Sir John Hunt.

/-H’ft

30 May 1979
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Treasury Chambers, Parliament Street, SWIP 3AG
Ol1-233 3000
+e.29th May, 1979

MR. DOUGLAS HAGUE

You wrote to Tony Battishill on 9¢¥h May, enclosing
a note from Mr. Douglas Hague on the exchange controls.
The Chancellor also received a copy direct from Mr. Hague.
The Chancellor suggests that the Prime Minister may like
to reply on the lines of the attached draft.

I am copying this letter to John Beverly.

KL

Me

(M. A. HALL)

T. Lankester Esq.,




DRAFT REPLY FROM : PRIME MINISTER
TO : PROFESSOR DOUGLAS HAGUE

COPIES TO: CHANCELLOR OF THE EXCHEQUER
GOVERNOR OF THE BANK OF ENGLAND.

I was grateful to you for s¢nding your paper
on exchange control of U4th May fo Geoffrey Howe and
me. We shall be taking your well-timed suggestiqgns
into account in judgeing how Yest to proceed with
relaxing controls which are vipusly now more

restrictive than they need to be. I cannot of course

anticipate what S Geoffrey will decide to do;

but I can say that, as you might expect, all the areas

you mention are being thofoughly explored.




;bl .
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CONFIDENTIAL

29 May 1979

The Rt Hon Sir Geoffrey Howe QC MP
Chancellor of the Exdhequer

HM Treasury

Parliament Street

LONDON S8¥W1

A quick note on your minute<{g/the Prime Minister
on exchange controls, of 23 May.

On page 2, you refer to "the introduction of a
ration of official exchange of £5m per investment
project per year'".

It occurred to me that any self-respecting
management would be able so to define and structurse
their operations, in:"project"” terms, as to yield
as many £5m chunks as they wanted. But I am sure
that someone at your end will have thought of that.

JOEN HOSKYNS




CONFIDENTIAL

10 DOWNING STREET

From the Private Secretary 29 May 1979

TXCHANGE CONTROLS

- The Prime Minister has considered the Chancellor's minute
of 23 May on the above subject. She has also seen Mr. Nott's
letter of 25 May, which broadly welcomes the Chancellor's proposals
but argues that they should go rather wider.

The Prime Minister understands the reasoning behind Mr, Nott's
~suggestion that the exchange control relaxation should be more
ambitious than the Chancellor proposes; but she considers that
the precise degree of relaxation which can be immediately contem-
plated must be a matter for the judgement of the Chancellor and
the Governor, and she therefore agrees that the Chancellor.should
proceed on the lines set ocut in his minute.

I am sending copies of this letter to Paul Lever (Foreign and
Commonwealth Office), Andrew Duguid (Department of Industry),
Tom Harris (Department of Trade), John Beverly (Bank of England),
and Martin Vile (Cabinet QOffice).

T- P. LA P‘”(ESTER

Martin Hall, Esgq.,
HM Treasury.

é}ffnrftuQYIx




DEPARTMENT OF TIADI 1 VICTORIA STREET LONDON SW1H OET Telephone Ol- 215 1877
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Fromthe Secreiairy of State

The Rt Hon Sir Geoffrey Howe IP ZS May 1979
Chancellor of the Exchequer .

HM Treasury

Parliament Street

501

Pecr Chnecellor o He 55“1*‘1”ﬂ5

EXCHANGE CONTROLS |
} .

Thank you for copying to me your minute of 23 May to the Prime
Minister. |

As you know I share your view that the liberalisation of exchange
controls would be helpful to British industry and exports. I believe
also that a firm move to dismantle the constraint of these controls
could be an important sign to the outside world of the Governmeni's
determination to tackle bottle-necks on the supply side of the
economy.

In this respect I was assuming that you would remove all controls on
overseas direct investment, since there can be little firm evidence
that it would create substantial flows across the exchanges - and it
would be seen as a symbolic gesture to markets indicating considerahle
self-confidence on the part of the in-coming Government. Announced
with firm fiscal and monetary policies, embracing significant
reductions in public spending, the two measures taken together, might
well have the perverse effect of actually strengthening Sterling.

The argument that our policies on exchange controls should be dictated
by the impact of consequent moves

not one that I accept at this particular

it is so difficult to predict.




CONPIDBNDTAT,

Your proposals therefore whilst welcome as far as they go may, I
PR S

suggest, be regarded by markets as being unduly timid. For this reason
05

they may not bring about the full political and economic benefi

which might otherwise have been obtained. Undoubtedly they will meet
criticism from the TUC which will be repeated each time that you take

a further step. It is ironic that our outward capital flows should
still be more tightly controlled than in alg . ajor western
industrial country, in spite of North Sea 0il. It is the excessive

caution of successive governments in this area of policy that has

. . 3 . . - 1 1
brought about this situation - and I am disappointed that we cannot
grasp this useful opportunity by taking a more courageous step.

The re-introduction of Sterling financing for third country trade is
welcome. I accept that it would be unwise to abandon controls on
portfolio investments at this stage but I fully support the limited
steps that you are taking here at this time and I note your intention
to study further relaxations in this field as circumstances permit.

T s . S

I am copying this to the Prime Minister, the Secretaries of State for

Poreign and Commonwealth Affairs and Industry, the Governor of the
Bank of England and to Sir John Hunt.

Yuvfb 9”‘”"0‘7 /

JOHN NOIT :
(approved by the Secretary of State
and signed in his absense)




Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000
(M. Nolt -HFag B-
PRIME MINISTER R e gl e
e e AR TR
EXCHANGE CONTROLS oS e e S s
o e B nake B s praeeet)
One of our objectives is the liberalisation of our exchange
control regime consistently with our EEC Treaty obligations.
The present strength of sterling makes it appropriate to take a
substantial first step in the Budget. I have therefore been
considering with the Bank of England and Treasury officials
the form of an initial package of relaxations. I have taken

account of the suggestions put to you recently by Douglas Hague.

—_—

It would not be sensible to attempt to dismantle our
controls overnight. Our elaborate and restrictive regime has
been in existence for 40 years. It is therefore very difficult
to predict how all the companies and individuals would react
to a massive liberalisation. The effects in the short run on
the exchange rate could be destabilising. The world environment
is particularly uncertain. One of the possibilities that
we cannot exclude is a United States recession with a
revival of the dollar that might cause a large outflow from

sterling. The stability of sterling is important to our

other policies. I conclude that we should proceed with

exchange control relaxations one step at a time.

That being so, there are compelling apguments for starting
with outward direct investment. I believe that, on balance,
this will be helpful to British industry and exports. A big
move to relax these controls can be made without jeopardising the

CONFIDENTIAL




CONFIDENTIAL

Treasury Chambers, Parliament Street, SWIP 3AG
0O1-233 3000

remaining regime, and, in particular, the controls over outward

portfolio investment where the risk of big and volatile

capital flows is much greater. Tidis not possible to

go the other way round and to make a large relaxation of
controls on portfolio while attempting to retain controls on
outward direct.

At present the rules are complex. Their overall effect
is to require the bulk of outward direct investment to be

financed either by foreign currency borrowing or by the

reinvestment of overseas earnings. The most important

relaxations I propose to make are

(i) the introduction of a ration of offical exchange
of &5 million per investment project per year and

the abolition of the rule which restricts the
reinvestment of profits earned overseas by
requiring the repatriation of at least two-thirds
of net taxed earnings.

These would be accompanied by changes affecting repayment of

foreign currency borrowing.

It is practicable to make significant changes also in
the controls affecting individuals without undermining the

portfolio controls. I therefore propose to make substantial
relaxations in the rules concerning emigration allowances,
holiday homes, cash_g}fts and payments to dependants and
travel allowances. The reference to "holiday homes" involves

some political risk, but it is an area of control which is
particularly labour-intensive (and so expensive to operate)
for a limited return. On the whole I think it would be

CONFIDENTIAL
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Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000

easier to dispose of in the context of a large package of
V,//‘this kind than to deal with it separately later.

I should also like to take this opportunity to reverse in
part the decision in 1976 to deny sterling finance for third
country trade. This is an area in which experience has shown
speculation can be severe if confidence in the existing rate
for sterling is weakened. The imposition of the control in
1976 played an important part in restoring confidence in
sterling. On the other hand it also placed our merchants
at a competitive disadvantage and denied banks a useful source
of earnings. The Bank of England on my instructions are now

—“. . 3

consulting the City interests concerned to see whether a scheme
could be worked out that would enable both merchants

and banks to benefit from a relaxation of the rules without

excessive risk of volatile flows. I understand that there
should be no difficulty on a scheme for the merchants, but that
I may be obliged to consider that it would be imprudent to

extend the concession to the banks. If so, I would propose to add

a different concession to the package in lieu of the concession
to the banks: namely the doubling of the present period of

one month for which firms generally can retain foreign currency
earnings before they .are required to convert them into sterling.

Fuller details of the relaxations I have in mind are set out
in the Annex to this minute. You will see that the list also
includes two modest initial steps on portfolio investment and

the abolition of the gold coins control introduced in 1975.
Final decisions will need to wait until I have the Bank orf

England's further advice on third country trade and also until I am
able to assess the probable effect of the Budget as a whole on the
exchange rate. So long as our policies command the confidence

of the financial markets (in particular, our determination

to cut publiec expenditure and to control the PSBR and the

GONFIDENTIAL
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Treasury Chambers, Parliament Street. SWIP 3AG
01-233 3000

monetary aggregates), it is unlikely that the relaxations

listed in the Annex will cause a substantial outflow from

sterling.

When announcing these relaxations I propose to say that I
will be studying over the months ahead further proposals for a
gradual relaxation of exchange control extending into the field
of portfolio investment. I would explain that further relaxations
would be announced when conditions were appropriate and that
the speed of relaxation would be influenced by the effect of
international events on sterling as well as by the speedlwith
which we were able to solve our economic problems.

Officials have taken very informal soundings of Commission
officials to find out how a package of the sort I envisage would
be likely to be viewed by the Commission. This is important

because our ability to keep the remaining exchange controls to
which our EEC Treaty obligations apply depends on continued
authorisation by the Commission. Also, in three minor respects,
my proposals remove discrimination in favour of the Community.

(At present the controls on outward direct investment, emigration
allowances and cash gifts all have a more generous allowance
for the Community than for the rest of the world. These

discriminations add to the complexity of the exchange control
regime and we are under strong pressure from the Americans to
make our relaxations non-discriminatory.) The Commission would

also prefer faster progress on portfolio; but Commission
officials do not deny that there are important technical obstacles
to be overcome before a controlled programme of relaxation

for portfolio investment could be introduced.

CONFIDENTIAL
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Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000

I am advised that the Commission are likely to go along
with my proposed package provided that they are seen to have been
‘tonsulted. I therefore intend to invite Commission officials to
EEEEEE-%O discuss the details of the package with the Treasury
and the Bank about a week before the Budget. I will speak to
Mr. Ortoli on thef/telephong myself a day or two before the

Budget; and we shall invite the Commission to issue a
Press Notice on Budget day simultaneously with ours so as to make
it quite clear that they were fully consulted.

I should be glad to know that you are content that I should
proceed on the lines described above. Detailed work on the
preparation of exchange control notices and other relevant documents
is already in hand. To eénsure no misunderstandings or confusion,
the commercial banks and other exchange control agents should
receive these notices by the morning after the announcement.

To get them out on Budget Day, the texts need to be put in final
form ready for printing no later than next Wednesday 30th May.

I am sending copies of this minute to the Secretaries of
State for Foreign and Commonwealth prraing , Industry and
Trade, the Governor of the Bank of England and Sir John Hunt.

VA

(GEOFFREY HOWE)

(Approved by the Chancellor of the
Exchequer and signed in his absence)

23rd May, 1979
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PROPOSED EXCHANGE CONTROL RELAXATIONS

OUtward direct investment

(i) A ration of official exchange of up to £5 million per project

per year for new outward direct investment.

(ii) Abolition of the requirement that at least two-thirds of overseas

earnings must be repatriated.

'(dii) Fxisting foreign currency borrowing to be repayable in five equal

annual instalments - this replaces the "matching benefits'" rule.

(iv) New borrowing also to be repayable over five years (to the extent

that repayment cannot be met from the ration).

(v) Disinvestment proceeds to be allowed to be used to pay off

unrelated borrowing.

Controls on individuals

(i) FEuivate property: replacement of the present requirement that

investment currency must be used by a ration of official exchange of

£100,000 per family per year. Further consideration to be given to

—

vwhether this should be confined to one property per family.

(ii) Emigration allowances: increase the initial allowance of official

exchange per family unit to £200,000 worldwide. (At present it is

£80,000 for the EEC and £40,000 elsewhere).

(iii) Cash gifts and dependants allowances: combine these allowances

and raise the annual limit per donor to £10,000. (At present, they
—

are £1,500 - £3,000 in the EEC - for gifts, plus £2,000 for dependants.)

—— — — ———————




(iv) Travel allowances: allow banks to issue £1,000 per journey

(instead of £500 now).

Third country trade

The re;introduction of sterling finance for third country trade.
Decisions on whether it should be confined to UK merchants or extended to
banks and on the precise nature of the scheme to be taken after consultations

now proceeding.

Foreign currency retentions

If it is decided rot to extend the third country trade concession to
banks, permission for firms to retain for two months foreign currency
sufficient to cover two months' needs (instead of one month in both
cases now). '

Outward portfolioc investment

(i) Official exchange to be allowed to meet the interest on foreign

currency borrowing taken to finance portfolio investment.

—

(ii) Abolition of the present rule that 115 per cent of the value
of loans taken out of portfolic investment must be covered by foreign
—

currency securities or investment currency.

Gold coins

Remove all restrictions on import of and dealing in gold coins.




10 DOWNING STREET

From the Private Secretary 9 May 1979

The Prime Minister has received the enclosed
note from Mr. Douglas Hague on exchange controls.
She would he grateful if the Chancellor would
take Mr. Hague's suggestions into aceount in
formulating his own proposals for the relaxation
of exchange controls.

The Prime Minister is sure the Chancellor
will wish to consult with the Governor on this
subject, and I am therefore sending a copy of
Mr, Hague's note to John Beverly (Governor's
office).

A.M.W. Battishill, Esq.,
HM Treasury.




The Prime Minister has asked me to thank
you very much for your note on exchange controls
dated 4 May. She has asked the Chancellor of
tie Lxchequer, in consultation with the
Governor, to take into account your suggestions
in formulating his own proposals in this area,

T.P. LANKESTER

-

Professor Douglas Hague




o°
PRIME MINISTER

cc Mr. Ridley

This note from Douglas Hague argues
for a big, and early, relaxation of
exchange controls. I suggest that we
ask the Chancellor to take this into

account in preparing his Budget: I am

sure he will be considering the possibilities
for exchange control relaxation. And I could
write on your behalf to Douglas Hague telling
him this. Do you agree?

e - M

8 May 1979
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TO: The Prime Minister Douglas Hague

c.c. Chancellor of the Exchequer, 4th May 1979.
Treasury Chambers,
Great George Street, S.W.l.

EXCHANGE CONTROL

The strength of the pound presents both an opportunity and a challenge.

The opportunity is to give the market a greater influence on the capital account

of the balance of payments. Individuals and businesses should be given a greater
J——

role relative to the Treasury and Bank of England in deciding how a current balance

—

of payments surplus should be offset, on capital account.

The challenge is to find a way of preventing the exchange rate rising too far too
-

quickly, because of the difficulties that a high rate would cause for non-oil
exporting industries. Again, the market should play a greater role, and the
monetary authorities a smaller one, in determining what happens. We should

therefore begin to relax exchange control.

Exchange control affects three main types of transaction:

a) finance of third-country trade in sterling;
b) direct investment overseas by U.K. companies;
c) portfolio and property investment through the

dollar-premium pool.




A. Third-Country Finance

Until 1976, this was an important source of revenue for the U.K.,
with sterling used, for example, to finance exports of sugar from
Cuba to Poland. Estimates of the amount of sterling involved range

from £500m to more than £1b. Since a ban was put on the use of

e e

sterling to finance such trade, most of it has been financed in Euro-

— —

dollars. It will therefore be difficult to get back into the market,

—

but many people in the City badly want to try. Because of this, the

amount of sterling required to get back into the market would be less'
——————— e

than £200m, but there would be a useful return on this once-for-all
o

investment to the U.K. I recommend that we should permit third-country

financing again.

Direct Investment

e ———
The outflow here would be larger - £300m&or less. The Bank of England

is apparently taking a generous view of applications for finance for

direct investment overseas. I recommend that this part of the exchange
e ]
control system should also be abolished.

If we do so, the trade unions will argue that investment which might

have taken place in the U.K. is going abroad. The answer is that this

is not an either/or question. If we allow more investment overseas
e

and that lowers the exchange rate, we shall have more investment in
—

export industries within the U.K. as well.




C.

Investment through the dollar premium

Those I have spoken to in the City agree that this type of exchange control
should also be abolished, Wwhen possible, hnwever, they worry lest relaxation

here should lead to so big a capital outflow that it has to be reimposed.

Phillips and Drew estimate tht total value of the portfolios of U.K.

institutions (pension funds, insurance companies, investment trusts and

unit trusts) at £100b, with about £8b per annum available for investment.
i s S

If one adds what individuals might invest in securities and property,

there is a large potential outflow.

I suggest a way of estimating the possible scale of outflow without taking

an irreversable step. We could relax exchange control here, by arranging

for the Bank of England to transfer foreign exchange into the premium-currency

pool. One would want to give investors some indication of what was

happening, perhaps by indicating the amount to be put into the pool in
—
the next twelve months. The attraction of this idea is that one could

e

P

quietly discover how much one had to put into the pool to reduce the dollar

premium by a given amount. Indeed, in the end, one might be able to

reduce the dollar premium to zero, and thus discover the cost of removing
e

this type of control entirely.

I therefore suggest it as a way of moving towards the total abolition of
exchange control without the risks involved in doing so completely and
overtly. If the current account went into deficit, one could end, or

even reverse, the procedure.




There is of course a good deal of economic theory and research lying

behind this paper. I shall be delighted to go into more detail if asked.




