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f(To speak of "automat1c access" could be taken to imply that, within ‘
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“the ration, 1nvestors need no longer apply to the Bank of England as
Qrema1ns necessary for.a central check on whether a project is a genulne

ﬂdlrect investment).

; I also mentloned that the words "conducted by UK merchants' in 11ne 8 of E. 6

should no longer be in square brackets.

C H W HODGES
7 June 1979
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E.l Before I come to my main proposals, ‘}nﬁ
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I propose to deal with the question of

£ 3.

exchange control.

D

E.2 Outward capital flows from the UK %
are more tightly controlled than those

from any other major industrialised country.
Sterling is at.present relatively strong.

This flows bartly from the realisation that,
as a result of North Sea oil, the UK is
relatively better placed to deal with présgnt
world oil problems. Moreover I am determined
to pursue firm fiscal and monetary policies
which will make exchange control support

for s@erling less necessary. This 1is

therefore an appropriate time to start

~

¥

liberalising our exchange controls/{in
<}

—

accordance with..our -obligations under the

EEC Treaty and I have consulted the Commission
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ahﬁ&t the deciﬁipns I am announcing today.
it - There is anyway a strong case now for
giving bnth enmpani=2s and i ¢lx rluals
wider freedom of choice, and for reducing

the distortions and costs which controls are

bound to impose on economic decisions.

E.4 We intend to move in this area one

step at a time, and, in this initial stage,
we are placing emphasis on direct investment.
A Press Notice will be issued today

giving details.

E.5 I have decided that the main relaxation
. w 5 L,vzf 6‘\ (;\M7 /5] L”“L“":/; v

— is(gg-bevautomatié)access[fo official
exchange up to §5 million per project per
year for new outward direct investment. This
should allow the majority of UK firms who
invest overseas all the sterling finance

they are 1likely to want. The two-thirds

/rule, which
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restricts the re-investment of profits
earned ovgyseas, will be abo%ished. This.
greater freedom in the financing of direct
investment abroad does not, as is sometimes
feared, threaten jobs in the United Kingdom.
The weight of evidence is that, 1f as

a result overseas investment is increased,
our position in world export markets will
in general:be strengthened. [And inasmuch
as greater outward flows of ster&ng hold (br:i
down the exchange rate, they increase the

price competitiveness of our imports and

exports. This, too helps add to jobs and
output. ]

E.6 There should also be some easement of th
controls affecting individuals. I am therefc

making significant relaxations in the rules

concerning travel and emigration allowances,

/overseas property,

(BUDGET-SECRET)
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‘ overseas property, and cash gifts and payments

to dependants. And sterling finance

-

will once morg Bé permitted fér third-
country trade [conducted by UK merchants].
In the.field of portfolio investment, I am
taking two steps at thié stage. I am
abolishing the requirement to maintain 115
per cent cover for overseas portfolios
financed by_foreign currency borrowing;
and official exchange will henceforth

be available for meeting interest payments

on such borrowing.

E.7 As time goes by, I shall be studying
further proposals for a gradual relaxation
of cqntrol. Announcements will be made
when conditions are appropriate. The pace
of relaxation will obviously be influenced
by ﬁhe effect of international events

on sterling as well as by the speed with

(BUDGET-SECRET)  /ien ve con
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which we can solve the economic problems that

face us.

[E.8 In our external policy we have to take
account of our official external debts.

These at present amount to $22 billion -

a massive increase on the $8 billion which the
previous Government inherited in 1974. It

is the Government's intention to reduce this
burden of external debt substantially

during the life of this Parliament.]
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E. EXCHANGE CONTROL

E.1 RBefore I come to mv main proposals, T

propose to deal with the question of exchange

control.

E.2 Outward capital flows from the UK are
more tightly controlled than those from any

other major industralised country and in a

world of floating exchange rates, the current
Lo

S

regime is clearly an anachronism.

E.3 Sterling is at present relatively strong.
This flows from the realisation that, as a resul
of North Sea o0il, the United Kingdom is
relatively better placed to deal with the presen
wolrd shortage. This is therefore an appropriat
time to start liberalising our exchange controls
in accordance with our obligations under the
S

EEC Treaty{~ There is anyway a strong case now

" for giving both companies and ind.ividuals

CBU DGETT§EQRE@ /wider freedom
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wider freedom of choice, and for reducing the
distortions and costs which controls are bound

to impose on economic decisions.

E.4 We intend to move in this area one step at
a time, and, in this initial stage, we are
placing emphasis on direct investment. A Press

Notice will be issued today giving details.

E.5 I have decided that the main relaxation is

to be a ration of £5 million per project per

year for new outward direct investment. This
should allow the majority of UK firms who

invest overseas all the sterling finance fhey

are likely to'want. The two-thirds rule, which
restricts the re-investment of profits earned
overéeas, will be abolished. This greater freedom
in the financing o4 direct investment abroad

does not, as is somepimes feared, threaten jobs

"in the United Kingdom. The weight of evidence

(BUDGET-SECRET)
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is that, if as a result overseas investment is
increased, our position in world export markets

will in general be strengthened.

E.6 ThereAshould also be some easement of the
controls affecting individuals. I am therefore
making significant relaxations in the rules
concerning tavel and emigration allowances,
overseas property, and cash gifts and payments
to dependantél (EPd sterling finance will once
more be permitted for third-country trade

;xf iﬁonducted by UK merchantsii} In the field of
portfolio investment, I am taking two steps at
this stage. I am abolishing the requirement
to maintain 115 per cent cover for overseas
portfolios financed by foreign currency borrowing

and official exchange will henceforth be availabl:

for meeting interest payments on such borrowing.

k)

/E.T7 As time goes
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E.7 As time goes vy, 1 shall be studying - -
further proposals for a gradual relaxation of
control. Announcements will be made when
conditions are appropriate. The pace of
relaxation will obviously be influenced by
the effec#rof international events on sterlin
as well as by the speed with which we can

solve the economic problems that face us.

E.8 1In our external policy we have to take
account of our official external debts.
These at present amount to $22 billion - a
massive increase on the $8 billion which the
previous Government inherited in 1974. It
is the Government's intention to reduce this
burden of external debt substantially during

the life of this Parliament,

(BUDGET-SECRET)
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CHANCELLOR OF THE EXCHEQUER cc Chief Secretary
Mir._ __. of State ‘7!
Minister of State (L)
Sir D Wass
Sir L Airey
Sir F Atkinson
Mr Couzens

\

r Cropper

Wlats  ate=t- adw S

BUDGET SPEECH D H. 8/4,

As requested, I enclose a redraft of section E of your speech, on

exchange control.

You will note that, in paragraph E5 I have deployed the argumenf
that we should use the revenue from North Sea o0il to create oversec:
investments which can produce a stream of future income which will
ultimately replace overseas earnings from North Sea o0il, in place
of the passagde advertising the virtues of bringing (or keeping) dow
the exchange rate. Treasury officials are particularly unhappy abo

the latter formulation, and I believe that the new variant is prefe

You will note that I have omitted the square brackets round paragra
E8. I am advised that both Treasury and Bank of England officials
place great weight on a statement such as this which makes our

position as an international borrower clear.

N
L

" NIGEL LAWSON
7 June 1979
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E  EXCHANGE CONTROL

E.1 Before I come to my main proposals, I
I propose to dcal with the question of exchange

control.

E.2 Sterling is at present relatively strong,

and I expect it to remaih so. This strength

flows partly from the realisation that, as a

result of North Sea oil, the UK is better Placed
than most of our competitors to deal with present
world oil problems. Moreover I am determined to
pursue firm fiscal and monetay policies which will
maintain‘confidence in the currency. This is theref
an appropriate time to start dismantling our apparat
of controls on outward capital flows, which is more
restrictive than any other major industrialized count:
finds it necessary to maintain. I believe the case
is overwhelming, in this context as in others, for
giving both companies and individuals wider freedom
of choice, and for reducing the distortions and

costs which controls are bound to impose on economic

decisions. These costs bear particularly heavily

(BUDGET-SFCRET
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on smaller companies.

E.4 We intend to move in this arcea one step
at a time, and, in this initial stage, we are
placing emphasis on direct investment overseas.

A Press Notice will be issued today giving details.

Padb Ve

l/ /
Viete Gfhe

E.5 I have decided that the main relaxation 1is

to be automatic access to official exchange up to

£5 million per projéct per year for new outward
direct investment. This should allow the majority
of UK firms who invest overseas all the sterling
finance they are likely to want. The two-thirds
rule, which restricts the re-investment of profits
earned overseas, will be abolished. This greater
freedom in the financing of direct investment abroad
does not, as is sometimes feared, threatgn jobs in

the United Kingdom. The weight of evidence is that,

if as a result overseas investment is increased,; our

-

position in world export markets will in general be

strengthened, to the benefit ofl output and jobs in

the country. Moreover, additional investment overseas

(BUDGET~SECRET)
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today will yield an income that will benefit the
current account of the balance of payments in the
future, when tiie uverseas earn.uags irum North Sea”

begin to decline.

E.5A During the sterling crisis of 1976, the last

Government stopped the use of sterling:by UK merch:
..»:;"'—""”

to finance third country trade. This restriction,
N

which has caused a.loss of international business

e PSR ¥ S,
e

to British merchants, will now be abolished.

w‘\/’\,/\/\—/\/\

E.6 I have also decided that there should be some
immediate easement of the controls affecting indivi
I am therefore making significant relaxations in

the rules concerning travel and emigration allowanc:
overseas property, and cash gifts and payments to
dependants. In the field of portfolio investment, °_
taking two mode=st steps at this stage. I

am abolishing the requirement to maintain 115 per ce
cover for owerseas portfolios financed by foreign
currency borrowing; and official exchange will hence

forth be available for meeting interest payments on

such borrowing.

(BUDGET-SECRET)
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E.6GA As the House knows the liberalisation of
exchange controls is also one of our obligations
: o sudad

under the EEC Treaty. I have accordingly[}nformed]
adok

the Commission[?ﬁ]the decisions I am announcing toda-

‘
)

E.7 As time goes by, I intend to méké’further

c¥

prggbééis for the progressive dismantling of exchange
control. Announcements will be made when conditions
are appropriate. The pace of relaxation will

obviously be influenced by the effect of internation=a

events on sterling as well as by the speed with

which we can solve the economic problems that face

E.8 1In our external policy we have to take account of
our official external debts. These at present amount
to 822 billion - a massive increase on the 88 billion
which the previous Government inherited in 1974. It
is the Government's intention to reduce this burden
of external debt substantially during the life of this

Parliament.
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MR %ﬁé&OCK cc Principal Private Secretary
v, pPS;uilier Secretary ™ -
PS/Minister of State (C)
PS/Minister of State (L)
Sir L Airey
Mr Couzens
Mr Barratt
Mr F Jones
Mr Dixon
Mr Middleton
Mr Butt
Mr Gill
Mr Hodges
Mrs Lomax
Mr Allan
Mr Horton
Mr McIntyre
Mr Ridley
Mr Willetts - Bank of England

EXCHANGE CONTROL AND OUTWARD DIRECT INVESTMENT

The Financial Secretary was grateful for your minute of 6 June coverin

the exchange control contribution to the Budget Brief.

D

P C DIGGLE
7 June 1979
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PRINCIPAL PRIVATE SECRETARY cc. Financial Secretary
Minister of State (C)
S . . l.laister of &+ 4o (T)

PCC Members

MEG Members

Miss Brown

Mr Kemp

Mr L J Taylor

Mr Jeremiah

Mr Ridley

Mr Cropper

Sir William Pile I/R
Mr Lovelock C&E

BUDGET SPEECH - DRAFT OF 6TH JUNE

The Chief Secretary has seen this revised draft and has commented
that he still thinks that the wording on page El makes it appear
too much that exchange control relaxation was determined by EEC

obligations rather than by the Government's own convictions.

A C PIRIE
7th June 1979
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" EXCHANGE CONTROLS
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Thank you for your letter of 1lst June. It is helpful
to have your views on portfolio relaxation and I shall of
course take careful account of these in our further studies
over the months ahead.

As regards your suggestion about raw material suppli
I have much sympathy with the industrial and strategic ca
you mention. In practice, however, I believe that the
£5 million ration should _go a long way to meet the needs of
‘companies for beth exploration and exploitation. But therc
are still uncertainties about our ecxternal position, and I
should therefore prefer toc 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 good move may, of course,
depend on how soon we could envisage complete liberzlisatic:
for outward direct investment, in varallel perhaps with a
first major relaxation on the portfolio front.
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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.
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Mr Armitage (T Sol)
Mr Dawkins (B/E)

EXCHANGE CONTROL AND THE EUROPEAN COMMISSION

We have promised the Chancellor a draft letter today addressed formally to the
President of the Commission about our planned relaxations. I understand that
Commissioner Tugendhat did not raise with him, when telephoning on 6 June, the
question of addressing a letter instead to My Ortoli; but we envisage a copy

being sent to the latter under a personal note from the Chancellor.

I attach a draft and, because of shortage of time, it is in the form of the draft
telegram to UKRep which I have asked FCO to send today. It includes a final
paragraph,which I think advisable, about a continuing authorisation under Article
for our remaining restrictions on items due to be liberalised under the Capital
Movements Directives. That is based on the language of a letter to M. Ortoli of
16 December 1977 from the UK Permanent Representative about the relaxations made
with effect from 1 January 1978 and will, I hope, be found adequate from the legal

standpoint.

C H W HODGES
8 June 1979

CHANCELIOR/OF THE EXCHEQUER
Copies as above

I hope that you will feel able to sign a letter to Mr Jenkins on the lines of
the draft incorporated in the attached telegram - subject to any further advice
we may receive about the text from UKREP in Brussels. Our aim would be to

ask UKREP to deliver the text of the version that vou finally approve on Tuesday.
Signed copies, both of the main letter and of a copy with a personal covering
letter to Mr Ortecli could follow the next day by diplomatic bag - this is the

Y
usual drill.

/I notice



2. I notice that in his revision of this section of the Budget Speech
(ninute dated 7 June) the Financial Secretary has included the sentence, in
paragraph E.6 A: "I have accordingly informed the Commission of the decisions

I am annnuneing today'. The Commﬁﬁsﬂpn}would obviously prefer yon to say +b?f
you had consulted them, not just informed them. I guite understand the reasons
why this might be difficult. I have therefore asked Mr Fitchew whether he thinks
that the Commission would be upset if you went no further than "informed". He
sees no need for you to say 'consulted! if that is unwelcome. He ?oints out that
the Commission can scarcely expect to dictate the text of your Budget Speech to
you. But in their own press neotice is is probable that they will say that they

were consulted; and I do not think that it need worry us if they do.

DH.

D J S HANCOCK
8 June 1979
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UKReP BApSSELS

Repeat to:—

" Saving to:—

Distribution:—

Copies to:—

DEPARTMENT reach addressee(s)
_.SECURITY CLASSIFICATION | PRIORITY MARKINGS (Date) &
; Hoplipeea Reth— 1 ° A De.rpatched
‘ mc & Immediate
B Blumteye
Unchosified R———
PRIVACY, MARKING.: ‘»«?l-.)ecunty ,,;ass;_;non] :S‘E’C{LET e L R
F=Eosidznce —if any
: Prwacy marking
BA—Chair. —iF any
€ode
Cypher [Codeword—if any) 3
Addressed to ... QK REP RruSSeLS
Draft Telegram to:—

._telegram No e (date) s
And to

repeated for information to

Saving to

Followmg for Fltchew from Hodges, Treasury. i

Below is the text of a draft letter fmthe Chancellor of the
Exchequer to the President of the Comm:.ss:.on. It reflects what
has already been said to Commission representatives. . The final
paragraph seems necessva‘ry' and is based on the language jof‘

Sir Donald Maitland's letter to' Ortoli of 16 December 1977 abou
the relaxations made from 1 January 1978; It is proposed that
the letter should be delivered on Budget Day and that the

Chancellor should send a copy to Ortoli with a personal note.

Please comment as soon as possible. We shall let you khow of

any amendments at this end.

| Text of draft begins:-

Following the meetlng in London on 5 June between represent
-~ atives of the Commission and of the United Klngdom Treasury,
I am writing to inform you of the decision by Her Majesty's
Government to make, from 13 June 1979, subsqfntial'relaxetio
of EBxchange control which I shall be announcing in my Budget
speech in the House of Commons this afternoon. Since the
' details are complex, I enclose & copy of the Press Notice
to be issued by the Treasury, which sets out quite-fully‘the
o e e i SN e, ) g i



measures of liberalisation to be taken.

My of..cials have reported to me the Commission's hope that our
relaxations could include two specific measures favouring invest-
ment in the Community: unlimited access for UK residents to
official exchange both for direct investments in other countries

of the Community and also for portfollo investments in quoted

- — i
- Sas

bonds 1ssued by Community institutions. As was expialned at the
meeting on 5 June, however, the first proposal would introduce,
possibly for only a short period pending full liberalisation of
direct investment, an unwelcome discriminatory complication into
a regime which it is one of our aims to simplify; while the
second is one which we have frankly not yet had time since
taking office to consider among the range of options to be
studied during the summer. You will understand that we need to
look carefully for the best way ahead before making our first
important step towards relaxing controls in the more volatile

and difficult field of portfolio investment.

If the outlook for sterllng remains good. we may well judge it
p0551b1e to move qulte soon to. unllmlted use of sterling
resources for outward dlrect 1nvestment in any part of the
world,’ perhaps even before the end of 1979.: As to Community
bonds;HI can assure you that this proposal“will be fully con-
sidered hlong with other proposals for achieving greater

This will be
part of the detailed studies which I am setting in train affer
the Budget and about which we hope to be in touch with the

liberalisation of outward portfolio investment.

Commission later this year.

The Government of the United Kingdom consider that, for the
time being, the protective measures which will remain after the
relaxations to be announced on 12 June are justified by the
terms of Article 108 of the Treaty establishing the Buropean -
Economic Community and by the balance of payments chapter of
that Treaty as a wholé, and therefore trust that the Commission
will continue the authorisation of those measures unéer the
terms of Article 108(3) in their Decision 78/154/EEC of

_ge December 1977.%

(12803) Dd.643296 150m 8/69 .W.B.Ltd. Gp.863

f1ITA1Y TV &41777 100 12/60 O W B T.td. On.863
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cc Financial Secretary
Sir Douglas Wass
- Mr. Couzens
Mr. Jordan-Moss
((/u‘

Mr. Hancock
Mr. Hodéz/////L
Mr. Dawkins (B/E)

c S —— Ll TRARY  UKLEP
NOTE FOR THE RECORD ;

Mr. Christopher Tugendhat telephoned the Chancellor
on 6th June. He urged the Chancellor, in the exchange
control package to be included in the Budget, to exempt
from exchange control outward portfolio investment
in Community bonds. He put forward two arguments in

support; firstly, of the other Community countries

‘which retained exchange controls, both Denmark and Italy

maintained such a specific exemption; and secondly,

this would be a tangible expression of the constructive
approach to Community matters which the new Government had
shown, and which had been well received by other member
states. )

2o The Chancellor said that at this stage, this suggestion

, was academic. It was not one of the options which the

Government had taken into account, and it was too late

to change the package. He had thought that the Government
would have earned approval in the Community by a general
relaxation of exchange controls. Community bonds in

any case fell in the portfolio category, at which the
Government would be looking separately later. He reminded
M. Tugendhat that one of the Government's objectives in

the package was to reduce administrative costs. An exemptic

for Community bonds would introduce unwelcome complications.

He Mr. Tugendhqt agreed that a general relaxation would
be well received; but the Community would still view

with a particularly benevolent eye positive discrimination
in its favour. The Chancellor said that in presenting
the exchange control package, he would refer to our

CONFIDENTIAL
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Community obligations, and to the fact that the Commission
had been consulted. He would see that this idea was
looked at in the context of further steps which the
Government intended to take to a slower timescale. He
added that the Americans had pressed us not to introduce
discriminatory exchange controls. He thought it unlikely
that he would be able to attend the Finance Council on

18th June, but the Chief Secretary would be going. He
hoped that Mr. Biffen would have the opportunity of telling
Mr., Ortoli what he had just told Mr. Tugendhqt. Mr. Tugendhqt
thought that nothing but good could come of this.

Mr. Tugenhat offered the good offices of the Commission in
supplying information about the exemption for investment

in Community bonds operated by other member states.

i

(M.A. HALL)

8th June.1979
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cc Chief Secretary
Financial Secretary
Minister of State - Commc
Minister of State - Tord:
Mr Couzens

Mr Unwin
Mr Hodges
BUDGET SPEECH - EXCHANGE CONTROL
A few suggestions on Section G - draft of 8 June.
Paragraph G3
2 Remove the square brackets round the last sentence and amend to read:

"L Press MNotice will be issued today giving details and copies are being made

available in the Vote Office."

Paragraph G5
e In 1976 the use of sterling by banks as well as merchants was stopped.

In view of that, it would be better to express this paragraph as follows:-

"During the sterling crisis of 1976, the last Government stopped the
use of sterling to finance third country trade. This restriction has
caused a loss of international business to British merchants, and I
am taking the opportunity to restore the facility to them as soon

as the details can be worked out."

Paragraph G7

L, On the choice between consulting the Commission and informing them,

please see my minute to the Chancellor of today's date.

Paragraph G8

S Amend the first sentence to read: '"As time goes by, I intend to
take further steps in the progressive dismantling of exchange controls." The
point is that the Chancellor does not have to make proposals to the House

of Commons - he can just do it.

D H.

D J S HANCOCK

| /A;/Z 8 June 1979
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cc for: Financial Secretary
Ry “(6~ Sir DougLras wass
1. Mr.HA)YCOCK N
Mr Couzens
2.CHANCELLOR OF THE EXCHuQUZR Mr Jordan-Moss
Mrs Hedliey-lilier
- Mr Unwin

ce to: Mr asanford
Mr Ilett
Mr Mclntyre
Mr Dawxins (B/E)
Mr Armitage (T Sol)
Mr Petrie {(#C0/&ID)
Mr Fitchew (UfRep,Brusse.

mACHANGS CONTROL AND THf s£UROPLAN COMMISSICN:

LBETBR TO MR ROY JENKINS

The revised draft oelow embodies some changes whicn I think improve the first dr.
1l submitted on 8 June. The Bank suggested re-ordering the middie oit so as to do:
with the Commission proposals one after the other. kr Fitchew (UKRep) gave me a

numper of helpful suggestio::s, particularly for ziving the approacn a more perse

flavour,?és in the second paragraph-and the beginning of the fourth.

lir Fitchew thought it would be most desirable for the actual letter signed by tr
chancellor to be in the bag to UKRep on Monday 11 June. Perhaps the FCO could =zt
the same time telegraph the text as agreed, in order to reduce any risk of not

getting the suostance delivered to Mr.Jenkins' office shortly before the Budget

1s opened.
CZZQfZLS/Zx_
o H W HODGES

10 June 1372
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MR HANCOCK cc Principal Private Secretary
PS/Chief Secretary
PS/Minister of State (C)
PS/Minister of State (L)
Sir D Wiss
Sir L Airey
Sir F Atkinson
Mr Couzens
Mr Barratt
Mr Byatt
Mr F Jones
Mr Cassell
Mr Dixon
Mr Middleton
Mr Unwin
Mr Gill
Mr Hodges
Mrs Lomax
Mr Allan
Mr Ilett

= Mr Ridley
Mr Dawkins )
Mr Walker ) B of E
Mr Sangster )

BUDGET PRESENTATION OF EXCHANGE CONTROL PACKAGE

The Financial Secretary discussed your minute of 4 June with you anc
Messrs Middleton, Hodges and Ilett on the morning of 6 June and

came to the following conclusions about the presentation of the
package of" exchange controls in the Budget speeches and
associated literature and briefing. I regret that this note is

so long after that meeting: the delay has meant that there have
been somgszﬁghges in the package, but I do not think that this
materially alters the stance upon which the Financial Secretary
decided.

It was agreed that reasoning based on the premise that the exchange
control relaxations would help prevent this country catching the

"Dutch disease'" should be avoided; while the Financial Secretary

sees some merit in the argument, it is not one that he would want
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to use publicly and prefers instead to contend that the revenue

from north sea o0il should be used to build up overseas investments
whose future earnings can provide a stream of toreign-generated .ncom
which will ultimately be able to replace the revenue from North Sea
oil. In this way the exchange control relaxations can be presented
as good housevkeeping,

You felt that some comentators would probably draw the inference

that the purpose, ‘or at least a consequence of, the exchange

control package would be to increase exchange rate competitiveness.

In discussion, the Financial Secretary said that he rejected the
macro-economic arguments in favour of exchange control described

in your paragraphs 4 to 7; and felt that it was impossible to use
these arguments while rejecting the case for import controls.

e ol e lLain which wou-

Officials felt that, by pointing to the trade distortions/caused

by current account defence of the:baizgzgﬁgg\;;;ggzzgj-it was
possible to draw a distincticn in favour of retaining capital
account exchange controls; but the same argument could be

used to justify a continually tightening exchange

control regime.

Turning to the micro-economic side, the Financial Secretary felt

that small firms had been particularly badly affected by exchange
controls. You explained that, while there was little conclusive
evidence of this - certainly not from the balance of payment
statistics - there was a considerable weight of circumstantial

and case work evidence that supported this view. It was easy to

see that large firms, with sophisticated corporate finance departments
would be able to arrange financial projects in such a way as to

circumvent the controls.

The Financial Secretary advised scepticism on the size and type of
outflow to be expected from the exchange control relaxations. This
was sensible given the necessarily speculative nature of both the

Treasury and Bank forecasts of the outflows and their heavy dependenc
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on the strengh of sterling, itself an unknown confidence-related

factor.

Comment on the future of exchange controls shouird reiy heavily on
the uncertainty of the effect of the present package so as to
justify a gradualist approach. In the uncertain climate caused

by the vunerability of the dollar this was prudent and could be

so presentegtlcl%ftlo WP fgggh emggﬁ g%degg&?ggr%o liberalise
portfolio investment and explain why it was not possible to do

so immediately. This would help keep the dollar premium low, and
preferably on a declining course. There wuld be a difficult problem
ahead when overseas investors faced overnight losses when the
premium was effectively abolished - essentially the villa owner's
problem writ large. A steady drift downwards would heip reduce

this problem. There shculd be no attgﬁ%‘jgo di sguise this approach.

Internally it would be useful to monitor the effect of Budget packag
expecially in terms of directly generated outflows, but the Financia

Secretary accepted that this wuld be very difficult, especially in

the short term.

During a discussion of the contrast between the monetary consequence
of ccntrolling the exchange rate by intervention or by liberalising
exchange controls, it was agreed that, for the same excl:ange rate
path, the monetary effect of an interventionist policy would

inflate the money supply while exchange control relaxations would
restrain ity Howeven in the context of a strict domestic monetary
policy based on monetary targets, it was not clear thagcgggpg%%gﬁagg
would be quite so sharp. It might be fairer to think - these polic
fixed and floating exchange rates respectively, so that the interven-
tionist case worsened inflation (although »roducing a desirable switc
in the use of resources), while the exchange rate relaxation case
increased competitiveness. In the real world it was this consequence

of an interventionist policy which most worried the Financial Secreta

In presenting the package the counter-



inflationary aspect of exchange control liberalisation (by the Z

monetary rather than the competitiveness route) might be

Stress. ¥

The Financial Secretary invited officials to construct the defence
and justification of the exchange control package on the basis of
this discussion, and said that he would use some of this material

in his contribution to the Budget debates,

(e

- P C DIGGLE
11 June 1979
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Walter Salomon, whom I think you know, spoke to
me yesterday about rumours that there is to be
only a partial relaxation of exchange control.
Obviously I told him nothing but he was urgent
that this would be a mistake. I told him that
he could write to me and here is a short letter
from him, together with a short memorandum and
a copy of a recent report of the Economist
Intelligence Unit.

I send this on to you because Salomon is a
successful banker, so far as I know, and his
opinion is perhaps worth having.

There is no need of course to reply to me and
certainly not to him. I shall Jjust tell him
that I have sent the papers on.



KING'S HOUSE
36 -37 KING STREET
| ' LONDON EC2V 8DR

TEL. O1-606 4033

6th June, 1979

LAt
P h
/ Z?LL/A«@ / (’i// / 4‘“/{"\\

!

It was nice talking to you on the telephone today,
but I am somewhat concerned that you may be overtaxing
your strength, rushing around like mad and never having
any relaxation. If your health were to suffer it would be
a bad thing for this country because people like yourself
simply cannot be spared. At the risk of sounding
repetitive, I want you to know that if at any time I can
give you a relaxing holiday under pleasant circumstances
on my boat I would be only too happy to do so.

Now with regard to the point which I raised in our
conversation, I don't know to whom I should address myself
and you have kindly agreed to pass on my views to whomsoever
they may concern,

The general consensus of opinion is that probably at
‘ the same time as Sir Geoffrey publishes his Budget, the
Government will introduce relaxations on the foreign
ol exchange control side, According to what is being said
on the grapevine, this will be done in stages and it is on
this point that I am seriously concerned,
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In case you have not already seen it, I am enclosing
herewith a copy of a Report which has been produced for
friends of mine by The Economist Intelligence Unit and
from which I have deleted my friends' name, Whilst the
Report is quite factual in its recommendations and comes
down on the side of the abolishment of exchange control,
they want to do it in stages, and with this I totally disagree.
However, one must remember that in all probability the

Report was made by academics with little or no practical
experience,

I, for one, believe from a practical point of view
that if one is to be really effective and gain the maximum
benefit, a total abolishment should take place immediately
and not in stages., I have set out in a brief memorandum,
a copy of which is enclosed, my arguments in support of
this view. You have known me long enough to be sure
that I would not lightheartedly put forward a suggestion
of this nature but I have had experience of these matters
for more years than I care to remember, which is more
than can be said for the people in the Treasury, or even
for most of those from whom outside advice has been
obtained. In fact, the views expressed in the memorandum
should fall in very much with the philosophy of the Prime
Minister,

I am, of course, always available for a discussion
should you require any further explanation.
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I don't want to put the following in a letter
which might fall into other hands, but it is a little
story from practical experience:

You will recall that during and after the
War we had meat rationing and one day my wife
told me that she had seen in the newspaper that
rationing was now to be abolished., Her immediate
reaction was that from now on we would not be able
to buy any more meat, I tried to persuade her that
what would happen would be just the contrary - there
would be so much meat about that people would not
be able to afford it.

As we all know, wives rarely believe their
husbands, and she was no exception, but events

proved me right,

I am sure you will understand the analogy
with regard to the problem which we are now discussing.

WHS/
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THE ADLIS=*ENT DF ¥Or 7 o i THANGE CONTRCOT.

Exchange Control was introduced almost forty yecars ago and has nowadays
come to be accepted as a natural abuse of parsonal liberty, It has clcaked
some of the misdoings of Government, slewed down our effectivenes

in international trade and created a vast and totally unnecessary
bureaucracy.

It is imoportant that these controls be abolished forthwith.

From a psychological point of view, a total abolishment would create an
atmosphere which would make people think twice before transferring
money abrc:.d if not for proper commercial rcasons,

The fact that the apparatus had been totally dismantled would make it
almost impossibie to re-introduce foreign e:change control in an
effective manncr for a very long time.

Whilst ther= might be an initial outflow of foreign exchange, a re-cycling
process woutld take place and it is more than likely that through the
re-establishmeni of confidence over a period of time more moncy would
flow back than had Ilowed out,

It is likely that there would be a temporary loss in our foreign exchange
reserves,with which loss the Bank of England. by making the necessary
stand-by arrangements, is totally equippod and able to deal.

The exchanee 1 ate micht be temporarily aiiccted by the Pound sterling
@ Lo} o o 2 &
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finding o slightly lower level. That wouwid Te desirvable from the point o

view of car cuporis,

"

If moncy were to po nat it would bo an anl-inflationsry measare and tuis

too wonldg e highly des'vable vader the present circurnstances
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Therc have bzen in receat history examples of countries which have
totally abalished their foreign exchange conirel, and I am referring
to the Argentine, Chile, and Israel. T mvself have not done any .
research on this but from sources in'which [ have every confidence
I understand it has been highly successful.

Last but not least, in taking these measures we would comply with
our undcrtaking given under the Rome Treuty and in respect of which
we are row in default,
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Exchange Control was introduced almost {orty years ago and has nowadays
come to be accepted as a natural abuse of personal liberty, t has cloaked
sorne of the misdoings of Government, slowed down our effcctiveness
in international trade and created a vast and totally unnecessary
bureaucracy.

It is important that these controls be abolished forthwith,

From a psychological point of view; a total abolishment would create an
atmosphere which would make people think wwice bzfore transferring
money abroad if not for proper commercial reasons

The fact that the apparatus had been totally dismantled would make it
almost impossible to re-introduce foreign exch
cffective manaer for a very long time,

1znge control in an

Whilst there might be an initial outflow of foxeign exchange, a re-cycling
process would take place and it is more than likely that through the
re-establishment of confidence over a period of time more money would
fiow back than had flowed out,

It is likely that there would be a tempo*wry loss in our foreign exchange

reserves,with which loss the Bank of Encland, by making the necessary
staud-by arrangements, is totally equippzd and able to deal,

The exchange rate might be temporarily «{i.cted by the Pound sterling
{finding a slightly lower level.  That would be desirable from the point of
view oi oar exports,

If rncacy were to go out it would be an auti-inflationary measure and this
oo wonid be high csira ander the proeseont cirvrcumstances,
too would be highly desirable usder i 1t cumstances
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There have been in recent history exarnples of countries which have
totally abolishea their foreign exchange control, and I am reciferring
to the Argentine, Chile. and Israel. I myself have not done any

research on this but'trom sources in which 1 have every confidence

ITunderstand it - has been highly successful.

-~

Last but not least, in taking these measures we would comply with
our undertaking given under the Rome Treaty and in respect of which
we are now in default,
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AN APPRAISAL OF THE EFFECT OF

EXCHANGE CONTROLS IN THE UK ON OVERSEAS THVESTMENT .

R ) i 5 g, G Ve

SUMMARY OF RESULTS AND RECOMMENDATIONS

The attached study, commissioned as a wide ranging investigation into the
effects of UK Exchange Controls on overseas investment by UK companies (and
individuals) and the earnings associated with such investment, makes
reconmendations especially relating to the relaxation of exchange controls

on direct investment abroad.

UK overseas investment since World War II has been modest compared with its
cwn historical standards (page 7). Invisible earnings from such investment
have grown less rapidly than the earnings rrom the other invisible sources
(page 8). So that on present trends there will soon be a net outflow of
funds in this category (page 12). Exchange con*rols are ordinarily
concerned with the short term effects on reserves and balance of payments

(page 22} while the longer term receives little attention.

Estimates of the effects of relaxing contrcls show that after an initial
outflow from reserves, the earnings from increased overseas investment
would soon make this new level of investment self financing (page 38).
Invisible earnings from such investment would, as a consequence, ensure

that overseas lnvestment continues to make positive contributions to the UK

balance of payments.

One remarkable feature cf UK Exchange Contrecls is the lack of discussion on
their overall value to the UK (page 22). Some argue that the controls
prevent the export of capital and thus increzse investment within the UK.
The report concludes that this argument is not supported by the evidence
and is therefore illfounded. In fact it is possible that greater freedom
to invest overseas may well lead to an increase rather than a limitation of

investnent: within the UK (pace 42).



+.porr concludes that although the initial effect of relaxing exchange

«:vols {(alrcady constructively administered by the Bank of England within

cxisting limitations) would be a reduction in reserves, this change
v I 18 Li, o if-‘” . A

14 be temporary. Furthermore, any such reduction could be moderated

Sy

%4

.1y by a gradual relaxation and secondly by allowing forms of relax-

~n which encourage direct investment to be financed by methods involving

.

iimediate reduction in reserves. Encouraging the use of equity - i.e.

:.10 evchanges (page 34) is one such method. On the one hand, the use of

«ign currency reserves would be minimised and on the other, the UK

{vestor would have an additional tool available ito achieve investments

Y
£y

.. might not otherwise be possible. Share exchanges in certain countries

¢ .. the USA) postpone the incidence of capital gains tax and encourage

il holding of equity. The use of equity in this way would expand the

‘rinrvnational activities of the City of London and further supplement

3
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isible ecarnings from that source.
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OVERSEAS INVESTMENT AND THE UK LECONOMY

1. An overall view

The recent economic history of the UK is one of continuous control over
overseas investment. Since the institution of exchange controls on
investment at the beginning of the Second World War, they have been in .
force with only minor relaxations which were usually soon reversed. To
give historical perspective to the effects of these controls it is

necessary to consider a fairly long time period.

This 1is necéssary because exchange controls are deliberate hindrances to
the free international movement of capital. Without taking a premature
view of the desirabiiity of such free movement, comparison with periods
where restrictions were of less importance or completely absent is
evidently worthvhile. As will be described below, the most vigorous periou
of UK overseas investment occurred in the nineteenth and early twentietn
centuries and was coucluded by the First World War. Comparisons of the
present day UK economy with its situation at such a remote point in the
past are clearly of limited value. Nevertheless the conditions which
prevailed in the international economy after the First World War and before
the Second World War make this a highly distorted period. For the first
half of this period the economy was suffering the after effects of the
First World war, for the second half of the period the widespread inter-
national depression and financial disorder reduced all forms of private

investment, domestic and overseas.

Additionally, it is the nature of investment that any one act ¢f investment
may not give rise to significant returns for a number of years. In any one
year the receipts from overseas investment are constituted from many
separate acts of investment at differing points in the past. To form any

view of the overall value of overseas investment it is necessary to

considar a number of years together. The tuwentiet

Ty

century has seen many

(S

disruptions in the internatiornal economy which make any subdivision

-

nore or
less atypical, again a long view is required in any attempt to identify the

underlying patterns.
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The purcose of this section of the report is tc provide such a long view of

Britis
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h overseas investment. The timespsn covered falls into three parts:
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the pericd from after the Napoleonic wars to the First World War;
the inter-war period; and finally the period from the Second World War to
the present day. It is not possible to disaggreate investment into its
component parts for the early part of this period, accordingly discussion
of the relative size of these different components ig postponed. For the
moment aggregate investment and the returns to aggregate investment are the

central theme.

In the conventional National Income accountin: framework, the returns to
aggregate investment arc grouped as a part ¢f invisible overseas earnings
under Interest, Profit and Dividends (IPD), the definition of this item is
presented more completely below. Considerationn of the significance of IPD
fell within the terms of reference of the Cormittee on Invisible Exports
under the chairmanship of Sir Thomas Blaud. 7This committee, which reported
in 1967, was asked "to investigate Britain's iuvisible earnings and to make

. . ]
recommendations about how to increase them fuviher' .

The committee's analysis of the historical material showed that "it was mot

until the second half of the nineteenth century that the complex machine-y

of British overseas earnings attained its fuli mcmentum, and investment
revenues began their most powerful growth. Uutil 1870, these moved in
paraliel with the inceme from shipping. From that point on they rose
sharply, and by 1913 had left shipping returns at a third of their level,
far behind. It is clear that by the last decades of the nineteenth century
the c¢ycle of investment and income had becoume a self generating process and
had achieved a momentum of its ocwn. In each ycar investment yields vere
devoted, where necessary, to the coverage cf deficits in the overall
current account and were then fed back into thic pool of capital assets
abroad. Thus augmented, the investment reservolir yielded a greater return
in the following year, ond the pattern was again repeated. A 'revolving'
fund scemed to have taken shape. The combinred efforts of traders and

investors had led to the creation of a finaucizl mechanism of apparently

p—r

immensce durability and of cvuvcial value to the balancing of the country's

L b P - = S s 5 4 . & g ‘] @
i "Report of the Commitiee on Tavisible Fxporrs' 1967, page 11,

4
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external accounts. WNothing less than a catastrophe, it seemed, coculd have

. 1
torn this great structure down' .

unrortunately, the Firs. wuiid War was SUlu a Ca&teotTOpucs The V.o il o
conclusions on their examination of Britain's historical trading records

are of interest. Over the period 1825-1965 they concluded:

"], Britain, as far back as the statistical records go and probably
even farther, has had a continuing deficit on visible trading
account. Only seven out of the past 175 years have shown a

trading surplus.

2. Over the same extended period, Britain has had a continucus
surplus on her invisible trading acceunt. If government spending
abroad is excluded from the figures this invisible surplus has

always been big enough to offset *the deficit on visible trade.

3. It is clear, therefore, that Britain it and has been for well
over a century and a half as a much a commercial and financial

2
. . . L
nation as a manufacturing nation'".

This illustrates the past importance of invisible earnings, a large part of

which resulted from overseas investment.

It was not a part of the committee's task to detail the investment flows
which gave rise to these invisible earnings during the peak years hefore
the First World War. However, studies of the period have reported
investment increases during this same period. TFigures collected by Imlah
show his estimates of British foreign investments growing by 53 per cent
from 1870“18753. Table 1 gives net foreign investment as a percentage of
expenditure generating GNP culminating in an annual average figure of 6.9
per cent in the decade immediately before the First World War. At this
pcint it is estimated that tctal overseas asscts seem to have accounted for

nearly a quarter of the national capital, whereas after the Second World

! Op cit page 169, 2 Op cit page 19, 3 A.H. Imlah "Eccnomic Elements
in the Pax Brittanica'. Page 72.
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War they probably accounted for no more than & per cent of national

G ]
capital .,

Table 1. Net Foreign Investment
by the United Kingdom; 1865--1959
(annual averages in £ 1mn)

Percentage
share
Net of foreign
foreign investment
investment in GNP*
1865-1874 56 4.8
18751884 42 3.1
1885-1894 72 4.9
1895-1904 41 2:2
1905-1914 161 6.9
1920-1929 124 2.4
1930-1939 -50 -1.0
1940-1949 -487 =48
1650~1959 150 0.8

* GNP in this context is defined as ex-
penditure generating GNP, i.e. the sum

of consumers expenditure, public authori-
ties expenditure, gross capital formation
in fixed assets and net foreign investment.

Source: "British Economic Growth i1688-1959"
Phyllis Neane & W.A. Cole.

In the inter-war period net interest and dividends remained at about their
pre-war level in current prices; in real terms their value was falling

sherply over the periodz. The period is described by Rland thus:

i 8 o

In the First World War of 1914-18, and in the ensuing 20 vears of
economic blight, at least £1,000 million of the 1913 stake of £4,000
net capital was lost, sold, sequestered or destroyed during the war,
or dissipated in the economic disarray of the 1920's and 1930's. D2y
1939 it had proved possible to restore the net asset position to the
£4,000 million hoiding of 26 years befcve. 1In the Second VWorld War

which immediately follcwed, a further £1,000 willion was sacrificed,

i o y S . - 3
and unquantified disinvestment continued into the 1950's"™.
Deane and Cole (op cit) page 307. 2 Bland (c¢p cit) page 19. 3 Bland

(op cit) page 109,

(@)Y



The depressed picture cf overseas investment was mirrored by the "low and
relatively constant"1 level of domestic investment throughout the inter-war
period. The figures given in Table 1 also show the quantification made by
Na=ne and Cole of the disipy~~*m~nt in the imm~diatre oesp-W-=ld War 77
period, followed by a resumption of net foreign investment at a low level.
The period from 1958 onwards marks the end of the interval throughout which
the aftermath of the Second World War caused major dislocations in
activity. As discussed below, at this time a number of currencies including
sterling became convertible and the international economy entered an

interval of sustained high growth.

The year to year fluctuatiocns in the net position of the UK in terms of
foreign investment have been considerable since 1959, even grouping a
number of years together as in Table 2 .is of limited benefit. The figures
contained in Table 2 are not directly comparable with those in Table ! for
a number of recasons but do give a useful inavcation of overall magnitudes.
After‘offsetting overseas investment in the UK pubiic sector against net
private sector investment, net UK investment over :eas in most years has
been negligible with the exception of the most recent past where some
substantial inflows have occurred. Evidently these figures are highly
aggregated and the result of many inward and outward flows undertaken for a
diversity of reasons, Nevertheless, it is ciear that the UK is no longer a
significant net investor overseas. This 1s confirmed by movements in the
net worth ot the UK private sector overseas whicii rose from £5,100 million
in 1966 to £6,200 million in 1976, after allowing for inflation this is a
substantial declinez. When the official position is included, as it was in
the figures for UK total overseas assets quoted cm page 6 above, over the
same period an excess of assets over liabilities of £1,500 million became

an excess of liabilities over assets cf £!,600 willion.

1 Deane & Cole (op c CS0 "UK Balance of Payments 1966-76".
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Table 2. UK Investment Overseas and IPD
(annual averages £ mn)
Overseas
ri i agl 2 invest- . Iptmast Receinrts
sector ment in UK profits & from
investment public sectcr dividends services
1959-1961 53 +51% 250 7 31
1962~1964 123 +27 375 : -40
1965-1967 88 +26 400 13
1968-1970 39 =17 462 327
1971-1973 196 +134 787 530
1974-1976 =472 +166 1,128 1,214

* Annual figure for 1961. A
Scurce: CSO United Kingdom Balance of Paywments.

Also shown in Table 2 are the inflows of IPD ir the invisible section of
the balance of payments on current account. Yie figures for receipts due

to services are also given to form some basis ‘or ccmparison.

Although IPD has almost quadrupled during this time, when set against the
major increase in receipts from services, this can orly be a disappointing
performance, albeit not unexpected given the limited growth of investment.

The relative decliine in the flow of IPD was ncted by the Bland Commnittee.

"It was only in the early 1950's that these incomes exceeded even the
nominal value of those received in 1913. In real values they were worth,
even in 1965, less than half the 1913 income. Measured against the
objective yardstick of gross national product, they equalled 8.5 per cent

of the latter in 1913 and no more than 1.5 per cent in 1965”1.

Since that time there has been a further fall, in 1976 IPD represented just
over 1 per cent of Gross Domestic Product. Thls was due to a decline in
real terms of 12 per cent from the 1966 level. Unless there is a change in
these trends net IPD will soon be reversed in its direction in the balance

of payments, becoming aun outflow rather than an inflow.

- ——

‘' Bland Committee (op cit) page 170.

o
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n  The disaggregation and definition of investment

r« noted a2hova on page 7. it is not legitimate to ccmpare figures derived

¢rom recent official statistics with those compile

from more diverse

historical material. The construction of the historical figures for the

period before adequate official infermation became available was a lengthy

and difficult process. It was beyond the scope of this study to devote

great effort to the construction of series in the post-1958 period which

corresponded closely to earlier definitioms.

Accordingly the definitions

of terms used throughout this report are in line with those currently

employed in official UK sources.

The most important subdivisions of UK overseas investment are the two

categories of portfolio investment and direct investment.

Direct invest-

ment refers to an investment that is made to add tc, deduct from or to

acquire & lasting interest in an enterprise operating in an economy othes

than that of the investor, the invesfor's purpose being to have an

effective voice in the management of the enterprise. Other investments in

which the investor does not have an effective voice in the management of

the enterprise are portfolio investments.

Outward direct investment

comprises net investment by UK companies in their overseas branches,

subsidiaries and associated

companies. In the presentation of this series

in official UK sources transactions of government departments and foreign

owned insurance companies are excluded; as are the transactions of oil

companies, due to the international nature of their operations. FHowever

the transactions of a number of public corporations, for example the

British Steel Corporation and Britich Airways,

are included.

The estimates

of direct investment include the parent's share of the unremitted profits

of the subsidiary or associated company, the net acquisition of share and

i
loan capital, changes in branch/head office jndebtedness and changes in

inter—-company accounts.

Overseas portfolio investment by UK residents includes UK participation in

new issues of sterling loan

companies in London {(net o

Fia

4. 11

stock raised by oversecas public authorities and

redemptions of

&

imilar stock).

Other overseas

portiolio investment by UK residents consists of net purchases (or sales)

L
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of overseas government and municipal loan stock and net transactions of the

stocks and shares of cverseas registered companies.

e TN : O Caic v AW TR S e s ) . S
The subdivision of overseas invesiméent is completeld by the two categories
of investment by oil companies and miscellaneous investment, this latter

category including purchases and sales of real estate abroad.

The returns on these various types of overseas investments are grouped
together in the Balance of Payments Statistics under the interest, profit
and dividends, (IPD) items of invisible earnings. IPD credits and debits
include all interest, profits and dividends ac~2wuing to UK residents from
non~residents after deduction of local taxes and after allowing for
depreciation. Profits and dividends include the earnings of overseas
affiliates of UK registered companies; profits cetained abroad by overseas
affiliates are included in the flows of IPD and offset in the capital
accounts. The two categories of IPD of must importance here are Direct

Investment income and Portfolio Investment earnings.

Direct Investment income includes interest on intercompany debt, profits
from branches cverseas and earnings from subsidiaries overseas. It
includes the direct investor's portion of reinvested earnings, which is
also treated as an investment flow to the affiliate. In contrast, the
published estimates of inceme from portfolio investments relate solely to
remitted amounts of dividends and interest due to UK residents on their
holdings of overseas government and municipal loan stock, and stocks and
shares of overseas registered companies (including overseas sterling stock
issued in London). More than half of this income is received by UK

financial companies as a result of their portfolio investment.

The above definitions of the categories of overseas investment and its
carnings correspond tc those currently employed in the compilation of UK
Balance of Payments statistics, and will be adhered to throughout this
study. Any major divergences from these definitions which arise as the
censeguence of the variety of scurces employed will be noted as they
occur.  Finmally, it shovid be borne in mind that formally collected

I I . ) e i 5 :
Fhberadtion on invisible earnings only became available after the Second

10



vworld War, and, moreover, the distinction betwes=n direct and portfelio

investment (and their separate earnings) was nct present in official

sources until 19
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3. The relative importance of direct and portfolio investment

The historical background presented above dealt only with investment in the
agoregate, that ‘s, no attempt was made to distinguish direct investment

from portfolio investment.

The statistical uLreakdown into these categories has only been available

4

'y a relatively short timespan can be considered. Before

-

since 1658 and on
t~le information, nevertheless fhe Bland committee were

1958 there i¢ 1it~
moved to commeunt chat "it seems clear that portfclio investment has been of
declining importance since 1914"°, The main authority on this periocd, for
example, indic-tes that some 30 per cent of overceas investment was in
. 5 e 2 o . . .

government and municipal loans™., This type of security is unequivocally a
portiolio investment by our definition on page 9. Thus when corporate
securities beld as portfolio investments are included, total portfolio

investment must have formed the major part of overseas investment.

The figures shown in Table 3 indicate the development of direct overseas
investment by the UK private sector since the late 50's., Between the first
and last time periods given in that table, net direct investment was

growing at approximately 7 per cent per annum, after allowing for inflation.
Over this came interval the ret receipts from this investment were oaly
growing at 4 per cent per annum, again after allowing for price changes.
This muy be attributable to the nature of the direct investments undertaken
in that nop~pecuniiry returns were being sought in some instances. More
probably the divergence could be attributable to international variations

in interest rates, ete.

At

i niand (op cit) page 171, 2

Imlak (op cit) paze 79.

1]
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Tsble 3. Net Investment Overseas by the United Kingdom
(annual averages £ mn)

Net IPD due Net Net IPD due
<% Ket direct ** o dilect” ©  porZul. i6e~  to portfolio

investment investment investment investment
1959-1961 52 146 -112% 69
1962-1964 82 156 =25 77
1965-1967 100 204 -17 70
1968-1970 186 310 48 44
1971-1973 4386 479 =220 18
1974-1976 809 956 -580 -63

* Average of 1960 and 1961,

Source: UK ®alance of Payments.

In contrast, the receipts from portfolio investment have been falling, even
in current price cerms, to the extent that they have even become negative
recently. This represents a drastic éhange in the situation which existed
at the peak of UX overseas investment activity, namely immediately before
the First Worid War, when the evidence suggests that the major part of IPD
resulted from portfolic investments. The recent pattern of net portfolio
investment by the UK, also shown in Table 3, gives an indication why this

subdivision of IPD has been of diminishing importance. In only one period

of the timespan covered was the net position of the UK such that portfolio

investment was positive, in all other periods foreign portfolio investments
in the UK exceeded UK portfolio investments overscas. This investment
performance was refliected in the net worth of UK portfolio investments
overseas, although the net worth of these investments rose from £1,059
million at the end of 1966 to £2,273 million at the end of 1976, after

allowing for inflation, this represented a drop in value of 17 per cent.

Thus within an overall pattern of modest net cverseas investment by the UK,
although the net level of direct investment has not been high, the net
level of portfolic investment has been extremely low and frequently
ncgative. The effect of these trends on Dritain's invisible earnings is
2asily predicted: unless the situation is reversed earnings from IPD will

decline and eventnally become a drain of funds.

»0 tar cnly the economic benefit of holding foreign currency securities nas

been discussed, it must not be forgotten that other nen-cconomic advantages
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can result. Immediately before the Second World War private holdings of
foreign currency securities were surrendered to the government and so
nrovided a2 desnerately needed source of, f“hgifp exchange. An interest in
the enterprise of a foreign country confers advantages in dlecus<1ons with

representatives of that country, and so on.

13
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THE MECHANISMS OI' EXCHANGE CONTROL

TN c=~war period .

1. The evoi_c.ou ve exchange coutrols in -

The legislation which established the system of exchange controls which was
the forerunmer of the present system was embodied in the Exchange Control
Act, 1947. This legislation represented a continuation of the controls
which were instituted immediately before the outbreak of the Second World
War. The first action taken by the Treasury under the war time regulations
was to order the registration of all UK owned foreign currency securities
expressed in nine different currencies. The Treasury was also empowered to
acquire such securities at not less than the current market value. This
action represented the inception of the exchange control system which has
now been in operation for nearly forty-years. Over the years, the legal
basis has been changed and the severity of application has varied consider-

ably, but the b.sic approach has remained unchanged.

The original UK excl.ange control system operatec by canalising all exchange
transactions through 'authorised dealers', meinly the Bank of England, the
joint stock banks, and a number of merchant banks and acceptance houses,

It is still the case that authorised dealers are the only legitimate
holders of foreign currencies and securities. The authorised dealers, and

they alone, could:

1. buy and sell foreign currencies for steriing;
2. get gold and foreign currencies (in particular dollars) from the
Exchange Equalisaticn Account;
3. transfer sterling between the accounts cf UK residents and
foreign residents;
4, transfer sterling between the accounts of two foreign residents.
In this context, 'foreign' means outside the 'Sterliang Area'. The
mewwbership of the Sterling Area has varied counsiderably over time.
Cn the virtual collapse of the gold standard in the i330's a number of
countries chose to iink their currcncies to the volue of sterling, rather

than to the dollar or to gold as did otliers. The Sterling Area shortly

5 14
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after the outbreak of the Second World War mainly consisted of the British
Empire (excluding Canada). UK controls did not restrict payments within
“he Sterling A+~ea ar all, --v did t*---T.»=s¢~7~* payments between fhz-~rin¥
sterling area and foreigners. In practice the 2Zritish controls came to
distinguish between foreign countries that would zccept inconvertible
sterliing and those that would not; this was the origin of the distinction
between 'hard' currency areas (such as the United States or Canada) and
'soft’ currency areas. Discrimination was practised to attempt to conserve
the UK's limited reserves of hard currencies. This system of controls, as

it was originally operated during the Second Vorld War, applied to all

exchange transactions both on current account and on capital account.

Immediately after the Second World War, partly ~ue to American insistance,
the convertibility of sterling was increased in various ways. These
changes came into force at the end of 1946 and oy Auvgust 20, 1947 the
resulting drain on the Sterling Area gold anr dollar reserves caused the
British Government to reverse the changes, after consultation with the
United States government. On October 1, the Exch:nge Control Act, 1947,
came into force. These developments gave rise t> the regrouping of the
countries of the world under three headings frow the point of view of the
transferability of sterling. These divisions prcvailed until the
restoration of convertibility on a wide scale in i958. These areas may be

summarised as follows.

1. The Sterling Area. Within this area unconditional transfer-

ability was the rule, payments out of the area required the
authorisation of British or local ccuntries depending on the
domicile of the payer. However, United Kingdom controls on

capital transacticns remained stiict. This area, also known as

("N
pao

the Scheduled Territories, mainly comprised the British Empire.

2. American Acceunt countrics. Once sterling reached an American

Account the Sterling Area controls ¢id not in general operate.
The British Authorities would on demand always convert American

Account Sterling into US dollare. 7he countries in this group

consisted of most of North and South Awerica,
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3. Transferable Account countries. Countries in this category did

not have the right to convert sterling to dollars but did have

traneferability £~ currer* —,vm~=+te to others in this ~rnum

For the early part of this periocd a further category of Bilateral countries
existed but these were subsumed into the Transferable Account countries in

19543 at the same time the restrictions on Transfersble Account countrie
were liberalided. Furthermore the existence of free markets in foreign
countries, wherein Transferable Account Sterling was sold against dollars
at a discount, led the Chancellor of the E:xchequer, in response to events
during 1954,‘to announce that the Exchange Equalisation authorities would
extend their operations in these markets. After this announcement the {ree
rate for Transferable Account Sterling was hardly ever at a discount of
more than one par cent over the cfficial rate. In ofher words Transferable
Account Sterling became as from February 1954, de facto convertible.

Official recognition of this de facto situation followed in December 1953

Maa

when Transferable Sterling was assimilated intc American Account sterling
under the common iabel of External Account Sterling. There were now only

~

two varieties of Sterling, External Account and Resident (the latter being

‘sterling held within the Sterling Area). This formal resumption of non-

sident convertib ility in the UK coincided with resumed convertibility for
twelve other European currencies. This progression to full convertibility
applied only to current transactions, and was completed in the UK by

transiticn under the IMF rules to its present status in February 1961,

If we now consider the evolution of capital contrels, especially in the

period after the resumption of convertibility for current transactions, it

[

8 found that they have become more extensive, at least in a geographic

sensc. Throughout the period from 1958 to 1974 the attitude of exchange

¢}

ontrols towards some intended capital transaction dependad upon the

country within which the investment was to be made, specitically was the

country a member of the Scheduled Territorics. A

(Gl

regards capital
transacticns with the non-sterling area an exchange control has been in
eperaticn continuously, with only mild relawations quickly reversed.

However, the Sterling 4rea has been charactcrisad by the fact that up to

16
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May 1966 the UK exchange control imposed nc iupediments to capital

movements within the area (except in the casec oi dollar securities).

The situation with regard to portfolio investment in the non-sterling area
is that 'since the war, official exchange has never been made available for
portfolic investment in foreign currency securities']. The major source of
funds for such investment is the investment currency market, described
below page 18, augmented by foreign currency borrowing. There have been few
major changes in the operation of this market in the period under review.
Two events of note are the introduction of the 25 per cent surrender
requirement in 1965, whereby 25 per cent of the proceeds of a redemption or
sale of premium worthy securities had to be sold to the Bank of England at
the official rate (thereby adding to the reserves), and the changes in 1972
vhich extended controls over most countries of the sterling area thus
swelling the size of the investment pool. The 25 per cent surrender

requirement wae removed at the beginning of this year.

The policy on the finding of direct investment *u the non-sterling area has
been mainly to ensure no drain on the reserves., Projects have to cover
their foreign exchange costs in a short interval, the present 'super
criteria' arrangements, see below page 20, are the current form of this
requirement. in 1962 the investment currency market was made available for
investment projects unable to meet the conditionz for official exchange.
Measures taken by the UK govermment in May 19066 were the first steps in the
process of dismantling the distinction between the Sterling Area and the
rest of the world, at that time a 'voluntary' programme was announced to
confine direct investment in the four most developed Sterling Area
countries (South Africa, Australia, New Zealand and Irelénd) to projects
vhich promised an carly, substantial and continuing benefit to the UK

£

balance of payments. In anticipation of entry into the EEC, a major

axatior

oo

1 of controls on direct investment into the EEC was made in March
1972, up to £1 million of the cost of new projects in the EEC could be
financed from official exchange. Additicnally, in June 1972, the extension
of exchange controls over the Sterling Area coincided with relaxations
which enabled the entire costs of permitted cutward direct investment to be

financed from olficial exchange.

B

! Bank of England Quarterly Bulletin, June 1977, page 315.

: 17
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In Mareh, 1974 in an effort to prctect the bulance of payments, a uniform
policy to outward investment was applied. This represented a significant
et back in the use of ~ffizi~? reserv--."- °° _cing direct invesi.c -
overseas. The relaxations with respect to projects in the EEC were
removed, and the Scheduled Territories were reduced to their present
membership.

"

2. The present form of UK Exchange Contrcls

The bulk of the volume, though not necessarily of the value, of trans-
actions involving resident owned foreign currcncy securitias are portfolio
investments made by individuals, companies, un't trusts, investment trusts,
etc. For exchange control purposes, portfolio investments are regarded as
those made solely with a view to gaining dividends, interest and market
value appreciation and where there is no intenticn of acquiring partial or
complete control over the operation and manrsement of a company (direct
investment) or expanding the interests of a UK business by the investment

(trade investment). Any investment vehicle whic’ wculd result in a

resident gaining an interest of 20 per cent or -wcre of the voting rights ~f

a foreign company would not normally be regarvded as a portfolio investment.

The major source of finance for portfolio investment is the investment
currency market, Investment currency is a pocl of foreign currency
coempletely separate from the UK's official reserves which consists of
foreign currency which has arisen from the sale of foreign currency
securities and which is eligible to be retained for personal rainvestment
purposes. It also consists to a lesser extent of the foreign currency sale
proceeds of eligible private properties abrecad. Iinvestment currency may be
needed by UK residents for the purchase of fcreign currency securities for
portfolio purposes or of private property abroad, because the Treasury are
not prepared to release foreign currency from the country's official
reserves for such purposes. Investment currency way also be used for
direct investment but the premium attached to investment currency usually

meane that other sources of funds, such as borrowed foreign currency, are

preferred.
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The premium payable in the investment currency market is quite simply
governed by supply and demand, the buyer paying the premium and the seller
wanaiving it. The nremivm hac fluctuate? ~~rri--+-hly over the years %",
in general reflects the strength or weaknesses of the UK economy in terms
of the rest of the world. In that the country's economic performance has
generally been poor, investment currency has fairly consistently commanded
a sizeable premium. The investment currency rate, and thus the premium,
represents free ,egotiation in transactions in reinvestable currency in the
light of existing supply and demand conditions and the rate can fluctuate
viclently at times.

Portfolic investment:s in foreign currency securities unquesticnably account
for the bulk of tlie tramsacticns involving the use of investment currency.
To the lesser extent that it is used for financing direct investment, this
demand will be mi.imal when the demand for investment currency is heavy
(and the premi.m cousequently high), such demand represents a direct drain
on the size of the currency pool as the proceeds of disinvestment can no
longer be sold back to the market to obtain the premium. The only
significant offsatting factor to this drain is any accrual by way of the
appreciation in velce of the underlying assets. It should be noted that
all income on securities in the form of interest or dividends has to be

sold on receipt for sterling at the official market rate.

The Bank of England will permit instituticnal investors and other pro-
fessional dealers in securities to borrow foreign currency for an indefinite
period to purchase a portfolio of securities instead of insisting on the

vse of investment currency. Permission given in this connection normally
carries with it the condition that a surplus, based on a valuation every
three months, of ot least 15 per cent in cxcess of value of the loan
outstanding at any time must be maintained. TuLis surplus may be held in

the form of premium worthy securities, in invcctment currency or by virtue
of appreciation in the value of the loan portfolio itself. Counsequently as
values fluctuate purchases of investment curvency or premiuvm worthy
securities will be required from time to time to provide the necessary
cover. The borrowing is usually taken from forcign banks or from non-—
resident owned deposliis with UK banks but it way also be effected by back

to back loans {(sae below),
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cofore diceussing the anplication of controls to direct investment it
‘lould be noted that the regulations do not distinguish between portiolio
and direet investment; this distinction is made by the authorities when
“‘pilC“Ll”‘ for any transactions in foreign"curfency securities is made. In
gencral a direct investment is one in which the investor takes an active
part in the management and operation of the business in which the invest-
scnt is made. The investment would normally be cxpected to be one which
represented an overseas extension of an existing business in which the
investor had proven experience or where a diversification was reasonable in
terms of the capacity and previous activities of the investor. There are
occasions when a UK commercial enterprise mighi reed to make an investment
in, say, a non-resident company simply to protect its existing business or
fo foster new export business. In these cases, the investment would of
necessity involve either participation in the management or operation of
the overseas company or even a sizeable participation in the equity of the
rompany. This type of investment is knowr. as a tiade investment and would
be dealt with in the same way as a direct investment, each application
being processed by the Bank of England. Under current practice, the Bank

England wculd normally find an application to make an outward direct
investment acceptable provided that the investiteni was not construed to be
of & portfolio rature, that it was a reasonable extenzion abroad of

business carried on within the UK and that it had no detrimental balance cf

payments aspects. In such cases permission would be conditional upon the

particular method of financing.

The only projects which have any significant access to foreign currency at
the official rate are those projects wnich meet the so-called 'super
criterion’. \VWhere the total cost of an export orientated investment will

be entirely recovered by actual net accruals to the official exchange

reserves within 18 months of the investment being made (or within 3 years

in the case of investments in the EEC) application can be made for 'super

critevion' treatment. If such an application is suc

-0

o

essful, permission
“1ll Le given fcr the co

4]
rt

£ the investment to be fin

D

o nced with official

+000 (£500,C00 for investments in the EEC) or 50 per

st whichever is the grester. /Any balance would have to
e

2 Iingneed in the same way as 'mon-criterionm' iavestment., It will be
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appreciated that a comparatively small proportion of investments will fall
into this category, and, generally speaking, only marketing outlets which
‘17 involve a relative'sr:--- =ptlay and high henefiiz filscuttin.d
marketing costs and increasing exports, could be expected to meet the
criteria. If funds are not available under this criteria, which is the
case for the majority of investments, then there are a number of other

methods of financing available,

a. Toreign currency borrowing. The bulk of overseas direct investments are

financed wholly or in part by foreign currency borrowed from a non-resident
or from a UK bank. Service costs, at a reasonable rate, can be met with
official exchange. The borrowing can be repaid with the liquidation
proceeds of the investment, with official exchange to the extent that
foreign exchange benefits attributable to the investment have been reccived
in the UK, with foreign currency purchased from the investment currency

market, or by refinancing with further borrowing.

b. Counter loans or 'Back to Back' loans. It 1s »>ossible that a foreign
based multi~national company may be willing to lend foreign currency to a
UK company in return for equivalent sterling loan facilities in the UK.
This arrangement is commonly known as a 'back to back' loan and is normaily
allowed provided it does not furnish the non-UK company with cheap finance
cr borrowing outside the rules normally applied to such organisations. Both

sides of the loan would be examined to ensure that funds were not being

provided at below market rates,

c. Investment currency. Though available, this is little used as a source

of funds due to the attached premium. If the situation changed and the
premium fell, say to 10-15 per cent, investment currency might become

attractive in comparison with borrowing foreign currency.

G¢. Overseas subsidiaries profits.

After an overseas subsidiary has

repatriated the required 2/2 of its profits, applications to use the

balance of the profit as a loan to the UK parent for an outward direct

tovestment would be ceonsidered.

21



PN

Tn addition to the above there are other possible sources of finance such
as share exchanges and exports free of payment. However, the four

~atnnnviag listed above are- %+ =~o& Important. - : T

3. The objectives of exchange control

As described above, the present system of exchange control in the UK
developed from the regulations enforced during the Second World War.
Understandably, at such a time there was little need to justify the
establishment of controls but in the succeeding period there has been
little debate on the effects or the overall value of controls. It might
seem that the rationale for exchange controls is obvious, on the other hand
the majority of other economic policy measures generate discussion as to
their merits and demerits, their impact on their intended objectives and on
the economy in gencral. Exchange control is a deliberate market distortion
that has received remarkably little attention, it has seldom been subjectel

to critical and reasoned attack, it has seldom been defended in like

manner.

It is possible to infer from the limited amount of official material
concerned with cvhe effects of exchange control three objectives which
exchange controls may be seen to be achieving. The first two objectives
are inter-related; these are the conservation of the UK's reserves of gold
and foreign currencies and the protection of the balance of payments.
Tegether these factors have probably provided the most unchanging motive
for the continued retention of controls. The third objective, that of
attempting to redirect overseas investment into productive investment in
the UK, has been given more or less weight depending upcn the economic

climate and the pelitical persuasion of the government at that time in

office.

The application of such thinking is jillustrated in an article produced by

the Treasury on overseas investment,

additicns to our overseas investienis in recent years have heen

iinanced in such a way that the reserves have been fully protected and the

22
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net effect on the balance of payments of all the identified items connected
with internaticnal ianvestment - both past and present - has been both

- v

“ovsur-Na gt massiv

m

.. T .sh an outcome is vi. .. .., guaranteed by . -

- 1] 1
our exchange contrel rules' .

The favourable and massive effect described is not in dispute; as exchange
control rules ensure that the majority of overseas investment is financed
by foreign currency borrowing or retained profits overseas, the net effect
is to generate an inflow of funds. What is less apparent is the longer

term effects of contrels on the balance of payments.

The present controls are geared mainly to ensure a minimisation of outward
flows of exchange Auring the early years of an investment and little
cmphasis is placed on the longer term.,- There appears to be no stance taken
as to whether the JK is undertaking an approoriate level of overseas
investment. In the past, as we have seen anbove, the earnings from
overseas investment have been of great-benefit to the UK balance of
payments., It would s2em plausible that o system of exchange controls which
encouraged overseas investment in the UK and. at the same time, restricted
the supply of exchunge for outward investment would eventually lead to a
reversal cf this situation, and the trends towards this position have
already been reumarked on (page 8). Even if the volume of UK investument
overseas is sufficient to prevent the reversal of the flow of receipts

arising from investment, UK receipts would still be lower than they might

have been.

Also, the accumulation of ever increasing reserves is not of itself an
important objective of economic policy. Once cdequate reserves have been
built up to permit vhatever degree of exchange rate management is both
feasible and desirable, and to ensure the smooth operation of internaticnal
transactions, then further additions serve no irmediate use. It may be
argued that the UK is far from being in the position of holding adequate
reserves, but if the vojume of overseas investmont undertaken by UK

cuterprises has been and remains depressed below some assumed natural level

Ihyay
[ 2Ll {

! the present situaticn (that the net effect of all overseas investment

Yconomic Progress Report, September 1976,

23
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adds to reserves) cannot be maintained indefinitely. Eventually as net
payments rather than receipts appear in the invisible account the reserves
will suffer. In short, the interFrelations between the reserves and our
palance of payments are such that they cannot be perceived as independent

objectives. :

4, The international context

In comparison with the other major western industrialised countries the UK
is unique in the longevity and extensiveness o: its exchange controls.
After the restoration of convertibility on curr~2nt account, the majority of
nations progressively dismantled capital contrec's over the new few years.
There have been quite frequent instances of capital controls being used at
times when unwelcome movements in reserves were taking place, but these
have usually been dismantled after a short *“me. One exception is France
which implemented extensive exchange contrcls after the major internal
probiems of 1968; although slightly reduced, these controls persist. The

Italian govermment has also often made recourse to exchange controls, some

of which remain in force.,

One of the greatest supporters of free capital movements is the United
States. At this time there are no restrictions on current or capital
movemants into or out from the United States. A philosophy of free capital
rovement has long formed the basis for the policies of successive
administrations. Even so from 1963 to January 1974 a variety of controls on
capital movements were in force. This was throughout a time when sustained
current account deficits were beginning to engender pressure against the
dollar. The controls included measures to reduce the number of foreign

currency securities issued in the United States, measures to reduce bank

Y i3 - . 1 s . .
1=0d1ng abroad and even measures to restrict direct investment oversecas.

A

A similar situation can be seen in Germany. Throughout the 60's capital

-outrole were more or less continuously in force mainly to prevent inflows.

Tiey. s o . . ) o .
caefe mrasures were sivengthened at intervals jn an attempt to prevent the

reviluntion of the mark which eventually took place in the autumn of 1969,

st exchange controls were employed inm 1971 at a time when most currencios
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dollar. These controls were essentially a consequence of the reorganis-
ation of the international monetary system at that time. At present there

are no exchange controls of any significance in force in Germany.

Although Germany and the United States are the only major countries
identified by the IMF as not operating restrictions on capital payments,1
only minimal controls overate in a number of countries, for example,
Canada, and members of the EEC are comnmitted to the removal of all controls
at some future date (see page 45). Japan has maintained capital controls,
for much the same reasc.. as did Germany in the 60s and early 70's, although

some relaxation has taken place recently.
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Annual Repert on Exchange Restrictions', page 298,
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T IMPACT OF EXCHANGE CONTROLS
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The purpose of this section is to analyse the past movements in various
aggregates in an attempt to establish how these wovements mai héve been
affected by modifications in exchange controls. Official information of
any degree of adequacy does not start until thc late 50's, since then there
have been various shifts in the way the statistics are presented,
nevertheless, a reasonably clear picture of the last twenty years or so is
available. In contrast with the first section where the net position of the
UK in terms of investment flows and interest flows was discussed, this
section does not offset inward flows of foreign funds against similar

outward flows; overseas investment here is grocs UK cutward investment.

2. Portfolio investment

The exchange control modifications directly rclating to portfolio invest-
ment in the period in question have been few and usually of a nature which
discouraged portfolio investment, these changes are described in detail in
above. The pattern of UK portfolio investment overseas since 1960 has
shown considerable fluctuations. In Table 4 thc period from 1960 to 1976
(the latest year for which data is presently avaiiable) is shown, there
has been investment (an outflow of funds) for 9 cf the years and disinvestment
(an inflow of funds) for the remaining 8 years. Tt is difficult to assess
whether, over this interval, there has been ner investment or disinvestment
in real terms but the magnitude of the figures suggest the latter has been
the case. In addition to cverall portfolio investment, a geographical
disaggregation of portfolio investment between .he steriing area and the

rest of the world has been available, This breaskdown was discontinued

o~
att

m

er 1973, but, as shown ovexr the period in Table 4, the sterling area a

ta

d destination for povtfolic funds was falling in ztivaction. The extension,
1n 1972, of exchange controls cn portfolio investments to the sterling area

feovin o . = . 3 - . .
tsee above page 17) might be seen as the cause of the iarge disinvestments

079 , s Y ; . P } .
V972 and 1973, While they may have played a part, two points should be

aoteds Firstly, up to 1972 there had not been appreciable investment in

thin area, in 7 years there had been disinvestment, in only 5 iavestment.



Secondly, the controls extended to the sterling area made it comparable in
corms of restrictions tc the rest of the world, but at a time when
portfolie Jrvestments in the sterling area yere being run down, large
additions to portfolio holdings for the rest of the wérld were being made.
1t appears that the fall in attractiveness of sterling area portfolio
investments was only in part due to the changes in exchange controcl, rather
these changes accelerated a decline which had been taking place over some

time.

Table 4. UK Portfolio Investment bv Arca
(units: £ mm)

Portfolio
investment
in the ~Portfolio
Tctal overseas investment
portfolio sterling in the rest
investment area of the world
1960 =37 =13 =24
1961 -28 il -39
1962 -39 -5 - =34
1963 5 -8 13
1964 3 =25 28
1965 ~94 =50 =44
1966 -83 -39 =44
1967 59 41 18
1968 236 157 79
1969 34 21 13
1970 111 22 89
1971 38 -62 100
1972 605 ~-121 726
1973 =229 -501 272
1974 755 na na
i975 46 na na
1976 -165 na na

Source: CSO United Kingdom Balance of Payments.

dfricial statistics on the breakdown of portfolio investment by area ceased
after 1973, therefore the areas which benefited from the fall in importance

»{ the sterling area cannot be identified.

wial conclusions can be drawn from the behaviour of portfolio investment?

&

4

the clhianges that took place in 1965, sce page 17, when the 25 per cent
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surrender requirement was introduced, it is nct apparent that this had any
cffect on investment at the current level of aggregation. The changes in
1972 .- “-w:-—celerated.the fall 1y wtance of thas-~terli-aie
subject to the above qualifications. As noted above on page 17, there

thave been no relaxations of controls specific to portfolio investment of

any significance during the period, and so the low overall level of

portfolio investment is unsurprising.

3. Direct investment

In Table 5 figures for UK direct investment overseas for the last ten years
are given. The level of direct investment has been growing steadily, until
recently, &t guite high rates in current price terms. Even after allowing
for inflation, direct investment has been growing over the period shown in
Table 5 at an annual average rate greater than © per cent per annum. This
is a consistent iy ‘betcer performance than that of portfolio investment but,

in the light c¢f the historical backgrdﬁnd presented above, far below what

has been achieved ir the past.

Table 5. UK Direct Investment
Overseas by Geographical Area
(units £ mn)

In In North
Total the EEC America
1966 276 51 61
1967 281 30 85
1968 410 73 114
1969 549 105 89
1970 546 78 185
1971 676 263 156
1672 737 223 161
1973 1,621 519 511
1974 1,575 364 483
1975 1,094 151 308

Source: CSO United Kingdom Balance
of Payments.

-+ ajor alteration in exchange controls during the recent past was the
4

.
ity

wrxatson of controls for dircet investment Ln the EEC between mid-1972

wl mici=-1974 - s & g4 = : T -
Pmrd=1974, During this time direct investmeni in the sterling area was

28



L rmitted greater access to funds. at the official exchange rate, but
~uyther analysis is not possible because official statistics ceased to
soparat, *hn ot-—ling stes after 1973, =
Ti,e very sharp upswing in direct investment in the EEC shown in Table 5
hretween 1972 and 1973 cannot all be attributed_to reductions in exchange
control, even though tlhiey were wide reaching. t was officially estimated
At the time that 90 per cent of all new investment projects in the enlarged
FEC and over 50 per cent by value were likely to be eligible for finance
entirely at official rates.1 Total direct investment more than doubled at
this time and direct investment in North America tripled. This increase in
Morth America is not nececsarily unrelated to the changes made in respect
of the EEC. If funds became more easily available for investment in the
LEC, multinationals who were active both in North America and in Europe
would be able to devote additional resources tc North America from the cost
savings they had mede in Europe. However, the size and the internaticnal
character of the increase in 1972-73 suggests that this was part of some
cyclical process rather than any direct result of alterations in controcls.
Also the decision lags involved in formulating and implementing investment
projects would lead one to expect some delay before a change in the

-egulations is exploited to the full,

The situation is improved slightly if the period 1974=75 is considered,
when the relaxations referred to above were reversed, see page 18. At this
time all overseas investment was in decline, total direct investment fell
by some 30 per cent. But as investment in North America fell by 36 per
cent, brcadly in line with the total, investment in the EEC fell by 59 per
cent. It is clear that decision lags are less impertant in cases of

restricticn, except for projects for which permiscion has already been

pds

given but have not yet been implemented, a relurn to the old standards is
virtually immediate. On this basis, some 20 per cent of the value of

investment eay be inhibited by a shortage of furds at the official rate.

i
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"24th Annual Report on Exchanpe Restrictions', page
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Lhnave \page “Z), ome o. ine ‘pefiefits of exchange controf 1s that

feu
Liced to the UX's reserves of gold and forcign currencies. This is
‘v achicved by ensuring that UK overseas investments are financed in
_u+ vhat there i1c no drain on the reserves, the sources of finance
cvnoundod velow. In September 1976 the Treasury estimated these
. ioms to average £2) billion per year for the years 1974-75 inclusive.
is wot o0 inconsiderable figure, for example the UK's official
cerp throuphout 1976 at no time exceeded $7.5 billion. On the other
., oiticial reserves can be affected by factors which cause movements of
creowi magonitade.  From January 1977 to December 1977 these same
c2l reccrves grew from $7.1 billion to $20.6 billion, mainly as a
.t of exchange rate movements between the dollar and other currencies.
“ugh the odditions to the reserves are of value, their size must be

poeL o in pecLy. stive,

cuphout the 1926U"s the reserve position of the UK was chiefly determined

the defivit or surplus on the balance of payments current account. From
Cotn o 1970 years of surplus and deficit occurred with about the same
oquency, but periods of deficit were a cause of great concern. For
ciple, in 1967 there was a deficit on current account of £300 million, at

ena of the year official reserves stood at ©1,123 million and had

fitted from inflows from overseas monetary authorities of nearly £700
tliion. Overall, 1967 was a year of unusual cvents and it cannot be

cotndered typical for a number of reasons, but cother years of large

“treavs an the 1960's, in 1964 a deficit on current account of £356
cillien ond in 1968 o deficit of £267 milliion, created movements in
~ovvves of large magnitudes. Even though the period included seme years

of appreciable surplus, for example €104 millicn in 1966 and £440 mi

[

iion

8

1969, the armosphere vwhich prevailed was o

4

continulng concern about

i

quacy of the reserves ot timee when the UK's international trade
Sovrormance was poor.,  The recurrvent balance of payments problems of this
o vacionale for rhe evolution of exchange

tet o] deive e svee 8 Ty or Bee acy el % . i
ntrals during this wios-. As shown above, page o, there were few changes,
those that wore o

o poae tended to lncrease ralber than reduce restrictions.
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svents in the 1970's again generated ]arge'movements in UK reserves which
made the identification of any changes directly atty sibutable to exchunoe
controls difficult., A common factor in 1 »ae miovements was the p051t10n of
the balance of payments, four years of large deficits in 1973 to 1976 led
to large scale official borrowing to prevent the reserves falling unduly.
fowever, at this time a new factor ceme into play, the system of pegged
exchange rates vhich had operated since 1958 began to break up. The details
and background to the restructuring of the international monetary system in
the early 1970's is outside the scope of this report. Briefly, an
agreement on a rew set of exchange rate parities was reached in December
1971, but this arrangement was disrupted in June 1972 by the decision of
the British government to f£loat sterling. This decision resulted from
balance of payment pressures and was accompanied by changes in exchange
controls] which, in retrospect marked the end of the Sterling Aresa.
Henceforth th» importance of internatiounally pegged exchange rates
declined. Soon the majority of currencies were allowed to float, either
independently or, like the 'snake', jointly. There is no consensus of
opinion on the overall effecte of this transition but a few observations
can be made. 3Before floating became widespread the majority of reserves in
moct countries were held in dollars, this is no longer true, Due to the
fluctuaticens in the value of the dollar with respect to other currencies, a

variety of currencies is now preferred. For example the rate of sterling
agalust the dollar varied in 1975 and 1976 between $2.418 and $1.637 to the
pound. This may be an extreme example but currency fluctuations, although
they can be reduced by holding a2 mix of currencies as reserves, have played
2 roic in determining the value of reserves which was unknown in the 1960s.
This new variability also generates large movements in the value of foreign
trade, again with implications for changes iu reserves. Finally, although
eve is disagreement on the whether the velume of speculation has

increcased or diminished with the introduction of floating rates, there has
baen a significant change in its nature over reccent years. A large and
increasing part of what are usually called 'speculative' currency movements
#re 2 result of internaticnal ivaders seeking to avoid losses from curyency
movemencs.  Decisions to accelerate payment or seek exvended credit in

o

ovder to benefit from expected currency movements are now more widely

31



-idered and employed than in the past where movements in exchange rates

. {ntrecusnt, By iis nature, thie type of speculation is extremely

v i i
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i, like the sixties, the seventies present cxtreme difficulties to any
crempt to isolate the affect of exchange conirols on the reserves. The
neriod 1972-1974 provides cne of the few examples of significant relaxation
¢ controle, but this period coincided with the floating of sterling and
‘e collapse of the Smithsonian agreement. Movements in the exchange rate
ore similarly unhelpful, apart from being closcly connected with movements
: the reserves. Changes in the 1960's were infrequent and in the 1970s

Love been excessively frequent. On the other hand as is shown above (page

pe
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ntrcduction of controls over capitsl movement has often been made

st times of pressure on reserves or the exchange rate.

inis contradiction is more apparent than real. The majority of this repcrt

has been concerned with exchange controls which have been in force in the
X with little modification since the Second World War. In contrast, the
~xchange controls introduced at times of difficulty with the external
account tend to be directed at speculative movements of noney. At one time
{aternational capital movements were seen as an important equilibrating
‘orce iu the international mechanism of payments, accordingly controls on
pital wovements were counter—productive. Rather it is .... "preferable
tellow, wherever possible policies, aimed at attracting appropriate
ccuilibrating movements of private capital through international co-
crdination of interest raltes or similar international action, or to offset

s

viaue movements of shert-term capital through the use of international

AL gl 3 . .
idity." Howevelr, 1t 1s not casy to find any examples of countries

o

sachy at a time of lLelance of payments difficultics, agopted such

<

Licirs. under the regime of floating exchan

2

rates short~term capital

4

cements ere viewed less favourably., Such cepital movements are now

e

3

tawonly seen as contributing to exchange rates "eovershooting®, Lhat is,

7

O

Fh
.

adjustment in any direction was hoeing prolonged beyond the

oopTocne
PTOCOES g pr

-ntoat wiich the rate was correct. This would give rise to excessive and

Cedenoayy currency movements.,
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s bvil Annual Report on Exchange Rates, parn 28,
32



e

R S teway

Ry a—

A —— T

r s

e -

¢ — o (1
ohdanse C,C-'L".La. Olb L

oasliaddd il

central concern in this report are not generally
(e type directed at short term capital movemertg, the one small
Lne s d

o tion here is the controls on portfolio investment which affords
\’l..‘,v’» o% 4 . b

ited scope Lor speculatiVe transt Iruins? Fine large changes iiF

-5 and official reserves which can occur today as a result of short-term
. .ital movements of a virtually uncontrollable type indicate that present
. .irolg, particularly on direct investment, play little part in moderating

J

... «ulative currency movements.

sources of funds

¥

4o noted ahove (page 23), one consequence of cxchange controls in the UK
i« tvhat practically all the funds for overseas investment come from either
:-veizn currency borrowing or from overseas profits. Official figures
vaicate that in the 4 years from 1973 to 1976 inclusivel, on average more
tin 75 per cent of net UK private investment overseas did not involve any
cach flow, that is, it was funded from prof.ts overseas, trade credit and
<o en.  The remaining portion of net investment was more than covered by
crroving foreign currency from UK banks and otlher sources. While it would
¢ be cerrect to assert that no use was made of funds from the UK at the
‘licial exchange rate, the figures above are net of disinvestment which
coewenes such an interpretation, it is cleer that such funds can have

Cayed only a minor role. The official figures for net direct investment

wi a similar reliance on profit overseas as a source of funds.

¥

Gl Al
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who wish to undertake investment oversess can avail themselves of

vverseas profite as a source of funds, to do so requires overseas sub-

siaiaries which are making adequate profits. Thus organisations with a

)

tustory of overseas activity and a well developed network of subsidiaries

cnjoy a clear advantape. Similarly, such organisations are more likely to

hive established financial subsidiaries in locations where conditione for

the raising of {inance zre favourable. The operations of such enterprises
could be to some extent independent of UK exchange controls, except that

there remeins a requirement that a proportion of profits (usually 2/3) be

remitred to the UK pareat company. Also the proportion of profits that are

« e s, : . : . - C 0y
P 50 "Bulance of Payments Statistics 1966-197G", page 61,
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mitced is at the discretion of the outhorities and in certain

es, {or exawple, if the subsidiary is purely a vehicle for

tfolio investment, remittance of all net profits may be required.
T A s O T 4 > oy
For entorprises without subsidaries operating and trading overseas,
borrowing of foreign currency is the usual source of funds. The establish-

<

ment of a subsidiary overseas to raise funds is not generally attractive,
not ouly due tc the technical problems directly associated with such an
action but zlso the activities of such subsidiaries are subject to a number
of enchange control requirements. The extensive use of funds borrowed at

a fived interest rate for investment has obvicus shortcomings. Normal
commercial pfudenca would suggest that investments funded in this mannex

would Le undertaken only to a limited degree, wvhere investors are zllowed
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¢ in investment finance there is usually considerable use

of ecquity 1ssues as a source of funds,

Cine acspect oF the use of equity to finance overseas overseas investment
merits further ceonsideration. The case in which the issue is made to UK

residents 1g uaremarkable; the generated funds are converted at the

if non-residents are the
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recipients of the issue the situation is more complex. A good example of
such an issue would be the UK regident firm making a direct investment
overscas by means of an exchange of shares. 1In the absence of exchange
controle thié method of effecting oversezs investment has a number of
attractions., Firstly the prospective investor is able to make the
investument without any direct borrowing or immediate cash flow. Secondly,
the Foreign shareholder may prefer an exchange of shares to a direct cash
purchace, for example, this may avoid a capital gains tax liability.
Finolly frowm the point of view of the UK cconomy, there is no inmediate
drain on forcign currency rescrves., Admittedly when the foreign share-
holder decides te cash his UK shares there will be a drain, but this is
e b

postponed (perhaps for a congiderable time) whereas the benefits of the

dircet investment, which are described elsewicre, commence immediately.

The regulations which cover this type of operation are couched in order to

achicve a symmetry between share =xchanges and direct investment by other

by

1
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pzans. Specifically most direct investment is financed in such a way that
foreign exchange reserves benefit, therefore if the investment is to be

made by an exchange of shares, compensation to the reserves is required.

2y

*_ -an be achic * 4nv ™ la€Bu,s. Fi¥ i &< “foreign curremcy = 7% F
socurities could be sold and the resulting foreign exchange sold to a UK
bunk at the official rate; in most cases thic would obviate the motive for
acquisition. Secondly, investment currency to ~he value of the sterling
securities at the time of exchange may be purchased and sold to a UK bank
at the official rate, this is commonly known as "switch and surrender'.
¥inally, foreign currency may be borrowed to the value of the sterling
sccurities and sold to a UK bank at the official rate, this removes many of
the advantages of equity financing. Thus whore share exchanges are
cmployed the option to "switch and surrender" is usually taken. This area
provides a highly suitable place for relaxation of controls. On the one
hand, mutually advantageous terms can be struck between the UK investor and
the foreign shareholder; on the other hand, *he drain on UK reserves is

postponed whereas the benefits from the inve: ‘ment begin at once.
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Tiis CULECTS OF THE RELAXATION OF EXCHANGE CONTROLS
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Th this secticn an attempt is made to provide estimates of the troad
magnitude of the changes which would follow from the relaxation of exchange
contiols. As will become apparent, these estimates are subject to a wide
margin of uncertainty and should be viewed with this qualificaticn in mind.
The couiplex nature of the interaction between investment flows and their
determining factore, even in a domestic context, has been the subject of
considersble research which has yielded only a limited number of conclusive
results. In an international setting this is even more the case, even if
the eifects of exchange control are disregarced. Nevertheless the
provision of some rcstimates is a worthwhile exercise even if they only
indicate the dearth of work in this area. No attempt is made to directly
relate specific retaxations of exchange controls to precise changes in
investment flewe, Given the imprecision of the exercise, such an attempt
would be fcolhardy. The wide ranging nature of exchange controls offers a
great number of possihilities for partial relexation and the measures which
seem to be of mosL value are presented elsewbere in this report. The
degree of analytical precision possible within the terms of this report,
confine the problem to contrasting the present position with one of greatly
reduced exchange restrictions. Such a position would be one in which
excbange contrcl on direct investment was removed and retained on portfolio

nveas

stment only to the extent considered necessary to prevent excessive

e

speculative transactions. It is not suggested that this represents a
policy which sould be immediately brought forward, this would be a rash and
unjustified propesal, but rather an examination of a 'limiting case’
tovards which some movement could be recommended. The remainder of this

1

scorion dealy firstly with direct investment and then with portfolio

11 ¢n externcive rolaxation of controls on dircet irnvestment were made, what

bes the change in direct investment overseas by the UK?  In order to

75
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in recent years was applied fpmggl972 to 1974 in resp

snswer thils gquestion it is necessary first to set a lower bound to the
cstimetes. As described above (page 17), the wmost significant relaxation
in “£¢Ct”Q£ investmgn{aﬁg;.
the EEC., It was suggested there that these changes altered investment in
the BEC by approximately 20 per ceat. This is probably below the figure
required in this context for two reasoms. Firstly, the revised regulations
remained in force for only two years. It is unlikely that all investment
which might arise had done so within this interval, in other words,
hehaviour had not completely adjusted to a position of long-run equilibrium.
Secondly, the period 1972-74 commenced with the floating of sterling and
concluded with the oil crisis. This does not seem an appropriate back-
ground for vigorous overseas investment, especizally since the appearance of
currency floating in 1972 was a break from recent historical precedent.
Additicnally, some 50 per cent of the value of investments would not be
covered by the relaxation according to official estimates at the time. If
we take a figure of 40 per cent, which in view of the above is likely to vLe
below the true figure, this would give-an increase in overseas investment
in, for example, 1976 of £840 million.,
The period immediately before the First World War provides a reference
point which helps to set an upper limit to the volume of direct investment
which would be undertaken in the absence of controls. The starting point
is the relation between net foreign investment and gross capital formation.
Tn the twenty years immediately before World War I, net foreign investment
averaged £202 million per annum and gross capital formation in the UK
averaged £302 million per annum. As suggested above (page 9), a large
part of net foreign investment at this time fell into the category of
portfolio investment. No exact figures are available for this period, or
any period before the late 1950's, therefore, on the basis of the arguments
above (page 9), it is assumed that 50 per cent of the total investment
during this time was portfolio investment. That is, the ratio of net
foreign direct investment to gross capital fcrmation was 1 to 3. The
change in importance of the public sector since that time should be
nentioned. Total gross puﬁlic expenditure in the peried 1895-1914 averaged

only 8 per cent of National Income, and of this only an insignificant part
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can be explicitly attributed to capital formation .  Accordingly the share

¢f the public sector in capital formation during the 1895-1914 period is

ed to P~ negligible. Therefores a peak level of foreign direct
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investment of one third that oi private gross domestic fixed capital

considerable overstatement of the
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fersation is implied, in 1976 this would have correspended to £4.4 billion.
present potential in

a
the cconomy for divect investment overseas; the iluportance of the UK in the
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conomy has declined dramatically over the period in

guestion.

The upper and lower limits to direct investment presented above suggest
that the increas~ in direct investment overseas as a result of the removal
of exchange control restrictions would be approuimately £2 billion per
annum in terms of :976 values. It is evident from the preceding arguments
that this figure is not a precise estimate, but on the other hand it
represents the likely magnitude of any such increase in the long run. In
the absence of aay better catimate this figure will be used throughout the

remainder of this secction,

What would be the consequences for the balance of payments if controls were
removed and this additional £2 billion of overseas investment began
immediately? Admittedly controls are more likely to be removed over a
period of time and the response of new investment would not be instant-
ancous but this extreme case is worth consideration. In 1976 values there
world be existing investment, at £2.1 billion in 1976, and new investment
tc bz financed. Control relaxation would enable existing investment tc be
financed from the UK, if so desired, in the same way as would new
irvestment:. However, UK industry has always made heavy reliance on
undistributed income as a source of capital funds, between 1971 and 1976,
it provided between one half and two thirds of capital fundsz, and it is to
expecred that a substantial proportion of overscas investment would he
fivanced directly or indirectly from overseas pvofits. Additionally, over
the 1970i~1976 period borrowing from banks contributed some 20 per cent of

domestic capital funds. Therefore it is assumed that 50 per cent of this
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i iictchell aand Deane (op cic), page 397. 2 Economic Trends Annnual
Supviement 1877, page 142,

A



T a Wy

PTE

(A Lraghroe | ed Bad

Atk st

Aeatad

/2

total overseas investment of apprecximately £#4 billion would be financed
either from overseas borrowing or from retaincd profits overseas; this

implics 2 maximum drain on official reserves cf £2 billion a year

Tl T “  w

This represents a considerable outflow of funds but, bearing in mind that
it ig very much a meximum estimate, not exorbitant. Between 1976 and 1977
the velue of UK exports increased by mnearly £7 billion at a time of slow
growth in world trade. More importantly, so far only the immediate
outgoings have been contemplated, as time elapsed the drain on reserves
would be reduced. As overseas earnings from these investments built up an
increasing proportion of investment would be financed from these sources.
Given the reliance of industry on undistributed income as a source of
capital funds, eventually about three quarters of total overseas investment
would be financed in this way or from overseas borrowing. This would leave
an annual outfiow of about £1 billion which would be financed by sources in
the UK and require currency from official reserves. Finally the invisibie
earnings from this increased investment should be included, as a first
approximation, sirce private investment overseas is to double on the above
arguments, it is assumed that interest, profit and dividends will double.
In terms of 1976 values this implies an increace in IPD of £2 billicn per
annum o be counted as additions to reserves, this offsets the outflow

noted immediately above.

To summarise, a widespread relaxation of exchange controls on direct
investment is postulated to generate additional overseas investment of scme
£2 billion at 1976 prices. Initially.there would be a drain on official
reserves for almost the full amount of additional investment but after a
few years the position would stabilise to one where the net additions to
reserves would be £1 billion per annum {(at 1976 values) greater than at
present. This section has sought to demonstrate that the maintenance of a
higher level of overseas investment is not only compatible with balance of
payrents equilibrivm but would also be beneficial to the reserves. However
the debate surrounding overseas investment 1s more wide ranging than the
balence of payments and reserves, it 1s aow appropriate to discuss some of

the wider implications of such a situation,
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G, birent investment .md Lno balance of trade

ihe effcets of direct investment overseas on the balance of goods and
STviwel ewuwid affect botfu™fpoi s and exports. .ume estaplishment of an
cuerseas subsidiary to supply a UK parent compony with goods for input to
te production process cor for sale may increass UK imports to the extent
th=t foreign suppliers might not be used in the absence cf such a
subsidiary. Ou the other band, the subsidiary may merely replace existing
foreiga suppliers, possibly yielding additional advantages in price or
seocurity of supply. UK exports might benefit from the supply of capital
goods to the subsidiary (probably in the initial years for the most part),
tha supply of goods for recale abreoad or the supply of input items.
The only maior stud; in the post-war period on UX direct investment
overseas, counducted by Reddaway at the University of Cambridge, devoted
considerable energy in valuing the significance of these trade effects.

Tuis study found the generation of imports by overseas investment to be of

—
)
w
-

9
3
e

1ificant importance. This confirmed their impression that: "pro-
duciion of materiale sverseas for use by the parent group in the UK is an
cxitremely minor objsctive of their overseas irvestment, considered as a

vhole ™

e addition to exporrs from overseas investment was of a quantifiable if
rot substantial, magnitude. The period over which the study ran, namely
1655-1864, moy make some of its conclusions less valid today. For example,
Poddaway points out that sales of capital equipment to certain major
countries are inhibitted by tariffs, since that time tliere have been

sidevable reductions in taviff barriers. On the other hand the

C'on

-
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the study ma

=t

es any compensating edjustments impracticable

cven 1f they were considered to be desirable,

I 2 . ;
Taking the results of the study and applying them directly to the example
it this report, at 1976 prices the increase in volume of direct investment

of £2 hillion arrived at above would lead to an initial increase of UK

W L. Reddaway "UK Direct [nvestment Overseas™, page 78. 2 Op cit, page
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cxporcs of £180 million. This would help to reduce the initial drain on UK
reserves to some degree. Thereafter the continuing effects on exports
would amount to cnly £30 million per annum at 1976 values.

4sichough increased exports are generally considered to be advantageous to
the UK, the orders of magnitude of these flows are not such as to make them

~ major factor in assessing the desirability of UK overseas investment.

L. Overceas investment and domestic investment

Compered with many of our international competitores the rate of capital
fermation within the UK has been disturbingly lew for many years. Direct
investment overseas 1s sometimes visualised as bcing a contributing
factor to this situaticn, in that it is compared with investment in
machinery, plant and buildings in the UK. Hence this 'export of capital'
j.¢ reducing manufacturing and employment potentizl at home. Clearly
certain types of overseas investment could no® take place in the UK, for
ecxample investment in extractive industrial capacity for raw materials

vhich dc not exist in the UK. Additionally it is .ncorrect to make direct

]

comparisons between the value of overseas investrmant and, for example, the
value of gross domestic fixed capital formation. Overseas investment
includes not only fixed productive assets but alsc stock building, stock
appreciation, and other transactions of a financia) nature such as
additions to cr repayments of working capital, other loans and trade credit
and transactions in securities. On the other hand overseas investment is
expressed net of disinvestment. Leaving aside such conceptual confusions,
to what extent do firms invest overseas to the detriment of capital

n
&
°

formation in the UK

the peak years of overseas investment before the
Fivet World War, it is true that from about 1875 foreign and domestic
investment tended to move in opposite directions.l In recent years this
tendenzy is less pronounced or absent, this could be due to a number of
factors for excmple, the earlier flows included considerable portfolio

investwent, a category of investment now subject to heavy restriction. Even

I Duanie and Cole {op cit), page 267.
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if a velaxation of controls mcant the reaprpearance of this earlier pattern,
that of domestic and foreign investment moving in opposite directions, the
conclusion that controls are preventing the evport of capital is not

- L e S o e
ipmedicate. As has been pointed out elsewhere: '"the virtual disappearance

of opportunities for foreign investment in the 1930's and after does not
seem to have released any funds for domestic investment.”1 The avail-
ability of funds for investment is partly determined by the investment
opportunities which present themselves, thus it is hardly surprising that
foreign investment should scem most attractive when investment in the UK is

low. Naturally, this works both ways, the UK lags behind other major

He

ndustrialised countries in its response to world economic cycles and is
less aifected by downturns in these cycles. Thus when conditions overseas
are unattractive the UK may benefit from increased investment. It is not
plausible that in the absence of the permission to invest overseas all
availsble funds would then be deployed in capital investment in the UK. If
there are no investuent possibilities which offer an adequate return eithe~
the capital funds will nct be sought, by bank borrowing or capital issues,
cr funds which do accumulate, for example, profits in excess of dividends,
gouid be held as financial investments until such time as investment

conditions improve.

Nor is it justifiable to argue that overseas investment reduces the funds
availaLle for domestic investment to an extent which prevents such
investment taking place. There is no evidence that a shortage of funds has
had a Jimiting influence on investment in the UK. On the contrary it has

been found:

"The companies in our sample were virtually unanimous in saying that (in

our tep-year period) shortage of finance had not forced upon them a choice

between expansicn at hom

w

and capital expenditure overseas: either

undistributed profits an

Cu

depreciation gave enough funds for all products

which were considered desirable on 'market' grounds, or the company was

able to raise finance by issulng shares or debentures, either in the UK or
3t 2 b - | 2w % - §o i TR 5. (g
abroad', ¥inally cven if the most extreme eéssumptions are made as

s to the
use of the UK canital morket as a source of fuads for overseas investment,

! DBeano ond Cole {(op cit), page 267. 2

Raddaway (op cit), page 93.
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that is, some £2 billion in 1976 prices was to be so0 raised, this would
yopresent only 12 per cent of all capital funds of industrial and
~ommercial companies in 1976.

B » T v

]

In summery, there is no evidence which indicates that overseas investment
has displaced domestic investment in the past or that it would do so in the
future. On the contrary, it could be argued that at times when the UK does
rot provide suitable opportunities then foreign investment will enable the

yeneration of funds which could be directed towards the UK when conditions

5, Portfolio invectment overseas

portfolio investmert las been of diminishing importance in the twentieth
century, both the volume of investment and the earnings from that invest-
ment have been faliing, particularly since the Second World War. This is
largely a consecuence of the way in which excbange controls apply to
transactions of this nature, although the long term downward trend of

the UR's importance ‘n the international economy has doubtless played some
part. That such ipvcstment should have received little encouragement is
perhaps unremarkable, portfolio investment in the view of many has an aura
of speculative and unproductive transactions. But porifolio holdings have
been of great velue te the UK in the past, both as a source of invisible
earnings and, on one notable occasion at the beginning of the Second World
War, as a source of foreign currency at a time of great exigency. The
vaiue of portfolio investment was appreciated by the Bland Committee which
recommended thus: '"The committee, in the belief that.obstructions to both
the inflow and outflow of portfolio investments are likely to undermine
earnings of invisible income, recommends that the Government should

; o o ’ . s ; ; 1
consider policies aimed at eliminating or reducing such obstructions."

A drawback of portiolio investment, which is nct present for direct
investment, 1s that it may provide a vehicle ior speculative movements of
funds., This is probably of less importance now than in the 60's, as noted

above, movenicnts of funds in the course of Iegitimate trading operations

! Blund (op cit) page 172.
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ow managed to a much greater extent to avnid exchange losses or
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Lonefit from exchange rate movements., Compared vith this, portfolio

insostmernte are unlikely to provide a major source of speculative funds.

T ER Ak € e R -

Tha reaction of portfolio investment to any partial or even total relau-
ation of exchange controls, is extremely difficult to predict., To provide
any sound estimates, while not impossible, would require a depth of
analysis ouiside the scope of this report, the nresentation of figures
without such a2 basis would be speculation, in thie other sense. This does
not prevent the recommendation of some relaxation for portfolio investment,
not only the hiistorical precedent of its large contribution to the balance
ol payment is relevant, but also the opportunity it would give to UK
financial institutions to expand their activities on an international
basis. The invisible earnings of the city could not fail to be enhanced by
such a step. On such a basis a policy of gradual relaxation could be
envisaged, this might have a different impact on inectitutional investors ov

javestment trusts compared with the general investor.

Action could be taken to reduce the dollar prewium on investment currency.
The size of the pool could be increased by, for example, allowing a
proportion of the returns to pertfolio investmen: to be treated as
investment currency thus ensuring their reinvestment. Any or all of these
mcasures would reduce tlie level of the dollar premium and enable an
increase in overall portfolio investment. Special treatment could be
criendad to investment tructs. The degree of cover (at present 15 pe
rent) which they must maintain on foreign currency portfolio could be
recduced, they could be allowed to use some or all of their profits Ffor

reinveestment at the official rate and so on.
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LS T A POLITICAL CONTEXT

|. EEC commitments

ol s
On joining the EEC on January 1, 1973 the UK government committed itself to
a progromme of increasing relaxation of exchange controls on transactions
berween residents of the UK and those of other FEC countries. There was an
obligation on the UK to liberalise inter—EEC movements of capital within
the first five vears of membership but, in the event, little liberalisation

took place. The original timetable for liberalisation was:-

By the end of 1972 - substantial liberalisation of direct capital
investments in the EEC by UK enterprises, complete liberalisation of
capital investment in the UK by EEC resider.ts, and removal of
restrictions on the movement of perconal capital associated with the
freedom of movement of workers.

By the end of 1974 - the removal of all remaining restrictions on

direct investment in the EEC by UK businesses.

By mid 1975 - the removal of restrictions on the movement of personal

capital to EEC countries.

By the end of 1977 - the removal of restrictions on portfolio
investments in property and securities, etc., in the EEC by any

residents of the UK.

Although it is obvious that this timetable is considerably out of date it
is useiul in so far as it indicates the dircction in which the UK exchange
control authorities are committed to move and should, therefore, give an
indication of the priorities. Also as noted above (page 25), the UK is
ret the only member of the EEC which maiutains control on capital move-
ments, cignificant restrictions exist in France and Italy.

The improved cconeimic situation in the UK at the end of 1977 led to

considerable pressure frow certain directions that further liberalisation
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should be put into irmadiaite effect, but tie ¢oontry still has a large
volume of medium~term debts which will fall due for repayment in the
coming vears. The Chancellor said at the time that the first aim should be

to use the proceeds of North Sea oil for investment at home rather thez

. v PR -
allow 1t to go abroad, although some increass in overseas investment might
have a role to play. This indicated a reluctance to liberalise to any

reater degree than was forced upon the goveinmznt by other EEC nembers.

- oo

n fact some minor liberalisations, the most significant being the
abolition of the 25 per cent surrender requivcment, were made at the

beginning of 1978,

Could the UK mairiain controls on capital movements to other parts of the
world but remove them for movements to the £LC? 1In the case of direct
investment it is probable that controls could be iraintained, assuming that
conitrols on portfclio investment to all areas were still in operation. Once
portfolio investments in the EEC became free of control it is unlikely that
any form of geographical discrimination would be practicable. Holders cf
sterling would be ablz to transfer funds thrcugh the EEC to any destin-
arion. To a certain extent this would be a rcpetition of a situation which
nccurred during the operation of the Sterling Area. At that time trans-
actions through the 'security dollar gap' or 'the Kuwait gap'1 caused a
Joss of sterling to the area. The authoritics were able to restrict these
trangactions but wunder modern conditions would not be able to prevent
export of eterling via, say, Germany. This view receives some confirmation
from events at the beginning of this year. The removal of the 25 per cent
surrender requirement referred to above applied worldwide and not only to
the EEC. This was widely reported as being a conscquence of the relaxation

cing 't

) § s : - , 2
tco difficult to police if limited to Europe.'

o
7

2. The timing of relaxation

It has been argued c¢lsewhere in this report that the contribution to the UX

of its overseas investment, which has been greszt in the past, is presentiy

diminiehing. International pressures for confiol relaxation are probable

D g e L ot i s et T y R i R BV =i -~
PoSce B, Wew "International lonetary Cooperd 1945-70", page 198, z
s
Feapomlet Decewber 24, 19877

46



over the next few years, in line with othew major countries. One of the
most widely feared conmsequences of relaxing exchange controls is that a

maseive outflow of funds from the UK would rapidly develop, the longer

Fowncw B o - -

.

1 o

—-~intained the more .0~ = it becomesy* mal.

exact predictions about the results of their removal and thus to assess the
size of this danger. It is certain that no responsible government would
attempt to dismantle them wholesale overnight, a policy of gradual

t

relaxzation would te adopted.

Fvidently, the best time for such a policy to commence is at a time when
the balance of payments is not a cause for extreme concern and when
overseas confidence in the UK is good. Any dangers of large speculative

outflows or extreme increases in direct investment would be at a minimum at

such a time. The UK is presently in a sounder position, both with respect

to the balance of payments and its standing in the international commurity,

than it has been for many years. On this basis policy moves to reduce

exchange controls could well be implemented.




This veport shews that since the Second World Var the UK has, by its own
“fato. l:al sta. © . 1., ._lortaken overseas ii... - . wue atonly a wioiy modill
1avel. The invigible earnings from overseas investment have shown lLimited
prowth, in comparison with the earnings of cther invisibles. Inward
forcign investment in the UK, encouraged by exchange controls, has led to
rhe situation where the earnings from our overseas investments only
¢lichtly exceed the payments necessary to foreign investors, and this
surplus is fallimg. On present trends this source of invisible earnings
will soon Ye negligible and then become an outflow. Within the sub-
divisions cf invegtment, portfolio investment (once the major earner in
this categoery) 1s now yielding insignificant returns to the UK, and most

recently pavments overseas on portfolio investments have begun to exceed
> P

(o)
H

Uil carnings in this category. Portfolio investment has been hit particular-
ly hard by exchange controls, it has shown no signs of growth since the
Sccond Vorld War end has been recently replaced by disinvestment, even

before allowing for inflows of similar foreign funds.

The claiwed benefits of exchange controls to the reserves ignore these long
term effects on the balance of payments. The short term effects are
beneficial, the regulations ensure that the majority of overseas investment

is financed in sach a way that there is no drain on the reserves. But the

-
0]
0
re
LY
e
©)
&
}.J -
=)

e}
W

cffect on investment is such that thc earnings of UK invest-
ments are growing more slowly than the payments to foreign investors,
eventually this must lead to a net drain on reserves as the payments begin

o exceed the earnings.

This study also provides some estimates of the effect of rélaxing controls.,
These estimates show that although there would be a drain on the reserves
initialiy, earnings from increased investment would soon make the new level
of investment self-financing, leaving a final position whers invisible

srnings from investwant would continue to make 2 positive contribution to
w b

t alance of paymeats. In additicn, no evidence is found that thi

iner

(p)

ase in overseas investment would be at the cxpense of domestic capital

formation.



\1,ere are not only direct economic arguments in Iavour of relaxation of

¢(-.change controls. The UK has made commitments to the EEC to remove

restrictions on capital movements within the community. Invisible earnings
gi- ~tly as. °-=-' . +h investment, for -~ .7 "17,-by the City -onld

%

Lonefit and some increases in exports are predicted.

Tt is argued that the sole adverse effect of removing controls, that is on

the reserves, could be moderated by gradual relaxation. More importantly,

i

Fie

it is impossitle to maintain indefinitely a situation where both outward

imv

[t
0]

tment is restricted and earnings from investment make a positive
contribution to the balance of payments., Finally, it is noted that the UK
is in a strong position to begin some liberalisation of controls at this
ime; the balance of payments is a less binding constraint than for some

vears and the ecenomy is in better health in the view of the international

comznunity.

On this basis, action to begin to remove exchange controls is to be re-
commended. Those wishing to make direct investments should be given
grcater access to funds at the official exchange rate and much greater
freedoem in their choice of financing methods for overseas investment.
Specifically, ccntrols which presently inhibit the use of share exchanges
in direct investment should be reviewed since investment by this method has
advantages not only for the individuals concerned but also reduces the
imnediate drain on reserves. Steps should be taken to reduce the drains on
the investment currency pool, and preferably to increase it in size.
Iustitutional portfolio investors could be given more latitude in the

conduct cf their operations.
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PS/FINANCIAL SECRETARY cc to: PS/Chancellor of the Excheque
- ‘ PS/Chief Secretary
C , 3 PS/Minister of State (C)
ey ‘ PS/Minister of State (L) .
. s Sir Dougles Wass
5§iU“ b 4, S8 . Mr Barratt _

M. 37 Mr Dixon

X Mr Hancock
Mrs Hedley-Miller
Mr Middleton
Mr Unwin
Mr Cropper
Mr Ridley
Mr Drane
Mr Tlett
Mr McIntyre ,
Mr D A Dawkins (B/E)
Mr C Benjamin (DCI)
Mr G Lanchin (pot)
Mr G E Fitchew (UKRep Brusse

"EXCHANGE CONTROL AND THE BUDGET DEBATE

1. You have told us that, for lack of time yesterday evening, the Financial
Secretary was unable to include in his winding-up speech the passage on exchange
control relaxations (as shortened and finally apprqyed). Since speaking with you,
I have heard that the Trade Secretary's office have told the Chancellor's office
that Mr Nott would probably be glad to include something on exchange control when he
opens the resumed debate on Monday 18 June. If he can fit it in, it seems to us
that it would be good if Mr Nott were to speak at least about the case for
concentrating initially on outward direct investment and on the evidence against the
TUC theeis that overseas investment supplants investment in the UK. Mr Nott himsel
might also like to say a word about the restoration to UK merchants of sterling
finance for third country trade; and a word about our EEC position could also be
useful, subject to Mr Fitchew's advice in the light of any reaction from the

Commission to the Chancellor's letter to Mr Jenkins of 11 June.

2. As I understand, the alternative to something being said, at least about outwar
direct investment, by Mr Nott on 18 June would be to wait until the Second Reading o
the Finance Bill on.27 June, when the Financial Secretary might be able to include
an exchange control passage if he speaks. I suppose an earlier occasion might aris
if between now and then there is any hostile comment in the House which needs a

quick answer.

Se If Mr Nott will be dealing with the subject next Monday, I do not think it woul
be appropriate to ask him to get on the record the point to which we have attached

importance in relation to private property abroad, namely, the reasons why the sale

/vroceeds. ..
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DRAFT LETTER FROM: PS/FINANCIAL SECRETARY
TO: PS/SECRETARY OF. STATE FOR TRADE

EXCHANGE CONTROL AND THE BUDGET DEBATE ‘

1. As you know, the Financial Secretary did not have time when winding-
up yesterday evening to say something, as he had planned to do, about the
exchange control relaxations announcea by the Chancellor on 12'June. I
understand that your Secretary of State might welcome the chance to say
something on the subject when he opens next Monday 18 June. The
Financial Secretary now proposes to cover exchange control in his speech
to the London Chamber of Commerce, where he is lunching tomorrow, but he
thinks it would be useful if Mr Nott could find time to say something in
the House about the justification for the measures taken on outward
direct investment and on the finance of third country trade. On ‘the
former subject, Treasury Ministers would like to get on‘record as widely

as possible. some of the evidence against the view advanced by the TUC

and others that overseas investment supplants investment at home.

2 It may be helpful if I enclose the attached copies of what the

Financial Secretary hoped to say yesterday about these two topics. He
intends to use some or all of this material, suitably modified, in his
speech tomorrow; and I will let you have a text of what he proposes to

sé& as soon as possible. It may also be advantageous for Mr Nott to

.say something briefly about our EEC position. I shall be in touch with

you again on this point as soon as possible: the wording already

prepared may need modification in the light of further news from Brussels.
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proceeds of existing properties are no longer eligible for the investment currency
preq}um.* I hope that this can be dealt with soon by an arranged PQ for written

answer, perhaps next Thursday 21 June, if not before. I have asked Mr Ilett to

submit a draft for this purpose. ‘

b4, If the Financial Secretary»agrees, you might write to Mr Nott's Private
Secretary on the lines of the attached draft, enclosing a copy-of the Financial
Secretary's passages on outward direct investment - from '"we are concentrating on.
to "...to impose a deciéion on the ‘investing firm.", and on third country trade.
Mr Hancock's amendments to the text you sent me yesterday have already been includ:
I should like to suggest another one in the fifth line of the paragraph on page 6,
on raw materials, to take care of the point that investments in coal production
certainly can take place in the UK: after '"example" amend to read "in the developr

of most raw materials crucial to our interests.'!

_ : /72 S
C H W HODGES

14 June 1979
P.S. While this note was being typed I have heard that the Financial Secretary is

o a

now proposing to speak on exchange control at the London Chamber of Commerce lunch
tomorrow, to which he has just been invited. Mr Nott will need to knaw what the
Financial Secretary will have said. I have altered the draft letter to cover

this point.
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cc Chief Secretary {?Z?
© Financial Secretary é“
Sir Douglas Wass o
Mr. Couzens (0.R)
Mr. Ba
| _ Mr. Hgncock
Mr,

CHANCELLOR OF THE EXCHEQUER L

EXCHANGE CONTROL

The Private Secretary to the Secretary of State for
Trade telephcned me to say that following a conversation
Mr. Nott had last night with the Chief Secretary he was more
than ever convinced that further relaxations of Exchange Control
should be urgently announced. Mr. Nott thought that the
markets had reacted very much as expected to the Budget,
and that Sterling would further strengthen when the Trade
Figures were announced early next week [this must surely be
debateable!]. He therefore hopes very much that you will
announce further relaxations in your wind-up speech on Monday
night. ol

A
[ e Raricelh

ZPW(,L&M' ofl- M.A., HALL
15th June, 1979
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FR/GTECRSCARY GO STATE L ce 2 Aeerabany
. ) My oy
27 g L ‘ ‘.n oh ) bep See
: vr Gray Dep deq
Lr Liesner Dep 3e
AR ¥ Ut brorkin  Zes5
h\‘ I'r Neadway CRE1/1
' ' Chapman G2
I'r Lane Gl
e Ccates 1"(*SSD .
I'r Preston G il
I» Gaffin Inf

SECREITARY OF STATE'S DBUDGET SPARXCH MOWLAY 418 JUIER
T attach notes C'VF“lnL all the topics waich we discussed with
the Speretary of tatc the other evening., Of courge, there ig
encugh here for a two-hour speech rather than the 20 minutes

wnich Mr Nott wanted to devote to Departmental tusiness cut of

his rropcsed total of 30 minutes or so. But much of the background
can easily be dropped; attacking the previous 3. P concentration

on import penetration sits rather uneasily with our intention to
seck a GATT safeguard code, suprorting the iFA ete; and in any
case the Secretary of State wanted a guarry, not a speech,

2 I also atbtach a cory of the ¥Financial Stateient and Dudget
Leport 1979-80; the note on the latest WEP; and the FQYs etc
referred to in the section on comgs vition poW‘cJ. You will
decubtless dig out (or ask ae for) copies ol the last nrons notice
and brief on the February/April traae f’purcs, sne note on the
Cambridge School by Mr Liesner end othizrs which have been
submitted recently,

3 You know that you arc likely to rsceive a letter fo»
PS/FST asking Mr Nott tec make swume remarks nuout the exchat
control relaxations, I had tola tho ”vﬂﬂiJ:y that Nr iett had
intended to say something on tnis subject nﬁyvav, w2 will not
know until, probably, later this atiterncon vhat lr Lawson said

at lunch w1ta the Londeon Chawxber of Commzrcs and therefore wvhat
remains to be said on lMonaay. Unfortunately the draft spcech
which I received from the Treasury yestorday dcoez not sppear to
ccrrespond to that referred to in e subnission made to the 3T
and there seems to be little point in sending it to you; the
freasury may in any case offer a precise text, Bub in case not,
I attach some notes on key pcints, The subject would f£it in well
between the MHTNs and competition policy.

L The Treasury may ask Lir Mobtt to say a word or two about BEC
consultationa on the relaxations, Ny odvias would be to koen of'f
this unless we are PlVCD WLQP"~JHIWOVPU words, Vie nre not o;pnrt
in this area of ERC business thoush we were conc:avranzsd when the
relaxations were heing considerod that tﬂw proposnls for using

sterling for merchanting did not iniringe ithe non-discrimination
provisions of the Rome Tresty.

5 Vhen we talked 5o the Secrastary of State thz other evening
I was not very happy about arguing that the RPI was not an
indicator of “inflation” and s2iting in eppesition the projected
rise in the RPI and the risc in digposabls income,. The



#\}L
CORFIDENTIATL ReferenCe  ouvess v woe som ssivnsni s umens »
Opnositicn, of eourse, have seized upon ths l per cent increase
and are shouting that it is intlationary., Perhapas, given the
extent of the field which the Secrestary of State wants to cover,
it would be better to concentrate on the budget strategy
elements incentives and competition rather than get involved
in vhat "inflation" really means. In any case, the Government's
own main forecast of GLP is for a 1 per cent fall over the next
year,
6 I understand the Secretary of State has separately asked
I'r Lane for material on price rises held back,
f\\m/(
G LalCHIN
G
v/LCL 215-5534
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A CPLENING REMARKS

1 This budpget is a first step towards reversing Britain's post-
wir degline,. YWe 20 not have to.be g thivd-rate nation Meindling in
botir relative affluence and influence. Central to our future living

1

staendavrds and political role is our econowiic performance. But

Covernnent can only do so much teo improve this. It can preserve

financial discipline and with it a stable currency bhoth internally
an externally. And it can recreate an environment where work, '
risk and excellence are better rewarded than indiffercnce, caution

an wediocrity.

2 In the light of this I emphasisc:
i) Public expenditure remains too lavge a nroportion of

GDP. It uses a substantial part of our resources notably of
highly qualified workers. HNigh public expenditure mcans high
rasation especially of incowmes., [Personal income tas is widely

regarded as being too high and a Jisincentive,

ii) Recent money supply figures show that the monetary side
of ocur affairs was not under control. On unchanged policies
thie PSBR would have been aromnd £10bn in 1979/20 implying
nersistently high interest rates damaging industry, house
hbuyers and so ony Or accelerating monctary growth with dire
results for sterling, the rate of inflation and business cor-
fidence. We have constantly warned collcctive monetary control
requires a complerentary fiscal policy not one always pulling
in the opposite direction. Restoring control of the money
supply would have required toilgl-l action by whoever was in
oiffice, If public exnenditure had not been cut the net weight

nf tax would have had to rise.
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B TIE GOVERNMENT'S STRATEGY AND TRADE

i Since the short sharn recession of 1974/75, rrowth in vworld

econoniic activity and trade has beeu slower, and inflation and
unemn loynment generally higher, than in the previous period of 15
vears or so,  In the decade or an to 1974, tho CECD cconomies grow

o1 averaps at around S ner cont o vear, Yorld trade in manufactives

grew considerably faster; aboult 10 per cent or so in volume terms,
Since 1976, growth in the OECD arca has been relartively sluggish

at annual rates around 3% rer ceont.,

2 In 1978 growth in the industrial countries was again rather
less than 4 per cent. A substantial slow-down in the US in 1979
and the first half of 1920 is in prospect. Cverall growth seems

almost bound to slacken this vear, and even nore so next.

3 World trade growth in waifacturos in 1972 was particularly
slugoish:  only 3 per cent (\-:(?‘j.g;hted by the pattern of our trade).
This year and next it may pick up a bit as smaller more open countries
grow a little faster, say around 5-6 poer cent in 1979 and 1960,

but: still far less than the 60's and carly 70's,

4 An inportant reacson for unpromisitg international environment
is the rise in oil prices - alvcady about 20 per cent higher than
six months ago. Cf course we now have North Sea oil whicii we did
not in 1973, We are increasingly protected from the dircct trade
eftects of higher oil prices. Dut oil price increcases spur
inflation everywhere and depress our overseas markets and with

exports of goods and services accounting lfor 30 per ccout of our GDP

a sJupgpish world market is bound to hold back growth at howc.

Overall, rising oil prices will harm us, if less than other countries.

Recont UK Trade Figuros and Droseoctlg

1

5 Tn 197° we had a small surnlus on current acceount, lelped
by the increasing coutrvibution of Nortl: Soa oil et a sipgnificant

inprovenent in the teras of trade, originating in parcticular rom

Tt R e = - - — =
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weak cemmodity orices,. Exnorts of manufactures grew in volume
at sbout the same rate as world traae., But impcets rose by 13%
rer cent, reflecting in part a strong rise in domestic demand

varich Brivish industry failed to rect,

6 The figures for the first I} months of this year are very
Aifficult to interpret, owing to distorticns resulting from

incustrial acticn. Dut they do indicate a less tfavourable

performance although the most recent survey of short-term

e n
exvort rrospceects suggests recovery in volume in the second half
tine year mere than offsctting a 211 in the first half,

7 Qur invisibles surplus fell in 1978, reflecting increased
transtfers, notably payments to the IEC, Some further decline is
expected this year althourh, within the total, the surplus on
services may begin to rise again, Ve are rightly greatly
eoneenrned about the fallure of our mamifacturers to compele
gff=ctively at home and abread, Je must not allcw this to make
us forget the continuing importance of the services sector to the

balance of payments,
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C TRADE POLICY

w
General
1 The CGovernment's volicy is clear. Ve will see thaot dumming is

vigoroucly dealt with., With our BEC partners we will seek defences

cageinst massive and sudden surgses of inmmorts.  rFor example, we sunport

o

F—

the Lish.  EBul we totally reject generelized import controls.

2 There is no denying hovi rapidly imvorts of menufactures have

srovn in recent years. Certsinly the real problem behind disappoint-—

nents in trade is the lack of industriel efficiency. DBut leaving

our lalernational commitments adopting general import controls

<

Uy}

(¢

can only recduce the stimulus of overseas competition. Would reduce
not iduprove industrial efficiency.
3 iie are more dependenl on exports than any other mejor indug-

\
~

o . . . . ; o
country. UK : 330% GIP; ¥RG : ahoub 2065%; france : 20%:

4 L strong cxport performsmce is the key to higher growth, less
unenployrnent, and welghtiler wage packets. DBritish industrics that

ere fully compctitive in world markets cshould be able to do
particulerly well in their donestic markets.

5 s elready saild, responsive when there are genuine problems

but little sympathy with those who find disaster in import penelra~
tion figures in every sub-seclor. In the open trading systen vital

to our overall interests and in a world of raplidly changing technology)
we all need to specialise and adapt. ‘

6 Ansvier to the problems essentially in creating incentives and
tives will encourage

releosing resources., Confident that budget incen

“iclency vital to

Mils -
7 Oour attitude to the GATT neogotictions consistoent with Lhis.
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C{1) BXCAAHGY CONTROT, RECACAITIONS

] ALL vovt of same abeabory as on beode:  hHo have as onon A
vof i

13
rigime as poasible,
2 Conecentrating initially on direct investuent, Conteols
i 52 caanhs and dlaborbions, Shorbare of capital i3 unt

hindering investment in the UK bub peolitable ovvertunity,

ALl ths availablas evidance arainst the view that oxporting

o
capital meapns exporiing Jjoba, Inveztmeut in mosi oy vawr matorials
, .

4 to be nadé abroad, In wmaprledting, distribution promotes

9t
Toitish exporbs/ennloyiment,  Jone mavkebs can enly be neunctrated

by setting up inside the bavvicrs, IL we are nel theroe our

stitors will be, The IITV0 Tzetor Working Porties [vwhich the

n
f

5 withoutk

roevious Administrabion believad so veluable] widely fol

cvarseas investment morkets wvould be lost,
1L The Government intends to restore the usc of sterling by
U merchants to finance third--country trade ag wuoon as dotails
czn bhe wvorked out, Already rvcterred to contribublon of ouar

. . ]
caorice industries,



D COUTTER-TLETAPTION

1 Bulget's oteatopie nlws to bacin $o inecense 'eltizen's!
choieo g a conamer and inconbioe as o Loetoon,

2 Present addition to prlces inescavable, bul 1s coce--for-nll,

Frices affeched will be cbhoul balt of consuaerers' 2:auendibure:  not

e noub essentlal items that weigh heavicst in the bundeatbs of bhe
least vwell-cff, In a purcly statistical seunse this will increase
the 1d-monbh rate of ivflabicn nntil next Sunner, Ceucliel for the

s e L 2 I, 5 Voo 5 30w o o e e s g )
Nt Enat wage baprpainsrs baks

fusure course ol inflaticn ©ond 2w

acecunt not only of the effeet of the tax measuvres cn the RVT [ 445])

but alco cf the extra worcy thay will have in thelr poekets ag o

’

cosvl b oo tax cuns, L6 Le Eha venl diasgposable dncome that patbera,

[ Ve

The REL doeg nobt medsure roople's marchasinge power,

2 rrospeet for lrprovencut AN Peal nersonal aizposable dncone

(REDT) per head over the voxbt year ig pueb less Pavourable tihsn in
1978, Last yeor's grouth vate Lor RFLUI vper head [653] was unsusbeine
able: only achieved by firast holding vages down, then lesing
control, High pay ipereaces coincided with lagging lower price

iR ateyilc s ioict o N

L Tigh pay far ouitstrivning preductivity eventually feeds into

higher peices, TRven with last year's strong geowuth, RPDL per head

. Yot 5 . 2 G DT § AR N0 S 3 (. 2 S 3
was only b, above ity level in 1674 when the provious Gevernment

came inbo office., "Whe ircrcass bobween 1970 and 197) ou the other

hand was 17%. [1970-1973  1645%]

L

5 Tox changes far from the wajor influancs on prices, Covernmond

vhion, AL rabail level

inharitad an Accerlarating

inffatiocn wod olpaney Dhacl in doubhla Piaareg. Whoelepale ¥
Indices shoved worse in the pipelinz: fLactery-pate prices have

jear,  Lieny prid

N

LT Enana

AT - PP B I SR
baen ricivg at 1-~1=u a moeabh

e -
DML QN 3

caal,

e 3

Leit poilued over the cooy

gloeterieily, bread,

oJ
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thing that hos not influencad inflabion,

& i aray

Confirmed by Lr Hattersley in rerly to lirs Oppenheim in Oral Answer,
20 Fovarber 1978 (Honsoard Cols 904=-0C05 attached). Unceorhainby

Ceommlssinn ereabed in pricing and irnvestront deeisions - najorv

burden on icdustrial manacewent and confidence, Limited ettoect of

interventions: deferred rother then prevented price increaseg:

cererront ofhen no wore htan 3 nontha, Resultbt of deferment often a

lerger price increase later: as Conuission Ltself ackacwleamaed in

the case of electricity (sec press nosice of 15 March 1979 nttached),

LA

' 4oL
[Mets)

The heat price contrel is zempetition (L Hatteraley said

7
same when in Government: Standing Conmittee B, Second Reading Price

Commissieon Bill, 10 May 1977, attached)., Previous administretion’

uneasiness with FPeice Cormiscion shown hy their Manifesto commitment

1200

cr

(vage 8) 'to combine its functicna with those of the lcnopolics and
llergers Commission,' Iwmportant urgently bto strengthen compohbitbion,

emove debilitoting efffect of Price Sommisasion Act,

8 Comnetition Bill

i New, speedy procedures, DGFT will have new povsrs tc
initiate inquirics into Lfirms in private and public sectors
suspected of ahtimcompetitive proctices, will refer to

LG or take certain action himself, If LG finds
practice againagb public iunterest, necessary action
possible.

Accept that where competition is weak there nay be

e
e

legitimate concern over prices Both in public and private
gsectors DCI'T will bhe empowered, on direction, to sxamine

gignificent price questions ot public concern, ITf he
inds weakness or limitation of competition, or anti-
N

T
competitive practices, refer the matter undsr his general
»

owers to il which can take appropriate remedial action.
1il Wider review of° policy and Inztitutions for encouragiue

competition.



9 Least of all should Goverrnment seck to reduce industyy's
prefitalility, GChencellor menblioned sharp drop in recent years,
Ivdustrial and commercial cemvanies real rate of return (2rscluding
IHorth %ea oil) 1<l in 1977. Apvears te have been about bhe same
in 1978, Viell below other ccuntries. Arvound 12/ in =sorly 19603.
(“iznutactures 3% 19775 aboeut same 19783 avound 1C) early 1960a),
Agrece with nrevious administration that 'the downword trend in
reofitability must be reverscd' (Cmnd 06507, paragreph 32, June 1976)

o soundly based eccnomic recovery pcssible cotherwise,

10 Hueh discussion of the Budget's effect on wav boveaining,

Leader of Oppoesition (12 Juns) ssked if union nepubiators can claim
Ao

less than the increase in the RPI, regavdless of tax clhanges.
for hipgher VAT -

Secmed to imply that they oced donble recomnenses

once in income tax and agaln in an incrcace in prous paYy,

11 Qome firms cen affcerd bigpsr psy increases than others., Trade

A=

I

Unions implored previcus administeation to 'trust us® to buovegin
regpensibly within what employors can afford. Fresent Government
has given them the freedom they asked for: it carries a great
reaspcensibility. Another theme of the Budget was the need Ho ensure
that thoge involved in collective bergaining uruerstand the
conaequences of their actions, Total money available will rise
in the rangc indicated by Chancellor: 7 - 11%, Unions have
overvhelming power, by insisting on more tila2n smployers can arfford,
to destroy their members' livelihocd: important to their wcmbers

and the nation that they use it wisely,

4 - - — R s e - e e it gl



N 15 juy 1979

Te MR HANCOCK

2. FINANCIAL SECRETARY

cc Principal Private Secretary
PS/Chief Secretary
PS/Misiscee- o. State (Comm._...
PS/Minister of State (Lords)
Mr Couzens
Mr Barratt
Mr Dyer

Mr Dawkins - B of E

EXCHANGE CONTROL: FPROPERTY

I attach a draft arranged PQ and answer which incorporates the relevant
points from the speech the Financial Secretary had intended to make on
Wednesday. This will put on record Ministers' decision not to allow the

premium on property sales.

Draft Question

To ask Mr Chancellor of the Exchequer, whether UK residents who have in the past
bought private property abroad, will still be allowed the benefit of the investn

currency premium on the sale of that property.

Draft Reply

As my Rt Hon Friend announced in his Budget Statemept on 12 June, UK residents
may now, with permission, use official exchange up to a limit of £100,000 per
calendar year for privatg groperty purposes. In consequence, the sale proceeds
of existingoproperties a&q no longer be eligible for the investment currency
premium; and it will no longer be possible to allow emigrants from the UK

who have previously bought a property through the premium to reverse the
transaction once they have emigrated. _Zﬁhe Bank of England has issued a notice
to banks and others which, inter alia, explains how applications now in the
pipeline will be handled./

NT Lkt

N J ILETT
15 June 1979



MR HANCUcCn : — ey cc Principas si.ivace Secretai
/ S PS/Chief Secretary

PS/Minister of State (C)
PS/Minister of State (L)
Sir K Cousins
Mr Barratt
- Mr Ilett

Mr Dyer

Mr Dawkins Bof E

EXCHANGE CONTROL: PROPERTY

This is to confirm that the financial Secretary has seen Mr Ilett's
submission of 15 June and approved the draft arranged PQ with only
one minor change. In line 4 of the draft reply the word '"can'" shoul

now read "will'".

Arrangements will therefore be made for the question and answer to

appear in Hansard as soon as possible.

A.O'FLYNN
18 June 1979




i LENTAL < L&\Qn(
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insncizl Cecretary
Sir Douglas Wass
Sir Kenneth Couzens
r. Barratt

f//LL&"“““““‘ Mr. Hodges
MP. ErYcooye--

EXCEANGE CONTROL

The Chancellor has seen my minute of 15th June. He
has commented that his own instinctive inclinations would be
the same as Mr. Nott's; but that he discussed Lxchange Control
with Sir Kenneth Couzens last week and was advised to think
in terms of & much longer timescale (12-18 months) for further
relaxations. The issues are obviously too complex to be
resolved by tonight; 1in any case, the Chancellor would regard
this as much too early for second thoughts. But he would 1like
early consideration to be given to the next steps and their

timing.

\

A

(M. A. HALL)
18th June, 1979

Mo e gl e BRLS pbmplhphhins
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Tr.,
Mr.,
Mr.
Mr.

CHANCELLOR OF THE EXCHEQUER

EXCHANGE CONTROL

cc Chief Secretary l{}‘é}@

Tinancial Sccretary
Sir Douglas Wass

Couzens (0.R)
Barratt
Hancock
Hodges

The Private Secretary to the Secretary of State for
Trade telephoned me to Say that following a conversation
Mr. Nott had last night with the Chief Secretary he was more
than ever convinced that further relaxations of Exchange Contro
should be urgently announced. Mr. Nott thought that the
markets had recacted very much as expected to the Budget,
and that Sterling would further strengthen when the Trade

Figures were announced early next week [this must surely be
debateable!]. He therefore hopés very much that you will

announce further relaxations in your wind-up speech on Mcnday

S

night. -

M.A.

HALL

15th June, 1979
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MR COCK_V//////’ CC Chancellor of the Exchequer
B s syl Bemeesdswe

Sir D Wass
Sir Kenneth Couzens

Mr
Mr

Barratt
Jordan Moss

T Mrs Hedley-Miller

Mr
Y UL 4 Mr
v UL 79 M

Mr
Mr
R Mr
Mr

Unwin

Lovell

Ashford

Ilett

McIntyre

Ramell

Fitchew UKREP Brussels

CHIEF SECRETARY'S MEETING WITH VICE PRESIDENT ORTOLI, 18 JUNE

The Chief Secretary saw M Ortoli on 18 June as recommended

in Mr McIntyre's brief of 15 June.

2. I attach Mr Fitchew's record of the meeting, and draw

attention to the fact that the conversation covered reactions

to the Budget and the UK position on EMS Interest Rate Rebates

in addition to Exchange Control.

A C PIRIE

20th June 1979

CONFIDENTIAL
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FINANCIAL SECRETARY

. cc Principal Private Secretz
PS/Chief Secretary
PS/Minister of State (C)
S/ Minister .7 Zte._. (L)
Sir D Wass
Sir K Couzens (o.r.)

Mr Barratt
Mr Bridgeman
Mr Middleton
Mr Unwin

Mr Gill

Mr Hodges (o.r.)
Mrs Lomax
Mr Allan

Mr Ilett

Mr McIntyre
Mr Spencer

Mr Ridley

Mr Dawkins )
Mr Walker ) B of E
Mr Sangster)

EXCHANGE CONTROL

The Chancellor of the Exchequer has asked us to give early consideration to the ne
steps in the process of relaxing exchange control and their timing. (Mr Hall's

minute of 18 June refers.) He said that his instinctive inclinations were the s=
those of Mr Nott who urged him to announce urgently further relaxations of exchanc

control in view of the strength of sterling since the Budget.
2e In this minute I attempt the following by way of reply:-

(1) A description of our planned programme of work and the time
scale that we have up to now envisaged as being administratively
feasible and consistent with the policy of a gradual step-by-step

relaxation which you and the Chancellor approved.

(ii) A discussion of the arguments for and against accelerating

that programme in response to the current strength of sterling.

(1ii) A description of what a July package might consist of if it

were thought desirable.



CONFIDENTIAL EEY

e I hope that I have set out the considerations sufficiently fully to
enable you to consider the matter and let the Chancellor have your advice on.
.is return next week. There are many different ways of looking at the problem
o I _amnoe claim Te ___ve we..s Jjustice to every po... .. Jlew that is

held within the Treasury and the Bank. For that reason you might find it
helpful to discuss this minute with some of those chiefly concerned before

you advise the Chancellor.

Current programme of work

L, As a result of our discussions with you before the Budget, we have in
hand the preparation of a submission which discusses the options for the

first move in a programme of the gradual relaxation of controls over portfolio
investment. Our working assumption has been that Ministers will wish to be
able to announce such a package of relaxations to greet Parliament on its
return from the Summer Recess in October; but that it would not be thought
prudent to relax controls over portfolio entirely in one step. (In the past

2 weeks the latter assumption has been called in question and I say more about
that below.) The technical problems of_devising a first step in a gradual
programme are considerable and we need more time to produce a paper which is
sufficiently well thought out to be a proper basis for discussion with Ministers.
We have promised you that we will let you have such a paper by the end of

July at the latest and, unless there is now a change of plan, that will be
possible. To indicate the scope of the submission, I attach as Annex A

to this minute a list of the options that have so far been identified and

whose merits are being considered in the paper now being drafted.

Se Various combinations of the listed options are possible - other
combinations would not make sense. The scale of the package will obviously
depend on a Jjudgement about the outlook for the balance of payments, the
exchange rate and other Government policies at the time of the introduction

of the package.

G It would seem appropriate that an unlimited ration of official exchange
for outward direct investment worldwide should be allowed at the same time

as the first major step in the relaxation of controls over portfolio
investment. This would give the Commission one of the things that they
wanted, namely complete freedom of capital movements for direct investment
within the Community. And there are other relaxations not strictly related

to portfolio (and therefore not listed in Annex A) which it would be possible

to add to such a package consistently with the assumption of gradual relaxation.

2e
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Case for accleration

e Sterling is at the moment remarkably strong. None of us were surprised
hat the Budget drove the rate up - particularly after it was decided to
include a 2% increase in the MIR. Even if the exchange control relaxations
had been announced on their own independently, we would not have expected

the announcement effect to have exercised a downward pressure on sterling
immediately. It will take a little time before firms making outward investment
decisions can fully assess the implications of the relaxations for their

plans. The outflows resulting from the package announced in the Budget can

be expected to begin to occur during the coming months. But they may, of

course, be quite modest if sterling remains strong.

8. Much more remarkable is the way in which the foreign exchange markets
have shrugged off the trade figures which are, by any reckoning, very
disappointing. The current account appears to have been in substantial
deficit so far this year and there is a backlog of unrecorded imports still
to come. It is hard to see how the present strength of sterling can be
attributed to a detailed examination by overseas investors of the domestic

UK economy, even allowing for the present high interest rates. International
factors must be playing an important role. To quote a recent edition of
"International Insider'": '"While on fundamentals even its best friend

would not deny that sterling was over-valued, the markets do not trade on

fundamentals, and neither do the holders of oil surpluses.'

9. But we have been through periods of eccentric strength of sterling
before. Sooner or later it is quite possible that some event will precipitate
a change in the market's attitude so that more weight will be given to the
prospects for UK inflation, growth and current account. Possibly this change
will occur before the autumn. It might be precipitated by further bad

trade figures, or by a run of seriously worrying figures for the money supply.
But we would, at present, think this unlikely. Such little local difficulties
seem at present more likely to be drowned by the effects of the oil crisis

and the troubles of the dollar. But that does not mean that nothing will

ever happen to cause the market to change its pricrities and to start to

give close attention to the unsatisfactory performance of the domestic UK
economy. It seems at present more likely that such a turn-round, if it happenred,
would be caused by some dramatic event in the field of labour relations during
the autumn or winter - perhaps a disruptive strike or an inflationary wage

settlement in a key sector.

Je
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10, The case for an acceleration of the programme of exchange control

relaxations can be considered from (at least) two contrasting points of view:-
(1) as a contribution to the Government's macro-economic policies; or
(ii) as a way of making hay while the sun shines.

These are discussed below.

Acceleration as a contribution to macro-economic policy

11, The Chancellor has, in his Budget, given a very high priority to
getting down the rate of inflation by tight monetary and fiscal policies.

The means chosen to achieve tight monetary conditions will cause a short
sharp increase in the RPI. In view of this general policy, the level of the
exchange rate has considerable significance. In the first place, the most
powerful transmission mechanism from tight monetary conditions to the rate

of inflation is, in an open economy like that of the United Kingdom, likely
to lie via a high exchange rate. Second, a high exchange rate is the only
factor in the immediate economic prospect that will tend to offset the many
causes of an acceleration of the rate of growth of prices. Third, the
chances of making significant progress in combatting inflation depend in the
short run on making an impact on inflationary expectations. The exchange
rate offers one of the principal means of doing this. Operators in financial
markets are clearly influenced by the Government's declared monetary policy;
this is one reason why the rate responded so strongly to the Budget package.
But there is little evidence that the labour market is similarly impressed

by monetary targets. Even so, monetary policy may also have an indirect
effect on labour market expectations through its effect on the exchange

rate and the actual price level. Allowing the exchange rate to float

upwards may therefore be the best way of ensuring in the short run that
monetary targets have an effect on the price level. In the longer run such a
policy, followed at this critical stage in the new Government's period of office,
might yield additional benefits in changing labour market attitudes so that
tighter monetary policies would in future have a swifter and more direct effect
on inflation than has previously been the case so that a given inflation

objective could be achieved with less loss of output.

12, Considered from these points of view a high exchange rate for sterling
is positively helpful to the Government's basic economic policy. Bringing forward
the programme of exchange control relaxation in order to get the exchange rate

down would, on this analysis, be a harmful and not a helpful move.

k.,
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13. The practical significance of these arguments cannot be quantified and
must depend for their evaluation on a broad judgment by Ministers. But the
$§fects of a high exchange rate, as predicted by the Treasury model, can be
illustrated by reference to the FSBR forecast. This was based on a fall in

the effective rate for steriing from 67 in the second quarter of 1979 to under
65 at the end of this year and 62 in the middle of 1980. The forecast of an
increase in the RPI of 132% from the third quarter of 1979 to the third

quarter of 1980 takes account of this fairly moderate fall in the exchange rate.

1k, If the exchange rate were to fall more sharply - say by an additional

5%, taking it to around 62 by the end of this year and 59 by the middle of 1980 -
we would expect this to add about a further 1% to retail prices by the third
quarter of 1980. The longer-term effect would be much bigger as higher import
costs gradually fed through to higher domestic costs through price/earnings

interactions and other relationships.

15. If by contrast the effective rate were to stay at its present level
of about 68 then retail prices might be about 1 - 1% below the level forecast
in the FSBR in the third quarter of 1980. Again, the long-term effect would
be expected to be larger than this.

16. So much for the benefits of a high exchange rate. The counter-argument
is that the costs in the short term to competitiveness, the current account,
output and employment of a rate as high as 68 would be too great. How severe

and how long lasting these effects would be would depend critically on how
quickly wage settlements weré adjusted to reilect lower import prices and the
increased competitive pressure on firms in the private sector. According to the
relationships in the Treasury model, if the exchange rate stayed at 68, then the
current account in 1980 would show a deficit of about £% billion instead of

the very small surplus in the latest forecast and the year on year fall in

GDP would be increased from about 1% to about 2%. If wages did not respond
quickly to the lower prices, then the effects in subsequent years could be much

larger.

17, A case can be made for the accelerated relaxation of exchange control
as a way of reducing the effect of the monetary squeeze on the profitability
of that part of our economy that produces goods and services that enter into

international trade - the '"tradable goods sector'. The argument runs as follows.
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If exchange control relaxations did produce a fall in the exchange rate,

the consequence would be to raise the price level and to raise interest rates.
'he fall in the exchange rate would tend to expand output and the rise in
interest rates to reduce it. The net effect might be expansionary at least

in fhe short term. But, even if it were not, there would be a switch in
profitability between firms making non-tradables to firms making tradables.
Such a switch should eventually benefit the current account of the balance

of payments.

18. This would be a desirable result. At present the current account appears
to be in deficit. If, as the Chancellor said in the Budget Speech, we are to

use the opportunity of North Sea oil to build up our net overseas assets so

as to yield an income when North Sea oil declines, it will be necessary to

run a surplus on current account. Any action we can take that would convert

the present deficit to a surplus would therefore be consistent with the Chancellor

general policies as stated.

19. To decide whether accelerating our programme of exchange control
relaxation would help or hinder the Government's general economic policies

thus depends on:-

(1) a judgment about the probable effects of extra relaxations

on the exchange rate:

(ii) a judgment about the likdlihood of a change of market sentiment
this autumn or winter that would produce a sharp drop in the rate

independently of any exchange control relaxation; and
(iii) a judgment about the relative importance of the counter-
inflation arguments in paragraph 11 - 15 and the short-term current

account and output arguments in paragraphs 16 - 18,

Making hay while the sun shines

20. A different approach would be to discount the importance of exchange
control relaxation as a contribution to macro-economic policy and see it
instead as a contribution to the Government's long-term policies for
improving the supply side of the economy. On this view, dismantling controls
has short-term risks and long-term benefits and should be done while sterling
is strong. The exceptional present strength of sterling gives one an

opportunity which may not occur again. We should therefore make hay while

6.
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the sun shines. (In assessing this case, of course, allowance must be made
for the lag between the announcement of new relaxations and the consequential
utflowss The sun needs to be shining when the outflows occur, not just

when the announcement is made.)

27. An immediate practical problem is that we are not yet ready to propose

a substantive first step in the dismantling of controls over outward portfolio
investment which Ministers have said should be the next major step. Whereas in
the field of outward direct investment methods of relaxing controls gradually
were easy to find, in the field of portfolio investment devising the first step
in a gradual relaxation is a difficult task. We do not therefore think that it
is realistic to suppose that a balanced and coherent package of gradual
relaxations could be announced before the Summer Recess. This does not, of
course, mean that there should be no new announcements - and the options are

discussed in the next section.

Options for a July package

22. The most attractive move, if it were decided to accelerate the programme,
might seem to be the abolition of controls over portfolio investment. But

that would be arisky step for reasons explained in the note at Annex B. In

any case, we do not think we could do it in July. There are numerous technical
problems that would have to be resolved before the relevant exchange control

notices could be drafted. These include:-

(i) whether it would continue to be necessary to require foreign

currency securities to be left in deposit;

(ii)  whether the liberalisation should apply to the banks and what

the consequences of that might be;

(iii) what the rules should be for the retention of the proceeds

of any sales of foreign currency securities;
(iv) the treatment of savings accounts in foreign currencies.
These matters could be studied in time to enable Ministers to consider a plan

for the virtual abolition of portfolio controls as an alternative to a gradual

decontrol package on the lines of Annex A for announcement in October or
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November. But it is just not realistic to suppose that decisions could be

taken on all the relevant points before Parliament rises at the end of July.

;3. A second possibility would be to extend the third country trade
relaxat.c.. LU LaunSe obDut We Cl_.w uue wccommend that either. .. .ouid be a
particularly open-ended relaxation - if sentiment towards sterling changed the

out flow could be very large.

2k, Other possibilities with comments are listed in Annex C. The most

attractive options in that list are:-

(1) The retentions item in paragraph 5 - a central estimate of the

resulting outflow might be of the order of £% billion.

(ii) Permission to repay outstanding foreign currency borrowing to
finance existing portfolio investment - either outstanding for 2 years
at the date of announcement (paragraph 6) or outstanding for 2 years
at the time of repayment (paragraph 7). A central estimate of the
outflow in the first year might_also be of the order of £ billion.

25« In combination, these relaxations would be about half the size of the
package announced in the Budget. The Treasury model would give results of the

following order of magnitude:-

(1) the exchange rate abcut 134% lower than otherwise by the

first quarter of 1980;

(ii) the current account improved by about £ billion in 1980;
(iii) GDP about 3% higher by mid-1980:

(iv) the RPI about 2% higher by the third quarter of 1980.

26. We might annoy the Commission if we announced a major new package which
did not include the Community bonds proposal which Monsieur Ortoli favours -

see paragraph 8 of Annex C. Ministers might therefore think that it would be
tactful to add it. To avoid accusations of discrimination by the Americans, it
might be thought prudent to go further and extend the concession to certain other
international institutions like IBRD. In either case, extra outflow would not

be large.
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27 None of these three candidates is of particularly high priority. The
“?tentions rule has not caused serious representations. In October Ministers
might want to deal with borrowing to finance portfolio in a different way from
the options in Aﬁnex Ce The Communlty aﬁd IBRD bond proposai would féally only
be a gesture to keep the Commission sweet. If market sentiment changed in the
autumn, the fact that a substantial package had been implemented in July might
restrict the scope for further moves; whereas, if no substantial relaxation were
made in July, we would hope that it would be possible to announce a significant
first step in the dismantling of portfolio controls even if sterling were a

good deal less strong than it is today.

28. There are a number of consequentials to the Budget package that should or
could be implemented in July. The scheme for allowing UK resident merchants to
use sterling to finance third country trade is nearly ready and the implementing
exchange control notice will be issued to banks early in July. EF2 division will
be putting to you over the weeks ahead a number of minor changes, essentially
of a tidying up nature, which could also be announced before the Summer Recess.
Examples are the controls over diamonds; the use of gold for industrial
purposes; the delegation to the commercial banks of some controls over both
inward and outward direct investment; the simplification of import payment
procedures including advance payment for imports; and freedom to switch
securities in restricted deposit. None of these (apart from third country trade
already decided) would be likely to have any substantial effect on the balance
of payments and the exchange rate - but they would show that the Government

were intent on a gradual programme oi relaxation.

Summary of conclusions

29. (i) It is not practicable to announce the first step in a planned
and gradual relaxation of portfolio controls before the Summer Recess.
Nor could portfolio controls be virtually abolished in July. But a choice
between these options could certainly be made in October.

(See paragraphs 271 - 22)

(ii) 4 If Ministers wanted to announce a substantial package in July,
s J.-e &

then /options in Annex C for retentions, outstanding borrowing for

portfolio and Community and IBRD bonds should be considered.

(See paragraphs 2!+ - 27)

Qe
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(iii) Whether (ii) would tend to help or hinder the Government's

macro-economic policies is highly debatable. (See paragraph 19)

(iv.  We —..uil ve putting . cwwe-.. of minor propusals _c. .. i....cehent

in July to you in the near future. (See paragraph 28)

DH

D J .8 HANCOCK
27 June 1979
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¢ Principal Private Secretary Mr Hancock
PS/Chief Secretary Mr Middleton
PS/Minister of State gcz Mr Unwin
PS/*"* -f-*-— of State (1) - Mr Gill #,
Sir Douglas Wass Mr Hodges —
Sir L Airey Mrs Lomax
Sir K Couzens Mr Butt |t A TP
Mr Byatt Mr St Clair B -
Mr F Jones My Littler Mr Davies iJ:f;%§
Mr Barratt Mr Ricdley I
Mr Bridgeman
EXCHANGE CONTROL
1. The Industrial Policy Group of the Treasury has been invited

to comment on Mr Hancock's submission to you of 27 June, which is

This note reflects the
views of Mr Jones and Mr Byatt as well as myself.

to be discussed at a meeting on Monday.

2. We think the arguments for trying to make the exchange rate
lower than it otherwise would be are stronger than set out in
paragraphs 16 and 17, though we do noi disagree with what is said
there, Manufacturing industry is likely to be caught in a severe
squeeze between the downward pressure of monetary policy and the up-
ward pressure of costs, While the need (as brought out in the
Bucget speech) is for higher profits, the prospect is for lower onec
Given the monetary and fiscal constraints,there are few things

the Government can do to ease the pressures. Influencing the
exchange rate through relaxation of exchange control is one of them.
Ideally we would like to use the North Sea revenue to create a
stronger industrial base in this country - but we have not found

a reliable means of achieving that; permitting external investment
at least means the accumulation of assets rather than allowing the
revenue to oring about further deindustrialisation, which is a

consequence of upward pressure on the exchange rate.

3. This applies particularly to portfolio investment. In the
case of direct investment, there is the insoluble controversy .

over whether any significant part of it is in substitution for fixed
investment which might have taken place in the UK: the industrial
viewpoint (in favour of relaxation) has never been unequivocally
accepted by us,

/. The
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L, The argument in the submission is, however, substantially
about timing. Here there is the gquestion of what is practicable,
which is not for the IP Group to comment on, Obviously it is bette
to have a good package later than a botched one quickly, But
there is the further argument for waiting that we do not
necessarily want to move too gquickly to industry's rescue. The
way 1incustrialists are talking about pay does not suggest that

they are yet seeing their financial pésition as the constraint
which will cause the rate of pay settlements to decelerate sharply.

The Budget cannot succeed unless this 1s perceived.

5. In short, there is probably not a great deal as between July
and October so far as the Industrial Policy Group is concerned.

But on general grounds we would want to see the biggest practicable
packages for portfolio investment this year. And there is

probably something in the argument for making hay while the sun
shines,

",

P V DIXON
29 June 1979
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FINANCIAL SECRETARY

Z E‘ch Copies attached for:
o Chancellor of the Exchequer
P Chief Secretary

ty o Miuister oi>wiale ‘= *vommons
F Minister of State - lords
ST 7.749.

Copied to:

Sir D VWass
Sir L Airey
Sir F Atkinson
Sir K Couzens
Mr Barratt

Mr Byatt

Mr F Jones

Mr Littler

Mr Bridgeman
Mr Dixon

Mr Unwin

Mr Gill

Mrs Lomax

Mr Scholar

Mr Allan

Mr Ilett ;
ir Mclatyre J Mr Cardona

Mr McMahon )

¢

‘r Dawkins )
M Walker ) © OF B -
ir Sangster)

Mr Fitchew - UKREP (Personal)
JULY PACKAGE OF EXCHANGE CONTROL RELAXATIONS

Following the meeting in your room yesterday, we have, as you requested,

prepared two notes for the Chancellor's consideration as follows:-

(1) a submission on a possible package of exchange control
relaxations that could be announced tefore the Recess; and 5
(ii) a brief summary of the principzl economic arguments

relevant to proposals for relaxing controls over overseas

portfolio investment.

These are attached.

D

D J S HANCOCK
3 July 1979
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A& JULY PAC}LAGE. OF EXCHANGE CONIROL RELAXATIONS
The Chancellor of the Exchequer asked us to concider the next steps in the
process of relaxing exchange controls snd their timing in view of the strength
of cterling since the Budget. (Mr Hall's minute of 18 June refers) He oaid
tlat his instinctive inclinations were the same as those of Mr Nott who
had urged him to announce further relaxations in his winding up speech in

the Budget Debate.

2. The economic arguments for accelerating the programme of exchange
control relaxation are complex and debatable. They are discussed in the
separate note attached. In brief, our view is that, in the medium term,
relaxation would probably cause the real exchange rate to be lower (ie
competitiveness to be greater) than otherwise, thus benefitting that part of
the economy subject to international competition. This effect would tend to
be accompanied by a rise in domestic ;eal interest rates. In the short run
the effect of relaxations on the nominal exchange rate is difficult to
predict - the impact effect of a new announcement could actually be to

send the rate up. In this connection Ministers may wish to recall that

Mr Nott, who suggested to the Chzncellor that the relaxation programme
should be accelerated, did not argue his case on competitiveness grounds but
szid that the effects on the exchange rate were hard to predict and might in
the short term actually be perverse. (His letter to the Chancellor of 25

Vay refers.)

3. Whatever view Ministers take of the macro-economic arguments, the
present strength of sterling has created anxieties about competitiveness

and stimulated pressures for an acceleration of the programme for dismantling
controls to which the Government is committed. The outlook for sterling over
the period ahead, during which the consequential outflows will begin to affect
the balance of payments, is unlikely to get any better if we wait. There are
therefore good grounds for bringing forward the next substantial step in the
process of dismantling our controls from October, as planned up till now, to
July before Parliament goes into recess. Ve are not able at the moment to
devise a scheme for the virtual abolition of control over portfolio - which is
not nearly as simple a task as might at first sight appear - and in any case

it is questionable whether it would be wise to move that far as early as July.
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Firzneial Cecretary, we have now defined e package to meet the following criteria:
(1) It can be implemented belore the Recess provided that decisions

ar tzken ¢ ' _ furthker on the time'->7- % low).

(ii) It constitutes a very subsizntial second step in a phased

rogramme of dismantling our exchange controls.

(iii) It will leave us with an exchange control regime that could,
without any serious embarrascment to the Government or administrative
disadvantage, remain in place for a substantial period of time just in
case confidence in sterling turred down in the autumn and it were decidead
to postpone the third step in the relaxation programme until the outlook

became more settled. (N.B. This is a precaution, not an intention.)

De The package in summary is as follows and is discussed more fully below:-
(1) Official exchange for all securities denominated in ©EC currencies.
(ii) Permission to use official exchange to invest in the bonds of

international organisations of which the United Kingdom is a member,

including those issued ty Cemmunity institutions.

(1ii) Repayment with official exchange of all the foreign currency

borrowing tzken out &)

orifelio irnvesiment two years or more before

)

or

try

the date of announcemente.

(iv) Unlimited official exchange for outward direct investment.

(1), (ii) and (iv) would include ability*to repay both rew and outstanding
foreign currency borrowing for these purposes with official exchange at will.
This is the natural consequence of allowing unlimited official exchange for

these categories of new investment.

Timetable considerations

6. The announced date for the Recess of Parliament is Friday 27 July;
but there is hope that the last day will in fact be Wednesday 25 July. This

is three weeks from tomorrow. From an administrative point of view it is
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not necevsary to rithe the announcement while Perlizment 15 sitting; but

rirlizment would eypect to be informed about a structural change of this sor

7o The Bank of England strongly advise against leaving a substantial gap
btetween the announcement of the decision and the circulation of exchange
control notices to the banks and authorised depositories. The precedent of
third country trade is misleading. In that case there was no strong pressure
by merchants to take decisions to borrow in sterling. But any change affecting

the investment currency market is likely to affect investment decisions

could not find out precisely what they were and were not allowed to do. This
r.eans {hat the exchange control notices must be printed and ready for

distribution on Wednesday 25 July.

Ba It takes two weeks to print the notices in sufficient quantities. The
Eark are now preparing drafts on the assunption that the package defined above
will be approved. The texts will need to be finalized to be sent to the printer
on wWednesday week, 11 July. At 1east>24 hours would be needed to make any
substantiai change in the drafts so that the last day for any addition to the
package or substantial alteration in the definition of the components is

Monday 9 July.

9. Subseguently any of the four component parts of the package defined

in paragraph 5 above could be dropped at some cost in nugatory printinge.

=

Effects on the balance of payments

10. Some remarks about the size of the outflows likely to result from
the various options based on informztion available today are included in
the following notes. A more detailed note will follow in a day or two's

time.

Selection of the next step on portfolio

11. This submission has been prepared in haste and our detailed examination
of the options curtailed. The conclusion we have rather hurrfﬂly reached is

1
that the choice of options to meet the criteria explained in paragraph 4

boils down essentially to that between:-
(i) some form of ration scheme; and

(ii) permitting unlimited access to official exchange for defined

categories of securities.
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A ration would be cumbersome and difficult to «dminicter in an equitable

way. To avoid undue administrative cost, it would alrost certainly have to

be available only to the institutions and not to individuals at all. For
trhese reasons the Financial Secretary has indicated a strong preference ior
the approach in (ii), and the two options discussed in the next few paragrephs

follow that approach.

Unlimited official exchange for purchase of foreipgn currency securities

denominated in EEC currencies.

12. The currency in which a security is denominated provides an unambiguous
means of identification on which a selective scheme can therefore be btased.

If that principle of selection is adopted, the obvious starting point is the
EEC in view of our Treaty obligationé; We could not go as far as to meet our
Treaty obligations in full at this stége because that would mean allowing
unlimited official exchange for the purchase of any foreign currency security
which is dealt in on a stock exchange-in the Community. Dollar securities
would then be included, and we would be effectively moving to liberalisation
world-wide. The proposal therefore is to limit our first step to securities
denominated in EEC currencies)excluding unit and investment trusts (on the
grounds that they are an obvious route to Wall Street). This approach involves
a distortion of investors' choice by favouring certain investment rather than
others but that is the price that must be paid for a selective scheme, and

we hope that the discrimiration will not last for long. The Commission will
be pleased. The Americans by contrast are likely tc be disappointed - they
welcomed the removal in the Budget package of most of the discriminatory
elements in our controls and would regret the adoption by this CGovernment of
the principle of discrimination. 3But the Chancellor could write to

Fr Blumenthal before the announcement to explain that the rel-xation was
intended as a temporary measure consistent with our step-by-step approach

and that our objective remained complete liberalisation.

13. It is difficult to predict the size of the outflows that would be
likely to result from this relaxation. As a proportion of total UK holdings
of foreign currency securities, those denominated in EEC currencies are rather
small. The capital markets in the other member states are rather narrow. So

long as confidence in sterling remained reasonably firm, therefore, the

—
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cunsequential outflows are unlikely to be Izrge. The Eank are examining
this point and we may be able to be more cpecific in the further note

prorised in paragraph 10 .

14, This option and the one discussed in the next few paragraphs raise the
question whether existing holdings of the relevant securities should continue
to attract the premium. We recommend that they should not do so. The argumentes

are set out in the Annex.

Unlimited official exchange for purchase of bonds issued by international

orgznisations of which the UK is a member.

15. The identification of classes of security by type of borrower is

another way of devising a selective relaxation. This option would please

M. Ortoli, who wanted us to include liberalisation for bonds issued by
Community institutions in, the Budget péckage; but it would have the added
advantage of avoiding discrimination iﬁ favour of the Community. (It follows

a precedent established by the Danes.) In addition to the Community institutic:
it would benefit the World Bank and various regional development banks such

as the Asian Development Bank. The Government could therefore take some

credit for the change in discussions both at home and abroad about our relations
with the developing countries; this might have some modest value in

counteracting the cdiszppointment caused by cutbacks in our aid programme.

16. There are outstanding about £4 billion of guoted securities issued

by the Community irstitutions and azbout £4 billion issued by the other
organisations. However, there is little evidence of UK interest in these
bonds. Most of them are firmly held so that the quantity available for investre
by UK residents at any one time is not large. This relaxation is therefore

unlikely to cause large outflows.

Official exchange for revayment of foreign currency borrowing.

17. The effect on capital outflows of these Tirst steps in the relaxation
of portfolio controls would be likely to be substantially increased if they
were combined with permission to repay at any time with official exchange
borrowing which had been outstanding for 2 years. or more at the date of the
announcemeﬁt. Except to the extent that existing borrowers were limited by
gearing considerations from further borrowing, this would not encourage new
borrowing and would not result in much new outward portfolio investment. On

its own, therefore, it would be difficult to present as a natural next step in

5.



the planned progrearmme of relaxations foreshzdowed 1n the Eudget Spzech; but,
in conjunction with a move on EEC currency seccurities, it would look like
part of a balanced package. - Many owners of foreign currency securities are
believed to dislike borrowing and therefore to be likely to take advantage at
an early stage of a facility that permits them to repay outstanding borrowing
with official exchange. The consequent outflow, possibly of the order of £Z

billion assuming continued firm confidence in sterling, would not be unwelcore.

Unlimited Official Exchanre for Cutward Direct Investmeq&

18. This item is the removal of all restrictions on access to official

exchange for outward direct investment with the following consequences:-

(1) all future outward direct investment could be financed

without limit with official exchange;

(ii) all foreign currency borfowing tzken from now on could be
repaid at will; and
(iii)  all foreign currency borrowing taken in the past could now

be repaid at will (instead of over 5 years as in the Budget package).

(i) and (ii) above are unlikely to a2dd much to the outflows likely to follow
the 12 June measures, which a central estirmate put at £700 million annually. -
(iii) could in theory cause more substantial outflows, but in practice it is
likely that the bulk of borrowing which has been outstanding for some time
would have been eligible for repayment under earlier rules, had the borrower
so wished. The additional outflow is very difficult to predice, but would
be unlikely to be more than about £500 million (once and for all) and could

be much less. 4 central estimate might be £1 billion.

19. The greater part of the restrictions on outward direct investment

were dropped in the Budget package and it was envisaged that the removal of
the rest would form part of the next substantial step in the autumn. To drop
the rest as soon after the Budget as 25 July could seem a little odd. But
Ministers could explain that the strengh of sterling permitted them to

bring forward the time at which it was possible to complete the dismantling of

controls over the financing of outward direct investment.
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120. The Commiscion would be plezzed b

S

were establishing frcedom of capital movements in the Cominunity so far as

airect investment was concerned.

The Effect on the Premium

21. . The effective premium in-the investment currency market was as high

as 56% in hugust last year and it was still almost 50% as recently as
February. Partly as a result of the Conservative FParty's declared commitment
to exchange control relaxations, the premium fell steeply before the election
to the 20-25% srea. Following the Chancellor's statement in the Budget
Speech that we intended a progressive dismzntling of the controls, it has
fallen further to below 10% on 3 July. It is likely that, if further
relaxations were announced this month, the premium would fall again, perhaps

aluost to zero.

22. One of the effects would be that holders of securities bought with the
premium would suffer a sizeable loss in their portfolio values, and théugh

no criticism seems to have been made oh that score so far, there might be some
after the announcement of further relaxations. The Government's defence

would be that the premium reflected supply and demand in the investment currency
market, in which there had been no government intervention, and that a fall

in the premium was an inevitable result of the liberalisation measures which

were in the long-term interests of investors.

Conclusinns

23 We should like Ministerial zutherity as soon as possible for the
drafting and printing of exchange control notices to implement the package
defined in paragraph 5 zbove and described in this paper - including the point
about the premium on existing holdings made in paragraph 14 and the Annex.
Approval would be on the understanding that any of the four separate component
parts of that package could be dropred at any time before 25 July. After about
Monday of next week, 9 July, it would not be possible to alter the components
of the package and have the exchange control notices ready on time.
Particularly in view of current pressures on public expenditure, we should
obviously prefer not to incur the costs of printing notices for options

which Ministers had no serious intention of implementing.

2k, A draft minute for the Chancellor to send to the Prime Minister and

the other colleagues centrally concerned is being prepared on the assumption
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that approval will be given. It would be advisable to let the Frime Minister
have it before the weekend so that she will see it at the same time as the

brief for her meeting with the CBI on lMonday 9 July.

25. We should like authority to consult the Commission in confidence -
following the precedent of the Budget package. It would be tactful to give
them 2 veeks notice, which means asking UKREP to mzake the first approach sometirn

next weeke.

26. Once the July package is out of the way, a paper will be written on
the arguments for and against extending to tanks permission to use sterling
for third country trade. There are other options for a third package in

October that could also be considered at the appropriate time.

27. Vle are preparing a number of submissions on minor suggestions for
simplifying the exchange control regiﬁe; but work on these will now have to
give place to work on the July package. None of them are sufficiently
dramatic to make it important to announce them while Parliament is sitting -

a Press Notice could be issued when each decision is taken.
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ANNEX

SHOULD EXISTING HOLDINGS OF EEC CURRENCY SECURITIES ETC -

GET THE PREMIUM?

Paragraph 14 of the paper refers to the question whether to allow

existing holdings of EEC currency securities and bonds issued by international

organisations (ie. those bought with investment currency before 25 July) to

be sold with benefit of the premium. This Annex explains the arguments.

2.

The case for allowing the premium is:-

(1) Investors who have paid the premium will be upset if we deprive

them of it.

(ii) An indirect form of refinancing will still be possible ie. holder
of securities not being liberalised will be able to sell for the premium
and buy the securities in the liberalised categories with official
exchange (assuming they are reasonable substitutes.) Thus all
refinancing could only be stopped by abolishing the investment currency
market. It is unfair to pick on those who happen to be holding the

categories being liberalised.

(iii) The announcement of the package may well flatten the premium,
taking away wmost or all of the potential windfall gain and reducing
the risk of a large associated outflow. Why not let market forces
take away the premium and keep our hands clean? (The premium is below

7% this morning.)
The case for removing premiumworthy status is:-

(i) We did that to property owners in the Budget package. Different
treatment for shareholders would make our position on property harder

to defend.

(ii) We could be criticised for allowing windfall gains.

(iii) If we allowed the premium, Authorised Depositaries would have



to distinguish between holdings bought before the announcement and

afterwards. The possibility of premium fiddles would be increased.

(iv) Ve are allowing unlimited official exchange for these securities
not « .:atiun. ie. total demand fo. iuew can be met wicu o0ilicial
exchange. With a ration, this need not have been so, and continued

access to the investment currency market may have been necessary.

L, On valance we think it would be better to remove premiumworthy status
from existing holdings of the securities to be liberalised. The Eank agree
with this conclusion. The treatment of property is a clear precedent and,
since the Government is clearly intent on abolishing the premium market, the
holders of premiumworthy securities know that they are going to lose the
premium sooner or later anyway. Indeed, it has already dropped from 50% to

below 10% in the course of this year.

»



RELAXING CONTROLS ON OVERSZAS PORTFOLIO INVESTMENT : A S
JME ©F THE ECONOMIC ARGUMENTS
L Tne short run consequences of relaxing exchange controls depend
critically on the underlying strength of demand for sterling at the
vawe. If sterling is -. ..cavy demand, fcr -‘hate..r reac 2T T ta-
tions on its sale are unlikely to distort economic behaviour, so that
offering investore increased opportunities to acquire foreign assets
may have little immediate impact on the foreign exchange market.
Indeed, in the very short run, a major relaxation of controls may be
taken as a gesture of confidence in the future of sterling by the
authorities, so demand may actually be increased. ©So it is by no
means inconceivable that the impact effect of a new exchange control
package would be to increase the upward pressure on the exchange rate,
and to exert some downward pressure on UK interest rates. 1In the
view of the Bank's chief dealer, a perverse response of this sort
is a distinct possibility under present circumstances. On the other
hand, if sterling were to weaken suddenly, relaxing controls could
put strong additional downward pressure on the exchange rate and help

to push interest rates even higher.

2a In the somewhat longer run, however, relaxing controls on
portfolio investment should produce a significant outflow of capital.
The persistence of a sizeable dollar premium over a long run of years
including this year when sterling has been in heavy demand and when
relaxation of controls has been widely expected - is convincing
evidence ol zn unsatisfied demand for foreign securities. This might
be satisfied by a largely once-for-all outflow of capital, as
investors adjusted their portfolios: but there might also be a small
continuing outflow financed from new savings.

- With a floating exchange rate and a given monetary target, the
most obvious result of this outflow would be downward pressure on

the exchange rate and upward pressure on domestic interest rates.
Theremight be other effects as UK investors ran down their holdings

of gilts, bank deposits, equities and other financial assets to finance
the purchase of foreign securities. ZFor example, domestic equity
prices would be likely to fall, and partly as a result, there could

be an increase in the demand for bank lending. Relaxations which led
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to the loss of the dollar premium would inflict a capital loss on
e¥icting portfolios, and this might lead to a somewhat higher level

of <avings as investors tried to rebuild their wealth.

4. In the medium term, the effect of relaxing controls should

ve vo lower the exchaie. .ate in real und =iLinal™ terms ey e h183
the present quite exceptiocnal strength of sterling persists for
longer than we think likely. In the short run, an outflow of port-
folio capital can be financed by an inflow of short term funds; and
the exchange rate will fall and interest rates rise to improve the
rate on sterling assets by enough to bring this about. But in the
longer term, an outflow of capital must be offset by a current
account surplus. Indeed, it is only by running a current account
surplus that the UK can increase its net holdings of foreign assets.
To produce these results, the real exchange rate must fall. A rise
in domestic real interest rates is likely to be an important element
in preventing short run gains in competitiveness from being completel
eroded by higher domestic inflation.

5. These changes in real intereét rates and competitiveness would
have important implications for the real profitability of different
sectors of British industry. Output and employment in the traded
goods sectors of the economy (which broadly correspond to manu-
facturing industry) would be favoured at the expense of activity

in those sectors less open to foreign competition or more sensitive
to interest rates. These effects would provide some very incomplete,
but probably significauni, counter poise to the adverse effects of
North Sea 0il on the competitiveness of UK manufacturing industry -
effects which may have lasting consequences which will not be easily
reversed when the oil runs out. To this extent, there is a strong
medium term macro-economic case for relaxing exchange controls.

6. The case for immediate, major relaxation as a way of depressing
the exchange rate in the short run (even if it succeeds) is less
clear cut. On general grounds we would welcome the relief to
industrial profitability that a lower exchange rate would bring.

But the recent strength of sterling is, at least in part, the result

2

*In theory, relaxing controls would reduce the real exchange rate even
if the nominal exchange rate were fixed: but the adjustment would be

much lengthier and would result from lower domestic prices rather
than a lower exchange rate.




of the government's curreant monefary policies. Ais the cuickest
ieans by wnhich a tight monetary policy can be expected to influence
the price level is through the exchange rate a high nominal rate
is an integral part of the current strategy. Moreover, the direct
effects on prices will be an offset to the impact effect of the

4.

el ses in indirect t - . In the Bude-t. L sh. |
squeeze on industrial profitability may be the only means of
stiffening the resolve of employers in the face of wage claims: it
may therefore be the almost inevitable consequence of trying to
reduce inflation through monetary restraint.. On this reasoning,
using a relaxation of exchange controls as a way of deliberately
depressing the exchange rate is to risk weakening the thrust of

counter inflationary policy.

7. On the other hand, the present level of the exchange rate may
be taken as evidence that monetary policy has become undesirably
tight. In this case, a relaxation of controls, by reducing the
demand for money relative to the supply, would offer one way of
somewhat easing the squeeze without repudiating the monetary target.

8. Looked at very simply, it can be argued - as regards both the
medium and the short term - that the combination of tight monetary
policies, North Sea 0il and the remaining battery of exchange controlc
places a disproportionate share of the burden of reducing inflation
on the traded goods industries. A further major relaxation of
controls would not protect manufacturing from the hard realities of
life, but it wculd removc an unnecessary and self-imposed impediment

to maintaining UK competitiveness.
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JULY PACKAGE OF EXCHANGE CONTROL REILAXATIONS

Chief Secretary

Financial Secretary
Minister of State - Commons
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Sir D Wass

Sir L Airey

Sir F Atkinson

Sir K Couzens
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Mr
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Byatt

F Jones
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Dixon
Unwin
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Mr
Mr
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McIntyre

Cardona
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McMahon )
Dawkins )
Walker ) B of E
Sangster)

Fitchew - UKREP (Personc

I am sending forward for your consideration two documents which we have

already discussed with the Financial Secretary who will, I understand,

be minuting you separately:-

(1) a submission on a possible package of exchange control

relaxations that could be announced before the Recess;

(ii)

and

a brief summary of the principal economic arguments relevant

to proposals for relaxing controls over overseas portfolio investment.

2e For the benefit of the Financial Secreaty and others who saw an earlier

version of the submission, I should explain that the main changes in the

submission, resulting from further discussions today, are:-
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CHANCELLOR OF THE EXCHEQUER cc Chief Secretary

Minister of State (C)
Minister of State (L)
Sir D Wass
Sir L Airey
.Sir F Atkinson
Sir K Couzens
Mr Barratt
Mr Byatt
Mr F Jones
Mr Littler
Mr Bridgeman
Mr Dixon
Mr Unwin
Mr Gill
Mrs Lomax
Mr Scholar
Mr Allan
Mr Ilett
Mr McIntyre
Mr Cardona
- Mr McMahon )
Mr Dawkins )
il Mr Walker )
PO ’ Mr Sangster)
Mr Fitchew - UKREP

B of E

JULY PACKAGE OF EXCHANGE CONTROL RELAXATIONS

I attach the suggested stage two package of exchange control measures
to be taken this month. It has been worked up hurriedly, but I do not
believe it is any worse for that. It is basically the first major
step in the portfolio field coupled with the completion of
dismantling in the direct investment field. It has a strong
'European' flavour, but is unlikely, in the circumstances, to

present difficulties with the US government.

As you will see from paragraph 26, assuming you agree to this
package, three particular decisions need to be taken.

As to the first, my inclination would be to ask the Bank to take
immediate further soundings of the investment trusts in the hope
that the EEC relaxation can be total, but I fear that those
soundings will suggest otherwise.

As to the second, I believe the right answer to be 'mo'. Given the
derisory size of the premium, I do not envisage any t€rious
difficulty arising from this.



As to the third, I would strongly favour one year, particularly if
EEC investment and unit trusts are to be excluded from the
liberalisation.

As to timing, you will see from paragraph 8 that, given a limited pr
of the new exchange control notices, it would be perfectly

possible to announce the package at Treasury questions on 19 July
provided the decision is made shortly.

Finally, I would emphasise that the short term consequences
of announcing this package might well be a further strengthening
of the exchange rate. This seems to me inevitable, and no cause

for hesitation. But it might affect the way in which the package
is presented.

E(D NIGEL LAWSON

4 July 1979
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. I am writing to acknowledge your letter .
":; of Sth July, and confirm that it was with my
. prior approval that the Governor reccmmended
to the Court of Directors that a reduction be
made in the rate of call for Special Deposits
from banké (other than those in Northern Ireland)
and from deposit-taking finance houses from the
equivalent of 2 per cent of eligible liabilities
to } per cent, with effect from the 11lth July 1979;
and that the rate of call be restored tc 1 per cent

- with effect from the 3rd August 1979 and to 2 per
cent with effect from the 13th August 1979.

TN

(GEOFFREY HOWE)

Sir Jasper Hcollom, XBE
Deputy Governor,
Bank of England

kR
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‘Mr. Fitchew - UKREP
FINANCIAL SECRETARY

J JLY PACKAGE OF EXCHANGE CONTROL RELAXATIONS

The Chancellor has seen your minute of 4 July, together with
Mr. Hancock's of the seame date.

2. The Chancellor agrees that the package in the anncx to
Mr. Hancock's minute should be announced in Treasury fQuestions
of 19 July if at all possible. He has already given the

Prime Minister an outline of this package; he would now be

grateful for a draft minute giving her a fuller picture.
F The Chancellor is content that confidential discussion with
the European Commission should proceed. He would also like to

give Mr. Blumenthal a preview of the package.

y, On the three issues in paragraph 26 which require decision,

.

M.A. HALL
5 July 1979

he agrees with you.
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cc Sir Douglas Wass
Sir Kenneth Couzens
Mr Barratt
Mr Dixon
Mr Unwin
Mr Gill
Mr Ilett
Mr McIntyre

Mr Dawkins - B of E

JULY PACKAGE OF EXCHANGE CONTROL RELAXATIONS
I refer to Mr Hall's minute of today's date responding to yours of yesterday.

2e Attached is a draft minute for the Chancellor to send to the Prime
Minister. You will see that I have kept to the broad lines of the package

and not gone into detail.

D It would, I suggest, be desirable for the Chancellor to send this
minute tomorrow so that the Prime Minister reads it at the same time as her

briefing for her meeting with the CBI on Monday.

Dk

D J S HANCOCK
5 July 1979

rd

e
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ngégiMINUTE FOR THE CHANCELLOR OF THE EXCHEQUER TO SEND TO THE

el ug ~1L.~HISTEIE

COPIES TO

Secretary of State for Foreign and Commonwealth Affairs
Secretary of State for Industry

Secretary of State for Trade

Governor of the Bank of England

Sir John Hunt

EXCHANGE CONTROLS -
I refer to my minute of 23 May in which I described the proposals
for exchange control relaxation that were subsequently announced

in the Budget Speech.

e —
2.(: $ince the Budget sserlinghas-been remarkebty—stTONg. LINLS

partly reflects the effect on confidence of the Govermment's
determination to squeeze inflation out of our economy by firm

monetary discipline and strict control over public expenditure. Bet

> ~1 R

which are necessary to maintain monetary control, amd our favourable
position as an oil producer at a time of rising oil prices. The
. R To<
Pl u% effective rate for sterling today is “ overﬁ) an increase of

s Ead a9

ij&y/ﬁL.Cia Zf per Cenggﬁsince the Budget. Thi DS R% iatior-has.cawsed

increasing anxieties-about the effact on competitiveness'- and-no
. - . - ; ’ ~
dowbt the CBI will raise this matter with-you when yeu see them

next—Monday~

fmty e ——

)

it(aigb results.from the high level of sterling interest rates, )
e o
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44,

3 At the time of the Budget I had planned to announce’a second
package of exchange control relaxations in October. ;I still “etard o=
@eﬁs;dez,no»be valid the argumentsiior making relaxacions vne step

‘vﬁ-&*

at a time which I explained in my minute of 23 May;; 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 19 July.

b, Exchange control notices are now being prepared to implement

the following relaxations:-

(i) Unlimited official exchange for all securities

denominated in EEC currencies.

(ii) Unlimited official exchange for investment in the bonds
of international organisations of which the United Kingdom

is a member, including those issued by Community institutions.
(4ii) 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

investmente.

5e Ttems (i) - (iii) constitute, in combination, a substantial

first step in the relaxation of our controls over portfolio investment.

2.
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It would not be possible in July to abolish controls on portfolio -

a good deal more work will have to be done on the technical consequence
of eurh = mave before we are in a mns=ition to implement it. In anv
case, as I said earlier, I believe that the arguments for proceeding

one step at a time remain valid.

B 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 Commission. The
Americans on the other hand will be disappointed. Mr Blumenthal
expressed his satisfaction with the fact that my Budget package
removed most of the elementé 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 to invest in securities

denominated in any currency, including the dollar.

R N S L R T g g

——

e,

Te The internaticnal organisation bond proposal will also Q}ease
the Commission - Mr Ortnli hoped that I would be able to include
such a relaxation for the bonds of Community institutions in the
Budget package. Giving—him-what—he-wanted.so.much earlier--than-he
had-reason—to-expect—coutd—help-to-gain his gooawilil—in-the-context
of-our-negotiations-about—the-Community-budget. The relaxation
will also apply to the bonds issued by other international organisatior
including those that help the developing countries such as the
World Bank. We shall therefore be able to take 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.

3e
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8. Many institutions do not like being obliged to borrow foreign
currency to buy securities without paying the premium and will
welecama tha armortunity to repay with nfficial exchange borrowing
outstanding for a year or more. Taking this step nowrshould also
rsduce the size of the outflow that will result from the abolition
oficontrols over portfolio when we are éble to do that.
9; The fourth constituent of the package is to give unlimited
official exchange for outward direct investment - ie 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 & bit soon to change pélicy within a few weeks of the Budget.
But given the strength of sterling I do not think anyone will be very
su;prised and I will be abl; to explain that thercontinued ana
increasing 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 muech difference to their attitude. The CBI will
obviously be very pleased.

it
10. I hope-that you wikl agree that it is appropriate to accelerate

our planned programme for the dismantling of exchange controls i -

—~——— =

AP - i e s, ey
the—way-proposed—above. I must—stress—that we should-not—assume

-

that the announcement will reduce pressure on sterling in the

: A
¥t %Ay rrwesirie /)

short term. Indeed, I-think-we-must-accept that the immediate

_effect could conceivably be to drive the rate up still further 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

L‘"
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exchange rate to be lower than would otherwise be the case. Perhaps
even more important,_dismantling these controls will improve the
functioning of the m;rkets andwéive in&estors 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.
10 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.
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cc Financial Secretary
Sir Douglas Wass

g Sir Kenneth Couzens
/) et & ir Barratt
{ i Mr Dixon
Mr Unwin
Mr Gill

Mr McIntyre

JULY PACKAGE OF EXCHANGE CONTROL RELAXATIONS

In paragraph 10 of the submission attached to my minute of 4 July I promised
a more detailed note on the balance of payments effects of the July package.

This is now attached.

DH-

D J S HANCOCK
5 July 1979
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ouiY PACKAGE OF eXCHINGE CONTROL RETAXATIONS : POSSIBLE OUTFLOWS

It is difficult to predict the scale of any capital outflows which may follow

the new liberalisation measures. How far investors will wish to use the additio-r
access to official excnange aepends criticaliy “in e short run on the strergiu o
sterling. This means that little weight can be attached to the estimates given
below for each element of the package. If sterling stays strong, the initial
effect would probably be very small. with this caveat, it seems that the total
cffect over a year or so might be about £7 billion. If EEC unit and investment
trusts are included the projection is even more difficult, but their inclusion

the
could increase/possible outflow to n-arer £1% billion.

Official exchange for all securities denominated in EEC currencies

2 It is estimated that at end-1977 UK holdings of EEC currency securities wers
about £500 million, which was only about 7% of the estimated total stock of UK

portfolio investment overseas. From the date of the announcement, those holdings
bought with premium currency (probably over half) will no longer be premiumworthy
there will therefore be no incentive to refinance those holdings by buying offic:
exchange. However, in spite of relatively high UK interest rates, investors who
nave borrowed foreign currency to buy these securities may choose to repay their
loans and refinance their holdings with official exchange. If all borrowers did

this, the total outflow might be about £200 million.

3. Beyond that, investors may wish to buy additional EEC currerncy securitics

(i) to make up for the capital loss to their portfolios from losing the prerium

on those securities and (ii) to make up for the losses to their entire portfolios
arising from the large fall in the premium this year, from nearly 50% in February
to less than 10% now. But the volatility of the premium has led some institution:
to consider it as a quite separate, even embarrassing element in their portfolios.
wnether they will see any need to rebuild their portfolios to compensate for the
loss of the premium is therefore in doubt. And because it has varied so much, it
is in any case hard to say what level of premium would be a good indicator of
pent-up demand. If it were, say, 25%, we might expect the effect of (i) to be abc
£75 million and of (ii) up to £2 billion. But the narrowness of the capital marke
in other Member States will be a major constraint if unit and investment trusts ar
excluaed. Moreover, investors may hold off if they expect the government to make

further relaxations of exchange controls which will open up more attractive

opportunities, especially Wall Street. So an outflow of anything approaching

CONFIDENTIAL
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£2 billion is highly unlikely; that is more reasonably an estimate of the e fect

of complete removal of the controls on portfolio.

L,  we might assume thau, at uib very outside,“ifdvescurs may wish to doubie
their present holdings of these securities over the next few months or a year:
that would produce an outflow of about £500 million. Together with refinancing
of borrowing (paragraph 2), the maximum outflow would be about £700 million. 4
central estimate might therefore be about £300 million. If unit and investment
trusts were included the picture would be quite different. Some of these
institutions would provide a ready and attractive route to Wall Street and could
absorb large quantities of UK funds. It would not be unreasonable to double t:e

central estimate to £600 million if they were included.

Official exchange for quoted bonds issued by international organisations
of which the UK is a member

5. The total volume of such bonds outstanding is around £8 billion, about
equally divided between bonds issued by Community institutions (EEC, ZIB, ECSC

and Euratom) and those issued by other organisations, eg the World Bank.

6o In general, these bonds are fixed interest securities and are unlikely to
excite very much interest among UK investors. An indication of this has been

the low take-up of a new facility introduced in January 1978 to enable loans
taken out to buy bonds issued by Community institutions to be repaid with officia
exchange.. Authorisations for such borrowing have tdtalled less than £100 million
over the 18 months the scheme has been running and less than £50 million has
actually been taken out. It is therefore doubtful if investors will wish to buy
very many of these bonds in order to rebuild their portfolios, as envisaged in

paragraph 3 above.

7 There is also not much of a market in these bonds: most are firmly held by
large institutions. Any significant additional demand would bc self-regulating,

in that bond prices would soon be driven up.

8. The evidence from the existing facility for EEC institutions is not very
clear,‘but it suggests that the outflow arising from this relaxation should be
rather small: at most, perhaps £10C million a year. A Cemioul Takmaks
Mmwwe be £SO Mudion.

CONFIDENTIAL



3 .\.m{"ﬁ“
MR T TN T IAL ' %é

)

G "icial exchange for repayment of foreign currency borrowing

Q, I'ne maximum outflow for a change applying to borrowing outstanding for one
year or more at the date of the announcement will be about 51,2 billion. In view
of high relativé interest rates in t%e UK and giveﬁ'tﬁéf'éome‘of this borrowing
will have financed purchases of EEC currency securities or bonds issued by
international organisations (subsumed in estimates above) a central estimate of

the additional outflow might be £500 million.

Unlimited official exchange for outward direct investment

10. This relaxation will have the following effects:-

i. all future outward direct investment could be financed without limit

with official exchange;

ii., all foreign currency borrowing taken from now on could be

repaid at will; and

iji. all foreign currency borrowing taken in the past could now be repaid

at will (instead of over 5 years as in the Budget package).

i. and ii. above are unlikely to add much to the outflows likely to follow the

12 June measures. 1iii. could in theory cause more substantial outflows, but in
practice it is likely that the bulk of borrowing which has been outstanding for
some time would have been eligible for repayment under earlier rules. had the
borrower so wished. The additional outflow is very difficult to predict, but
would be unlikely to be more than about £500 million (once and for all) and could

be much less. A central estimate might be £ billion.

Summary
—
1. This gives the totals in paragraph 1 as follows:-
. £am
(i) EEC securities 300 - 600
(ii) bonds 50
(iii) foreign currency borrowing 500
(iv) direct investment 250

1,100 - 1,L00

CONFIDENTIAL
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JULY PACKAGE OF EXCHANGE CONTROL RELAXATIONS

I should like to abologise for an omission on the
paper dated 5 July on this subject. Could the sente:
"A central estimate might be £50 million!' be added
to the endrof paragraph 8 on page 2.

| MRS M L BROWN
| PS/D J S HANCOCK
6 July 1979
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JULY PACKAGE OF EXCHANGE CONTROL RELAXATIONS

No doubt you will have seen the Governor's letter of 6 July commenting

on my minute of 4 July.

As you know, I am very doubtful of the argument in his paragraph 1,
against taking soundings of our domestic institutions to discover the
extent of their resentment to any liberalisation for EEC currency
securities issued by investment Trusts and similar institutions outside
the Scheduled Territories. However, in the light of his analysis of the
effect of such a move (his paragraph 2), and the evident strong Bank feel
ing on this, it might be wisest to succumb: we are, after all, consideri
(I hope) an arrangment which will last only-a few months, maybe until

October.

On the scope of the next step in relaxing exchange controls, I have
been reflecting on the effect on the UK equity and gilts markets of
providing access to the very large US market. In view of the undoubted
attractions of US investment, particularly for the institutions, I
suggest that it might be prudent to ensure that we have (a) sold the BP
shares and (b) funded as much as possible of this year's PSBR before
liberalising investment in US securities. This would not be possible
if we go the whole hog this month: it would be if we left non-EEC

portfolio liberalisation until October,

NIGEL LAWSON
9 July 1979 -
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 PRIME MINISTER

EXCHANGE CONTROLS Ve LLsR e

T refer to my minute of 23rd May in which I described the

_.proposals for exchange control relaxation that were subsequent:
- @nnounced ‘in the Budget Speech.

-

2. -The strength of sterling since the Budget partly reflects

‘the effect on confidence of the Government's determination to

squeeze inflation out of our economy by firm monetary disciplir

-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 for sterling today is .
over 70.5, an increase of some U4 per cent since the Budget.

We spoke last nigh% about tne extent tc 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

ipressure of demand for sterling does enable me to bring forward

the October package. I therefore plan to make a new announcene:

‘on 19th July.

/4. Exchange
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i, Exchange control notices are now being prepared to
implement the following relaxations:-

(i) . Unlimited official exchange for all securities

denominated in EEC currencies.

© (ii)  Unlimited official exchange for investment in

. _the bonds of international organisations of which the

-.United Kingdom is a member, including those issued by
Community institutions. ' -

(iii)i 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. : ' | ‘

&z =

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 technical 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

Commission. The Americans on the other hand will be disappoint:

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




UK residents to invest in securities denominated in any

- eyrrency  ineinding the dollar.

The international organisation bond probosal 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 tc the bonds issued by other international )
organisations including those that help the developing countrie
such as the World Bank. We shall therefore be able to take
some credit for this change in discussions both at home and
abroad about our relations with the developing countrles, 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 exchang
borrowing:outstanding for a year or more. Taking this steﬁrnow
should also reduce the size of the outflow that will result frc

the abolition of the remaining controls over portfolio when

~ wWe are able to do that.

9. The fourth constituent of the package is to give unlimited
official exchange tor 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 policy 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 thelr attltude The CBI will obviously 'be
very pleased.
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-vj?he case. .Perhaps even more important, dismantling these

10.

™

I know you agree that it is appropriate to accelerate our

planned programme for the dismantling of exchange controls along

these lines. Alfthonoh the -

Cuvmou

cf £his rzlaxation,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

,.-—controls will improve the functioning of the markets and give

e T T T

“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.

o G

(G.H.)
S July, 1979
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JULY PACKAGE OF EXCHANGE CONTROL RELAXATIONS: ANNOUNCEMENT

I have been lookinga little more closely at your suggestion that
you might announce the exchange control relaxation in answer to
an oral queston on Thursday 19 July. As you know, there is no
practical reason why the package cannot be ready in time for that
day; but, on reflection, I think a statement might be more

satisfactory than an oral answer.

My main concern is that in answering an oral question it would
scarcely be possible to do much more than mention the fact that you
are making the first step to relax portfolio control, and you certainl-
could not go into the sort of detail the House might reasonably expect
A fuller explanation would need, I guess, at least 10 minutes and is
heawdly thevsort of thing you would want to undertake at Question Time
if only because members who plan to ask questions further down the

list would probably be irritated.

This suggests that the best bet is either to make a statement after
Business Questions that day or else, if this can be done, to answer
Jonathan Aitken's question on precisely this subject (No 34) by prior
arrangement directly after Prime Ministers' Questions. The former
method has the advantage of postponing the announcement until the
investment currency markets are more or less closed for the day, while
the latter would give the heavy dailies more time for substantive

comment.



I should be grateful for your reactions to this rescheduling of the
2anourcecmert timetz*'~ | T vou agree, we will mnead to write to

Norman St John Stevas.

NIGEL LAWSON
10 July 1979
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This is to confirm that the Prime
Minister is content with the Chancellor orf
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