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Mr Hodges
Mr McMahon )

- . B ol E
Mr Dawkins )

¥r Ryrie - UKTSD

EXCHANGE CONTROL PACKAGE: MEETING WITH US AMBASSALDOR
On the assumption that the US Ambassador is free to call on you tomorrow
morning so that you can hand him your letter to Fr Blumenthal, I would

suggest that you made the following points:-

o

(i) So far as direct investment is concerned, the ;xckage is
entirely without discrimination: we are now permitting unlimited

official exchange for direct investment world-wide.

(ii) knother major element in the pacikage is permission to
repay with official exchange foreign currency borrowing/fdh%gnance
outward portfolio investment up to one yvear ago. This z£ain is
guite without discrimination.

new
(iii) In the case of/cutward portfolio investment, the Government
decided that it would be unwise to relax controls entirely at this

tage. Having settled on a gradual relaxation, they vere faced with

n

the problem of defining a class of securities which could be deéontrolled.
Denomination in a particular currency is an unambiguous way of identifying
such a class of securities and is therefore a sound administrative

basis for a partial relaxation of controls. In view of cur Treaty
obligations, it seemed right to make the relaxation in the first

instance for securities denominated in EEC currencies.

(iv) But that partial relaxation is intended as a temporary
‘measure consistent with our step-by-step approach. The Government's
objective remains complete liberalisation of portfolio investment

worldwide.






(v) Tie Governrent l.cpes that it will 0T De 1cng Lelcre
cbjective can be achieved; but the actusli timing must obviously
depend on events in the foreign exchanre markets which cannot be

predicted with any confidence.

T, TR N L.
(vi) In the meantime UK residents will continue to be able to
invest in dollar securities if they finznce their purchases with
investment currency or foreign currency loans. So far as the former
is concerned, the premium is far lower than it used to be - under
10% recently compared with almost 50% as recently as February this

year. There is thus much less of a deterrent now than there was

before the Government took office.

(vii) We hove that the US authorities will welcome our decision
to allow official exchange for investment in the quoted bonds of
international organisations of which the United Kingdom is a member.
The institutions affected include the World Bank, the Inter-American

Development Bank and the Carribean Development Bank.

D.H.

D J S EZNCOCK
17 July 1979
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CONFIDENTIAL (A -

e llus - ‘7
b
a‘/
PRINCIPAL TEX%AT; SECRETARY cc PS/Chief Secretary
i PS/Financial Secretary
7%1 Sir Kenneth Couzens
Mr Hancock
Mr McIntyre
- : Mr Fitchew UKRep, = ._sels

Mr Spreckley - FCO/EID(I)

EXCHANGE CONTROL: LETTER TO THE COMMISSION

Mr Fitchew (UKRep) has today suggested a drafting change in the final sentence
of the draft letter to M. Ortoli submitted to the Chancellor by Mr McIntyre on
13 July. He thinks, and I agree, that it would be presentationally better for

that sentence about confidentiality to be more direct and to read as follows:

"I know that the Commission always shows great discretion in these sensitive
matters and I should be grateful if-on this occasion you would treat the
information above as confidential until after the time of the announcement,

as any advance leaks could be unsettling for the markets.'

2. If it is confirmed that the announcement can be made by Written Answer
tomorrow, we need to let Mr Fitchew know as soon as possible after lunch if the
draft letter, as revised above, has been approved by the Chancellor so that a

copy can be given by this evening to the cabinet of M. Ortoli, who is now himself
in Strasbourg; and it would be helpful if the signed letter could go in tonight's
bag to UKRep.

C H W HODGES
17 July 1979



) —
i “ 'l"l ='
m— —
sl TR s S
e (R |
u n ' o ol
i 2l
Y = BN
A R '
ey ] " mpmsps =
= - G R
'
e Y a5 LRI B el I-I.* -
B IR Rk ) sl » & B A e orfTees s s
— e o DRI DY ™ | Bi= .=l B s
i n - = = LN ReeeE T L SR = - B
-l . =l N | i = - m ln'n'an's B'em i LI s B
| N S — R = e ] i e el =g
o e i 1 - - 0 e ' B —
Sl =" T el e nen s sisssssscns |Ses b -
[ [ m— b

. q- ENTE ..

R = CR

e A Ll Y & B i e e & N I e
=l =g o gt e I B el S Pl BT pa MY S
e = - —~r | N - e el pEm_n - -
| = n "N | n B " .I‘i.l SR — —— T S
Y = ==
.
o
]
- ek
u
= ok 3
w5 5 s B SRR N o s o B




CONFIDENTIAL ° Z%

=FThes,

T 2c PS/Chief Secretary
e Uk FS/Financial Secretary

Sir Douglas Wass

RE Sir Kenneth Couzens
s Mr. Barratt
T Mr. Hancock

Mr. Ilett

Mr. McIntyre

Mr. Dyer

Mr. Dawkins - B of E

.
MR. HOBGES' VAW~
/4
EXCHANGE CONTROL: PQ AND “RITTEN ANSWER FOR 18 JULY

We discussed the draft Writien Answer attached to your
minute of 15 July. The Chancellor has agreed the draft PQ.
In place of the first three sentences of the answer, he would
like to say "In my Budget Statement, I announced my intention
to take further steps,as circumstances allowed, in the
progressive dismantling of exchange control." At the end,
you and I agreed that the last sentence would be rerlaced by

"Further details are available in the Vote Office".

2. For the record, this last sentence reflected on the one
hand the Chancellor's wish not %o imply that details were
avallable to the Press before they were brought to the attentic
of the louse; and on the other, the Rank of England's reluctan
to give the wealth of detail necessary in an exchange control
notice to the House (and by imrlication the Press) before they
were available to the banks, and not to place themselves in the
position of having to notify the Fcuse before they issue exchans

control notices to the tanks.

(s

M, A, ZALL

37 July_ 1979







cc PS/Chieil Szcret iy
P3/Finzncial
PS/Minister of Stat
S PSAti v s er of Stat
8 Sir Douglcs hWuss
Phate Sir Kenreth Couzens
Mr Barratt
VMr Bridgeman
Mr Dixon
Mr Middleton
Mr Unwin
Mr P G Davies
Mr Gill
Mr Hodges
Mrs Lomax
Tlett
McIntyre

Ridley
Cropper
Mr Cardona

Mr Dawkins )
Mr Sangster)

Gl oreret
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Bof E

REASONS WHY EXCHANGE CONTROL CANNOT BE ABOLISHED OVERNIGHT

As background briefing for the exchange control package announcement tomorrow

~

I an circulating with this minute a brief note which explains why & good deal
rmore technical work needs to be done before we could implement a Iurther ste:
in the relaxation of exchange controls going beyond tomorrow's package.

4s explained, this would apply even if Ministers decided that it was right

to give up .any protection for the balance of payments in the short term that

the exchange control regime might afford.

DH.

D J S HANCOCK
17 July 1979
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~3008 WHY EVCHANGE CORNTROL CANNOT EE ABOLISi-i L.

i The Government has cecided to pursue its obiectives of cismantling the
£¥Cranfe LOLIYUL refilie by rracual twans. There are btoth ecornuwic and administr .

[

rroceeding in this way.

2. The r=zin eccrnomic argument is that the reloxation of centrols provides

(@]

an

nportunity for & once-Tor-all stock snift «s i:vestors adjust tlelr
portfolios and financing schemes to accord with ithezir commercial Judgement
previcusly restrained by the controls. The outilows caused by the stock shifts
could, if confidence in sterling weakened significuntly for some other reasor,
convert a welcome moderate depreciation in the 1cninzl exchange rate into a
dancerous sudden fall. This is not, of course, an argument against dismantlinc
exchance controls. It is fully consistent with the view that, once the economy
had adiusted to the process of dismantling thie controls, there would be no
loss to economic manzgement, and significant g=ins to economic efficiency,

from the abserce of an exchange control regime.

3. The second main argument for gradualism is that it gives the private
sector time to adjust. Exchange controls have bzen in existerce for 40 years
and are embodied in the way in which the firnancizl institutions operate. A

procramme of gradual relzxation, well signalled in advance, gives ail the

eir benaviour to iz =bsence of controls in an
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orderiy fashion. For this reason, the policy of rrzdualism hzs a good deal
is the Journalists anc the acadzmic economists who

i
tend to advocate overnight abolition - not those who actually make markets.

4, In @ddition to these general arguments for a policy of gradualism
there is one severely practical point: we have no: yet thought out the

either:—-

V]

policy implications and administrative conseguences o

(i) complete relaxation of controls over :utward portfolio

investment (whatever that is taken to mean); or

(ii) what the ultimate state should be when the process of gradual

relaxation of all our controls has been completed.
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-~ note describes some of the rrobilems that ve Tzce in cesipnins tie

renaining steps in the relaxation programre. The problems t

difficult than those we encountered when designing the first two sters in June

and July. : ; e
5. The problems arise essentially from the fact that control over outward
portfolio investment is and »as always been the centre of our sxchznge control

Tinize The July package is a significant first ctep in dismantling portfolio

< ey =—iiToe =

ic

n

controls; but it is not so fundamental as to call in question the btz
apparatus. Securities will continue to be placed in deposit and the authorised

depository system will remain in business.

6. A decision to allow unlimited officiail exchange for all foreign currency
securities (not just those denominated in EEC currencies) would oblige us to

c
ake a series of consequential decisions. The most obvious point is that it

ALl

C

will be difficult to justify the continued operation of the authorised depositor:
network unless it is needed to support some other restriction which is to be
maintained. But a more important'and difficult requirement is to deiine in a
sensible way the scope and purpose of the remaining exchange controls once the

basic control over outward portfolio investment has gone.

A 1limited further relaxation

7. A possible apprroach, consisitent withihe gracdualist policy, would be
based on the proposition that unlimitec oificial exchange for outward portfolio
should be regarded as the completion of the process of allowing residents to
use sterling without penalty to acquire overseas zassets for investment purposes,
but that the relaxation of restrictions on other uses of foreign exchange by
residents, and of sterling by non-residents, should be postponed. This would
mean that, for a further period whose length would be decided in the light of
progress with the economy, restrictions would continue to limit trhr “reedom of
both residents and non-residents to use sterling finance for international
trade and of non-residents to borrow sterling in this country; and would also
continue to prohibit the holding of foreign currency by residents on grounds of
preference rather than need. The justification for the choice of portfolio

would he that priority in the relaxation programme should be given to improving

n's external balance sheet.

2e
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2F B nGE Canttdiler C ahd ariument Ter tinl reianstic OuU_
vive scruiinv.  Many of those affected by contiroiz would, no couvt, srgue
Liat, with portiolio controls gone, other restrictions were unjustifiaole - and

this might be felt particularly strongly if sterling remained strong.

~ - o

B

g. llevertheless, there are important considerations here that rzed to be
wore thoroughly examined. ' One argument is tnat it would not be in the national
interest to encourage the international use of sterling finance. If sterling
finance were freely available for non-residents for trsding and otrer purposes
firms, and ultimately countries, would have an even greater incentive than now
to maintsin their workir:- balances in sterling. The more they do that, the

-reater the exposure of cterling to fluctuations in the exchange rate caused by

[

ecisions to 1ove working balances from one currency to another as confidence

(L

rer. sthens and weakens in particular currencies. The counter-argument is that

n
H

restrictions on the use of sterling as a means of international finance limit
the ability of the City of London to earn foreign exchange in return for

iinancial services.

10. If the arguments against encouraging the international use of sterling

firarce nrevailed, it would be possible to devise a scheme that limited the

free transfer of sterling by residents to the traditional purposes - namely

current transaciions, outward direct investment, outward portfolic investment,

gifts, ermigration and privete property. Even 50, it would be rneceszsary to remove

restrictions vwhose only rurpose has been to support portfolio controls (e.g.

life insurance in foreign currency) The present restrictions coid te maintained
ch ncn-residents could borrow sterling. Scze contirols

over the abiliiy of residenis t0 buy and sell sterling forward would also need to

ing

be contlnued although it would be necessary to modify the present es affect

forward transactions.

11. in approach of the sort described above would pose a number of awkward
borderline problems which would need to be thought out before the decontrol of
portfolio could be implemented. One example is the position of szvings accounts
and deposit accounts. For exchange control purposes, foreign currency certificates
of deposit count as foreign currency securities and free use of official exchange
is to he allowed for them under the first stage of portfolio liberalisation.
There ié not a great deal of difference between a foreign currency certificate

of deposit and a deposit in a foreign currency savings account. On the other

3.
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Land ~—-e distinction between a savings account ana a chiequeing zccount 1is
tenuous and no exchange controls would be possible or sensible if residents were
entirely free to hold foreign currency in chegqueing accounts. NMore generally,
m~rderline problems arize whewe contre’~ =7*“-»sh not designed direct!™ *~
support portfolio restrictions, lose much of their justification once portfolio
is free (e.g. advance payment for imports). A good deal of detailed technical
work 1s therefore required before the next stage in decontrol could be
implemented even if the broad philosophy sketched out above in varagraph 7

were accepted.

A more radical approach

12. A different and more radical approach could be to say that, if you are
prepared to accept the risks of decontrolling outward portfolio investment,

you ought to do away with the whole apparatus of control. But even that robust
view does not lead to a simple administrative answer. One special problem is
the position of authorised banks and their present monopoly of foreign
exchange dealing in london. Because exchange controls have existed throughout
the whole period of the post-war develoﬁhent of the foreign exchange market in
London, the organisation and control of that market has been implemented by the
Bank -of England largely)but not exclusively, under exchange control powers. If
the powers are removed or cease to be used)the guestion immediately arises of
whether the Banks effective control is jeopardised. The answer wmay be that

it is not, and that control is sufficiently zssured by the Bank's traditional
authority over financial irstitutions and Its system of prudential supervision
which recessarily tzkes foreign exchange exposure into account. The implications
of this sort of situation would need to be studied before a decision could be

taken.

Conclusion

13. Thus, guite apart from the general arguments in favour of a policy of
gradualism summarised in paragraphs 2 and 3 above, a good deal of detailed technica
work and analysis needs to be completed before Ministers can take informed
decisions about the nature of the next stage in the process of dismantling our
exchange control regime. This is t:ue whether the next move is to be limited (as

described in paragraphs 7 to 11) or radical (as described in paragraph-12).-

pes
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CONFIDENTIAL TILL 4-15 PM, 18 JULY g’ 'j..;;

cc Principal Private Secretary
PS/Chief Secretary
. PS/Financial Secretary
C ' Sir D Wass
. - Sir K Couzens
MR P G DAVIES Mr Barratt
v ' 1 uwancock N
Mrs Hedley-Miller
Mr Middleton
Mr Hodges
Mrs Lomax
Mr Butt
Mr Riley
Mr Drane
Mr Allan
Mr Ilett
Mr Tower
- Mr R 1

Mr Dawkins )
Mr Willetts ) DamK

Mr Fitchew UKREP Brussels
4=+ - Mr Ryrie UKTSD, Washington

EXCHANGE CONTROL RELAXATIONS

I attach Q and A briefing’revised in the light of comments received yesterday,

for today's announcement.

J P MCINTYRE

18 July 1979

CONFIDENTIAL TILL 4-15 PM, 18 JULY

*
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GENERAL

Q.1 Why are the relaxations being made?

q
_Ae 17 Tn simplify arAd reduceﬁgnn+rn?n which limit freedom of choice and impose
F A - L PN Wt o " -

costs and distortions on the economy. Any additional overseas investment
which results will yield an income that will benefit the current account

later when the contribution from North Sea oil beings to decline.

Q. 2 Why are the relaxations being made now - to get the exchange rate down?

A. 2 This is not an attempt to get the exchange rate down. The exchange rate
cannot be manipulated by relaxing exchange controls; but the strength of
sterling has enabled the Government to press ahead with the general disman
ing of controls foreshadowed in the Budget Speech. In time we would expec
the relaxation to cause a capital outflow which would result in the exchar
rate being lower than would otherwise have been the case. The Government'
commitment to firm monetary policies should ensure that there will be no «

drop of confidence in sterling.

Q. 3 Why not remove the controls completely?

A. 3 That would be unwise, as many closely affected by the controls would agrec
They have existed for 40 years, and we need a period of adjustment in whic
people can adapt to their absence. We need to avoid any disruption to the

markets which a sudden and complete removal of the controls might being.

Q. 4 How will these measures affect the balance of payments?

A. 4 This cannot be estimated at all precisely. Some outflow on capital accoun
is l{kely which would not otherwise have occurred. Its size and timing wi
depend on how far the new facilities are used, which in turn depends in
part on general confidence in sterling. Any capital outflow should in due

course bring about an improvement in the current account.

Q. 5 With a large PSBR to be financed and the prospect of public sector (eg. BP

asset sales, will these changes result in a capital shortage for British

industry and higher interest rates?

A. 5 For domestic investment, there appears to be no general shortage of funds ¢
present, and no shortage is expected to arise as a result of the measures.

No significant effect on interest rates is expected either.
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4 M Q. ) 13

,.A!'13
Q. 4

A. b

Q.15

A. 15

@,

ADMINISTRATION

What does exchange control cost?

"to the public generally, but these ‘cannot be quantified.

The estimate for 1979-80 is £14 million for the Bank of “Jugltnd's
vxPtuves anu£300,00c* cur "8it “ireasury, reflecting Bovas-od0 aad

25 staff respectively. There are other and, in total, dcubtless larger

“administrative costs to banks and others involved in the control and .

What savings for the taxﬁayer will the relaxations bring?

Taken together, the measures announced yesterday and in the Budget
Speech will save about 50 or 60 jobs in the Bank of England.

Why continue to burden investors with a complex systgm of control if
L

the government ‘has decided that it wants to abolish it sooner or later?

!
ot

The gévernment'believes the controls are too elaborate and burdensome,

and that is one reason why they wish to dismantle them. But there are
strong arguments for liberalising in a grigdual way (see A3 above), and
thja limits the degree to which the system can be run down or simplified
very quickly. Nevértheless, some progress in simglifying the cont;ols-has
been made already, both for companies and individuals. The rules affecting
outward direct investment have almost been removed entirely. . The Budget
package greatly increased personal allowances (eg. the basic emigration
allowance) and introduced a ration of official exchange for the purchase
of prppertb'ovérseas -~ both these steps have significantly reduced the
ﬁurden of the controls on individuals. And whatever the precise timing
of the next major liberalisation measures, efforts will go on in the

meantime to tidy up and simplify the system.

OUTWARD DIRECT INVESTMENT

What are the benefits of the changes?

Companies will now have complete freedom to choose how to finance their

overseas investment. This should be of particular help to smaller firms.

(See also A1 above).
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Will the measures result in the export of jobs?

No. The evidence is that most direct investment abroad:is additional to
domestic 1nvestment not ln substitution for it. Indeed 1n mdny cases,
. e, AT P T oais 'T

= = 23
overseas investment can help to increase employment at home by a551st1ng

exports - eg. investment in marketing and distribution abroad.

Will the relaxations make speculati%e attacks on sterling easier?

The government believes that if it sticks to the right economic policies, as
it intends to do, there is no reason to expect that people will want to get

out of sterling to an extent that causes any difficulty.

EEC ASPECTS

Are we now meeting our LEC obligations?

We have not yet met our EEC obligations in full, but these measures are
a large further step in that direction. To the extent necessary, our
remaining restrictions are covered by the Commission's existing authorisation

under Article 108 of the EEC Treaty.

Have the Commission been informed?

Yes, and there have been discussion between officials.

Doet the ELEC orientation of some of the changes mean that the government

has decided to join the EM3?

The povermment will be making its first assessment of the position on

the EMS exchange rate mechanism in September.

Are the measures being offered in exchange fer nore vrogress on the =iC
Budget and CAP issues?

These guestions are not linked. But the govermment believes the measures

will be well received in the Community.
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Can firms now ;hvest abroad without consulting the government?

NO’, Applications must still be made to the Bank of England. For

geninue direct investments, permission will normally be given. This

procedure remains necessary for the time being as a guard agadnst evasion

of remaininpécquqg%gnon.Cgper kinQﬁEQEiyransaction. o
o & -~ Breiws

OUTWARD PORTFOLIO INVESTMENT

Why relax only for EEC currency securities and bonds of international

organisations?

The portfolio controls have to be relaxed gradually to avoid disrupting

the markets (see A3 above). In practice, this has to mean giving priority
for some kinds of investment. It makes sense to start with securities in
Community currencies and bonds of institutions like the European Investment
Bank and the World Bank of which we aremembers. But the government intend
this to be only a témporary position and to take further steps as soon

as possible.

why are existing holdings of these securities no longer to be premiumworthy?

Otherwise, owners might obtain windfall gains at the expense of the balance
of payments by re-financing with official exchange. Moreover, the invest-
ment currency market is part of the restrictive regime, and the availability
of official exchange to buy these categories of security is tantamount to
derestriction. Existing holdings of property bought with investment

currency were treated in the same way in the Budget measures.

Is the dollar premium being abolished?

-

The new measures do not involve the abolition of the investment currency
system. Proposals for further liberalisation measures are under consideration,

but it is too early to say what steps will be taken and whene.

what are the benefits of the changes?

The controls have been extremely tough. The government wants to give
individual investors and the institutions in which so many people have a

stake more freedom to invest their money where they like. The liberalisation
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measures will also help to remove economic distortions not least in our own
capltal markets, where the controls have had the effect of depressing the

return on domestic investment. (See also A1 above). \

i o= = = T = e
P ¥ T W= N e

Q. 21 When will the next changes be made?

A. 21 The government hopes to take further steps as soon as circumstances permit, but
what those steps will be and precisely when they will be taken has not
yet been decided. The Chancellor said in his Budget Speech: 'As time
goes 0y, I intend to take further steps in the progressive dismantling of
exchange control. The pace of relaxation will obviously be influenced
by sterling's strength, as well as by the speed with which we can solve

the economic problems that face us''.

Q. 22 Why did owners of private property abroad lose the premium as a result
of the measures announced on 12 June?

A. 22 It would have been impossible to prevent the refinancing of existing overseas
properties with official exchange if the premium was still available on
sale or on emigration. The removal of the premium is an inevitable consequence
of the relaxation of controls; and it does not ;nvolve a breach of faith,
. as no Government nas given an undertaking that assets purchased with the

premium could be sold for the premium.
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1 MR UNWIN - cc Chief Sccretary
Financial Sccretary
2, CHANCELLOR OF THE LENCHEQUER Minister of State (C)
' — Minister of State (L)
S - Sir bouglas Wass

Sir Lawrence Airey
Sir Fred Atkinson
Sir Anthony Rawlinson
Mr Byatt

Mr Littler

Mr F E R Butler
Mr Cassell

Mr Lovell

Mr Middleton

Mr P G Davies

Mr Ridley

Mr Cropper

Mr Cardona

Miss lara

Me, neock

OPENING ALDRESS TC FINANCIAL TIMES CONrERENCE CN BUDGET -
23 JULY 1979

I attach a draft speech, based on the outline which Mr Battisi
circulated under cover of his minute of 11 July to Mr Unwin.
You are due to address the conterence for half an hour, but
the organisers have requested that you be ready to take quest:
from the floor during this period, so your opening speech

should last only 15-20 minutes.,

The following points should be noted on the attached draft:-
i. You suggested that Michael Blumenthal's speech
to the International Monetary Conference last month be
quoted as a 'surprise text' during the course of the
speech. A quotation appears on pp 2-3 of the attached
draft.

ii. Your outline said "see Hoskyns list' for some
further examples of possible deregulation. I understund
that this has as yet been given only a very limited
circulation, and I have not included any specific further

examples in the draft (page 8)

iii. You suggested a 'trailer for tax reform'. The
middle paragraph of p.9 of the draft raises this, but

only specifically mentions ideas already trailed in-the

Budget speech. ’M
n\,\' : _
>

ALLEN RITCHIE
18 July 1979 ..
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DRAFT SPEECH FOR CIANCELLOR'S OPENING ADDRESS TO 'FINANCIAL
TIMES' CONFERENCE, 23 JULY 1979

[Introductory Remarks |

-
-

The theme of your conference today is '"Budget 1979 - new
directions for the British economy". But before I talk about
the new directions in which last month's Budget points us,

I would like to say something about the old directions in whi
our economy has been for too long heading. My object in doin
so is not to blame all our troubles on our predecessors -

our current problems go back a lot further than five years -
but tosecure some understanding of the nature and extent of
the relative decline of the British economy and therefore why
the changes we have embarked on are necessary. Our economic

strategy needs to be seen in this perspective.

The present condition of the economy is an all too familiar
one. Output growth slowing, after a consumer 'boom' which
did more to boost output and employment in our competitors’
economies than in our own. Inflation rising. The current
account of the balance of payments in deficit. But what is
depressing is not that we have been here before - but that,
since we were last at this stage in the business cycle,
nothing has changed. Over the five years 1973-78, France
and West Germany achieved average growth rates of 2 per cent
per annum and even Italy managed 1% per cent. We managed less
than 1 per cent and much of that was due to rapidly rising
North Sea o0il production, Our manufacturing output was over

4 per cent lower in 1978 than in 1973.
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The previous Government had an 'industrial strategy' to
regencrate British industry. But, on the yardstick of
performance, British industry remains unregenerated.

This is hardly surprising. Subsidising the inefficient
firms and sectors in the economy at the expense of the
efficient ones can never be a recipe for improved economic
performance - ce¢ven when it is done with the best of intention
of preserving jobs, Such actions only tend to reinforce

the rigidities built into our economic structure - in the
labour market, in housing, in industrial relations - which
characterise our economy, and which are reflected in our
usually slow response to changes in economic circumstances -
whether in seizing market opportunities abroad or cven at
home, or, ss a nation, in responding to the fourfold increas:

in 0il prices which followed the Yom Kippur war.

We need to recognise two things here. Firstly, that, if

we are to reverse our relative economic decline, then we havt
100k at the supply side of the economy - to improve the
supply response of UK industry to changes in market conditior
Secondly, that, to some extent, the rigidities and inefficiel
in the economy which condition the supply response have resul

albeit often indirectly, from Government actions.

"To rectify this is a mammoth task. It requires that we chan
our fundamental approach to macro-economic management. Since
the Great Depression we have operated on a consensus: about
the goals and techniques of economic management, bred of the
genius of John Maynard Keynes. Simply put, that consensus
held that the Government's major policy concerns should be

directed to the management of aggregate demand. The aim was
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to smooth out peaks and valleys in the business cycle and
to assure a steady, upward climb of employment and income,
The supply side of the equation was largely neglected;

it was assumed to take carelof itsélf.

"To turn this situation around will require that we teach
some old dogs some new tricks. We must emphasise once
again the supply side of the economy. .... This is not

to deny that we are of course concerned, and will continue
to be concerned, about social problems - about the needs
of the poor, the aged, the underprivileged. The point 1is
that the needs of these people cannot be met unless we cha!

our ways. We must look to the future."

Of course, this diagnosis is not unique to the United Kingd
economy. Indeed, the last 200 or so words of my speech are
not mine at all - they are those of Michael Blumenthal, Sec
of the United States Treasury, addressing the International
Monetary Conference in London less than six weeks ago.

Mr Blumenthal was, of course, specifically talking about th
" American economy. But his remarks can be applied to some
degree to all Western industrialised economies - indeed

Mr Blumenthal referred in the same speech to ''a growing
consensus that the rigidities and inefficiencies which

all Governments impose on their economies discourage the
investment, productivity growth and dynamic change that is
needed to break out of the situation we are collectively

confronted with."

The problems we are confronted with in the United Kingdom

are compounded by our poor economic pcrformance as compared
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with other countries. It is clear that the eurly scventies sa
a major turning point in the development of the world economy
with a'dramatic fall in the ability of economi€s to grow at a
satisfactory rate without excessive iqflapionfv The heightenec
risk of inflation and the problems of energy supply impose se\
constraints on growth over the next few years for all countrit
Without a substantial improvement in our own economic perform:
there is a real danger that our relative economic decline may
into an absolute decline. This is why we needed to act quick
A world recession may not seem the best background against wh
to put our house back in order. The cure may in the short-te
make things more uncomfortable for us. But really we have no
choice,

This is the background agalnst which the Budget measures necd
to be seen. I regard the Budget as the first step in a long-
term strategy to arrest and reverse our economic decline. 1
hope that this Conference will look at the Budget measures in

that light.

What does this strategy consist of? How does the Government
its role in reversing our economic decline? I see the Govern:
as having two main tasks. Firstly, effecting a long-term
permanent reduction in the rate of inflation - the preconditi«
of a resumption of sound and sustained expansion tn the mediun
term. Secondly, reducing government intervention in the marke
and government claims on resources, so as to promote a much

freer working of the market economy.



b |

r
| AT LA T EE AR R R M O TR i R i
M k1 " N A el e ] I LS ey ol CIel e p

i II L] Ih Ir l- IIIIIII J R Illllll-r .HII

-*. .Iﬂ | -I B -IIII lr I"-I .II huh_a
" Ilm II " II Ill- L] III .I- ‘l'lllhl L] ‘III
- Lh II1 I'-. L‘ Il-i | ‘l--l- N I II-I

Ly EE e B N —— I.II ‘.l I‘I. I ‘ -‘.I

i B | | H . N LR | ‘LI Id..l .I... = = B

L lhd I‘h L o I'I B | -IJ _H N = e --l‘-l

I‘_ n-llhl_ ‘-I IIII EE— I wal_ll IIIH‘

L] L N L | B N L B | -II ‘ 2 ‘ L] u_l lh I-‘.I

—_ I S III 1 II.I *.II'-I- | Dl BRI .III N BN .

TR

N | EeEeEeme. ‘d....-l.ldlwlll_-ll w o

i a 40 RO R MamEaE WM walaah ] el e mg
L P 2R W M b | iy s mE e ey

e enil bl ol i S ] e s peyls B B
Nl 1 mal

==Y e UF DS DEN = 1 E is

1T 1 e i Aty il = = B
L I L e L I g
uln o - o gl e LR BT, I
e - S T P R TR Tl
' . = BRI A ] il gl el g R m—

. I N T e == EE I ST

e e -

BN e . F_q o




Monetary policy is the key to reducing inflation. Expcrienc
should have taught us by now that formal controtr of costs
and prices does not work. Costs and prices necd to be
settled at the level of the firm, with minimum interference
with the workings of the market. But, in order to prevent
those with monopoly power from making inflationary increases
in prices and wages, the Government needs to maintain firm
control of the supply of.money - so that, if increases in
prices and wages go beyond a certain level, the money

will simply not be there to meet them.

That is what we are doing. We have set a target for moneta
growth slightly lower than that of the previous administrat
Moreover, we are committed to a progressive reduction in suc

targets over time.

Our action on Budget Day in raising MLR is an indication th:
we are ready to act as and when necessary to bring monetary
growth under control. High interest rates, of course, are
undesirable in many ways. As we bring public expenditure
more into line with our monetary objectives, I hope that we
can control the money supply without placing so much of the
burden on the private sector, whcther through taxes or
interest rates. But I cannot stress too strongly the Govern
commitment to controlling monetary growth in order to bring

down inflation.
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There is an important message here for both sides of i1ndustry.
Inflationary wage increases will simply not be accommodated.
Rather the result of an inflationary level of wage costs
increases will be to make markets more ditficult for British
sales, anad, at the margin, to adrive firms into bankruptcy and
inflict needless unemployment on their employees. But whilst

a substantial rise in unemployment.over the next year two is
possible, it is not inevitable. The level of unemployment is
not simply determined by the Government. Management and unions
have a choice and a responsibility, too. If those involved in

'no increase in

pay bargaining adhere to a simple principle of
pay without increased production' then we can make the adjustme
to a lower inflation rate and more growth and jobs in the longc

term far more painlessly than if we continue to insist on tryin

to pay ourselves more than we €arn.

Let me now leave inflation and turn to our other main task - th:
of reducing government involvement in the economy. There are a
number of aspects to this. Firstly, we need to cut back on the
government's direct claims on our limited resources by reducing
the pubiic sector's too large borrowing requirement., This means
cutting back on existing public expenditure plans. The Budget

made a start on both ot these tasks and we shall continue along

the same path,

Cutting public expenditure inevitably involves some ditticult
choices. But there is no escape from such choices. e have to
relate our expenditure on public services to our capacity to fin
them - and our recent economic pcrformance has simply not been
adequate to finance ever-increasing expenditure on public service
The current cut-backs are necessary if future improvements in

the quality and standards of our public services - which we stroi
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desire - are to be possible, We nced both to accept this and
to direct our energies towards a discussion of where the real
priorities for public expenditure should lie. For instance, whi
is more important? - subsidising school:mealsrof méiﬁfaining
standards as regards the provision of classes? Low prescriptio
charges for everybody or hospital scrvices for those who need t.
Rent subsidies for all council tenants or housing people adequa
In all three cases I have mentioned - school meals, prescriptio
charges, rent subsidies - the poorer members of our society ar
already rightly protected, ahd will continue to be. But is it
really a sensible use of resources to subsidise everybody else

indiscriminately as well?

Another aspect to reducing government involvement in the econon
is reforming the many government regulations which inhibit the
efficient use of resources - and which have undoubtably con-
tributed to the supply side inertia which has typified British
industry. Our aim in reviewing such regulations is to make the
economy more flexible, by encouraging the development of new
and profitable activities, and, at the same time, hastening the
smooth run down of old and unprofitable ones. We have already
made a start on de-regulation by ending all controls on prices
and dividends. And we do not intend to incur ourselves the
heavy price that the rigidity of the last four years of pay
guidelines has involved. For example, despite the high level
of unemployment, shortages of skilled engineering manpower

are currently the cause of some engineering companies turning
away orders - and also the cause of much managerial time

being expended on rescheduling production and in recruitment
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efforts. Pay rigidity has hindercd the market solution
of this kind of problem - higher reclutive wages for the

kind of skills in short supply.

Another example of unnecessary Government regulation -

at least in our current circumstances - is exchange control.
We took some—stTEPS to“ards dismantling these controls in
the Budget aRd fupthepr relaxatiaonscwrre announced last week.

We are also currently reviewing the extent of existing

Government regulation in a number of other areas.

T=x reform has a crucial role to play in our economic strategy.
As it has grown up, our tax system has come to represent a

ma jor impediment to initiative, innovation and risk-taking.

The first step in correcting this was the switch from direct
to indirect taxation made in the Budget - from taxing earnings
to taxing spending. The very high marginal tax rates on

high incomes were an obvious absurdity, and needed to be
reduced promptly. But the 3 pence reduction in the standard
rate - the murginal rate for the vast majority o1 taxpayers -

will improve incentives all the way down the line.

I said in my Budget Speech that this was an 'opportunity

'giveaway Budget'. There has been a good deal

Budget', not a
of talk about whether or not the tax changes make most

households better off.
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[I hope that the index of real take-home pay which the
government proposes to introdice will help settle these

kind of disput== ] But, in the end. the point ~f tha Rudget
tax changes was not to make everybody better off in the short
term - we are not trying to engineer a 'consumer boom'

in the name of demand management. Rauther our aim is to make
everybody better off in the long-term, through the successful
pursuit of a long-term economic strategy, in which tux reform

plays a central part,

Like other aspects of the Budget, the tax changes announced
there represent only the first - but .very important - steps
Qf a long-term programme. I have already announced - in my
Budget speech - our inten£ion to press ahead with a thorough
study of our present system of capital taxation. We would
also like to further reduce the burden of income taxation -
our long term aim is a standard rate of no more than 25 per
cent. |[We will also consider whether tax reforms in other

areas are appropriate to our long-term strategy.]

I have tried this morning to draw your attention to the
nature and extent of our economic problems, and sketch out
our strategy for reversing our long-term decline. My purpose
in doing so has been to put the Budget in what I consider to
be its proper perspective., 1 am confident that the new

directions we are now taking are the right ones,
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________

But, in the end, the capacity of government - any government
to influence the course of events is limited. What the
government can influence, and to some cxtent control, is the
economic environment in which the myriads af decicions which
in the end determine the course of the economy are taken,
This we are trying to do - through tax reforms, a reduction
in the extent of government reguiation, cuts in public

expenditure and a firm monctary policy to bring down inflatio:

o . Whether or not the 1979 Budget marks the
end of our economic decline depends on the response of the
British people to theée changes in the economic environment.
There is a need for a positive rcsponse from everybody.

From management, by seizing market opportunities when they
present themselves. From ﬁnions, by accepting again the
responsibilities associated with free collective bargaining,
It is my belief that the British people will respond to the
new environment and that the 1979 Budget will mark a turning

point in this country's economic fortunes.
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Exchange Countrolg

| Mr. Wilkinson asked the ¢ hancellor of
| the Exchequer Whether he has any plans

TIU = —maa

€  further steps, ag circumstances
allowed, in (he Progressiye dismantling of
eXchange control. T haye decided to allow

i complete fresdom.of choice in the finan-

g
1]
g
= a2
5
g
E
)

Cxchamge. Ag Tegards portfolio invest-

ith effect from  tomorrow

officia] eXchange iy be availabje for

Investment by United Kingdom residents

in mogt Securities denominateq and pay.

able solely in the currencies of other EEC
€85, f

5

g8
g g

B

g

=

Secondly, officia] exchange wi|; also be
available for invgastment in foreign cyp.

A e

quencies wil] pe that the gaje Proceeds

{: of existing new holdings of such securities,

however acquired, wil] g’ longer be elig-

' ible for gyle in the investment Currency
‘ ’ Market,

year as of tomorrow iy be repayable
i With officia] exchange. Ag in the case of
b last months Measure, | haye discussed
’ CODE these changes with the Commission of the
f 18-78 European Communi;ies.

ss 10776 Further details are available in (pe
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copies for: .’8/7

Chief Secretary
Financial Secretary
N oy Minister of State (Common:
e e Minister of State \wuius)
Sir Douglas Wass
Sir Lawrence Airey
Sir Fred Atkinson
Sir Kenneth Couzens
Sir Anthony Rawlinson
Mr Barratt
Mr Jordan-Moss
Mr Littler
Mr Dixon

Mr—Haneosck
Mrs Hedley-Miller
(Er Ridiévi CET_“
et h” LY

EXCHANGE CONTROL RELAXATIONS N

The Secretary of State for Trade's letter of 13 July commerts on the exchange contr-
package which is to be announced on the afternoon of "8 July. As before, Mr Nott
would have liked the Chancellor to go further; this time, he makes a particular
plea for the complete relaxation of the cantrol on the use of sterling for the fina:

of third-country trade.

Mr Nott acknowledges that there would not be time for the Chancellor to act on his
recommendation without delaying the next stage of the relaxations, and asks that
work be put in hand on third-country trade with a view to relaxation in the Autumn
package. The attached draft letter points out that this work has already started,
'ithout committing the Chancellor to make this vart cular change in n.s third

exchange control package.

R
AT

N J ILETT
July 1979
(¥
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/m N CONFIDENTIAL
T )('L),%u- Co 3¢

DRAFT REPLY FROM: CHANCELLOR OF THE EXCHEQUER

TO: The Rt Hon John Nott MP
Secretary of State for Trade
1 Victoria Street
LONDON Swl

'uopies'to: PRIMr mMLNLovhR
FOREIGN AND COMMONWEALTH SECRETARY
INDUSTRY SECRETARY
GOVERNCOR OF THE BANK OF ENGLAND
SECRETARY TO THE CABINET

Thank you for your letter of 13 July about the relaxation of exchange

controls.

As you recognise, the business involved in putting together a larger

package would have delayed implementation cof measures announced on

18 July. I have already set work in hand on preparing a third step in
the dismantling of the controls which, if sterling remains strong, I

would hope to take in the Autum;; and this work will include studying
further the question of extending sterling facilities for third-country
trade to the banks, on which I have noted the views recently expressed

to you by your British Overseas Trade Advisory Council. M age—sfecomeec

it

I am sending copies of this letter to the Prime lMinister, the Foreign anc
Commonwealth Secretary, the Secretary of State for Industry, the Governor

of the Bank of England and Sir John Hunt.






T6. The Rt Hon John Nott MP

pxc /et fou /@, -

Rt

NP PR ¢ e srerl ¢F Dt BrCHERUEN
DRAFT LETEER—FO:
Covies ™ Jlunc AcnvSpen

Secretary of State for Trade (TENETew M) Gt cTH el

1 Victoria Street ’NJUI'?'?ZV SECLEDIY
;ﬁl;lDON CovEnanal cr D Pk o erar,

ﬂ‘vk T~ ﬁ~ g CJQ“»‘{

You—wrote—bo—me—ad 13 July about?the relaxation of exchange controls.

SELETHAY 7> e Copfiener

As you ask-ne:g\led-é-a-i-n——y&u—r——]:e—t#er, the we%cqnvolved in putting together

a larger package would have delayed ¥re implementation of thet—paeicage
ristitinty Gt cesl o
the 118 July measures.—-i3us

M
I havekset work in hand ona‘t:% third step in the dismantling of the cocnt

whlch if sterllng remalns strong I would hope to take esrdy in the Autun
and this work will oeveiﬂ-kthe_m:tam—of}(sterllng facilities for third-

famne o e
country trade to the banks, It is of course too early ‘s-a:.t—‘?y:e-)ea-et-ly
o Al
J ~
how the third package wid® be composedy @& o then A A bnlL A e *

Civ( Cmu-hrq__‘,‘
I am sending copies of this letter to the Prime Minister, the Foreign z

e
Secretary, the Secretary of State for Industry, ame Governor of the

Bank of England and Sir John Hunt.

SHCPERENE=HOWE
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CONFIDENTIAL R A

yZ 2%
CHANCELLOR OF THE EXCHEQUER

Chief Secretary
Financial Secretary

'Minister of Ci.ale = vummons

ginister of State - Lords

ir Douglas Wass
Sir lawrence Airey
Sir Fred Atkinson
Sir Kenneth Couzens
Sir Anthony Rawlinson
Mr Barratt
Mr Jordan-Moss
Mr Littler
Mr Dixon
, Mrs Hedley-Miller
Mr Gill

Mr Hodges
Mr Ilett
Mr McIntyre

Mr Ridley

EXCHANGE CONTROL RELAXATIONS

The Secretary of State for Trade's letter of 13 July commented on the new
exchange control package. As before, Mr Nott would have liked you to go

further and he made a particular plea for the complete relaxation of the

control on the use of sterling for the finance of third country trade.

2e He acknowledged that there would not be time for you to act on his
recommendation without delaying the July package; but he asked that work
be put in hand on third country trade with a view to relaxation in the autumn

"assuming of course that sterling remained strong'.

De I attach a draft reply which assures Mr Nott that the work is
already in hand. If you agree, I would suggest that the letter should
authorise us to consult officials of the FCO and Departments of Trade and

Industry at the appropriate stage.

p.H.

D J S HANCOCK
19 July 1979
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DRAFT REPLY FROM THE CHANCELIOR OF THE EXCHEQUER

TO: The Rt Hon John Nott MP
Secretary of State for Trade
1 Victoria Street
IONLGiv oW i

COPIES TO: Prime Minister
Foreign and Commonwealth Secretary
Industry Secretary
Governor of the Bank of England
Secretary to the Cabinet

Thank you for your letter of 13 July about the relaxation of exchange

controls.

Lo As you recognise, the business involved in putting together a
larger package would have delayed implementation of measures announced

on 18 July. I have already set work in hand on preparing a third step

in the dismantling of the controls which, if sterling remains strong,

I would hope to take in the autumn; and this work will include studying
further the question of extending sterling facilities for third-country tr
to the banks, on which I have noted the views recently expressed to you

by your British Overseas Trade Advisory Council.

}K As you say, this proposal raises rather fundamental questions
about the role of sterling as an international currency. This is one of
the points that my officials are now examining. I have asked them to
keep the FCO and the Departments of Trade and Industry in touch with

their work.

H. I am sending copies of this letter to the Prime Minister,
the Foreign and Commonwealth Secretary, the Secretary of State for

Industry, the Governor of the Bank of England and Sir John Hunt.

f— )
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Sir
Sir
Mr.
Mr.
Mr.
Mr.
Mr.
Mr.
- Mr.
T Mr.
Mrs.

Mr.

o A T v MI’ .
Mr.
Mr.
Mr.

Mr.
Mr.

REASONS WHY EXCHANGE CONTROL CANNOT

3)

cc: Chief Secretary
Financial Secretary
Minister of State (C)
Minister of State (L)

Douglas Wass
Kenneth Couzens
Barratt
Bridgeman
Dixon
Middleton
Unwin

P.G. Davies
Gill
Hodges

Lomax

Tlett
McIntyre
Ridley
Cropper
Cardona

Dawkins ) Bank of
Sangster ) England

BE ABOLISHED OVERNIGL

The Chancellor was most grateful
to your minute of 17th July. He has
paragraph 9 gives the crucilal balance.

for the notes attachse

commented that your

2. He has made the further point that we must not overloc

the staff savings in the Bank of England, etc. potentially

involved.

W]

(M.A. HALL)

19th

July 1979
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210 SIPAL PRIVATE SECRETARY

cc PS/Financial Secretary

~ N PR o o I‘ig

Mr’

Mr
Mr
Mr
Mr
NMr

FINANCIAL TIMES COIFERENCE

Unwin | _— intaminey
P G Davies

Hodges

Ritchie

zidley

Cropper

Cardona

I should like to suggest a small amendment to Mr Ritchie's draft - his minute

to the Chancellor dated 18 July refers.

2

2e The references to exchange control on page 8 seem to me to understate

the importance of the steps that have been taken. I therefore suggest that the

cocond sentence of the second paragraph on page 8 be amended to read:-

"Je took an important first step towards dismantling these controls

in the Budget. A second major step was announced last week."

D.

DJds

H.

HANCOCK

19 July 1979

9 ou]? ‘
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Mr HOdges
Mr McIntyre

EXCHANGE CONTROLS

You asked for a brief form of words for the Chief Secretary to use in his
winding up speech tonight to refer to the exchange control relaxations.

I suggest the following:-

"The Chancellor has announced today further measures to relax
exchange controls. With effect -from tomorrow 19 July official

exchange will be available without limit for the following

purposes:-

(1) A1l outward direct investment - this replaces

the £5 million ration announced in the Budget Steech.

(ii) Investrment by UK resicents in most securities
denominated and payable solely in the currencies of

other EEC countries.

(iii) Investment by UK residents in foreign currency
securities issued by international organisations of

which the United Kingdom is a member.

(iv) The repayment of foreigh currency borrowing
taken by UK residents to finance outward portfolio
investment which has been outstanding at least one year

as of tomorrow.
Further details are available in the Vote Office."

2. Someone may ask why this announcement has been made by way of a

The Leader of the House said on londay that it was not Governmert

Written Answer.
The

policy to have a major policy statement made by means of a Written Question.
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etary might say in rerly:-

"Tr.e new a&nnouncement is a continuation of the pollcy Mhlch t%e

.1,,- S 0 rate o T

Cnancellor znnounced in hlS Budget Speech. /~he Chancel¢0“'f voTds

Lo

were: 'As time goes by, I intend to take further steps in, prozressive
dismantling of exchange control." Hansara 72 June Col 2L5. 7 The
Chancellor will be answering Oral Quesiions iomorrow and Paiters will
be able to put supplementaries to him with the benefit of hLaving

been able to study today's announcement.'

An extensive ¢ and A brief on the exchange control relaxations was

circulated today under cover of Mr McIntyre's minute to Mr P G Davies - you

have a copy. Mr Gill will be letting you have copies of a similar ¢ and A

trief on sterling.

DH

D J S HANCOCK
1€ July 1979
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EXCHANGE CONTROL: SUPPLEMENTARY PQs ON 19 JULY

1. Mr Hall's minute to me of 24 July recorded the Chancellor's scepticism

about the arguments suggested for replying to Mr Terence Higgins' Supplementary
about passport marking, and also his requests for information about staff savings
in the Bank of England and about the arrangements for promulgating the most recent

package of exchange control relaxations.

Passport Marking

2. The Financial Secretary has commented (Mrs Diggle's note of 26 July) that the
practice of marking passports when foreign currency facilities for travel are
issued should end with the dismantling of the remaining controls of outward portfc
investment. This accords with the recommendation in my minute of 20 July,which
reflects the belief that, so long as pafticular restrictions have to be kept, we

need some credible enough system of monitoring and enforcement.

3 It is true that a lot of banks etc. still fail to mark passports as they
should and that, if a UK resident misuses (eg. invests) abroad currency allowed
only for genuine travel purposes, it may never be detected (although, if it were,
this could lead to his having to repatriate the funds) . Credit cards may indeed
be used by UK residents to obtain foreign currency while they are abroad, in
addition to what they could get from a bank in the UK. But issuing cémpanies onl:
get permission from the Bank of England to offer such facilities if they show that
they can efficiently monitor the use of their cards overseas; and, in practice,
they report apparent abuse to the Bank of England. Thus, though not covered by

passport marking, credit cards are within the ambit of the control and so should

not in general undermine our remaining outward portfolio rules.

Bank of England Staff Savings
b, As a result of the relaxations announced on 12 June and 1§ July, the Bank

have already saved 16 posts in the Exchange Control Department (contract staff in
Birmingham). They estimate that, compared with their 1979/80 budget, a further
534 posts will be saved by the end of next February. They: consider that the full

extent of savings will be determined more by the public's response to the relaxatio:

/which...
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which may for some time include many enquiries, than by the Bank; but the

Treasury's cash costs will be reduced in step with the reduction of the work-load.

Issue of Exchange Control Notices

Pre

5 The Bank of England issue a series of Noticés,hin two loose-leaf volumes;
designed to draw attention in a convenient form to the detailed arrangements and
instructions for administering the Exchange Control Act 1947, The Notices give
certain exemptions, delegations, permissions, consents, authorities and directions
under the Act and its related Statutory Instruments, and are the accepted means of

informing the banks, various markets and other persons dealing with transactions

involving Exchange Control of changes in policy and their detailed implications for

existing arrangements, including permissions and delegated authorities.

6. The main recipients of the Notices are Authorised Banks and Authorised
Depositaries, (i.e., stockbrokers, solicitors, some accountants and others authori
to hold foreign currency securities) but‘anyone may purchase them from the Bank at
a cost of £23 for a complete set, with an updating service costing a further £9 pe
year. Changes in Notices are frequently promulgated by means of Supplements,

rather than by complete reissue.

7. With regard to the recent relaxations, the Bank issued various Supplements al’
of which were dated 19 July, i.e., the day following the Press announcement.

They were as follows:-

Subject

i. Supplement to Notice E% 18 (a - Outward direct investment.
single sheet of paper). 3

ii. Supplement to Notice EC 67 Guarantees given by United
(a single sheet of paper not Kingdom residents in respect of
strictly related to the borrowing taken by overseas
above measure but aimed at subsidiaries and branches of UK
tidying up an anomaly left companies.
over from the Budget
measures) .

iii. Three separate Supplements Portfolio investment; covering
to the Notice EC 7 respectively the relaxation on
(respectively 3, 8 and 10 repayment of foreign currency
sides). loans to finance portfolio

investment, switching of
restricted securities and
relaxations on investment in EEC
and certain other securities
("liberalised securities").

All the above Supplements were issued to Authorised Banks and those at i and iii
above were also issued to Authorised Depositaries (who receive only those Notices

in which they have a direct involvement unless they elect to pay for the complete

-2 - /Volumes...
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Volumes and updating service).

8. The total print order for items i and iii was 74,000 of each and for item
ii, 30,000. Most of these Supplements were requlred and were issued, within a
few days. The exact cost of prlntlng has not yet been established but is '
estimated to be in the region of £16,000 - a figure which would have been lower
had it not been that because of the urgent timetable printers were required to

work on a Saturday.

9. The Supplements were issued to show exactly what changes were needed to
existing Notices. The quite lengthy Supplements to EC 7, dealing with the rather
complicated portfolio rules, had to set out the new rules in detail for Authorised
Depositaries, particularly for the necessary new category of "liberalised
securities", explaining just what new permissions were being given and on what
conditions. Such essential detail would have made a Parliamentary reply or

Treasury Press Notice intolerably long.

Simplification of Exchange Control Rules

10. When there are no longer restrictions on outward portfolic investment, there
will be scope for other quite significant consequential relaxations, specially in
the rules for personal transactions.. Meanwhile, we are pursuing a variety of
relatively minor simplifications with the Bank, who are however concerned to avoic
a series of changes involving new adjustments for those affected and amendments tc
EC Notices on a piecemeal basis over the next 2 or 3 months, before it is clear

whether a really radical change in the whole regime can soon be made.

11. At the same time, the Bank are already striving for more simplified
administration, for which it is important, but not all that easy, to change the
established attitudes of the more junior staff in the Control. An example is the
much smoother and swifter methods now being adopted for dealing with cutward
direct investment applications (which continue to need checking while portfolio

controls continue).

12. T attach a draft reply to Mr Higgins about the two points he raised in his

Supplementary.

NN

C H W HODGES
1 August 1979
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DRAFT LETTER FROM: CHANCELLOR OF THE EXCHEQUER ﬁ{ a¢¢bhn*“4
u/

TO: THE RT HON TERENCE HIGGINS MP
House of Commons SW1A OAA

Copy to: G K Willetts Esq

Baml of Rigland i
New Change, London EC4M 9AA

T have looked into the two detailed points which you raised in the House

about exchange control in your Supplementary Question on 19 July.

On the first point, I have satisfied myself that we do need for the time
being to continue passport marking by authorised issuers of foreign
currency facilities for travel abroad. This is a key element in the
arrangements for monitoring and control of the limits that we still have.
albeit much increased in my Budget, on the amounts allowed for each
journey without special referemnce to the Bank of England. We cannot
sensibly abolish the limits so long as important restrictions remain on
outward portfolio investment, since otherwise their evasion would be too
easy. But I might add that T aim to get rid of those restrictions, and
passport marking with them, as soon as I judge that circumstances allow.
As K
In—wepty to the second point dﬂcyour Questlon, the newly liberalised
foreign currency securities are required to be in the custody of an
Authorised Depositary, who takes responsibility for observance of the
current exchange control rules. This is a well-tried system for ensuring
that purchases and sales are made in accordance with the rules: 1in
particular, so long as some foreign currency securities are not liberalise
we need to see that they do not get procured outside the rules with the

sale proceeds of securities which have been liberalised.

W'n\.; Mwﬂw WM\}J,AMMW

M -

(C@f ey How'\?)
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N MR OCK ) ce Mr Barratt
MR MIDDLETON ; Copy to each Mr Littler
MRS GILMORE Mrs ILomax n
Mr Riley .

DOMES~1y MUNKTARY POLICY AND EXunangt CONTROL

As it appears that the next steps on this, including the Bank séﬁding
the Treasury a copy of their paper on thHe Future of the Reserve Asset

£

System, is likely to fall during the leave season, I think that it wo

be useful to let Treasury Ministers have quickly our first reactions
to the Bank's proposals for further work by them on monetary controls
as revealed at the Monetary Seminar, and in discussions which led up
to it. I attach a draft minute which I would welcome your reactions.

2. The first part deals with the reserve assets ratio and special
deposits, and so with the interaction with the Banking Act. The secc
deals, amongst other things, with the interaction between monetary cc
and exchange control, necessarily at this stage in a very tentative v
this follows the oral discussions of this point with Sir Douglas Wass
and Mr Middleton.

3, If it would help to have a quick word on this, I will ask my

secretary to arrange a short meeting: I would like it to go forward
before the weekend.

\J.u.g

J M BRIDGEMAN
19 July 1979




L

I;-‘ ﬂ-l =H B ‘-I B Ly 1 __“

= sl T el o et [ = woE o e - - LRSS
- =~ a2 4 n'ml wo o 0w m g R =T ¥
e wg = i = [ LB iR LR = = n 1 w =gl
e ] L wm w R e e R L N e L I T
=SEEEEEE Ee=gE B SpEeEy B - . ] = g m = - ...' e
et R TR T S R Tl T NNy R p—
e et iy mEeeg _ow o oy l': bl DN | = ongl BH | - =
o B OLEET RN Telar ol ("le el Femp Pl =%

e T L L L e T
LU s e Fied s iorgl wgs dile =y = ogmaley Eegooms -
=" L B al't LD el Ul ona) = g Bpamgege opm

R e ] Sl R S SN ARG Car B et LoD e
w0l LD Ta "N

N L I B L T L LTI s R |
e L F af Eicm FWgE e —_—ETE e B

. I lI
|
-
— - ——
- - - = e — - - = el — — — — - - - — — -



DRATT 47

CONFIDENTIAL

CHANCELLOR OF THE EXCHEQUER cc Chief Secretary
Financial Secretary
Sir Douglas Wass
Sir Lawrence Airey
Sir Ken Couzlus’
Mr Barratt
Mr Littler
Mr Hancock
Mr Middleton
Mr Unwin
Mrs Gilmore
Mr Riley
Mrs Lomax
Mr Waller
Mr Williams
Mr Ridley
Mr Cardona
Mr Cropper

DOMESTIC MONETARY POLICY AND EXCHANGE CONTROL

You, and the other Treasury Ministers, might like to have an initial
reaction to the Bank's package, as revealed by the Governor at the
Prime Minister's seminar, before you have your next informal meeting
with the Governor. I have some misgivings about the timing of the
Bank's proposals on the ending of Reserve Assets/Special Deposits.
But more seriously, there seems to be a risk that if the Bank were
allowed to keep to their timetable for the discussions on monetary
base, some of the options could well be pre-empted before then by
decisions on Exchange Control.

Reserve Assets and Special Deposits

2. I think that most of us in the Treasury have some sympathy with

the Bank's proposal to end the Reserve Assets requirement, and with it
the Special Deposits scheme. As the Treasury economists' paper for the
seminar brought out, the Reserve Assets/Special Deposits mechanism has
ceased to be an effective means of controlling the growth of banks'
balance sheets, because they now tend to respond to reserve assets -
pressure by bidding for funds in the money markets, rather than by
cutting back on their assets. The Reserve Assets/Special Deposits
Dosition now therefore affects short term interest rates. But we have
not needed the mechansim to raise short term rates: that can be
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CONFIDENTIATL

achieved by the use of MIR and the Bank's intervention in the money
markets, Indeed, we have tended to do the reverse, releasing special
deposits to avoid unwgrd pressu. UL UCly short term interzgftratés.
So the Reserve Assets/Special Deposits arrangement does not perform a
useful function in either of these roles.

3. There are, indeed, two positive reasons for wanting to abolish tr«
requirement. The first is that we could some day reach the situation
in which we had refunded all the special deposits, and had no way of
relieving reserve assets preéssure - we came close to that point once
in the last 12 months, and it may arise again this year if we are
successful in funding the PSER largely outside the banking system. If
that happens, the requirement then becomes a positive embarrassment tc
the authorities. The other is that the requirement cuts across the
prudential need of banks to hold a certain level of "primary liquidity
althought most of the reserves assets are very liquid, they camnot be
used by a bank needing liquidity, just because of the minimum reserve
assets requirement. On pbrudential grounds, there is, therefore, a gooc
case for shifting to a prudential "norm" rather than g rigid minimum

requirement,

4. Mr Middleton and I have, however, g major doubt about whether this
autumn is the right time to launch the initiative. For the remaining
monetary role of the Reserve Assets scheme ig tc reduce the ability of
banks to ease their position in relation to the SSD scheme, through the
Discount Market, to which the Prime Minister referred several times on
Wednesday. As long as there is some Teserve assets pressure on the
banks their ability to exploit that leak is limited. It would seem
imprudent, to put in mildly, to remove the reéserve assets requirement
at a time when we may be looking to the SSD scheme to put continuing
downward pressure on bank lending. Neither of the Governor's arguments
for pressing ahead with this change are particularly convincing. As
far as the primary banking sector is concerned, the Banking Act will
give a statutory backing to the present supervisory system exercised by
the Bank and will not involve a fundamental change in kind: there is
.therefore no need for the change to a prudential ratio to coincide with
the coming into operation of the Banking Act. As far as meeting the

= 2
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criticism of the Reserve Assets system from the advocates of monetary
base control is concerned, the Governor's arguments on Wednesday were
rr=t ur-onvinei: _ - *7 . advocates are rec:i-__.ding that tl:> Rez:zzve
Assets system should be reformed into a monetary base system, not
abolished! The one argument for not delaying on this is the‘'risk,
referred to above, that we could be faced with a reserve assets
pressure in the banking system which we had no means of relieving
effectively.

5. Clearly it would be wrong to form a definite view on this, until
we have seen the Bank's paper and discussed it with them. But you
may want to indicate to the Governor that we will need to look at the
timing of any changes in relation to the possible effect on the
efficacy of the SSD scheme.

Monetary Base and Exchange Control

6. I understand that the general view amongst Bamk officials is that
it would not be possible to operate either the existing SSD scheme or
any "type" form of monetary base control system, if exchange control
is demolished completely. The effect of either the SSD scheme or a
monetary base scheme is that, at times EEFH the money supply is tending
to grow too fast, United Kingdom bankslcaused to move their interest
rates in a way which reduces both the demand for advances and the infl
of deposits to finance them: +this means in practice that they widen
their margins. When this happens at present under the SSD scheme, it
causes some real cut back in the level of liquidity and credit in the
economy, and some disintermediation into channels outside the banking
system, eg into acceptances or into other forms of inter-company
market. But if there were no exchange control, there would be a very
real risk that the disintermediation would be into offshore banks,
including foreign associates of UK bamks. If, for example, a British
clearer found itself with pressure under the corset, or found that Me
vas having to bid a very high price for "base money" under a monetaﬁy
base system, it might encourage some of its customers to deposit their
‘sterling with its French associated company, and other customers to

-3 -
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borrow from that French associate, who would be able to have a
narrower margin betygenljtggdeposits and lendine rates. The Bank,
and I think also tﬁe vaernment, would have grave misgivings about

a monetary control whose effect was to cause disintermediation,
fostering offshore banking at the cost of the UK financial systemn.
Moreover, such disintermediation would be a serious gap in the
monetary control, because the sterling deposits held abroad im those
circumstances, would be intended for UK use, and so therefore really
part of the UK money supply. In many ways this is the problem which
the United States has with the euro-dollar markets, and I think it
would be worse relatively for us.

7. The response of officials in the Bank to this is to revert to the
1971 doctrine that one should rely on interest rates as a means of
monetary control, and not have any form of direct control, even if
the latter was primarily directed at ensuring the interest rates move
as required. They would argue that ‘as a matter of principle it is
wrong to have a monetary control which discriminates against one par~t
of the financial system, namely the banks. But if you follow this
approach, it means that the instruments of monetary control which
remain to the authorities are only the size and composition of the
PSBR, short term interest rates and, subject to the limitations
discussed in the paper on the Gilt-edged Market, long term interest

rates.

8. I think that some of us in the Treasury have doubts whether these
weapons are sufficient to control the growth of the money supply, if
adherence to the monetary target is a critical element in the
Government's macro-economic strategy, for the reasons set out in the
brief for Wednesday's meeting. If this is correct, something like the
SSD scheme or the monetary base control is necessary. And it may well
be that these do require the retention of exchange control over
residents' sterling bank deposits abroad, and possibly, over residept:s
borrowing from abroad.
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9. We have not had time to work this through properly amongst
ourselves, or to discuss it w1th the overseas s¥§e:k But I thlnk
that there are strong grounds for saying that wemaégneed to carry
forward our thinking about the future of monetary control, qplle
there is still time to take account of it in relation to future
decisions on exchange control. The Governor's timetable, with its
proposed seminar with outside interests in December before anything
further was done between the Bank and ourselves, clearly risks that
the decisions on exchange control would have had to be taken long

before any firm view had been reached on monetary control.

10. You may therefore like to make the point to the Governor that
you do want the further thinking between the Bank and the Treasury or
forms of monetary control to have been carried to a point at which t-
interaction between future alternative monetary control regimes and
future alternative exchange control regimes had been properly
evaluated, before the time comes to'take further decisions on exchang

control.

J M BRIDGEMAN
20 July 1979
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=720 ady in kand. I you zsree, I would suggest h:
oo Jise us to conmsult orficials of the FOO ana o
I iustry at the avpropriate stage.
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CCOFrirS TO: Frive Firmister
Foreimn wnd Commonwealth S-zroifary

Industry T cretary
Covernor of the Bank of Zu:l-od

Sacretlary to the Cabinet

™ank you for your letter of 13 July =icut *he zelswstion ol eichinge
contro
2e Ls vou recognise, the business irvolved in putting together a

larger tackage would hzve delayed impleusrtation of measures announced

N

on 18 July. I have already set work in hsnd on preparing a third step

if sterling rermains strong,

f the controls vwhicr

-
il

c s s
in the Ciornantling

o]
o]

3. - As vou say, this proposal raises rather funcazental guestions
about *he role of sterling as an internzticnal currency. 7Tnis is one of

the roints that my oIficials are now exa: I have z=xed them to

r
D

keep the FCO and the Departments of Trac> and Industry in touch with

their work.

b, I am sending copies of this letier to the Prime Minister,

the Foreipn znd Comron.ealth Secretary, the Secretary of State for

Industry, the Governor of the Bank of England and Sir John Hunt.
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PRINCIPAL PRAVATE SECRETARY

\g\(§

cc PS/Financial Secretary
i R Mr Unwin -~ % -

Mr P G Davies

Mr Hodges

Mr Ritchie

Mr Ridley

Mr Cropper

Mr Cardona

FINANCIAL TIMES CONFERENCE
I should like to suggest a small amendment to Mr Ritchie's draft - his minute

to the Chancellor dated 18 July refers.

2. The references to exchange control on page & seem to me to understate
the importance of the steps that have been taken. I therefore suggest that the
second sentence of the second paragraph on page 8 be amended o -read:-

"We took an important first step towards dismantling these controls

in the Budget. A second major step was announced last week."

D.H-

D J S HANCOCK
19 July 1979
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&F(2)CS
N 1 0 11AR 1980

MR LSOl wv viief Secretusy
Financial Secretary
Minister of State (C:
Minister of State (L,
Mr Cropper
Mr Cardona
Mr Davies

MR BRITTAN - LUNCH AUGUST 6TH Mr Hancock

I am sure that Mr Brittan is quite likely to recommend the total
abolition of exchange control to the Chancellor. He will do so
in some considerable ignorance of the complex issues that have to
be resolved before controls are dismantled further. Mr Hancock
has already submitted a papeg'— to the FS/T I seem to remember -
outlining what these issues are. It night be helpful to dig it

out again so that the Chancellor can refresh his memory of them.

AC

(-

ADAM RIDLEY
2 August 1979
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PS/CHANCELLOR cc Sir D Wass
Sir K Couzens
Mr Barratt
Mr Hancock
Mr Hodges

EXCHANGE CONTROL

The Financial Secretary has seen your note of 24 July commenting on
Mr Hodges' of 20 July which takes up Mr Higgins' supplementaries on
19 July.

On the marking of passports, the Financial Secretary has commented
that this practice should end with the dismantling of the remaining
controls of outward portfolio investment. He very much hopes that this

can be done in the autumn.

R

P C DIGGLE
26 July 1979
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‘ CONFIDENTIAL _
214
1. MR HANCOCK “.””ﬁERRb, c.C. Mr Middleton
e ; Mr Gill
2. SIR KENNETH COUZENS b )7 als Mr Hodges
: iy Mr Mcl e .~

DISMANTLING EXCHANGE CONTROLS AND THE INTERNATIONAL ROLE OF STERLING

I attach below a draft minute for Sir Kenneth Couzens to send to
the Chancellor covering the papers on dismantling exchange controls
and the intérnational role of sterling.

2. The paragraphs dealing with exchange control have been provided
by Mr Hodges and Mr McIntyre. I have drafted the paragraphs on the
official sterling balances and agreed them in general terms with
Mr Payton on the telephone.

3. Ve shall be letting you have later today the papers on

exchange control and sterling. .

R

D C MAUGHAN
14 September 1979
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DRAFT MINUTE

CHANCELIOR OF THE EXCHEQUER c.c. Chief Secretary
Financial Secrete

Minister 0 State -

Minister of State
Sir Douglas Wass
Mr Barratt o/r
Mr Jordan-Moss
Mr Hancock

Mrs Hedley-Miller
Mr Middleton

Mr Unwin

Mr Gill

Mr Hodges

Govenor ;B K
Mr McMahon) p ?n

Mr Payton .
Mr Dawkins)Engld
Mr Walker )

Mr Willetts)

Mr Armitage -~ T.

INTERNATIONAT ROLE OF STERLING Mr Ridley
Mr Cropper
Mr Cardona

DISMANTLING EXCHANGE CONTROL AND THE

1 attach below papers prepared in the Treasury with

the cooperation of the Bank of England on the further
dismantling of exchange controls snd on the international
role of sterling. They raise =z nuaber of wajor
questions on which you will wish to take decisions

in the near future, in particular how far we chould go
in the next stage of exchange control relaxations and
what our policy should be for the official sterling

balances.

2. On the international role of sterling, our view
is that we should not encourage the use of sterling
as an international currency and that we should
continue to ask other countries to hold sterling
only to the extent that it is required for working

purposes. We have been remarkably successful todate
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CONFIDENTIAL

in persuing this policy, thgﬂg@minal amount of centra%
bank holdings being less now than at the end of 197¢,
despite the revival of confidence in sterling (in real
éerms, of course, the decline in the reserve

Ifole of sterling has been even more marked); The
'Treasury and the Bank are at one in recommending that
we should continue with our . policy for the official
sterling balances; not to do so would be seen by

our friends overseas as an extra-ordinary turnabout,
given the experiences of 1876 and their participation
in the Basle Facility. Under the terms of an

exchange of letters anﬁéxed to the Treaty of Accession,
we are also under an obligation to our Comrcunity
partners to manage our affairs so as to derinish the

reserve function of sterling.

3. I should also report that the official holdings
of two countries have recently increased by substantial
amounts. In the normal course, the Bank of England
would have advised the holders concerned of our wish
to see the balances restricted to working purposes.
As it is, we thought it right to first secure your
authority for this action. If we allow these cases
to go by default, the whole of our policy on the
official balances will be undermined. And with the
CFM and IMNF meetings upon us, we may well be asked
what our policy is. I should be grateful therefore
if you could give your authority for the Bank of

England to approach the excess official holders forthwith.
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4., The paper on exchange control begins with the
assr-—-+isr *+hat Ministers will i <h to press ~head

with the next step in the dismantling process after

Parliasment reassembles and that it should be a major step.

This would have to include the removal of the
rémaining restrictions on outward portfolio investment,
there being no further interwediate step which seems
sensible or practical. The paper goes on to argue that
because the portfolio controls are so very umuch the
corner-stone of the system, there is a strong case for

removing the remaining controls in other areas as well.

In other words, we have almost certainly reached the

ot

stage in the programme of relexations where the nex

step has to be all or nothing.

5. The paper also draws attention to problers arising
from the various other purposes for which thec sxchange
control machine and powers have been used. 7These
include their role in implementing sanctions against
Rhodesia, on which we are consulting the FCO, znd their
support for domestic wonetsry control, in whnich context
the implications are behg furiher studied. 3Soth issues,
of course, also have a beesring on the future of the

Exchange Control Act 1947.
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CONFIDENTIAL

6. If you agree with the conclusions of the paper, we
will plan accordingly and prepare a draft minute for you
to send to the Prime Minister and other Ministers

concerned.

SIR EENNETH COUZENGS



b
EL
-
i
=
-
- |
1
]
0
M
I
i
o i Sa e - h
- - '



N

CONFIDENTIAL } ,

N ‘ cc Chief Secretary
‘\kh X financial Secretary
\AV/’ ‘ Sir Douglas ilass
Sir Lawrence Airey
/Z[ W - Sir Anthony Rawlinso
Sir Ired Atkinson

Mr Iittler

Mr Hancock

Mrs Hedley Miller

Mr Middleton

Mr Bridgemen

Mr Unwin

”* Gill

| T’lr Hodg

CHANCELLOR OF THE EXCHEQUZR &,Governor Panit o:

Mr lMclMahon Ingless

Mr Ryrie UZTSD

Mr Armitage -~ T.Scl.

Mr Ridley

Mr Cromper

Mr Cardora

/&/ gﬁ ?gid;EbMosé -
/éu

| N N

DICMANTL TG CHANGE CONTROL AID THE INTERNATICNAL RCLE OF BIERLIIG

I attach papers prepared in the Treasury with the cooperation of thc
Bank of England on the further dismantling of exchange controls and
the international role of sterling.

2 The paper on exchange control begins with the assumption that

conditions will continuec to be favouravle to further relaation in =
autumn and that Ministers will therefore wish to take a major stev i
the dismantling process. A major step has to include removal ol Tie
remaining restrictions on vortfolio inves ;

porifolio controls are so very much the cornerstone of the systen,

there is a strong case for removing the remaining conmtrols in other
cce

ss by overseas borrouerns VO Tias

(Y

areas as vell. Some conitrol of a
Tondon naricet could however continue as a ratter of administration o:

under other powenrs.

“k We are proposing here a major and historic step - the ending o
e of controls which huave applied fev #0 years. It is undilely
that we can foresee corrictly all The main conscguence n

C
alone assess btheir scaleo. e have however done our limited best to
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discuss some of these in paragraphs 11-19 of the paper. I should
draw your attention to the piece about monetary policy and the banrxi
system in paragraphs 15-18. Here is an example of our uncertaintiec

abolition of exchange control could narrow the options open to the
Government on methods of monetary control. If so, we think thsat
is a price which in the end has to be accepted: we can hardly
found our monetary controls on sverlasting exchange.controls.

4,; The paper also draws attention to problems arising from the
verious other purposes for which the exchange control machine and
powers have been used These include their role in: implementing

sanctions against Rhodesia, on which we are consulting the FCO.

.Because these cermplications will have to be sorted ocut and stiil

more because we think it would be vnwise to rush into the sbolitior
of all exchange control powers without a trial period in which the
effects of total relaxation could be seen, we think you might say
simply, when announcing the new package, that the future of the
Exchange Control Act 1947 would now be reviewed -~ rather than thatv

jould be repealed at an early date.

5. Procedure. You would clearly not wznt to proceed with abolitic

remaining controls at the end of October if at that time steriing
were under significant pressure or the situation had otherwice
changed markedly for the worse. I recommend that anything you
say to colleagues about this package be subject to that caveat.

[
t

Although we are submitting the papers row, we would not thirk

4
v

necesssry for you to write to your colleagues about this plan b

M

for:

the early part of October. If you wrote by the middle of the mont:,

it ought to be possible to make an aunnouncement by end-Octover.
There is nc point in letting the prcposals lie sbout Whitehall too
long. None of this need prevent wvou from explaining the plan %o

I T T T
e

the Prime Minister however. So our reference in paragraph 28 oI

Mipng ata
Mainlgver

paper to preparing a2 mirute to the Prime Minister and other
.

does not mean that the minute need go tefore you leave for Malva.
2

CONFIDZNTTIAL
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I should add hicwever that while we can arrange %to proceed with cr
jdefer the main package on this basis, it might be difficult tc devisze
lesser package at short notice for an October anmouncement. Probably
that does not matter - if circumstances imposed deferment of a main
paclage they would be unsuitable for a smaller dne.

R T -, : . = Frgp. weREre,

International Role of Sterling

L

6. On the international role of sterling, our advice is that, to t:
rather limited extent that we <sa influence matters, we shoulc¢ not
encourage the use of sterling as an international currency and that
should continue to ask other countries to hold sterling in their
Teserves only to the extent that it is required for working purposcs.
We have been remarkabl:s successful hitherto with this policy, the

ot

nominal amount of central bank holdings being less now than at the ¢
of 197¢, despite “he revival of confidence in sterling. In real Tcx
the decline in the reserve role of sterling has been much nore narkc
The Treasury and the Bank agree in recommending that we should couoti.
with this policy for the official sterling balances. Our friends
overseas would see 1t as a very important and surprising developnent
we did not do so, glving the experiences of 1976 and their participa
in the Basle Facility. We also agreed with our Community partners =2
the time of accession to manage our affairs so as to diminish the
reserve function of sterling and I suppose 1t might be regar

step avay from the NS if we appeared to Dde "encouraging'" some revivw
of it. History apart, our present policy is in fact similar To that
the Germans, who do all they can to obstruct the growth of mari noid:
by central banks.

s J should report that the official holdings of two counviries have
recently increased by substantial anounts. The Bank of Ingland uncder
present policy would advise The nholders concerned of our wish ©TO sec
balances restricted to working purposes. We thought it rignt howeve:

(@]

first to secure your authority for this action. If we allow these
to go by defauvlt, that would be ftallen as a signal tThat we have abandc
the policy on official balances, wihich would thus be undernined. Anc
with the CIM and IMF meetings upon us, we mnight well be asked what ou

ould bec grateful therefore for your agreesnent th

[

policy is. I sl

b the eXcess 011_01"7 holders.

..-.v

Banlk should apopr
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)
8. Conclusions. We seek your agreement to an announcement of the
virtual abolition of exchange control at about the end of October,
provided the state ‘of sterling and conditions gencrally are su1tab1e ¢
S g 4o .
the time; and authority to plgn accordingly. And we seek your

confirmation that we may continue to apply the "sterling balances"
policy.

K E COUZEX
17 September 1979
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CHANCELLOR OF THE EXCHEQUER Chief Secretary

Sir D Wass
Sir L Airey
Sir A Rawlinson

Sir F Atkinson

Mr Barratt

Mr Jordan-Moss

Mr Littler

Mr Hancock

Mrs Hedley-Miller

Mr Middleton

Mr Bridgeman

Mr Unwin

Mr Gill

Mr Hodges

Governor )

Mr McMahon ) B/

Mr Armitage T. Sol.
Mr Ridley

Mr Cropper

Mr Cardona

DISMANTLING EXCHANGE CONTROL

The recommendations embodied in :the paper attached to Sir Kenneth
Couzensi minute of 17 September represent the full fruits of the
meeting/held with officials on 15 August. The matter has been
gone into with exemplary thoroughness, and I strongly endorse the
conclusion reached - in effect that the remaining apparatus of
exchange control should be abolished in a single package as soon

as Parliament returns next month.

Provided the market is reassured that we are not in the business
of making a 'U-turn' in our fundamental economic and monetary
strategy, the current setback for sterling is unlikely to go

any further, and certainly constitutes no reason for deferment

of this historic step.

v

\\J

7
>

NIGEL LAWSON
18 September 1979
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FINANCIAL SECRETARY Copies enclosed for:

o Chancellor af.the-Fxehequer

€. ' Chief Secretary
2 %\X D\)K cc. Sir Douglass Wass O/R : .
y Sir Lawrence Ajrey
. _ S e . f3=.Xenneth Couzer= O/R . .. ;
Mr Barratt O/R
. Mr F Jones
< Mr Littler
Mr Bridgeman .
. * Mr Hancock O/R
3 Mr Monck
Mr Unwin
Mr Gill
Mr_Wicks
Mmttu
Mr McIntyre
Mr D A Dawkins (B/E)
. . Mr E George (B/E)
. - Mr R Armitage (T Sol)
: Mr G E Hosker (T Sol)

*
.

[ )

TIMING OF EXCHANGE CONTROL PACKAGE AND BP STOCK SALi

We mentioned to you last month (in a background paper on portfolio liberalisation)

i the possibility of the Government's being criticised if exchange controls on

outward portfolio were relaxed shortly after a BP stock sale and this was followed

by a fall in the BP price. I have heard from Mr Wicks, who is minuting you

separately on the mechanics of the BP sale, that this matter was discussed yesterday

by Sir Lawrence Airey with the Bank of England.

2. They égreed that there is a real problem. The exchange control relaxation
on portfolio might have a marginally depressing effect on the shares of UK companies

with high overseas earnings, like BP. If the relaxation were announced shortly

after a Government sale of BP stock and the BP price fell, whether on account of the

relaxation or for some quite different reason, there could well be complaints from

aggrieved stockholders and accusations of sharp practice by the authorities. Such

- complaints might be exﬁected to be taken to the Council of the Stock Exchange or to

the Council for the Securities Industry or to an MP or to the Press. In the last
fesoft, legal action could not be ruldd out. There could be a special problem with th
US Securities and Exchange Commission even though the sale will be confined to the

London market.
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] . . .
3. On the timing, we have énvisaged a final exchange control package more or
less (as soon as Parliament.returns on 22 October. if the state of sterling and
:cond1t1ons generally are suitable at the time. If unexpectedly thex were to be Judged
' unsritable. T supr-se that =+ hpt = minimal tidying-up package would have to be
’ péétpdqed for at least several weeks. Tor the BP sale, separate advice is being
Bubmittéd‘butll understand that a convenient date would be 30 October and that
i:_there would be serloua technical difficulties in postponing it for more than a week

fgéor two beyond that if the sale is to take place before December.

2 4, If an exchange control announcement can be made on 22 or 23 October, thls would

2 giVe the market a week to. settle down and there should be no problem. But more than

f ;;ﬂa .very few days' delay could upset the BP sales timing. I think that you will wish
L to. brzng this point to the Chancdllor's notiée now, and that-it could usefully be

' ‘mentloned to the Prlme Minister in advance of any formal minute to her and other
colleagues about exchange control, since it introduces a new time constraint into the

process of decision.

C H W HODGES
20 September 1979
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CHANCELLOR OF THE EXCHEQUER

c.c. Chief Secretary
Sir D. Wass
Sir K. Couzens
. — Sir 4, Rawlinson .

Mr. Barratt
Mr. Jordan-Moss
Mr. Littler

. Mr. Hancock

” Mrs. Hedley-Miller
Mr. Middleton
Mr. Bridgeman
Mr. Unwin
Mr. Gill
Mr. Hodges
Mr. Cassell
Mr. Shepherd
Mr. Ridley
Mr. Cropper
Mr. Cardona

“

DISMANTLING EXCHANGE CONTROL

In his minute of 18th September the Financial Secretary called
the proposed abolition of remaining exchange controls an historic
step. I agree it would be a fairly momentous decision, in view of
the amount of money that might want to leave in certain circumstanc
Since not everybody is willing to see a weaker exchange rate it 1is
important to be aware of the risks. I do not think we can be at al.
sure that the current set back for sterling will not go further.
Our inflation rate and trade performance may well lead to further
depreciation without any U-turn in policy.

My own disposition nonetheless would be to go ahead on two
grounds. First, we should be able to do as other countries do and
give our investors more freedom, considering we have the advantage
of North Sea oil. Secondly, more export of capital will help the
current account of the balance of payments and build up some counter
part asset to the oil we are using up, as well as making life more

profitable for British industry. W

(F. J. ATKINSON)

20th September, 1979.
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MR WICKZ : S - *c¢  Principal Priva<i:Zc.cretary -
PS/Chief Secretary
Sir D Wass
Sir L Airey
Sir K Couzens

EEEEJEEEEEEEEEE

Barratt

F Jones .
Littler i
Bridgeman EE(Z)CS
Hancock 1= .
Monck - OCI 978
Unwin

Gill .o

Hodges TS
Ilett

Mc re

D A Dawkins -B/E

E George -B/E

R Armitage -(T Sol)

G E Hosker ~(T Sol)

TIMING OF EXCHANGE CONTROL PACKAGE AND BP STOCK SALE

The Financial Secretary agrees strongly with Mr Hodges' minute

of 20 September recommending that the possible conflict between

a slightly delayed exchange control package and the BP stock sale

should be brought to the Prime Minister

's attention. I should be

grateful if you could provide a draft minute for this purpose.

R

P C DIGGLE

21

September 1979
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Chief Secretary
Financial Secretary
Sir Douglas Wass
Sir Lawrence Airey
Sir Anthony Rawlinson
Sir Fred Atkinson
Mr. Barratt

Mr. Jordan Moss

5 QTN R Mr., Littlel’ :

(o/r) Mr. Hancock

Mrs. Hedley-Miller
Mr. Middleton

Mr. Bridgeman

Mr, Unwin

Mr. Gill H///”;:

Mr. Hodge
r. no 2/ 1

SIR KENNETH COUZENS

Governor )

M. McMahon)Bank of England

Mr. Armitage (Tsy. Sol.)

Mr, Ridley
Mr. Cropper
Mr. Cardona

Mr. Ryrie (UKTSD)

INTERNATTONAL ROLE OF STERLING

Your minute of 17th September referred the Chancellor to
papers prepared within the Treasury with the help of the Bank

dealing with the further dismantling of exchange controls and

0121 A sttt

with the international role of sterling. On the latter, wit!

which this minute is concerned, you drew the Chancellor's
attention specifically to the fact that official holdings of
two countries have recently increased by substantial amounts

in contravention of existing policy on the sterling balances.

2. You should know that when the Chancellor and the Governor
discussed this matter recently, the Governor explained that
present policy could be called in question unless these
increases were challenged. The Chancellor confirmed that he
did not favour any change of policy on the sterling balances
and he subsequently agreed that the Governor should take
appropriate action in approaching the two countries concerned.
I accordingly confirmed this position in a telephone call to

the Governor's Private Secretary.

/3.
CONFIDENTIAL
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& e Ak
e The Chancellor will wish to have a full discussion with
Ministers and officials in due course about the exchange
control aspeéts of the papers you sent him. He has noted
the views expressed by the Financial Secretary in his
minute of 18th September on the subject.

iy
)

(A.M.W. BATTISHILL)
21lst September, 1979

" 'CONFIDENTIAL
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Chancellor of the Excheguer

Chief Secratary

Sir D Wass

u...r 1 A.LI‘():'Y
Sir K Couvens

Mr RBarratt

Mr I Jones

Mr Liuvilei

Mr Bridgeman

Mr Hancock

Mr Monck

Mr Unwin

Mr Gill

Mr Hodpns

Mr Thornton/
FoovilTliclts
Mr Tlett

Mr McIntyre
PECS

PTMING OF EXCIANGE CONTROL PACKAGE AND BP CHARE SALE

I understand that you wish to minute the Prime Minister about the

lf%k beﬁ@een these operations.

2. I sttach a draft.

‘wi‘ﬂ

"---'-nu-’cl .-_.___..

N oW

N L WICKS
24 September 1979

SECHET






SECRET

DRAFT MINUTE FOR THE FINANCTIAT, SECRETARY TG SEWD %0

Prime Minister

TIMING OF EXCIIANGE CONTROL PACKAGE AND BF SHARE SHALE
You ought to be aware that thcrouis 8 link“beéﬁzen the timiug
of the sale of BP shares and the announcement of further

steps in dismantling exchange. controls.

2. The link arises because an cxchange control relaxation
on portfolio investment might have a marginally depressing
effect on the shares of UK companies with high overseas
earnings, like EP. If the relaxation were announced shortl;
after a Government sale of BP shares and the BP price fell,
whether on account of the relaxation or for some quite
different reason, there could well be complaints from
aggrieved shareholders that the Governmernt had deliberately
held up the exchange control announcement s0 as not to affec’

the share price before the sale.

%2, Such complaints might be expected to be taken to the
Council of the Stock Exchange or to the Council for the
Securities Industry or to en MP or to the Press. In the
last resort legal action could not be ruled out. There
could be?special problem with the US Securities and Exchange

Commission even though the sale willte confined to the

London market.
4. This suggests thot the cxchange control armouncement

should be made before the BP sal» and plans arc being mado

on thia basisz.

STCRET
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SECRET }z‘@

5. The Chancellor expects to be consulting you early next

month about the exchange control package and its timing.
Our thinking has been thet it should be anﬁounced Mmore owv
less as soon as Parliament returns on 22 October, assuming
that the &tate of sterling and condltions genersily are
suitable at the time. We have not come to conclusions on
the timing of the BP sale, but we ﬁhink‘that it ought to
take place as qui-kly os possible. The Chancellor will
consult you later about the precise date, but it looks as
‘if 30 October would be a convenient date, provided market
conditions dre right. There would be serious technical
difficulties in postponing it for more than a week or so

beyond thst if the sale is to take place beforc December.

6. VWe will keep you in cXose touch with developumecats on
the timingz of both the exchange control package and the BP
sale, but I thought you might wish to be aware atl this stage

of the link between the two operations.

2.

1

SCHET
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TIMING OF EXCHANGE CONTROL PACKAGE AND BP SHARE SALEKWx VP\L\Tthg§

You will be aware that there is a link between the timing of the
sale of BP shares and the possible announcement of further steps

in dismantling exchange controls.

The link arises because an exchange control relaxation on portfolio
investment might héve a marginally depressing effect on the shares
of UK companies with high overseas earnings, like BP. If the
relaxation were announced shortly after a Government sale of BP
shares and the BP price fell, whether on account of the relaxatiga
or for some quite different reason, there could well be complaints
from aggrieved shareholders that th; Government had deéeliberately held
up the exchange control announcement so as not to affect the share

price before the sale.

Such complaints might be expected to be taken to the Council of the
Stock Exchange or to the Council for the Securities Industry or to
an MP or to the Press. In the last resort legal action could not be
ruled out. There could be a special problem with the ES Securities
and Exchange Commission even though the main sale will be confined

E S

to the London niarket. 'e
This suggests that any announcement about exchange control relaxations
should be made before the BP sale and our preliminary plans reflect

this.

The Chancellor intends to consult you early next month about the
possibility of a further exchange control package and its timing.
We have not come to conclusions on the timing of the BP sale, but we

think that it ought to take place as quickly as possible. The
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Chancellor will consult you later about the precise date, but it looks
as if 30 October would be a convenient daté, provided market condition:
are right. There would be serious tecﬁhical difficulties in )
postponing it for more than a week or so beyond that if the sale is
to liac place befo: « Bececwber? This woulu suggest that, provideu 7
conditions generally are sui}able for such a move, the ideal timing
for the Exchange Control package would be more or less as soon

as Parliament returns on 22 October:

We will keep you in close touch with developments on both these.
peoints, but I thought you might wish to be aware at this stage

of the link between the twonoperations.

NE

-—

NIGEL LAWSON =
25 September 1979
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The Prime Minister gave a lunch yesterday for Treasury
Ministers and the Governor. They had a wide-ranging discussion.
The following is a summary of some of the points covered.

The Domestic Monetary Situation

The Governor said that the monetary prospect was now a little
more encouraging. This was for three reasons. First, the

. Government's funding requirements would be rather lower over the

next few months. Secondly, while lending to the private sector was
still strong, there were signs that it might begin to edge down
soon. Some of the recent lending had been to finance early
repayment of foreign currency loans, and this had increased the
level of total lending over what it otherwise would have been.
Thirdly, the August figures for lending to persons suggested that
this category of lending was beginning to moderate.

On the other hand, there were several anxieties. In the
first place, there was the engineering dispute, which was causing
uncertainty in the market. Secondly, it was still possible that
lending to the private sector would continue at a high level -
especially if corporate liquidity worsened in response to big pay
settlements. Thirdly, there was concern that sterling might fall
further. Insofar as this would worsen the inflationary outlook,
this would make gilt sales that much more difficult. Finally,
there was pressure from rising interest rates overseas.

The Prime Minister asked whether, against this background,
interest rates were likely to fall in time to avoid the increase
in the mortgage rate in January. The Governor responded that,
although the outlook was very uncertain, it seemed more likely that
interest rates would stay up than that they would turn down soon
enough.

The Prime Minister then asked whether it would not be possible
to tighten the 'corset" in order to hold back bank lending. The
Chancellor explained that, while the '"corset" arrangements could
in principle be changed so as to eliminate the existing leakages,

. the banks and borrowers would almost certainly find new ways of

evading the controls. For example, inter-company lending would
probably increase. There might also be increased borrowing

from abroad. Ultimately, the authorities had to rely on interest
rates to bring the level of credit creation to the private sector

within the desired limits.

FaDETR Ixchange Controls

Rec. | 26 SEPI9797%,
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Exchange Controls

The Chancellor said that a decision would have to be
taken within the next few weeks on the further dismantling
of exchange controls. A firm decision one way or the other
was needed partly in connection with the sale of BP shares.
His owu prelim.uary vaicw was that the rewariuing controls
should be dismantled.

The Prime Minister said that she would be glad to
discuss this after the Chancellor returned from the IMF/Bank
meetings: but her initial view was that there should be no
further relaxation for the time being. She felt that it would
be a mistake to relax the controls further until the Government's
market philosophy was being seen to work. To move any further
now could all too easily lead to a large outflow of funds.

I am sending a copy of this letter to John Beverly (Bank
of England).

/\"w\— b |
T Laet.

-

M.A. Hall, Esq.,
HM Treasury.

SEC_REE
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cc Chancellor of the Excheaqu

Chief Secretary

Fineneial Secretary

Sir Douglas Wass

Sir Lawrence Airey

Sir Fred Atkinson

Sir Kenneth Couzens

Mr Ridley _

Mr Littler /

Financial Secretary

Mr Bridgeman

M, Hb_w b

Mr Riley
Mr Cardona
Mr Fforde
Mr McMahon
Mr George
Mr
Mr

Goodhart

)

% B/Eng

)
Holland )

EXCHANGE CONTROLS, THE EXCHANGE RATE AND INTEREST RATES

1. When coming to decisions about a further relaxation of
exchange controls, you will wish to make an assessment of the
risks to other Government objectives in the monetary field.

Mr Bridgeman's minute of 1 October dealis with the complications
which result for monetary control. This note is intended to
help you get a feel for the implications of exchange control
relaxation for interest rates and the exchange rate over the
coming winter ~ ie for the rest of the financial year 1979-80.
It does not deal with complications for monetary control arising
from the possible discontinuation of the SSD scheme which is
considered in Mr Bridgeman's note.

2. Perhaps I could start by repeating the rather obvious point
with which all these submissions begin. Relaxing exchange controls
offers a new opportunity to purchase overseas assets. The extent

to which this happens depends on confidence in the UK economny.
Confidence ig a very difficult concept to get hold of and almost
impossible to quantify. But let us start by assuming that confidenc
remains about as strong as it has been so far this year.

3. The relaxations which were announced in June, effectively
) ] " :
removed control over the financing of direct investment, the

- 1 =
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purchagse of securities in EEC currencies and the repayment

of foreign currency borrowing. Limited experience so far
seems to indicate that there is a substantial interest on

the part of UK residents in taking advontage of these
relaxations. We are of course uncertain about this; the time
period is short and though we have some evidence concerning
actual transactions the most complete and up-to-date information
relates to authorisations. But it seems not unreasonable to
think in terms of an outflow from the private sector of some
&1 billion for the rest of this financial year on account of
these relaxations.

4, It is not easy to carry this thinking forward and . apply it
to portfolio investment. As the note attached to Sir Kenmneth Couzc
submission indicated the outflow could be in the region of

£13-2% billion a year over the next two years. Of this it might
be reasonable to think that an initial £1 billion or so could

take place in the present financial year. So, taking the existing
and proposed relaxations together we could experience an outflow
of some £2 billion over the winter months on account of exchange
controls, given the present degree of confidence.

5. With an outflow of this size, there is likely to be downward
pressure on the exchange rate. Such pressure could only be
avoided if confidence actually strengthened. This might both
reduce the size of the private sector outflow or compensate for

it by inflows from the rest of the world. There is of course
nothing impossible about a strengthening in underlying confidence.
If the markets judge the Government's policies increasingly
favourably in a world plagued with inflation, or if there are
disturbances in the o0il market, sterling could remain very strong -
though it would still be somewhat lower than it would have been
had the relaxations not taken place. If the rate does remain
firm, there need be no serious worries about the overall effect on
&M% of exchange control relaxation. It is difficult to predict
exactly which way the monetary effects would go; but though the
effect on £M3 would probably be small, the situation would be
characterised by a strong growth in domestic credit offset by
large negative externals.

6. This combination of circumstances is not however the one to

- [ =
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concentrate on when considering risks. In the absence of an
underlying improvement in confidence, the exchange rate could
fall as the large initial flows referred to in para 4 take place.
This would, in turn, affect prices and perhaps activity so that
the demand for money would increase - requiring higher interest
rates to keep the money supply within the target than if the
relaxation of controls had not taken place.

7o There would, in any case, be some upward pressure particularl.
on long rates from the relaxation of exchange controls:

a. UK residents will finance the outflows resulting from
the relaxation of exchange controls to some extent by bank
lending, but mainly by reducing their demand for UK assets.
Substitution between gilts and overseas assets is likely to
be high so we should expect a considerable fall in the demand
for gilts. In particular, the relaxation of exchange control
might substantially reduce the extent to which the institutic
channel new funds into the gilt market. The institutions wil
of course reduce their bank deposits to some extent to financ
their portfolio diversification. But they have in the past
financed their holdings of overseas assets largely by foreign
currency borrowing. We think that they will be very keen

to repay this, and the easiest way of financing such trans-
actions would be at the expense of buying gilts. We are not
too sure yet about the likely size of this effect; some of
the overseas transactions will have been financed by back to
back loans - (the borrower secures his foreign currency loan
by making a fixed sterling deposit with a bank) - which as
they are unwound will produce a compensating reduction with
the banks. But taking all these factors into account the
effect on gilt sales this year might be of the order of

£1 billion.

be This will come at a time when, during the rest of the
financial year, the gilt market is also likely to be adversely
affected by:

i. The £ billion of public sector asset and oil sales.

ii. ©Substantial redemptions of maturing stock totalling
£2%4 billion., This is likely to cause considerable

- 3 -
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indigestion and perhaps lead to some awkward monthly
figures for DCE and money.

In these conditions it will not be easy to manage the monetary
gystem over the remainder of the present financial year and
monetary growth may not be very smooth. If, in addition the

SSD scheme has to be abandoned without replacement, the growth

of the money stock would be increased both because of the effect
on expectations and reintermediation adding further to the upward
pressure on interest rates. .

8. All this has been on the basis of continuing good but not
improving confidence. If the Government sticks to its monetary
targets throughout the winter, and if its resolve to pursue its
declared fiscal and monetary policies in the medium term remains,
there is no reason to dwell on a situation in which confidence
weakens. But of course there is always the risk that this might
happen temporarily; in this case the flows out might be larger,
the exchange rate lower and the interest rate higher at least for
a time.

9. In conclusion I should perhaps point out two further things:

a. This is not a forecast. I am simply trying to paint

the prospect in such a way that the risks implied by a furthe:
relaxation of exchange control in October can be appraised in
a timely way. The short term forecast to be delivered shortl:
will provide a more comprehensive background against which

to assess them. Meanwhile it seems safe to say that a
further package of exchange control relaxations would signi-
ficantly increase the risk of a lower exchange rate, and
higher interest rates than otherwise particularly at the long
end of the market.

b. These risks do not in any way suggest a crisis. The
markets will appreciate that high DCE and some temporary fall
in the exchange rate would be the result of a once-for-all
effect of the relaxation of exchange control. They would
also probably accept that rather more intervention than normal
was an appropriate response to the once and for all effects
resulting from the effective end of exchange controls. We
may however have to go in for some public educktion to ensure
that if the money supply has a rapidly growing dcmestic

-4 -
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component offset by a large negative external, this does
not itself lead to adverse expectations of the sort which
we have seen develop - for example in 1976 - when the
circumstances were very different.

fp P E MIDDLETON
1 October 1979
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cc Mr. Barratt
Mr. Middleton
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‘Mr. Fforde )

Mr. McMahon ) Bank
Mr. George ) of
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EXCHANGE CONTROL AND DOMESTIC MONETARY CONTROL
Work over the last two months on the proposed relaxation of

exchange control over portfolio investment has shown that the only
sensible way of making the move involves such extensive dismantling

of exchange control over borrowing and lending between UK

residents and non-residents that there would be no possibility

'of continued effective use of the Supplementary Special Deposit scheme
(even at its present dubious level of real effectiveness) or the
future use of "tight" forms of monetary base control.

2. My. Bridgeman's minute of 1 October below explores the
implications, and the paper attached to his minute discusses more
generally the potential role and value of direct monetary controls.
3. Mi nope that there will be a good opportunity for you to reflect
further on the long-term implications when we present to you a

study of the possible merits of a variety of forms of monetary base
control. (This is a joint Bank of England/Treasury study, in which
we are looking to the Bank of England for the basic analysis: I am
afraid we shall not have it ready for about a fortnight.) On the basis
of our discussions so far, I cannot think that we shall find
sufficient net and durable value in any of the forms of direct

control which have been used or considered to warrant indefinite
retention of exchange control to protect them.

1
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L. But there is a more difficult and immediate question of timing.

o

; is our judgement that, once the proposed exchange control
relaxations have been made, the current Surplementary Special Deposit
scheme would have to be allowed to fade out: in the new circumstance
it could so readily be by-passed and this would be so widely recognis
that it would simply not be plausible for the Government to anrmear tc
attach importance to it; moreover many of the ways in which it would
be by-passed would benefit foreign institutions or undesirably build
up off-shore operations by UK institutions.

B Ve need therefore to consider the implications of more or less
simultaneously making the exchange control move and dropping the
ncorset". I think there are at least three:-

(a) The dropping of the "corset" would mean that the Government
would have to rely more directly and overtly on interest rate
movements to control the growth of bank lending: I think it
would be sensible to recognise this publicly, but obviously

t0 do so would be more or less embarrassing depending on
circumstances and timing. :

(b) We must expect a good deal of re-intermediation, and have
indeed estimated that it could increase the growth of

recorded £M3 by 2 percentage points or so: we might hope,

just as we have made no attempt to hide the acceptance

leakage, etc., in recent months, we could command some fespect
for the argument that reality was not being changed; bdbut it
would of course be embarrassing if the result was to carry
money supply growth during the present important first financia
year for this Administration beyond the target.

ﬁkc) We must expect substantial portfolio-switching, not least
from the big institutions, probably with the net effect of
reducing &£M3 while leaving a perhaps high DCE figure untouched:
it is certainly arguable that this kind of portfolio-switching
makes a once-for-all difference in the definition of the
statistics without immediately and significantly affecting the
underlying reality of liquidity and credit - there would be
many side-effects but we cannot hope to trace them all through
in advance. It might be sensible to sound some warnings about
the impact of the move on future monetary figures.
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CONFIDENTIAL <

6 7 I am not myself persuaded that the proposed exchange control
move will of itself greatly affect immediate monetary conditions

in the UK or our future ability to influence them. What we shall be
dealing with will mainly be presentational problems. Ve shall need to
~nv~i3ay what, given preveiling circumstances, the Government can
plausibly say and how the markets will receive it. I do not think
we need any ideal "fair weather" in which there is plentiful slack
in the rate of money supply growth and no pressure on interest rates,
but I would prefer a rather more auspicious moment than any over the
1ast few months. The development which would be most helpful would be
some clear sign of an abatement of the pressure of bank lending.

If that occurred, there could be several consequences in markets

and I would be inclined to recommend taking the opportunity to make
the exchange control move rather than, as one possible alternative,
encouraging a reduction in interest rates.

S/
A

7=

(J.G.LITTLER)
2 October, 1979
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CONFIDENTIAL

CHANCELLOR OF THE EXCHEQUER Chief Secretary
Sir Wass
Sir Airey
Sir Atkinson
Sir Couzens
Sir Rawlinson
Mr Barratt
Mr Jordan-Moss
Mr Littler
Mr Bridgeman
Mr Hancock
Mrs Hedley-Miller
Mr Middleton
Mr Unwin
Mr Butt
Mr Gill <
—>3 Mr Hogge i
Mrs Lomax
Mr Wicks
Mr Ridley
Mr Cropper
Mr Cardona
- Governor )
Mr Fforde )
Mr McMahon )
Mr Dawkins )
Mr Ryrie - UKTSD

>R Y

B/E

DISMANTLING EXCHANGE CONTROL

You asked me to consider the recommendation put forward by Sir Kennc
Couzens with his minute to you of 17 September which we are to discu
next Tuesday afternoon, 9 October. I have been into this matter

with officials. An important implication for domestic monetary poli
in 1979-80 has been identified which could affect the timing. Subje
to what I say about that below, my conclusion remains that we should
go ahead with the plan to remove virtually all remaining exchange

controls in a single package on Tueéday 23 October. o

Exchange control and exchange rate policy

2. From the point of view of exchange control policy, there is
everything to be said for moving now to virtually complete abolition
No partial dismantling of controls over outward portfolio investment

has been devised that makes any sense at all. And any intermediate
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position between the abolition of control over outward portfolio
investment and total abolition of controls would be riddled with

leakages and liable sooner or later to bring the system to discredit

3. The choice thérefore, as I see it, lies between taking the radi
step of total abolition as soon as possible and deferring it until
later without any certainty that a better occasion will arise. We
must recognise the risk that complete dismantling would add signific
to downward pressure on the exchange rate. If we could be sure tha:
at some future point we would enter a period in which we could incu:
that risk with greater confidence than at present, that would be an
argument for postponement on exchange rate grounds. But it is not
realistic to think in these terms. There will always be reasons wh-

sterling may fall.

L, No one can say for sure what the effects of abolition on the
exchange rate will be. Perhaps the crucial question is this: if we
do drop exchange controls in October and confidence seriously weake:
in thewinter, how far will the abolition of exchange controls add t«
pressure on the pound?. In my view, it is our determination to
persist with our financial and monetary policies that is crucial to
the underlying strength of sterling and not the presence of exchange
control. There are so many means available within the present exche
control system of getting out of sterling - for example, leading anc
iaggingby residents and the withdrawal of funds by non-residents -
that I do not believe that the abolition of controls will make a

fundamental difference to the exchange rate.

5. By contrast, a decision to abolish controls now would -
unquestionably assist one important Government policy: namely to cut
the size of the public sector. To go ahead in October would permit
a rapid rundown of staff at the Bank of England over this winter.

To postpone the decision would delay the achievement of these staff

savings.

Implications for domestic monetary policy

6. Paragraphs 15 to 18 of the paper on exchange control attached
to Sir Kenneth Couzens' minute of 17 September describes the implica-

tions of exchange control relaxation for domestic monetary policy.

2
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The point is there made that, once the remaining exchange controls
had gone, it would be easier for banks to avoid direct controls over
the money supply (such as the present corset and various versions

of the menectavy base ~antrnl system which officialk are examining)

by switching business to overseas banks.

7. This aspect has now. been examined in detail. Mr Bridgeman's
minute and paper dated lst October dealt with the implications

for monetary controls, while Mr Middleton's minute of the same date
deals with the other implications for domestic monetary conditions.
On the former the conclusion reached is that, without exchange
controls, the use of direc£ monetary controls would be severely
limited. To have one without the othef would have the effect both
of driving part of the British banking system offshore and of
reducing, if not eliminating, the effectiveness of monetary control.
But retaining exchange control would not be an acceptable price

to pay for the possible advantages (which are not undisputed) of
adding direct controls to the more general monetary controls - name.
fiscal policy and interest rate policy at both the short and long
ends of the market. Officials have examined the possibility of
keeping a few directly mevant exchange controls so as to preserve
the option of retaining the corset or introducing the relevant form
of monetary base control; but they have concluded that, once port-
folio controls and the associated monitoring procedures had gone,
it would not be possible to sustain an effective scaled-down control

of this sort.

8. Neither I nor officials believe that this is a reasons for
abandoning our plan to dismantle exchange control. But it is releva
to the timing of the final move. If we abolish controls in October
there will be a strong case for allowing the corset to lapse in
December. The ending of the corset could be followed by an addition
to the sterling M3 statistic whioch might, depending on other
developments, jeopardize the achievement of the target during the
relevant 10 month period. Also the banks have been holding back on

certain forms of marketing, such as the Lloyds home loan scheme, and
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they would press ahead if the corset lapsed. It is possible that
such developments, together with the possible effect as the exchange
rate expllned in Mr Middleton's note might require a further upwar(
move in both long and short term interest rates to protect the |
target by further deterring bank lending and by mcuring most gilt
sales in what may be uncertain conditions. This would strictly
speaking reduce even further the already slim chance of interest
rates falling sufficiently for building societies to stop the

increase in their mortgage rate.

9. None- of this is conclusive and it may well be that other devel
ments will permit us to acceﬁt the consequences of the lapse of the
corset (which, sooner or later, is inevitable anyway) at the end

of the year. Much turns on the outlook for the PSBR over the wmonth
ahead and in particular the question of how soon we shall see the
downturn in bank lending which we have been expecting for so long.
10. Further information on these points will be available for
consideration at your meeting on Tuesday afternoon which is why it
has been postponed to that time. My conclusion is that, if the out
1ook for the monetary aggregate is reasonably secure and the implic
.ions for interest rates acceptable, we should go ahead with the
abolition of exchange control in October and the lapse of the corse
in December. But, if the figures are likely to be disappointing to
the market, there may be a case for postponing the abolition of

exchange control, probably until the spring.

Other points

-

11. Three otherpoints are relevant to the decision on exchange
control. The first concerns the European Monetary System. It would
be difficult to join the EMS until controls had been fully dismantle
and the foreign exchange market had absorbed the consequences of

any stock-shift that might follow. This is an argument for abolishin
controls at the earliest practicable moment - jie to bxng forward the
time at which the Government would at least have the option of

joining the EMS at a realistic rate and without incurring the extra
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risks due to the short-term effect of the abolition of controla on
the exchange rate. The Prime Minister might think this a relevant
factor in the context of the changes that we are seeking in the

European Budget arrangements.

12. Second, it would be necessary to have special arrangments for
continuing exchan ge controls against Rhodesia if the general control
;re removed and sanctions cannot be lifted. Officials have prepara-
tions in hand for this. So long as these controls remain in place,
we shall not be able to repeal the Exchange Control Act. But, in
any case, I accept officials' advice that we should consider more
carefully the case for retaining or replacing that legislation
before we made any policy announcement about its future, and that
for the time being at least the Act should remain on the statute

book even if all the remaining controls were abandoned.

13. Third, the timing of the exchange control package needs to be
related to that for the sale of BP shares because, if portfolio
liberalisation came fairly soon after the sale and the BP share
price fell, the Government would be seriously open to criticism
(and might even be liable to be sued). In your absence, I have
already drawn the Prime Minister's attention to this link. The
best time for the BP sale seems likely to be about the end of
October so the exchange control ammouncment should come aboutone
week earlier - for that reason Tuesday 23 October has been identified
for planning purposes. If 23 October is ruled out, we should have
to postpone the package for at least 2 months after the BP sale:
however, as explained in paragraph 10, postponement for monetary

policy reasons probably means postponement until the spring.

Conclusion

14. Unless any new information available at your meeting on Tuesday
shows that it would be too risky to allow the corset to lapse in
December, I would recommend that you confirm the present plans for

an announcement of the virtual abolition of exchange control on
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23 October. The announcement could, of course, be aborted at any
time between now and then if a new assessment of monetary conditior

or devlopments in the foreign exchange market made that appropriate

15. The next step after your meeting on Tuesday should, I suggést
be a minute to the Prime Minister with copies to the other Minister
directly concerneds in which you will.no doubt wish to rehearse
the positive benefits of Exchange Control abolition, which I have

deliberately omitted from this already over-long minute.

P
NIGEL LAWSON
4 October 1979
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MONETARY PROSPECTS FOR 1979-80

My minute of 1 October to the Financial Secretary points to some
of the risks inherent in the decision to remove exchange controls.
The attached note outlines our central view of the prespects
agsuning that the decision is in faect taken in Oc¢to ber, but that
the SS8D scheme is extended beyond the end of 1979 on the same basis
as at present. It is consistent with the note on the Icononic
Prospect which you received today. It takes account of the
September banking figures and has benefitted from a very close
look by the Bank and the Treasury at the prospects for the October-
December quarter.

é,,
P E MIDDLETON
8 October 1979
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MONETARY PROSPECTS IN 1979-80

Introduction

1. The forecast shows monetary growth of some 9% for the
financial year as a whole; thls 1mnlles growth towards the
bottom end of the target range of 7-11% at an annual rate
from mid-June.

2. The prospects for output, inflation, the PSBR and the
current account of the balance of payments are important deter-
minants of monetary prospects. The background is of output
falling between now and the end of the financial year while the
rate of inflation, measured in terms of the increase on a year
earlier in the RPI, continues to increase. Most importantly also,
the PSBR in the second half of the financial year is expected to
be much lower than in the first half - about £2% billion compared
with £6 billion - as public sector asset sales are realised and
the Post Office receives delayed payment of telephone bills. The
current account is expected to remain in substential deficit over

the period.

3. The forecast for the exchange rate for the rest of this
financial year is heavily influenced by the exchange control
assumption. Against a background of somewhat weaker confidence

and firm or rising foreign interest rates, this puts steady down-
ward pressure on the exchange‘rate over the winter months - though
without precipitating a crisis. In view of the largely once-for-all
nature of the immediate outflow, we have assumed that some of this
pressure will be taken on the reserves; there is therefore some
supporting intervention by the authorities. Even so, the effective
rate is forecast to fall to around 65 by the end of the financial
year.

The External Forecast, Exchange Controls and Overseas lonetary
Assuumptions

4, Though we do not anticipate any very dramatic reversal of
confidence, some weakening in underlying exchange rate expectations
seems possible. North Sea oil and recent sharp rises in the real
0il price have made it hard to reach a view on an appropriate rate
for sterling. But the effective exchange rate is currently high
in relation to all the conventional indicators, such as relative
money supplies and price and cost competitiveness. And the view
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“that sterling is, at present levels, rather overvalued, is

gaining ground among economic commentators and may command

wider acceptance during the winter months, against the back-
ground of cotninued current account weakness and high UK
inflation. Demonstrable success in meeting the monetary target

is the main factor producing a good underlying state of confidence.

5. Interest rate differentials are likely to continue moving
against the UK, but the evolution of monetéry policy in the

United States and, to a lesser extent, other OECD countries is
difficult to predict. We have assumed that United States monetary
policy will not be significantly relaxed even if there is a
fiscal boost next spring. United States interest rates are assumed
to peak in the fourth quarter of thsi year, but to remain at a
high level in 1980. We do not envisage any reductions in European
and Japanese interest rates in the rest of this financial year.
The growth of broad money in majof OECD countries on a weighted
average is expected to be very similar to the UK.

6. On the limited evidence of exchange control authorisations
since July, the measures already taken may give rise to substantial
outflows both to repay outstanding foreign currency debt and to
provide sterling finance for new investment. The consequences

of abolishing the investment currency pool depend critically on

the strength of the underlying demand for sterling. Even if no
pronounced expectations of a flal in the rate were to develop, we
would expect some short term outflow, as investors ourchase foreign
assets to replace the premium element in their existing foreign
currency portfolios. Taking 25% as a "normal" level of the premium,
this alone could produce flows of about £1 billion. In addition,
investors may want to increase the proportion of their wealth
invested in overseas assets,

7. So we should expect a further relaxation of exchange controls,
on top of measures already taken, to exert significant downward
pressure on the exchange rate during the rest of the financial year.
The forecast allows for outflows of private capital about £2 billion
on this account in the second half of 1279- 80. Much of this outflow
is a once-~for-all stock shlft,_;;_portfollos are rearranged. We
have therefore assumed that the impact on the exchange rate is
cushioned by official intervention totalllng about £ billion over
the game period.

=B =
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Domestic Monetary Prospects and Interest Rates

8. The much smaller PSBR expected over the remainder of

the financial year implies a quite favourable domestic monetary
outlook and the probability that interest rates would come down
before the end of the year. This is so in spite of continuing
large 1ncreases 1n bank lending and the depressing effect on

the gllts ‘market that can be expected to result from public

sector asset sales, the relaxation of exchange controls (especially
on portfolio) and the heavy redemptions which are due to occur
during the period. The forecast suggests that the monetary target
for the period to mid-April 1980 can be met with short rates fallini
to 12% by the beginning of December and remaining there throughout
the rest of the financial year, though there would be little change
in long rates. This respite on interest rates would only be
temporary if the PSBR rises to the forecast £10 billion in 1980-81.

9. External factors in the money supply are substantially
negative in the second half of the financial year, perhaps by

as much as £11 billion. These are the combined result of the
continuing current account deficits and the outflows projected

as a consequence of the abolition of exchange controls. These
outflows are only partly offset by capital inflows to the non-bank
private sector.

10. The attached table shows the forecast of £M3 and its counter-
parts on a calendar quarterly basis for 1979-80. Apart from the
low PSBR and substantially negative external factors in the second

half of the year already noted, the main features of the forecast
are:

a. Exchange control relaxations substantially reduce the
extent to which the institutions channel new funds into gilts.
Outflows of £11 billion in the second half of the financial
year reduce gilt sales by about £1% billion.

b. The gilts market is also likely to be adversely affected
by sales of public sector assets and o0il sales totalling
£1 billion over the period; and by maturing stock of £24 billio

These together might be expected to reduce gilt sales by
£1% billion.

Ce In spite of these adverse influences on the gilts market
we expect the underlying state of expectations to remain

SECRET
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reasonably strong. In particular the markets will be
aware of the reduction in public sector borrowing, and

the reduction in short rateswill, temporarily at least,
lead to favourable expectations at the long end of the
market. We forecast sales of about £1} billion in the
second half 6r the year, which alvnough considérdbly Less
than the sales of nearly £5 billion recorded in the first
half should be very satisfactory given the adverse factors
noted above,

iv. The growth of bank lending, which has been very rapid
indeed in recent months, must eventually slow down. But the
timing is difficult to predict and we have been fairly cautiou

‘on this., We expect the underlying increase to remain strong

during this year, although less so than in the first half
of the financial year.

Ve Bank lending will be boosted to some extent by the
exchange control relaxations, and in particular the relaxation
of controls over financing of direct investment already
announced. These are forecast to add £} billion in the
second half of the year.

vi,. The SSD scheme is expected to continue to exercise a
restraining influence over bank lending during the remainder
of the financial year and we expect that the extent of
disintermediation will continue to increase. So far this

has taken the form of a continuing increase in holdings of
bank acceptances outside the banking system, and possibly
other less visible forms, but the relaxation of exchange
controls is likely to add a new dimension to the possibilities
for disintermediation. We have not attempted to forecast in
detail the forms in which disintermediation will take place
after exchange control abolition, but total additional dis-
intermediation over the next six months might be of the order
of £ billion.

The timing of any reduction in interest rates in the remainder

of the financial year will depend among other things on the likely
outturn for the money supply in the next few months. Monetary
growth in banking September was a little over 1% and, given the
anticipated development of the CGBR, the prospect is for a fall

-4 -
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in £M3 in banking October even if the growth in bank lending
remains fairly strong. This would take cumulative monetary
growth since mid-June, the beginning of the current target
period, to near the bottom of the 7-11% range. The October
money supply figures will be published on 15 November and 1f
our expectations prove correct, a reductlon in interest rates
before Christmas could be possible.
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THE MONEY SUPPLY AND DCE IN 1979-80

(£bn) 1979(2) 1979(3) 1979(4) 1980(1) 1979-80
PSBR 2,8 3.3 1.0 Telt o 8.6
Bales of Gilts - 2.5 = 2.2 - 0.8 - 0.7  -6.2
Other public

debt - 0.3 L 003 - - 0-3 b 009
£ bank lending

to residents 2.3 1.2 1.7 1.9 7.2
Overseas - 0.2 - 0.1 - -
DCE 2.4 2.2 1.8 2.3 8.7
External factors - 0.2 - 1.1 - 0.9 - 0.8 - 2.9
Non deposit

liabilities - 0.2 - 0.3 - 0.3 - 0.4 - 1.1
Change in £M3 2.0 0.9 0.6 1.2 4,7
(%) (3.8) (1.7) (1.1 (2.2) (9.0)*

*Money supply on a banking month basis may be slightly higher

SECRET
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Mote of a meetine held in the Chancellor of the fxchecuer's office

.=t 2 Ypmoon G October 1979..

THE RELAXATION OF THE LXCHANGE CONTROLS

Present : Chancellor of the Lxchequer (In the chair)
Financial Secretary
Sir Douglas \lass
Sir Kenneth Couzens
il el Hr McMahon B/E
Mr Bridgeman o
) Mr I'forde "
Mr Hancock Mr Dawicins M
Mr Middleton W e
Mr Unwin
Mr Hodges —
Mr Ridley

The Governor of the Bank of Ingland

The Chancellor exprezsed his appreciation of the lucid analysis presented by

officials, and ncted that no further sensible intcrmediate stage in the
L3

dismantling of exchange controls qgg;ghggﬁggziisd. He accepted that there
would be some inevitable side~effects, for examplc on the production of
statistics. More substantial problems had however recently apgpeared on the
monetary policy front (notes dated & October by Mr 2ridgeman and Mr Middleton).

He wondered why these had not emerged earlier.

2. Sir Douglas Wass caild that these difficultics had been largely shown up

more or less incidentally by the cxamination of different methods of monetary

base control. In retrospect they might have been anticipated by looking at

A0
adk

the Germans' experiences with offshore banking. Bridseman added that it

had only become apparent in August that the next exuchange control package would
remove all controls, so it was only then that this link between monetary contrcl

and exchange control had come under scrutiny.

3. In further discussion of the implications ¢f exchange control relaxation

for monetary controls, the Governor pointed out that any policy which gave nore
$ et - & J b &

freedom of choice and more room to lock for zlternatives would inevitably have

some cost. Attemplts to conbrol markets drove lhen ofishore, as the Ul kept

[R9N=
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pointing out to Germany and the USA. One could do no more than control
one's own system. Mr McMahon added that there were alrcady plenty of
ways round the monetary controls.

- Fl sEs g nad -y

4. The Chancellor noted that the monetary control issue was clearly

importante.

5 The Governor said that much of the discussion had been against the
background of the nominal M3 figures. He, however, saw little point in
claiming that the target had been reached when there was clearly a gap

of 2 to % and commentators knew this.

6. Sir Douglas Wass thought that the corset had been intended to a

certain extent to conceal the credit creation mechanism, admittedly
in a cosmetic fashion; the spread of acceptance credits showed that this

had harpenede.

7. Mr Fforde reported the latest monetary figures (to be released on

19 October). The September figures would show a scasonally adjusted iucrease
in sterling M3 of 0.6%, equivalent to 10.1% annually; but if the leakage
through acceptance credits (the "bill leak') were included the annuszl figuré
rose to 15.%%. Although the borrowing requirement was very high (£1.6b)
sales of debt amounted to £1b, and a high DCE (nearly £900m) was offset
partly by a private sector outflow of £490m; so the result was a low money

supply figure.

8. The outlook for the next 3 months was for futher low M3 figures.

The borrowing requirement looked like being low, particularly in November;
gilt issues would be modest. Relatively high DCE scemed likely to continue
to be offset by outflows, producing money supply figures running along the
bottom of the 7-11% range with the possibility of lower short term interest

rates for a time.

9. Mr Fforde had these reservations;
i) The bill leak had now reached £900m and was continuing to grow,
though more slowly. I this was allowed for we would be running
along the top of the target, not the bottom; as commentators would

Aotice.
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ii) It was very difficult to predict the gerformance of the borrowing
requirement. The September figures had turned out £200m higher
than forecast. Sstimates for the future should be treated with

. . rerticular caution, , . AL AT gae P

iii) Bank lending (£170m) was gratifyingly low; but there was the bill
leak, and VAT and PAYE posed particular problews. The engineering
dispute might be cau;ing companies to borrow less. An increase in
lending to £600m (£500m for domestic use) might be round the
corner; while this would compare favourably with figures of
£700/800m earlier in the year, it would be wrong to accept the

present £170m without qualification.

The Governor commented that this boiled down to so far so good but not so very

good.

10. Turning to the question of the timing of the removel of exchange controls,
the Chancellor said that the choice was between moving now and waiting at least
two wonths, protably more. To go chead now would be a legical comsegucnce

of changes already implemented and would accord with the Government's stated
policy. It would reaffirm faith in their medium-long term strategy. The
decision could also be taken in relative isolation from other ecoromic policy

decisions.

11. On the other hand, one area where the Government were clearly in reach

of success was in bringing the money supply under control. It might be that

to relax exchange control now would significantly impair the chances of success
here and at the same time bring down the exchange rate and so push up inflation.
If this was so it would be difficult to justify acting now; it might be better
to wait to the Budget, where this might be just one of a number of eye-catching

measuresS.

12. Sir Douglas Vass wondered whether the decision would be any easier at

the time of the Budget; and Sir Kenneth Couzens vemarked that the countorpart

of presenting the removal of exchanpge control in the context of the Budget was

v
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that it would place a constraint on the rest of the Ludgeb Wiile 1t would
be relatively casy to postpone action uatil the Budsel, it vould be harder
to delay much longer. Mr iflancock recalled that the Government had already

[ s e T

aro...cd exycotativias.

13. The Financial Sccretary saw advantage in keeping the exchange control

e X *cfi

out of the Budget. The long-awaited fall in bank lending had now materialised.

The money supply figures looked good. Dropping centrols was a lcap in the
dark, but then it would always be. Mr pcMahon agreed. Iarly action could

increase confidence and would leave the Government with the initiative.

14. The Governor pointed out that the question wes one of timing. The
possible facilities for outflows were already enormous; 56b private sterling
balances, L6b borroviag that could be repaid at any time, and & potential
daily leading and legging of £300 milliom. There wcre risks; but an immediate
substantial stock shift scemed unlikely. The US markct prescnted the only
real danger, and it had been less attractive than the UK markect for the past

6 years. Discreet spproaches to leading investment institutions suggested

that they would rraci cautiously to opportunities to move into the USA.

15. In addition, the Governor felt it likely we vould join the S, which

could hardly be done while controls rcmained. This vas a marginal reason for

moving now. A further point was that unless we toox the opportunity to
allow the private sector to acquire additional overscas assets next year's

1 £

lorth Sea 0il gain would simply be consumed; the accumulation of domestic
assets was unlikely given the outlook for the next 18 months. TFor two
years debt had been repaid ahead of schedule; this policy was now coming to

an end as repayment possibilities ran out. Sir Dourlas Wass doubted that

relaxation would have much effect on the current account in the short term;
but the Governor explained that he favoured a currcnt account surplus which
would allow the private sector to invest; they would make better use of the

money.

16. Sir Douglas Wass did not doubt the merits of abolition. On timing, he
thought thatom bBalance the situation would be more difficult next year.

lixchange control relaxation might or might not it casily with the Budget;

o 5
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but it would be awkword if it was announded at the same time as fiscal measures
with which it scemed inconsistent. At present it mipght attract a ritusl
protest from EQ@,TUC; but this would not be linked to oEPegﬁ;iye issues.

The next three months were likely to.be relatively trouble-free. Lot to

move now would be a vote of no confidence in the policy. Sir Douglas Vass
added that he felt that the likely stock shift mirshit have been overestimated.

As for the SSD scheme, this was alrcady under great strain and dropping

exchange control would be one more nail in its colfin.

17. In further discussion there was widespread agrecment that controls

should be lifted now rather than later; it was difficult to see when a hetter

moment would present itself. Sir Kenneth Couzens ugreed that the monctary

O

difficulties had to be faced. The S5D scheme was in any event at the end

oy

of its useful 1ife. If the absence of exchange control meant marginally
higher interest rates this was a price which had to be paid sooner or later,
unless exchange controls were retained as a permanent instrument of policy.

Mr Mciahon added that if it was intended to allow the private sector to accumulatc

more overseas assets it would be logical to respond to a stock shift by spending
- J & (&

reserves. Mr Fforde and lMr Hancock agreed.

18.  The Financial Secrctary emphasisedthat monetary policy could be managed

without exchange controls. He acknowledged the political sensitivity ol the
mortgage rate. But it was now most unlikely (as the Governor confirmed) that
_the decision to raiss mortgage rates would now be rescinded. The Financial
Secretary added that it would be much worse politically if interest rates fell
slightly and then had to go up again than if they stayed at their present level
throughout. Mr Littler thought that it would be dangerous to give industry
any signal that interest rates might be eased just when they seemed to be
accepting the Government's determination to hold to present policies; and

Mr Fforde commented that this would be particularly unpropitious in the context

of movements in external interest rates.

19. Mr Ridley had some doubts. He was a little surprised that no further

thought appeared to hiave been given to the possibility of an intermediate
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'Stage, though FMr lancock explained that this option was ruled out by technical
considerations. Mr Ridley also wondered whether it was not premature to

take this decision before the work on monetary base controls had been completed.
Monetary pollcy was of fundamental 1mportance and must not be endangered; he
was Jmpreosed b{ the grounds for concern set out in Emlgrlaggéén 5 paper. Nor
should the effec% s/sustained outflows on the RPI be overlooked. Unlike

Mr Middleton, he saw advantage in further work on simulating the effects of a

substantial outflow as an aid to judgement. The Financial Secretary felt

however that a decision now had to be taken on the basis of the available

information and the very thorough work that had been done.

20. The Chancellor noted that it would be appropriate to leave an anncuncement
until the House returned; BP sale considerations suggested 25 October. In
discussion, it was generally agreed that a plan was needed on how tc handle the
announcement and the related point about the future of the corset. The

exercise could be set in the context of exposing the econcmy to competition;

and it would be important to retain the initiative. If the rate fell unacceptahb

the Government should make it clear that it was happy to intervene.

21. The Chancellor concluded that, given tlie complications of Conference
Cﬁ‘—a’
week, he yduld send. a minute to the Prime Minister advocating the removal of all

exchange é;ntrols (except on Rhodesia) after her speech to the Conference on
Friday 12 October; and he would hope to discuss this with her over the weekend.
If the Prime Minister was content, he would then consult the Foreign and
Commonwealth Secretary and the Secretaries of State for Trade, Industry and
Defence. It would be necessary to make it clear that the monetary base
difficulties had been properly thought through, and to stress the positive

benefits of this historic step.

7

N J ILETT
10 October 1979

-

Distribution

Those present
CcsT ’ E
Mr Barratt
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EXCHANGE CONTROL RESTRICTIONS ON ASSETS oF UK RESIDENTS
LEAVING THE SCHEDULED TEERITORIES

gection 4O of the Exchange control Act 1947 gives the Treasury power o0 place

restrictions on the assets of a UK reSiden who leaves the scheduled territpries.

This has long been used as part of the control over emigrations to restrict for a

period (L years) sterling assets in excess of the current total (200,000 since

last June) allowed out through the official foreign exchange market. 1t is also

used to assist exchange control enforcement, in certain cases where a person We

need to investigate leaves the countrye. Then complete restrictions may be imposet

perhaps indefinitely. This sometimes has the effect of pringing the person back

to answer questions or even face & charges and it may also serve to prevent a loss

to the balance of payments from the transfer abroad of j11l-gotten gains-.

2. Our legal adv1sers are very Aoubtful whether Weé could yalidly maintain ’

difections given under Section 4O in respect of suspected offenders departed to

countries 1n relation to which exchange control was completely relaxed. In any

case, 1t would be idle to suppose that, if we have complete worldwide relaxation,

such restrictions could be ma.de effective- In that event, therefores 1 propose

to revoke all existing Section Lo directionse- 3 e

T
ew quite notorious names among

ete Section/M@ Té’trictions.

Za 1 drav attention to this because there are &

the three dozen OT s0 people curre ently subject to com
THlS IS A COPY. ORlGlNAL CLOSED UNDER THE FREEDOM OFf |NFORMA’HON ACT 2000 EXEMPTION SLO 2l

all of whom have been featured bY the media st various times- It is p0551ble that,

1f we do relaX exchange control completelys the media will get on to the-fact that

such people's assets are being released from restriction and give the matter some

publicity- 1 believe that the reasons in paragraph 2 above provide an adequate
explanation if one 1s needed-
7 S
Azaﬂ/\-
CHW HODGES
10 October 1979
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PR1ME MINISTER

EXCHANGE CONTROL

We must now take a crucial decision on the future of the DH.
remainder of the exchange controls. As explained in the (2]
Firancial Secretary's minute to you of 25th September, wve must /
either announce any new package before the BP sale or postpone it
for at least 2 months, ie. almost certainly beyond the end of
the year. The effect of this is that we have probably to
choose between an announcement this month when Parliament returns,
and deferment of the next stage 6f our programme of dismantling
these controls at leazst until the 1980 Budget. In this situation
I have zuthorised preparations for an announcement of further
excherze control rsz_=zxations on Tuesday, 23rd Octlober. They

- T -

can te countermznde? 2t any time.

2. There is a clear case for completing the process of aboliticn
in orne step (leavinz cnly controls affecting Rhodesia which must
remein while sancticns last). The great bulk of the remzining
contri’s relate to pcrtfolio investment outside the EEC i.e.

in prectice mainly t:z investment in US securities. Direct
invesizent is alreszZ: wholly free and remaining restrictions

on irdividuals ars nct of great economic significance.

3. Completing e:z:-Zition would show our determination to

o

implersnt the policiIess to which we are committed. It would

Sweep zway another sst of controls that has outlived its

/ usefulness.

SECRET
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vsefulness. It would enable individuals and fleS to taPe
investment decisions on Commeréiginbround, dnd so further our
aim of freeing the market cconomy to opcrate efficiently.

It would reduce public expenditure by the cost of about 750
stiff (mainly Bank of England staff) now borne on the
Treasury's Vote. It would end a large burden in the private
sector on banks, firms ahd individuals, and there would for
example be no more marking of passports. It would fulfil our
obligations on capital movements under the EEC Treaty and you
could take credit for this at the Dublin Council. And it would
please the Americans who do not like the present discrimination

. in favour of EEC securities that resulted from the relaxations

we made in July. SRS

4. 7 Ve must first consider the implications for the

exchange rate. These are exceedingly difficult to predict.
Obviously the effect of abolishing exchange controls woculd be

to(ggiga'outflows which, especially if they proveé sut=<antial,
vould cause the rate to be lower than otherwise. Thzt is

a necessary consequence of the achievermznt of our 3=
abolish exchange control. The question thus is whether the
present is a good time to accept the ccrsesguence or w-c<her
it would be better to wait. In my view, the present is as
good a time as we are likely to get. Firs: though w= =ust
expect an adjustment of portfolioSover &z period, this is

not a particularly attractive moment to tuy U.S. securities.
The outflow may, therefore, be gradual. Secondly, sisrliing

has fallen back from the very high level it reached ir zhe

immediate aftermath of Iran and the oil cavelopments In the
‘summer. But, at its present level, it iz not under rressure,
:The'effect of last weekend's US package is an illustrz:iion

of this point since, if the market had tz: serious Zcu-<=s
about the present rate for sterling, ther would have =hcwn

. / themselv=s
» SECRET
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themselves when the dollar revived. In fact, the effective
rate énéhiﬂédzross—rates againsfﬁtxgmstrong noﬁfdollar |
currencies stood up well. Sterling scems to have come through
this 1limited dollar rebound unscathed. Obviously this
situation could change, but, provided we continue to show

our determination to persist with our financial and monectary
policies, I would not expect any downward pressure on sterling
to get out of control. And the maintenance of the remainder
of our exchange control regime will not be crucial since there
are so many ways of getting out of sterling as things are

at the moment.

5. A further point is that our reserves are very high -

$24 billion spot and forward. I would be opposed to sustained
intervention to support an exchange rate that the market had corm
fundamentally to doubt. But in this case I could see a case for
heavier intervention than we would normally think appropriate

to finance anytinitial outflows following a relaxation of exchar
control. We could explain thét the effect of our intervention
was to exchange public sector assets in the reserves for assets
acquired by the private sector as a result of our change of
policy; and I believe that this explaznation would be accepted
by the markets. If therefore, sterling showed signs of falling
too far we could exercise the cption to mitigate the fall by

intervention.

6. The exchange control decision also has several implications

for domestic monetary policy.

7.. First, it would make it impossible for us to use
effectively certain types of direct control over domestic
banks - essentially because the alternative of "offshore"
banking would become a readily available substitute. The only

direct control we currently use is the "corset", and you will

)
H]

. SECEET / have seen
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have scen the growing leakage into acceptances which bJpa)s
this control an&”ﬁfé bringing Tt into disrepute a]léédy

The alternative direct controls which would be similarly
ineffective in the absence of exchange control are some of the
direct "penalty" versions of monetary base control. In their
studies of this following your July seminar, however, the

Bank of England and my officials have failed to identify any
direct monetary base control which would be robust for any
length of time even with full exchange controls. Our main
monetary policy instruments: interest rates, PSBR management,
management of gilt markets; would be unaffected by the

removal of the remaining exchange controls.

8. There could be effects both ways on the $M3 figures in the

ensqfing months. These will need to be explained but are likely

in the stock of assets. If the outflow is modest, the effects
will be smell. AnZ the outleck for the money supply in the next
3 months or so is —uch better thzn in the recent past. This 1is
therefore a good tiz2 to accert the risk of some impact on the
money supply figures zrising frocm exchange control relaxation.
This will also be z time when, in the light of the favourable

M3 outturn, domestic pressures on interest rates should be a
little less. That wcuid help us to accommodate any slight

upward pressure on interest rates erising from an outflow.

9. I conclude <trzerefore thzt, unless there are new
z2rd October, we should go

[$]

unfavourable develzzzents befcr
ahead with the abolition of exchzrnge controls on that date.
Very careful consiZsrztion woulld nesed to be given to the
presentation of this decision in relation to the whole of our

/ monetary policy,

SEC==_
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monctary policy, both on 23rd October when Lhe cychange control
package 1is announced und cubucqucntly vhen we roll fOPWde the
target - probably after the announcement of the banking October
money supply figures on 15th Novembey At that stage we would
need to consider the future of the corset, due to end in
December, and it may be better in the circumstances to let it
lapse. It is already losing effectiveness anyway.

CONCLUSION

10. This subject has many ramifications. To keep this minute
short I have concentrated on the main points. I hope that we
may have an early opportunity to-discuss the matter. In the
light of the points I have made above, I hope you will agree
that, unless there are any untoward developments in either

the foreign exchange or the domeétic monetary markets, we should
go ahead as planned with the total abolition of exchange
controls (except for those affecting Rhodesia) on 23rd October.
11. I am not sending copies of this minute to any of our
colleagues zt this stage. My officials have been in touch
with officieals of the Departments chiefly concerned and work
is in hand, on a strictly contingency basis, for dealing with
a number of consequences of abolition for other departments'

policies.

(G.H)

11th October 1979

SECRET



[
"t - L
: S
n IJI I. = [ mt ] EE . =
il ol i o i s U e N o — e — - — I i
[
= o LaE i "L .. = LI L [ n
= - . n | B T i T L 1 1= | a
Bt T R e . P 1 — el ——
[ [ G e 0 L m LS B i [ | EpE——
EE—— IR R Ll | LI | [ | | —
s Pl
LA il I - B TR AT "I i 3 = ne i '
- EE B e e L R ] sSe e [l ] IITI"":I'_FI :(
ugll m g muE Il‘l-* i ll R S P R LU M page
= = 1 o pluagy Se i Illi il . N gl | |"'
B L LI 1lll.ll-lll e = TR N == |
| I ol LI an el Ittt R [ RN II' e =l
PR N A NS S AR RN G i
il 50N B Em LEae R Ay me f FREENET 0 NS
L
- S - rice fn 2l = dew 5 ™ m = il
i BmEEl mEME RIR 95 ' .y o a =
e I N . T g n T
kS I R n IIIIII = s wr = = il 8 |
BN " T LS N SRR R RS i
: = i
5N
1'1 [ -
=4l :
i
f



gl

SECRET I{;’g

cc: Financial Secretary
Sir Douglas Wass
Sir Lawrence Airey
Sir Fred Atkinson
Mr. Barratt
Mr. Littler
Mr. Bridgeman
Mr. Middleton
Mr. Shephe.d

Mr. Unwin T
Mr. Hodggs—— M
Mr. Gill
Mr. Ilett
MR. HANCOCK Mr. Ridley

Mr. Cardona

Governor of the Bank
Mr. Dawkins - B of e

EXCHANGE CONTROL

The Chancellor approved the minute to the Prime
Minister in the form attached below, and it is now in
the Prime Minister's hands. It is possible (though by
no means certain) that the Chancellar will have an
opportunity to discuss it with her when they meet at

the weekend.

<

(A.M.W. BATTISHILL)
12th October, 1979

SECRET
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Treasury Chambers, Parliament Street, SWIP 3AG
0O1-233 3000

PRIME MINISTER

EXCHANGE CONTROL ' l

We must now take a crucial decision on the future of the
remainder of the exchange controls. As explained in the
Financial Secretary's minute to you of 25th September, we must
either announce any new package before the BP sale or postpone it
for at least 2 months, ie. almost certainly beyond the end of
the year. The effect of this is that we have probably to
choose between an announcement this month when Parliament returns
and deferment of the next stage of our programme of dismantling
these controls at least until the 1980 Budget. In this situation
I have authorised preparations for an announcement of further
exchange control relaxations on Tuesday, 23rd October. They
can be countermanded at any time.

2. There is a clear case for completing the process of abolitio
in one step (leaving only controls affecting Rhodesia which must
remain while sanctions last). The great bulk of the remaining
controls relate to portfolio investment outside the EEC 1i.e.

in practice mainly to investment in US securities. Direct
investment is already wholly free and remaining restrictions

on individuals are not of great economic significance.

3. Completing abolition would show our determination to
implement the policies to which we are committed. It would
sweep away another set of controls that has outlived its

/ usefulness.

SECRET
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SECRET (18

usefulness. It would enable individuals and firms to take
investment uecis.ons on commercial grounds and so further cur
aim of freeing the market economy to operate efficiently.

It would reduce public expenditure by the cost of about 750
~staff (mainly Bank of England staff) now borne on the
Treasury's Vote. It would end a large burden in the private
sector on banks, firms and iﬁdividuals, and there would for
example be no more marking of passports. It would fulfil our
obligations on capital movements under the EEC Treaty and you
could take credit for this at the Dublin Council. And it would
please the Americans who do not like the present discrimination
in favour of EEC securities that resulted from the relaxations

we made in July.
%, 7" We must first consider the implications for the

exchange rate. These are exceedingly difficult to predict.
Obviously the effect of abolishing exchange controls would be
topermit outflows which, especially if they proved substantial,
would cause the rate to be lower than otherwise. That is

a necessary consequence of the achievement of our aim to
abolish exchange control. The question thus is whether the
present is a good time to accept the consequence or whether

it would be better to wait. In my view, the present is as

good a time as we are likely to get. First though we must
expect an adjustment of portfoliosover a period, this is

not a particularly attractive moment to buy U.S. securities.
The outflow may, therefore, be gradual. Secondly, sterling
has fallen back from the very high level it reached in the
immediate aftermath of Iran and the oil developments in the
:EUmmer. But, at its present level, it is not under pressure.
‘The effect of last weekend's US package is an illustration

of this point since, if the market had had serious doubts

about the present rate for sterling, they would have shown

. / themselves
) SECRET
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SECRET

themselves when the dollar.revived. In fact, the effective1
rate and the cross-rates against the strong non-dollar
currencies stood up well. Sterling seems to have come through
this limited dollar rebound unscathed. Obviously this
-situation could change, but, providéd we continue to show

our determination to persist with our financial and monetaryi
policies, I would not expect any downward pressure on sterling
to get out of control. And the maintenance of the remainder
of our exchange control regime will not be crucial since there
are so many ways of getting out of sterling as things are

at the moment. ' N
5. A further point is that our reserves are very high -

$24 billion spot and forward. I would be opposed to sustained
intervention to support an exchange rate that the market had come
fundamentally to doubt. But in this case I could see a case for
heavier intervention than we would normally think appropriate

to finance any initial outflows following a relaxation of exchang
control. We could explain thét the effect of our intervention
was to exchange public sector assets in the reserves for assets
acquired by the private sector as a result of our change of
policy; and I believe that this explanation would be accepted

by the markets. If therefore, sterling showed signs of falling
too far we could exercise the option to mitigate the fall by

intervention.

6. The exchange control decision also has several implications
for domestic monetary policy. '

7. First, it would make it impossible for us to use
effectively certain types of direct control over domestic

banks - essentially because the alternative of "offshore"
banking would become a readily available substitute. The only

direct control we currently use is the "“corset", and you will
3

. SECRET / have seen
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have seen the growing leakage into acceptances which bypassE
this control and are bringing it into disrepute already. \
The alternative direct controls which would be similarly
ineffective in the absence of exchange control are some of the
~direct "penalty" versions of monetary base control. In their
studies of this following your July seminar, however, the l
Bank of England and my officials have failed to identify any
direct monetary base control which would be robust for any
length of time even with full exchange controls. Our main
monetary policy instruments: interest rates, PSBR management,
management of gilt markets; wpuld be unaffected by the

removal of the remaining exchange controls.

8. There could be effects both ways on the &M3 figures in the
ensuing months. These will need to be explained but are likely
to be well understood by the commentators as part of a switch
in the stock of assets. If the outflow is modest, the effects
will be small. And the outlook for the money supply in the next
3 months or so is much better than in the recent past. This is
therefore a good time to accept the risk of some impact on the
money supply figures arising from exchange control relaxation.
This will also be a time when, in the light of the favourable
M3 outturn, domestic pressures on interest rates should be a
little less. That would help us to accommodate any slight
upward pressure on interest rates arising from an outflow.

9. I conclude therefore that, unless there are new
unfavourable developments before 23rd October, we should go
ahead with the abolition of exchange controls on that date.
Very careful consideration would need to be given to the
presentation of this decision in relation to the whole of our

/ monetary policy,

SECRET
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monetary policy, both on 23rd October when the exchange control
package is announced and subsequently when we roll forward the
target - probably after the announcement of the banking October
money supply figures on 15th Novembep At that stage we would
need to consider the future of the corset, due to end in
December, and it may be better in the circumstances to let it

lapse. It is already losing effectiveness anyway.

CONCLUSION

10. This subject has many ramifications. To keep this minute
short I have concentrated on the main points. I hope that we
may have an early opportunity to discuss the matter. In the
light of the points I have madé above, I hope you will agree
that, unless there are any untoward developments in either

the foreign exchange or the domestic monetary markets, we should
gc ahead as planned with the total abolition of exchange
controls (except for those affecting Rhodesia) on 23rd October.

11. I am not sending copies of this minute to any of our
colleagues at this stage. My officials have been in touch
with officials of the Departments chiefly concerned and work
is in hand, on a strictly contingency basis, for dealing with
a number of consequences of abolition for other departments'

policies.

(¢.H)

11lth October 1979

SECRET
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Mr Dawkins (B/E) ‘
Mr R Armitage (T Soil,

FXCHANGE CONTROL AND RHODESTA

Because of the political aspects, you may like to have some more GeT
about Rhodesia and our proposed exchange control package before you
di scuss this with the Prime IMinister.

2 The way that the exchange control operation would work is as
follows. The Treasury would lay a number of exempting Orders, whic:z
would be subject to negative resolution procedure. These would incl
complex provisions for maintaining the present very restrictive reg:
over transactions involving Rhodesian residents. There would also =
a re-issue of the Bank of England Exchange Control Notice about
Rhodesia,  and another short Notice about removing controls, which
vould mention the Rhodesian exclusions. I do not Imow how the gener
business of Rhodesian sanctions is likely to develop. However, if
sanctions generally vere allowed to lapse on 15 November, the ¢gue

m

would arise whether we wished to end exchange controls on Rhodesiza &
+hat time also. Certainly the Treasury from a purely departmental
point of view would not want to keebD them. So the possibility is ==t
the residunal ccntrols for Rhodesia could come to an end three veels

after the 23 October announcenment.

N Tt is clear that in order to bring the residual controls againszs
Thodesia to an end on or about 15 November wve would rave to lay a =zt
wmconditional Twempbtion Order. We have exmlored very thoroughly wit:

the Treasury Solicitor whether this second Order could te avoided TF

saying in the first one that the retention of exchange controle or






(/s

COLFIDENWTTAL

Fhodesia would last only so long as the genera:. canctions were in
force. The Treasury Solicitor is quite clear that this is not pogazit
I attach a note which Mr Armitage of the Treasury Solicitor

has k1 ndly givenus on thio.

4, As you know, the proposed timing of the BP shares sale prevent:s
us from delaying the exchange control announcement until 15 November

or shortly afterwards.

Sle I think this means that we are stuck with the 2-stage operatio=x
and the second Order if Rhodesian sanctions lapse on 15 November. I
may be that there is no political problém here. Certainly, if the
ending of sanctions were a quite deliberate Government act defended =
such, then no special problem arises about our consequential exchancc
control Order. Nevertheless I think you may like to be aware of the
details because it looks as 1if we have to face both an Order which
maintains part of the Rhodesian sanctions as late as 23 October and
perhaps a second Order which ends them 5 weeks later.

K E COUZENS
12 October 1979






The only way that we can relax exchange control except in relation to
Rhodesia 1s by making Exemption Orders under Section 31 of the Act
limiting the exemptions so that the tramsactions in relation to Rhode:
are not covered by them. There is-no power to include in any such Ox:
a provision that it shall lapse in-a particular event or on & particu.
date.

_wat
Even if there was such a power it would/help us in this dilemma becau:
the lapsing of these Orders on a particular date or in a particular
event would simply restore exchange control into operation as it was «
22 October in relation to the whole world including Rhodesia.
A fortiori there is no power to include in the Orders a provision tha:
on a specified date or in a certain event they will continue to operat
subject to a whole string of complicated amendments.

If the Sanctions Order goes on 15 November the only way in which exchs
control can be relaxed in relation to Rhodesia is to revoke all these
Orders and replace ther with an absolutely unconditional Exemption Crc
covoring transactions with the whole world.






MR HODGES Principal Private Secretary

Sir D Wass
Sir K Couzens
Mr Barratt
Mr Hancock
Mr Unwin
Mr P G Davies
Mr Drane

=l Tlett
Mr McIntyre
D A Dawkins B/E
Mr R Armitage T. Sol

EXCHANGE CONTROL: RESTRICTIONS ON ASSETS OF UK RESIDENTS LEAVING
THE SCHEDULED TERRITORIES

The Financial Secretary has seen your minute of 10 October and

has remarked that we would, if possiile wish to avoid giving

what amounted to an amnesty to the sort of people you mention.

The Financial Secretary wonders whether there might be other powers
for example under the Income Tax Acts, which we could use against

these people.

l«, kA

H COTTRELL
15 October 1979 -
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i .5/CEANCELLOR

cc PS/Financial Secretary
- Sir Douglas Vass

s A Sir Lawrence Airey
t{ Sir Fred Atkinson
A Sir Kenneth Couzens

Mr Barratt

Mr Littler

Mr Bridgeman

Mr Middleton

Mr Shepherd

Mr Unwin

Mr Hodges

Mr Gill

Mr Ilett ///
Mr Ridley
Mr Cardona

EXCHANGE CONTROL

You told me this morning that a meeting was being arranged to discuss

exchange control under the Prime Minister's chairmanship on Wednesday 17 October.
The Foreign Secretary, the Sscretary of State for Trade and the Governor

would certainly be invited; and probably the Secretary of State for Industry

as well.

2. You also told me that the Chancellor had said that he did not mind
copies of his minute to the Prime Minister going to these other colleagues;
but that he asked officials to check whether there was anything particularly
sensitive in it. I have consulted HF and we see no objection to copies going
to these Ministers provided that the sensitivity of the subject is fully

appreciated.

3. I attach a draft Private Secretary letter which stresses this point.

DH.

D J S HANCOCK
15 October 1979
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'RITE TO:

Private Secretary to the

Foreign and Commonwealth Secretary

COPIES TO:

Private Secretaries to:-

Prcwe fMuaiste

Secretary of State for Trade
Governor of the Bank of England
Sir John Hunt :

If appropriate:

Secretary of State for Industfy

EXCHANGE CONTROL

As you know, a meeting has been arranged to discuss exchange control
under the Prime Minister's chairmanship on Wednesday 17 October.

The ZFSecretaries of State for Industry and Trade/Secretary of State
for Tradg7 will also be present. The Chancellor of the Exchasquer
who is in Luxembourg today has asked me to send to the Private
Secretaries of the Ministers who will be present at the meeting
copies of a minute on this subject which he sent to the Prime

Minister last week. This is attached.

2. As you will appreciate the fact that plans exist for announcing
the virtual abolition of exchange control on 23 October is market
sensitive - so also are the plans for a sale of BP stock referred
to in the opening paragraph of the Chancellor's minute. I should
therefore be grateful if you and the other recipients would ensure

that further distribution of this minute is confined to those who

really need to be consulted.
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3 I am sending copies of this letter and its attachrent to the
Private Secretaries of the{gacrptary of State for Industrz7

ghp Secretary of State for Trade, the Governor of the Bank of Englanc
and Sir John Hunt, with a copy also for information to Tim Lankester

at No 10.
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PRINCIPAL PRIVATE SECRETARY ce PS/Chief Secretarvw
PS/Minister of State (C)
PS/Minister of State (L)
Sir D Wass
Sir K Couzens

Barratt
EFGHCS Hancack
YRV 79 Unwin

Mr
Mr
Mr
Mr P Davies
Mr Hodges
w—Mr Ilett
Mr Dawkins - B/E
Mr Armitage - T Sol

EXCHANGE CONTROLAND RHODESIA

The Financial Secretary has seen Sir K Couzens' minute of 12 October
and has commented that, assuming that the decision to completely
abolish exchange controls is made;he sees no difficulty in practice
in having an order on 23 October retaining controls on transactions
with Rhodesia, followed by a second order rescinding the first, on
15 November. He regards the first of these two orders as a mere
consequential, and thinks that it would attract very little attentio:

in the context of the other measures.

<

P C DIGGLE
15 October 1979
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. ESECRD lz..r.&
cc PS/Financial Secretary™~— _ ___ Mr Middleton

Ty

Sir Douglas Wass

Mr Shepherd

Sir Lawrence Airey Mr Unwin

Sir Fred Atkinson Mr Hod /S%—Lﬂry

Sir Kenneth Couzens Mr % =

Mr Barratt Mr Ilett

Mr Littler Mr Ridley

Mr Bridgeman Mr Cardona p 53 Hancock

I‘rcasu;y Chambers, Parliament Strect, SWIP 3AG

01MJ3BOOO
15th October, 1979

b Goge,

EXCHANGE CONTROL

As you know, a meeting has been arranged to discuss
exchange control under the Prime Minister's chairmanship on
Wednesday, 17th October. The Secretaries of State for
Industry and Trade, the Governor of the Bank of England and
Sir John Hunt will also be present. The Chancellor of the
Exchequer who is in Luxembourg today has asked me to send to
their Private Secretaries copies of a minute on this subject
which he sent to the Prime Minister last week. This is
attached.

As you will appreciate the fact that plans exist for
announcing the virtual abolition of exchange control on
23rd October is market sensitive - so also are the plans for
a sale of BP stock referred to in the opening paragraph of
the Chancellor's minute. I should therefore be grateful if
you and the other recipients would ensure that further
distribution of this minute is confined to those who really
need to be consulted.

.I am sending copies of this letter and its attachment
to the Private Secretaries to the Secretary of State for
Industry, the Secretary of State for Trade, the Governor of
the Bank of England and Sir John Hunt, with a copy also for
information to Tim Lankester at No.1O.

Yov s,
//{/CL

(M.A. HALL)
y Private Secretary

G. Walden, Lsq.,
Private Secretary,

Yy e v Ayl VAl es ey =1 OO A
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-~ MR HANCQCK if you agree: cc for: Chief Secretary

2. CHANCELLOR OF THE EXCHEQUER S AnGIEkh SECHEIESy
Minister of State (C)

T _ ) Minister of State (L) P
X m’“’;g i Sir Douglas Wass
. ! Sir Lawrence Airey
Yo CCT B Sir Fred Atkinson
Sir Kenneth Couzens
Mr Barratt
Mr Jordan-Moss
Mr Littler
e Mr Ridley
Mr Cardona
Mr Dawkirns (B/%)
Mr Armitage (T Sol)
cc to: Mr Bridgeman

Mrs Hedley-Miller
Mr Middleton

Mr Shepherd

Mr Unwin

Mr Gill

Mr Wicks

Mr Ilett
MMCM\/‘IQE{‘ %

1. The meeting under the Prime Minister's chairmanship tomorrow, 17 October, is

2]

DISMANTLING OF EXCHANGE CONTROL:
PRIME MINISTER'S MEETING ON 17 OCTOBER 1379

Eg_gis not only(EMS ;%s earlier arranged) but also your minute to her of

11 October on exchange éontrol, which has now been sent also to the cthers invited:
the Governor, the Foreign Secretary, the Industry and Trade Secretaries and

Sir John Hunt. (You discussed both subjects with the Prime Minister on 14 October
though not in any detail.)

Further arpuments for total abolition

2. Your minute explained and concentrated on the main points of a complex matter.
You could enlarge, if necessary, on the case for total abolition (except for Rhodes

while sanctions last) as follows:

a. The portfolio relaxations for EEC - currency securities announced in your
2nd package on 18 July took dismantling to a point where the present system
could, if necessary, continue with reasonable credibility. But no further
partial liberalising of outward portfolio can be devised which makes any sense.
And any intermediafe position between the abolition of portfolio couiroles and
the removal of all restricticns would be riddled with leskages and lizble scony

rather than later to bring the system into complete discredit.

SECRET /b...
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A\
b. Until portfolio controls can go, the nature of the system means that d!rect
investments must still be individually monitored by the Bank of England, even
though their financing has been fully liberalised. This ties up about 150 staf
in the Bank and continues a burden on companies and their advisers. Abolishing
 all restriciions will selieve Ireasury Voates of the cosi of all 750 or.-so Bank. .
staff involved (currently about £l4m a year) and the private sector of much
greater costs and also inconveniences. (You referred in your minute as an
example, to getting rid of passport-marking: this is something we cannot credit

do while the remaining ccntrols continue.)

c. If we cannot have total abolition now, we might have to wait for at least

another year since we cannot rely on finding a suitable occasion in the meantim:
cg in the 1980 Budget. Apart from the effect on confidence in the Government':
determination, such delay could, for different reasons, cause real problems wit.

the EEC and with the Americans.

Timing the BP sale and Rhodesia

3. The sale of BP shares now rlanned for 31 October is an inevitable constraint on
the timing of/zgchange contre: move in the immediate future. Colleagues will no
doubt have understood that, if portfolio controls were relaxed after the sale and th
BP price fell, the Government would be open to serious criticism and perhaps legal
action. (If it were decided not to relax controls before the sale, it would be
important for the record that Ministers should not decide beforehand to do it at som
later date but should only agree to revert to considering the matter in the light of

conditions then prevailing.)

b, The BP constreint means that an exchange control package cannot wait till next
month in order to coincide with a possible lifting of sanctions against Rhodesia.
But having to lay Orders maintaining the Rhodesian restrictions while removing all
others, and then, if sanctions can shortly come off, soon revoking them and laying &
second fully exempting Order should create no serious difficulties: the Government
would simply be abolishing controls generally as soon as they can without knowing

when sanctions could be lifted and, till then, maintaining the status quo on Rhodesi

Other implications of abolishing controls

5. Paragraphs 7. to 9 of your minute to thz Prime Minister discussed the implicatic
for domestic monetary policy, There is however a gloss by HF in Annex A attached

to what was said about the possibility of some form of direct monetary base control.

SECRET /6ene
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S

6. Separate consequences of abolishing exchange controls are referred to in
paragraph 11 of your minute. The main implications of concern to other Ministers

are those covered by the note put to the Financial Secretary on 8 October, namely:

(i) balance of payments statiBtics, and <

(ii) monitoring and controlling inward investiment.

While other Ministers may raise points on these matters, we do not expect them to
suggest that they would justify abandoning, or even postponing, relaxations thought
right on wider grounds; and of course any postponement to give time for making

alternative arrangements would run into the snags about timing explained in

A

paragraphs 3 and 4 above. The fact that it is not proposed at this stage to repeu.

the Exchange Control Act 1947 does not help with these matters bucause of vires

problems if all restrictions have been removed.

7. In addition, there are some consequentials affecting Inland Revenue, particule
those concerned with foreign-to-foreign leasing to which their submission of

12 October refers and on which the Law Officers will shortly be advising. Given t
vires problem in this case, it would seem premature to mention these at the Prime

Minister's meeting.

8. For operational purposes, it would be most helpful to have a clear decision as
soon as jossible whether or not abolition is to be announced as proposed on

23 October. (The later we know this week, the more likely that a positive decisio
will mean asking you and perhaps the PM to sign the necessary Orders as Lords

Commissioners.)

/::7\/2\

C H W HODGES
16 October 1979
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ANNEX A

Tomestic Monetary Lffects

If the Prime Minister asks you to expand further on paragraphs 7 and &
you might draw on the following points:- !
a.”  the vypes of control which would be rul=d out would o
be ones which could generate avoidance devices
outside the banking system on any significant scale.
If there were no exchange control, they would
stimulate avoidance through "offshore banking" -
which would be relatively costless for some: such
avoidance would make the controls ineffective in
relation to the vud=riying conditions of liquidity
and credit, minimise any intended effect on domestic
interest rates (one of the objects of a monetary base
system) and make it impossible t~ monitor what was
happening because we would not kmow how much of the
growth in the euro-sterling market was due to thea.
Such controlswould therefore put British banks at a
competitive disadvantage with offshore competitors
-to no good purpose;

b. the advantages of having direct controls which caused
avoidance on any scale were in fact limited - scme
would go so far as to say that they were entirely
illusory. But the advantages certainly did not
justify the retention of virtually all the remaining
exchange controls, and the staf? <o police them, which
is what would be required, if offshore avoidance was
to be minimised;

c. it would almost certainly be necessary to announce the
end of the SSD scheme "corset" - in November 3if exchange
control were ended now;

d. it would almost certainly not be possible to have some
of the variante of monetary base control in the absence
of exchange control -~ but that factor is not relevant
to a decision on viming of the euding of exchange control,

- 1w
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since any new domestic moretary contrel introduced

would need:to be designed to work in the absence of

gsuch a control, given the commitihent to/é?én&age =
control sooner or later;

the Bank and Treasury are continuing their examination
and evaluation of those monetary base schemes which
night not have the effect of stimulating significant
disintermediation, and so offshore banking;

the ending of exchange contrzol and the SSD scheme would
have two distinct effects on the &M3 mounetary statistic:

i. +the underlying monetmary effects of any outflows-
these will tend to add to DCE and to cause intverest
rates to be higher than otherwise, but not have
much effect on &M3;

ii. the effect of the unwinding of some of the avoidance
devices after the ending of the SSD scheme - this
would effectively mean that some of the monztary
growth of recent months which has not so far been
included in the &£M3 statistic would now feed through.

Both effects would have to be erjplained ~ the first
probaebly at the time of the announcement on exchange
control, the second at the time of ennouncing the end of
the SSD scheme;

the coming 6 months appear to offer an opportunity to
absorb these effects with less risk of needing to raise
interest rates than would be run at another time.
Underlying monetary growth might be at the bottom end of
the target range, with the £M3 ctatistic growing at tha
top end because of the ending of the avoidance devices;

o D
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indeed, while you have not yet had a chance to
consider fhis fully with the Gnvernpor, you might = ...
want to end the SSD scheme anyway, or to set the

guideline so that "the corset hangs loose", even

if exchange control were not lifted, given that the
"ecorset" will have to be replaced'soon and the next

few months .look 1like being the best time to have the
unwinding of the avoidance devices.
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mm&ip up this part off the discussion, the Prime Minister
said that She agreed that the time was nol yet ripe to join the
exchange rate regime. She was particularly concerned about the
potential conflict between the Goverpment's monetary targets and the
EMS intervention requirements. erence to the monetary targets
was absolutely crucial if inf ion was to be brought down, and
«the Governmpent's meretary>objectives must remaip. paramount. ., She.
‘herself was not optimisgic that sufficient stability in the exchange
rate would be achie to make joining possible even over the next
year. She did n intend to mention EMS in her Luxembourg lecture
ay, nor did she intend to offer any kind of commit-
UK's joining EMS as a full member at the Dublin Council.

ment to t

Exchange Controls

The Chancellor said that he had considered long and hard the
final dismantling of controls, and had come to the conclusion that
action next week would probably provide the last opportunity for
some time. If the decision were postponed beyond next week, it
would have to wait for at least two months until after the sale of
the BP shares. DBy the New Year, it could well be more difficult,
and it would probably be hard to present the abolition of controls
at the time of the next Budget since the background to the Budget
was likely to be difficult. He believed it was inherently right
to dismantle the remaining controls. Failure to do so would be
represented as a failure of confidence by the Government in its own
policies; and there was a strong economic case for using part of
the benefits of North Sea 0il to purchase overseas assets which
would yield foreign exchange earnings when North Sea 0il began to
run out. There were admittedly risks for the exchange rate and
possibly for monetary policy; but on balance he was sure that it
was right to go ahead.

The Secretary of State for Trade said that he strongly suppor-
ted the Chancellor. 1In addition to the points which the Chancellor
had made, he added that the Government were rightly trying to create
a new climate of greater freedom, and it would be illogical to
refrain from the final dismantling of exchange controls: to do so
now could well unsettle the markets. A decision in favour
would enable the Prime Minister to say something positive at the
Dublin Council; it should also help the Government's position
vis—-a-vis the trade unions, by showing that the Government were
determined that investors should be allowed to put their money
where they can earn the best return. The Governor said that he,
too, was strongly in favour of the Chancellor's proposals.

The Prime Minister said that, while she accepted the advantages
of further dismantling of the controls (and, in particular, she
favoured overseas investment in general), she was worried about the
risks of moving at this time. The Chancellor's minute had suggested
that the outlook for the money supply in the next few months was
favourable; and that therefore the risk of an adverse impact on the
money supply should be accepted. However, she understood that the

October money supply figures were likely to be a good deal worse tha:

the figures for September - and, moreover, worse than the Treasury
had been forecasting.
]

/ Commenting on
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Commenting on this point, the Governor said that the latest
estimates for the Central Government Borrowing Requirement sugges-
ted that the October figure was going to be perhaps ¢1 billion
higher than had earlier been forecast; this was indeed likely to
make for worse money supply figures for October. The reasons for
the high Central Government Borrowing Requirement for October were
1ot yet entirely clear but it appeared that delays in VAT payments
were a substantial contributing factor, and also possibly repay-
ment of debt by nationalised industries. Both of these factors
were likely to be temporary. On the other hand, the September
figures for lending to the private sector were well down on earlier
months' figures, and there was still a reasonable prospect that -
notwithstanding the high Central Government Borrowing Requirement -
the money supply figures for October would be within the Government
target range. It was important not to concentrate simply on one
month's figures: looked at on a three-monthly basis, M3 was moving
in the right direction. Against this background, the Governor
did not think it would be right to hold up the decision on exchange
controls because of worries about the money supply.

Asked by the Prime Minister about the exchange rate risks,
the Governor replied that these too were not sufficient to post-
bone a decision. The relaxation- of controls in the summer had not
resulted in a weakening of sterling. There was no indication that
the institutions were likely to take precipitate action in moving
funds out of sterling into currencies on which the controls still
operated; for Wall Street in particular was not immediately attrac
tive. Moreover, if there were to be a loss of confidence in ster-
ling, this would result in movement into other currencies in any
case: the Chancellor's proposals would not add very much overall
to the scope for sterling outflows in the short term.

The Foreign and Commonwealth Secretary pointed out that
exchange controls in relation to Rhodesia could not be lifted
separately from sanctions generally. It would have been better
from his point of view if the decision could have been held over
until after a decision on sanctions had been taken in November;
but in view of the difficulties which this would pose for the
Chancellor, he would not press for any delay. There would remain
a presentational problem which would have to be resolved.

Summing up, the Prime Minister said that - despite the risks
involved - she agreed with the Chancellor's proposals.

| As a postscript to the discussion on EMS, I should add that
/the Prime Minister has decided that she does not wish there to be
'a further discussion of this lssne_ln_QDhCommlttee and that the
| Chancellor's paper should not after all be circulated to OD.

I am sending copies of this letter to George Walden (FCO),
Stuart Hampson (Department of Trade), Ian Ellison (Department of
Industry), John Beverly (Bank of England) and Martin Vile (Cabinet
Office). It goes without saying that the decisions recorded in this
letter are highly sensitive, and therefore it should be circulated c
a strictly '"'need to know'" basis only.

’ /\/\9‘\'\’\‘ W r
- (—'ﬁ
A. M. W. Battlshlll Esq. ' ’u“ LdnﬁJoaﬁ?ﬂl
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Mr McIntyre
Mr Fitchew UKREP Brussels
Mr Dawkins (B/Z)

REMOVAL OF EXCHANGE CONTROLS: INFORMING THE COMMISSION

You will no doubt wish to write to the Commission about the announcement to be

made on Tuesday.

2. You informed M Ortoli in advance of both the June and July relaxations,
and the Commission appreciate advance notice, partly because it gives them an
opportunity to prepare a press statement of their own. It is therefore

suggested that UKREP deliver your letter during Tuesday morning.

3. You will see that Phe attached draft makes no mention of the Commission
108

Decision of December 1977 which has authorised our controls under Article

of the EEC Treaty. It is for the Commission to decide how to deal with that

Decision in the light of your announcement.

(s

C H W HODGES
18 October 1979
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Vice freustet

DRAFT LETTER TO MfORTOLI

When I wrote to you on 17 July to give you advance notice of thesecond
stage in our programme of exchange control relaxations, I said that I could
not predict when any further steps would be taken. I am now pleased to be
able to tell you that I shall be announcing to Parliament on 23 October

the virtual abolition of our controlse.

The only controls which will remain in effect from 24 October will be those

required to maintain sanctions against Rhodesia.

My officials will be sending the Commission a copy of the Press Notice to

be issued by the Treasury on 23 October.

F 4
I shall be making the announcement to the House of Commons at fie< O 7;7
hours Brussels time on 23 October. I should be grateful if, as on previous

occasions, you could treat this information as strictly confidential until

after the announcement.

GEOFF'REY HOWE

SECRET
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T

END OF EXCHANGE CONTROLS(&NTIL 5PM 2% OCTQOBER 19#%)

QUESTION AND ANSWER BRIEF

Q1.

A1.

Q.

AZ.

A3.

Qk.

"my k_2 all exchange controls beon dropped?

In order to free the country from expensive, time-consuming

and unnecessary controls which limit freedom of choice anddistort
the economy. Zzhy additional overseas investment which results will
yield an income that will benefit the current account later when the

benefit from North Sea 0il begins to declinqé7

Why have all remaining controls been dropped at once?

Technically, there is no way of further reducing the controls and
still retaining a sensible and internally consistent control. We
have already had the experience of two substantial reductions in
the controls (12 June and 18 July). Economically, there is anyway

no point in retaining any control.

What are the controls being dropped todayv

Mainly the requirement to use investment currency to purchase

foreign currency securities (except those in EEC currencies or

issued by certain international organisations which were liberalised

on 18 July); the controls on lending to non-residents; and the controls
on buying and keeping foreign currency, whether in the UK or abroad.
The monitoring procedures on payments for imports and exports are being
withdrawn; so is the need to apply for permission to make inward or
outward direct investments. Gold bullion may now be freely purchased
(the control on gold coins was lifted in June) and both may now be

exported freely.

Exchange Rate Consequences

The effect of the relaxations on the exchange rate is highly uncertain
and we are providing no forecast. Controls have been abolished
to allow investors greater freedom in the choice of how and where to

invest, in line with our election pledge. We are not trying to

1.

SECRET
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influence the exchange rate in one direction or another. The most
important influences on the exchange rate are the Government's monetary

and fiscal policies and events in world markets - including the world oil

market.
Q5. Balance of Payments Consequences
AS. The effects on the balance of payments are uncertain: most of these

controls have been in force for forty years and so it is not possible to e:
) precisely

imate /° how people will react in their absence. There will

presumably be some capital outflows as portfolios are adjusted but -

as with the relaxations which have already been made - these may be

easily matched by capital inflows without producing any substantial

impact on the exchange markets.

Q6. What effects have the relaxations which have already been made had

on outflows?

-

A6. th is almost impossible to judge, from the incomplete information
g ,*l’;a nqw’évailablqu Judging by the level of exchange control applications,
NEE duite a lot of firms may have taken advantage of the opportunity to
repay outstanding fareign currency loans. But it is almost impossible
to disentangle the effects of exchange control relaxations from other
I;n- influences on capital flows and the exchange rate. The earlier

relaxations were widely welcomed and have not caused any obvious

problems.
Q7. Rnodesia? / MATERIAL MARKED IF PRESSED SHOULD ONLY BE USED IN
RESPONSE TO SPECIFIC QUESTIONS;7
A7. Exchange controls needed to maintain economic sanctions are being

maintained. (If pressed: the complexity of the Exchange Control Act
makes it necessary for 9 Statutory Instruments to be made in order
to retain the sanctions control on the present basis, but this

does not mean that sanctions controls are being either tightened or
loosened. The SIs are subject to the negative resolution procedure.
A successful prayer in Parliament against the Orders would not mean

that exchange controls against Rhodesia would be dropped. It would

mean that the relaxations as a whole would be cancelled and the controls

agains%mﬁﬁédesia maintained under previous orders:
\ 2.
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Q8.

A8.

Q.

A9.

Q10.

A10.

(34

SECRET

(Also if pressed). The opportunity of the reissue of the Exchange

Control notice on Rhodesia (EC79) has been taken to raise certain
limits on payments that can (with the specific permission of the Bank)
be made to Rhodesia for humanitarian and family reasons. These limits
wer. last -_ised in 1972. The rules have also been simplified. This
does not represent any change in policy towards Rhodesia, but merely
takes account of inflation since 1972. Other technical changes have
had to be made to the sanctions arrangements as a result of the removal
of all other exchange controls; but their effect is to maintain the

status quo.

Repeal of the Exchange Control Act 19477

The Exchange Control Act will remain in force for the time being. The
Government is now considering the future of this legislation. For

the present it is needed to confinue sanctions against Rhodesia and
for certain other technical purposes (primarily connected with

stamp duty).

Enforcement?

Past offenders are still liable to prosecution (this would be so

even if the Act were repealed). (If pressed: the Treasury have

revoked all directions imposed under section 40 of the Act, including
directions which block the UK funds of certain individuals, because

they are advised that it might be wrong in law to maintain them now

that the great bulk of controls have been removed. The purpose of the
directions was to prevent on illicit outflow where the authorities had
good reason to suspect that this was likely, not to punish suspected
offenders before trial. Now that unlimited foreign exchange is available

generally on demand these retrictions are inappropriate. If pressed on

individuals in the House; no comment on individual cases. Press

Officers should consult the Treasury Enforcement Section on individuals).

What savings will be made?

Some expenditure on controls against Rhodesia will continue while
sanctions last. Apart from this the entire apparatus of control will
be run down saving public expenditure by about £14% million a year.

This represents the cost of about 750 staff at present employed on
exchange control work mainly at the Bsnk of England and about 25 at
the Treasury. 3.

SECRET
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Q1.

A1,

Q12.

Al2.

Q13.

A13.

Qk.

Aqy,

Q15.

A15.

SECRET 5 E;‘%;

How fast will these savings be made?

As soon as possible - the bulk of the savings should be achieved within

a few months.

Monitoring of inward investment

There is no balance of payments reason to maintain this control.
There are some powers to prevent unwelcome inward investment in the

Industry Act 1975 ( now under review).

Wrong to 1lift supervision of bureaux de change?

The Bank controlled bureaux in order to prevent evasion of exchange
control rules on eg travel allowances and the surrender of foreign
currencye. Now that exchange controls generally are being lifted

this supervision is no longer needed and is being withdrawn. No
permission is now needed to open a bureau de change (except for planning
permission etc). It would not be appropriate to use the Exchange

Control Act for this purpose in the absence of general exchange controls.

Wrong to abandon control over outward direct investment?

Outward direct investment benefits the domestic economy by increasing
export opportunities etc. Controls on the financing of outward direct
investment were lifted entirely on 18 July; now that outward portfolio
has been liberalised completely there is no need to monitor individual
applications to make direct investments in order to prevent the evasion

of the portfolio controls.

EEC obligations?

We are now meeting our EEC obligations:- indeed, in some areas, going
beyond what our obligations under the EEC Treaty strictly require.

The Commission have been informed.

L,
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_l =
—_—— _—
-
— -
-
Y EEENEE . - ] -
. L] -
— = _-.I-
I = —— o o= .
N . ol — - - ]
I b
|
b b} L. |
- = - = 8 B N .
B Ll - e
N L] [ DI =" Bapeee B R
[ - L
» LI J ]
) - b - EEN s .
- nllns -a o=
- Ny -
1
L] -
I ol A e e g v “u
|
[ | L] n
. B - gz
[ - -
i - o -
HE E W
|
I
| o I L




Q16.

A6,

Q17.

A17.

Q18.

A18.

Q19.

A19.

SECRET

What are the main consequences for individuals'

Full freedom to buy, retain and use foreign currency for travel,
property purchase, investment, gifts etc. (except where Rhodesian
sanctions apply). This includes the ability to hold foreign cur}éncy
accounts, here or abroad. Passport marking is abolished and Customs
controls at the frontier are being withdrawn. The requirement to
deposit foreign currency securities with an Authorised Depository is

also abolished.

Justification: these restrictions on personal freedom that have applied

since 1939 but are no longer required.

What happens to the investment currency market?

Now that investment currency ("p?emium dollars") is no longer required to
be used for any purpose there will presumably cease to be a special
investment current market (ie a market in the foreign currency proceeds
of the sale of certain privatky owned foreign currency assets). The
investment currency market is a private market in which the authorities

are not involved.

Do the Government accept responsibility for losses in the investment

currency market/the consequences of the fall in the sterling value of

ex-premium-worthy foreign currency securities?

Certainly not. No such guarantee has ever been given and no responsibility
was accepted or compensation paid when the rules were liberalised on
the purchase of private property in June and of most EEC securities in

July, and the premium had in consequence to be withdrawn on sale.

Is not the UK encouraging instability by allowing UK residents to

speculate in the gold markets?

No. We are simply allowing UK residents the freedom which residents
of many other countries, including the US, have to buy and sell gold
if they wish to do so. The exchange control relaxations earlier this
year allowed UK residents to buy gold coins: we are merely extending

this freedom to encompass all forms of gold.
5.
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Q20.

A20.

Q21.

A21.

Q22.

A22.

Q23.

A23.

A2k,

SECRET

Is not the UK encouraging those who want to see the international

role of gold enhanced?

No. The exchange control relaxations relate to the ability of UK

@ - - e RS
residents to buy and sell gold. They do not mean that the UK
authorities wish to see a greater role for gold in the international

monetary system.

Could the controls be reimposed?

The Government have no intention of re-imposing controls and are

reviewing the future of the Exchange Control Act.

Is this a prelude to joining the EMS?

No decision has been taken on whether we should join the exchange-rate

mechanism of the EMS.

What will the government do in the face of speculation against Sterling

if there are no controls?

Confidence in sterling depends not on the existence of exchange controls
but on the government's basic economic policies, which it is determined

to carry through.

What are the likely domestic monetary effects of relaxations:

(i) The domestic monetary situation will be affected by the effects
of the relaxations on the pattern of capital movements into and out of
the UK. It is difficult to be precise about the timing and net effect
of these flows, which will depend on a number of factors, in particular

on the strength of confidence in sterling following the relaxation.

(ii) Some of the flows arising, such as the refinancing of foreign
currency debt, will tend to add to DCE (at given interest rates).

But there are other factors which will tend to offset the rise in DCL.
There is likely to be a net capital outflow from the non-bank private
sector: the outflows generated by the relaxation will probably be
largely from the non-banks, but some of any offsetting inflows may be

to the banking and public sectors. Thus there are likely to be net

6.
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Q25.

A25.

Q6.

A26.

Q27.

A27.

Q28.

A28.

Q29.

A29.

SECRET

contractionary external influences on £M3, but whether these will
exceed or fall short of the increase in DCE is difficult to assess.
The effect on £M3 could go either way, but in any event is likely to
be fairly small.

<

Effect on interest rates?

The impact on interest rates will clearly also depend on the effects on
confidence, but given the relatively small monetary effects that can

be expected the impact should be small.

Uncertainty increases interest rates

Potential size of flows could mean some uncertainty about future interest
rates. Much will depend on state of confidence. No reason why any
substantial change of rates will be necessary to meet the Government's

monetary objectives.

Future of SSD Scheme? -

Zrﬁbr useonly in response to specific question as to whether relaxations

will make it easier for banks to avoid the scheme. 7' The effects

of the relaxation will be one of the factors to be taken into account in

considering the roll forward of the scheme.

Effects on Gilts market?

Abolition of controls over portfolio investment may lead to investment
overseas at the expense of gilts and other domestic securities.

But this will be largely a once-for-all effect and there is no reason

why it should undermine market confidence or adversely affect
jinflationary expectations. As a result it should not significantly affect

our ability to meet the monetary target.

Bank lending®

There is likely to be some increase in bank lending as a result.
But this is only one of the factors affecting money supply growth.
The net effect on £M3 is expected to be small.

7.
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A30.

LEASING

LB1.

A31.

Q32.

A32.

Q32.

A32.
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SECRET

Why is the relaxation being made by 9 Statutory Instruments®

The Act prohibits a very wide range of transactions and the only way

of relaxing its effect on this scale is by giving exemptions in
Statutory Instruments or by permissions. id the past permissions have ™
been given through Authorised Dealers (banks) and Depositéries also

are now relieved of all their functions under the Act so that it is

essential to legislate by Statutory Instrument.

Why could not exchange control powers continue to be used in the

interim until the next Finance Act, rather than the new legislation's

acting retrospectively”

This would have been impracticable in the absence of other controls.

Will the new legislation to be introduced in the next Finance Bill

treat leasing transactions any differently from the way exchange

control has?

The intention is that the new legislation will have broadly the same
effect. Particulars are given in the Inland Revenue press notice
being issued today (23 October). Enquiries about specific leasing

proposals should be made to Inland Revenue.

What about the leasing of British made goods to foreign lessess?

The proposal announced today relate only to transactions involving the
leasing of foreign made goods to foreign lessess. érif pressed on
the possibility of other changes on leasing: these would be a matter

for consideration in the context of the Budget2;7

8.
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. Why have all remaining controls been dropped at once?

(&

‘ SECRET
(UNTIL 4PM 23 OCTOBER 1979)

IND O CHANGE CONTROLS

NOTES FOR SUPPLEMENTARIES

We have already had the experience of two substantial reductions in
the controls (12 June and 18 July); economically, there is anyway no
point in retaining any control; and technically, there is no o way of
fE;;her reducing the controls and still retaining a sensible and

internally consistent control.

Rash to leave exchange rate unprotected?

Not at all. We have minimised risk by dismantling controls in stages
this is the third and last stage.- Rate depends on positive factor of
confidence in our policies, not on the negative factor of controls.

AT Sl

What will the government do in the face of speculation against Sterli
if there are no controls?

Conf'idence in sterling depends not on the existence of exchange contr

e — e —

but on the government s basic economic pollcies, which i1t is determin.

—

to carry through.

Exchange Rate Conseguences

The effect of the relaxations on the exchange rate is highly uncertai:
We are providing no forecast. Controls have been abolished to allow
1nYe§tors greater freedom in the choice of how and where to invest i:
line ;ith our election pledge. we are not trying to influence the
exchange rate in one direction or another. The most 1mportant a

influences on the exchange rate are the Government's monetary and
fiscal policies and events in world markets - including the world oil

market.,

Balance of Payments Consequences

The effects on the balance of payments are uncertain: most of Ehese
controls have been in force for forty years and so it is not possible
to estimate precisely how people will react in their absence. There

/presumably

SECRET
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SECRET ’ {E‘;
(UNTIL 4PM 23 OCTOBER 1979) )

—

presumably be some capital outflows_as portfolios_ere adjusted but -
aslith the relaxations which have already been made - these may be
easily matched by capital inflows without producing any substantial

Thpact on the exchange markets.

—e

S
6. What effects have the relaxations which have already been made had on
outflows?

Almost impossible to disentangle the effects of exchange control
relaxations from other influences on capital flows and the exchange

e earlier relaxations were widely welcomed and have not cause
_-‘__‘_,__‘-/

any obvious problems.

7. Monitoring of inward investment

There is no balance of payments reason to maintain this control. The:
| are some powers to prevent unwelcome inward investment in the Industr:
Act 1975. [NOTE the Industry Bill being published today (Tuesday) doc:
! not aaver this.] -

8. Wrong to abandon control over outward direct investment?

Outward direct ingegtment benefits the domestic ‘economy by increasing
export _opportunities etc. The bulk of the ev1dence suggests that far
from displacing domestic employment investment overseas by British
investors increases employmegt at _home. Contreis“eg the finan01ng of
outward direct investment were lifted entirely on 18 July; now that
outward portfolio has been liberalised completely there is no need to
monitor individual applications to make direct investments in order tc

prevent the evasion of the portfolio controls.

9, Rhodesia?

Exchange controls needed to maintain economic sanctions are being kept
Policy on the future of sanctions is a matter for the Lord Privy Seal
and his Noble Friend. If pressed - various technical changes have ha.
to be made to exchange control rules on Rhodesia as a result of the
removal of all other exchange controls; but_thzir effect is to maints

the status quo. Positive Point ®Thé Co Conference has made g

progress and we hope that we are approaching the time when we will be :
to 1ift all sanctions against Rhodesia but until agreement is reached -

necessary measures must remain in place.

/10,
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SECRET
(UNTIL LPM 23 OCTOBER 1979)

Enforcement?

Past offenders still liable to prosecution (this would be so even if
the Act were repealed). Cases will be considered on their merits.
If presscu on individuals; no Gomment on iniividucl cases.

e

What happens to the investment currency market?

Now that investment currency is no longer required to be used for any
purpose there will presumably cease to be a special investment curren
market in which foreign currency will command a premium. The investm
currency market is a ppyﬁéte market in which the authorities are not

involved.

Do the Government accept responsibility for losses in the investment
currency marxet/the consequences of the fa in the sterling value oI
ex-premiumworthy foreign currency securities?

No. No responsibility was accepted or compensation paid when the rul
were liberalised on the purchase of private property in June and of
EEC securities in July, and the piemium had in consewguence to be
withdrawn on sale. These losses are the inevitable consequence of th.

removal of restrictions.

Wrong to deny investment currency ("dollar") premium on sale of privat
property as announced in June Budget (and subject of many complaints)
It would not have been possible to operate the control in any other w:
and no undertaking has ever been given that the premium, once paid,

could be recovered. This is unfortunately the other side of the coin
to the removal of restrictions.

Too generous to the rich (foreign bank accounts, property ete)

These restrictions on persogg; freedom that have applied since 1939 ar

o

no longer required.

Is not the UK encouraging instability by allowing UK residents to
gspeculate in the gold markets?

No. We are simply allowing UK residents the freedom which residents
many other countries, including the US, have to buy and sell gold if
they wish to do so. The exchange control relaxations earlier this yea
allowed UK residents to buy gold coins: we are merely extending this
freedom to encompass all forms of gold.

SECRET
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16.

17.

18.

19.

20,
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SECRET t SI
\ (UNTIL L4PM 23 OCTOBER 1979)

Is not the UK encouraging those who want to see the international role
of gold enhanced?

No. The exchange control relaxations relate to the ability of UK
residents to buy and sell gold. They do not mean that the UK authorit,
wish to see a greater role for gold in the international monetary syst‘

Could the controls be reimposed?

The Government have no intention of re-imposing controls and are
revieang the future of the Exchange Control Act,

Wipgp——

Is this a prelude to joining the EMS?

No decision has been taken on whether we should join the exchange-ratec
mechanism of the EMS. B

EEC obligations?

We are now meeting our EBEC obligations: indeed, in some areas, going
beyond what our obligations under the EEC Treaty strictly require. T!
Commission have been informed.

MONETARY EFFECTS

§12 (General)

The domestic monetary situation will be affected by the effects of the
relaxations on the pattern of capital movements into and out of the Ui
It is difficult to be precise about the timing and net effect of these
flows, which will depend on a number of factors, in particular on the
strength of confidence in sterling following the relaxation.

(11) (Specific effects on DCE(M3)

Some of the flows arising (such as_ the reflnancing of foreign currency

[T

£ e R T 2 T AR S T L M ST =

debt) will tend to add to DCE (at glvfen interest rates) But there

s e e

are other factors which will tend to offset the rise in DCE. There is

s o+t ST —— oA it e e

likely to be a net capital outflow from the non—bank private sector:
the outflows generated by the relaxation will probably be largely from
the non-banks, but some of any offsetting inflows may be to the banki.
and Public sectors. Thus there are likely to be net contractionary

o e —————

external 1nf1uences on _&M3, but whether these will exceed or fall shor

of the increase in DCE is difficult to assess.“ The effect on £M3 coulc

go ) either Way, but in any event is likely to be falrly small.

SECRET /21
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27.
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Effect on interest rates?

The impact on interest rates will clearly also depend on the effects c
confidence, but given the relatively small monetary effects that can t
expected the impact should be small.‘

Lh'_-‘“‘—'——-—'—'—-—_.‘. R e ————

————

Uncertainty increases interest rates

Potential size of flows could mean some uncertainty about future
interest rates. Muach will depend on state of confidence. No reason

e ]

e

Government 8 monetary objectives.

—

—

Future of S8D Scheme?

The effects of the relaxation will be one of the factors to be taken
into account in considering the roll forward of the scheme.

e

Effects of\ Gilts market?

Abolition of controls over portfolio investment may lead to investmen
overseas at the expense of gllts and other domestic securities. But
will be largely a once-for-all effect and there is no reason why it
should undermine market confidence or adversely affect 1nf1atioﬁary

expectations. As a result it should not significantly affect our

ability to meet the mone tary target

There is likely to be some increase in bank lending as a result. But
this is only one of the factors affecting money supply growth. The
net effect on £M3 is expected to be small.

LEASING

Why could not exchange control powers continue to be used in the inter
until the next Finance Act, rather than the new legislation's acting
retrospectivelyO

This would have been impracticable in the absence of other controls,

Will the new legislation to be introduced in the next Finance Bill tre
leasing transactions any differently from the way exchange control he

The intention is that the new legislation will have broadly the same
effect. Particulars are given in the Inland Revenue press notice bein
igsued today (23 October). Enquiries about specific leasing proposals
should be made to Inland Revenue.

/28.
SECRET
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y (UNTIL 4PM 23 OCTOBER 1979)

28, What about the leasing of British made goods to foreign lessees?

§ The proposal announced today relate only to transactions involving the
leasing of foreign made goods to floreign lessees. LIf pressed on the
possibility of other changes on leasing: these would_be a mgtteq$for

‘ consideration in the context of the Budgét.] 7

SECRET
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until 4 pm 23 October 1979
™

EXCHANGE CONTROL

Additional supplementaries

Future of Exchange Control Act

The Exchange Control Act will remain in force for the time being. We are now
considering its future. For the present it is needed to continue sanctions
against Rhodesia, I hope not for long, and for certain other technical purposes,

primarily connected with stamp duty.
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SECRET

Treasury Chambers, Parliament Sucet, SWIP 3AC

01-233 3000 V& Wooees.
19th October, 197

\ Dot N
Deo fit?]
L } )

- T enclose the signed copy of the
message I imagine you will elready have

delivered to the Treasury Secretary.

-

For the form, could you please deliver o

(I‘l AL HALL\r

/
-~

Private Secrectary

W.S. Ryrie, Esq., CB.,
UKTSD

SECRET
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Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000

23 October, 1979

-

Lw

I wrote to your predecessdr on 18th July to give him

advance notice of the exchange control liberalisation measures

which I announced to Parliament later that day.

In that letter, I explained that, temporarily, we would
have to limit the scope of the changes affecting outward
portfolio investment, allowing official foreign exchange
in general only for investment in securities denominated in
the currencies of other EEC countries and in bonds issued by
international organisations of which the UK is a member.

I know that this form of partial liberalisaticn has been
a source of some concern to you. '

I am now, therefore, pleased to be able to tell you that
I have decided that, with effect from 24th October 1979,
virtually all of our remaining controls will be abolished.
Only those controls necessary to maintain sanctions against
Rhodesia will remain in place. This means, of course, among
other things that UK investors will be free to use official
foreign exchange to buy securities denominated in dollars
or ahy other currency.

I am announcing this decision in the House of Commons

today.
GEOFFREfﬂ;ggﬁffm/:i:ilf’”ﬁ\}

Mr G. William Miller.
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THE BOARD ROOM
INLAND REVENUU
SOMERSET HOUSE

19 October 1970
Mini+tSTER OF STATE (COMMONS)
EXCHANGE CONTROL: FOREIGN TO FOREIGN LEASING

1. We attach drafts of

a. a short piece to bée adaed to the Written Answer on
the ending -of exchange control dealing with the tax points
and
b. a Press Notice explaining the point in riore deteil.
and foreshadowing the tax logislation in the 19680 Finance
Bill. -
2. The final text of the Press MNotice neads to be available
by mid-day on Monday.
3. There is clearly an obligation when Ministers legislate
by announcement to make the announcewent as' ull as possible
so that those concerned know where they stand. We have made
the final part of the Press Notice as full as possible, but
there are two significart points which have to be left immrecis
at present, namely what is meant by "foreign” equipment and wnz:
is a "financial" lease. We will counsidexr urgently how thece
Chancellor of the Exchequer Mr Lavelle Sir William ¥ile
Chief Secretary Mr Lovell - Mr Dalton
Financial Secretary Mr Butt Mr Adams
Minister of State (Lords) My Cowdv Mr R 8 Bovd
Sir Douglas Wass —Mr Hodges Mr Isaac
Sir Lawrence Airey Mr Kerr Mr Soutnell (2}
Sir K Couzens Mr Moore Mr J P O Lewis
Mr Littler Mr Corlest Mr P Lewis
&r Egrratt Mr Bonney N
Mr Dixon 1S . L
plsi Ea:cock Mr Wilscn Mr Dawkins
f -
' - Mr Tylex Mr 2Zrmitage

Mr Dyer
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terms should be defined. We know that other countries have
found it necessary to have complex and/or discretionary. rules
for determining which leases are financial; we are not familiay
with defining the origin of goods but suspect that that alsc
may not be easy. & . S
4, It is difficult to judge whether Ministers may be criticise
for any lack of detail in the Press Notice. On the one hand
this 1s a wvery specialised field in which few companies are
interested. On the other, leasing 1s a subject which generates
much interest in the Press (we understand yet another article

is to appear in the FT next week); and companies with exchange
control applications already in the pipeline will understandabl-
be anxious to know whether or not their particular circumstance:

will be covered by the new legislation.

5. In reply to any génerai criticisms, Ministers could make
two points. First, as the anncuncement makes clear, the new
tax rules will essentially be aimed at continuing an existing
arrangement rather than introducing an entirely new scheme - anc
in practice those affected already know the broad working rules
Second, the scheme has hitherto been based on the Banks'
discretionary exchange control powers with no published rules.
The rules will now become public knowledge as part of the tax
code and consequently, for the first time, appealable. This is

obviously a more "open" arrangement.

6. We shall be briefing our tax representative in Brussels in
case the Commission take any immediate interest in the tax

aspects of the announcement.

7. we shall now be working on details of the provision as e

matter of urgency, and will minute you again as necessary.

Private Secretary
Inland Revenue

o
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CHANCELLOR'S STATEMENT (WRITTEN PO)

[Q. To ask the Chancellor of the BExcheauer
when he expects to take further steps
in removing exchangz controls.

Frow v s b ki
TREASURY A. I have decided tc remove all the remair
DRAFT* ' ing exchange contrcl restrictions from
tomorrow, 24 October, apart from those
still needed for the sanctions against
Rhodesia. The necessary Orders under
the Exchange Control Act 1947 are beirn
laid this afternoon. The Commission
of the European Communities has keen

informed.]

e

Under arrangements announced in 1971, excha

J_

N control has been used to pLevent the-~export

i’

ofugur tax chentlveS'uhrough the leasing

abroad of foreian equipment. I propose
introducing provisions in the 1980 Finance
Bill, which will tak@'effect from tomorrow,
to continug the presenL ‘reStrictions.
Further details are available in the Vote

Office.

*We understand this has now been revised.
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SECRET
DRAFT PRESS NOTICE

ENDING OF EXCHANGE CONTROL: CONSEQUENTIAL
TAX LECISLATION TN

The Chancellor of the Exchequer announced
the ending of .exchange control restrictionc
this afterncon in a Written Answer to a
Parliamentary Question. He said that
legislation will be 1ntrodirmd in Lheml;?O
Finance Bill to centimus ™t h¢~£§§:;£§§1%na
previously operated through exchanqe contro
ﬂ—the+eﬂﬁert"ni United Kingdom tax incsnti
thrgugh~the Lea51ng abroad of foreign
equipment. This Press Notice gives furthex

details.,

Leasing_companies resident in the United.
Kingdom are usvally entitled to 100 per cen

first year allowances on their capital

—

expenditure on olanc and equipment acquired

for leasing. Thair lease rental charges ar
lower than thev would otherwise be on accouw:
of the tax relief they obtain through firsc

year allowances.

When the present system of capital allowanc:
was introduced in 1971, the Government was
concerned that the benefit of the new hign
rates of capital allowances (then generall

60 per cent in the first year) might, thrcuc

reduced lease rentals, be exported bv I
companies lezsing foreign made eguipmont

to overseas companies. (A simi
had arisen in the 1960s when UK investment
grants had been claimed on ship

for the ultimate benefit of foresign owners. )

o
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The Government decided to deal with this
problem through existing exchange control
1

powers, It was zannounced curing the 1237

¥

11

Finance Bill cebates. (Official Report:
Standing Committes H 15 June 1971 Column
600) that exchange control consent would no:
be given for such transactions. This
arrangement was subsequently modified.
Subject to other conditions being satisfied
exchange control consent was given providecd
the leasing company limited its claim to
capital allowances in the first year to

25 per cent (instead of 100 per cent).

The Chancellor has anncunced that the 1980
Finance Bill will contain provisiocns to
continué{éhe present restrictions on the
export ofbcapital allowances. The propcse:c
legislation will provide that expenditure
on foreign assets for leasing (directly

or indirectly) to non-resident lessees will

qualify for allowances at 25 per cent in th

first year, and the balance of expenditure
will be written off in subseguent years at
25 per cent on the reducing balance basis
(le the normal arrangement where 100 per

cent first year allowances are disclaimed).

The new provisions will applv only to
financial leases ie leases under which

substantially the whole economic interest in

rt
jog

STy L= P Py I =p=w T
< transferred to the lessee. 1L

i

o 4
o 1>
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e
is proposed that the new provisions should
apply to capital expenditure incurred on and
after 24 October 1979, except where it i=z
incurred under a contract entered intc bertor.

that date.
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THE BOARD ROOM
INLAND REVEMNUE
SOMERSET HOUSE

22 October 1979

CHANCELLOR

ENDING EXCHANGE CONTROL: TAX ASPECTS

We understand- that you will be making a statement on the

ending of exchange control tomorrow. We attach:-
a. A copy of the Press Notice which we shall be
issuing tomorrow, and which should be available in

the Vote Office immediately after your statement.

b. Briefing on points which may be raised about

foreign leasing.

Private Secretary

cc Chief Secretary Sir William Pile
Financial Secretary Mr Dalton
Minister of State (Commons) Mr Isaac {origin)
Minister of State (Lords) Mr Lewis

wtMBir Douglas Wass
Sir Lawrence Airey

Mr Littler

Mr Lovell . A E
—Mr C W H?, es 33X

Mr N J Ilett
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INLA .D REVENUE PRESS OFFICE, SOMERTET HOUSE, STRAND, LONDON VW/C2R 1LB
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[3x] 23 Octoker 1979

ENDING OF LXCHANGE CONTROL: CONSEQUENTIAL TAX LEGISLATION

The Chancellcr of the Exchequer announced the ending of exchange
control restrictions this afternoon in a statement to the

House of Commons. He said that legislation will be
introduced in the 1980 Finance Bill to replace the arrangements,
previously operated through exchange control, which prevented
United Kingdcm tax incentives being used to support the leasing
abroad of foreign eguipment. This Press Notice gives Further
details.

.J

Leasing companies resident in the United Kingdom are usually
entitled to 100 per cent first vear allowance$ on their capital
expenditure on plant and equipment accouired for leasing. Their
lease rental charges are lower than they would otherwise be on
account of the tax relief they obtain through first year allowances,

When the present system of capital allowances was introduced in
1871, the Government was concerned to ensure that the new high
rates of capital allowances (then cenerally 60 per cent in the
first year) should not, through UK-based leasing arrancements, be
used to support the acruisition of foreign made equipment by
overseas companies. (A similar problew had arisen in the 9605
when UK investment grants had been claimed on ships built abroad
for the ultimate benefit of foreign owners.)

The Government decided to deal with this problem through sxisting
exchange controcl powers. It was announced during the 21971 Finance
Biil debates (Official Report: Standing C”Wmiutep H 15 June 1971
Column 600) nat excnange control consent would not be given for

such transactions. This arrangement was subsecuently modified.
Subject to other conditions being satisfied, exchancge cntrOL
consent was given provided the leasing companv limited its claim
to capital allowances in the first year to 25 per cent (instead
of 100 per cent).

The Chancellor has announced that the 1930 Finance Bill will contéain
provisions to replace the arrangements npreviouslv overated throuch
erxchange control. The propcsed legislation, on which %bc nEE
will be consulting those princinallv concerned, will prov '
expe 1d1*urc cn foreign assets for leasing (directly or in

to non-resident lessees will cualify for allcowances at 25







in the first vear, and the balance of expenditure will be
written off in subsecuent vears at 2% per ~ent cn the reducins
balance bhasi (ie the normal arrangement where 100 per cent

is
first year allowances are disclaimed).

The new provisiocns will applv only to financial lecses ie
leases under which substantially the whole econcmic interest
in the asset is transferred to the lessee. The leasing or
hiring of equipment to overseas customers on a short-term
basis will not therefore be afifected. It is pronosed that the
new provisicns should apply to capital e: pepd*tur= incurred c<n
and arfter 24 Octoker 1979, except where it is incurred under a
contract entered into hefore that date.
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SECRET

FOREIGN LEASING: TAX ASPECTS

1. What 1s the Droblem reaquiring tax lecle1atlon°

In the absence of special provisions, UK tax incentives
for expenditure on eguipment - which are intended to
encourage the modernisation of British industry - would
enable UK leasing companies to offer attractive leasing
terms to overseas companies wishing to lease foreign-made
equipment, This is at preeent limited through exchange
control arrangements since consent is conditional on

the leasing company agreeing to take a reduced rate

of tax allowances. The new tax provisions will

operate directly to have broadly the same effect now

that the exchange control powers are being ended.

2. Why couldn't exchange control continue to be usad

fot thlS purpose? It would have been impracticable to

keep exchange control for this purpose when other

restrictions are being ended.

3. How w1ll the new tax rules dlffer from the nrevtouﬂ

arranqements’ The main features of the arrangements -
which are described in the Inland Revenue Press Notice -
will be the same, but there will inevitablv be some
differences in detail since exchange control has
operated on a case by case bas’s without specific

statutory rules.

4. Will Bfitish—made goods leased abroad be affected

(" export” lea51nq) The present announcement deals

only with the legislation neceszary following the
ending of exchange control, [If pressed, you might say
that any further changes required in connection with

leasing would be a matter for the Budget.]
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5. Will the new powers be contrary to EEC, OECD etc
rulé; in discriminating in favour of UK-made goods?

The new provisions are not designed to promote British-
made goods, but simply to stop the benefit of UK tax
incentives flowing abroad in transactions which

provide little benefit to the-UK economy. The proposed
tax provisions are not a new departure - they are
intended to replace, and will be similar to, the
working arrangements previously operated by the Bank

of England through exchange control procedures.

6. Will lessees resident in Ireland be affected?
The proposed tax provisions will apply to eguipment

leased to companies resident in Ireland [CONFIDENTIAL

exchange control powers were often ineffective in
relation to leasing to Ireland. It is believed that
this gap in the present provisions was being increasingly

exploited.]

7. Consultation. The Inland Revenue will be

consulting with the main interested parties on the

details of the new provisions.

N
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EXCHANGE CONTROL

w‘

I enclose, as requested, a copy of the draft
of a statement on exchange control in the form in
which we are puttlng it to the Chancellor for
approval overnight. I should be grateful if you
would draw this to the Attorney General's urgent
attention.

You will see that the draft differs in some
rcspccts from the copy attached to Hodges' note of
today's date which I understand was sent to
Mallinson earlier in the day.

Aaad,

s

e —
(A.M.W. BATTISHILL)

W.C. Beckett, Esa., CB
Law Officers' Department

Covering SECRET







SECRET

TILL 4.00 p.m. ON 2% OCTOBER 1979

DRAFT STATEMENT ON REMOVAL OF EXCHANGE CONTROLS

With permission, Mr. Speaker, I wish to make a statement
about exchange control. The House will recall that in my
Budget Statement on 12th June I announced bur intention to
carry out the progressive dismantling of the exchange controls.
I made a number of relaxations at that time; and, on 18th July,
I informed Parliament of significant further steps, including
a first major move towards liberalising outward portfolio

investment.

2. I have now decided to remove all the remaining exchange
control restrictions from tomorrow, 24th October, apart from
those still needed, I hope not for long, for the sanctions
against Rhodesia. I am satisfied that the time has come to
make a clean sweep in this way. I have been dismantling by
stages because the controls have been with us in one form or
another for over U0 years; and it would have been imprudent to
abolish them all overnight without giving people a chance to
adjust to such a historic change. But the controls have now
clearly outlived their usefulness. The essential condition for
maintaining confidence in our currency for the future is a
Government determined, as we are, to carry out the appropriate

monetary and fiscal policies.

Dhs By abolishing exchange control, we are taking yet another
step in restoring freedom of choice and eliminating rules and
regulations which distort the economy. It will lead to public
expenditure savings of about £14] million a year, which
represents the current cost of about 750 staff at present
employed on exchange control work at the Bank of England and
about 25 at the Treasury. It will also relieve individuals,
firms and financial institutions of the costs and

inconveniences of having to comply with the rules.

)
)
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SECRET

TILL 4.00 P.M. ON 23RD OCTOBER 1979

by, Except in relation to Rhodesia, there will from tomorrow
be full freedom to buy, retain and use foreign currency for
travel, gifts and loans to non-residents, buying property over-
seas and investment in all foreign currency securities.
Portfolio investment will thus be wholly freed. Foreign
currency accounts can be held here or abroad. It will no
longer be necessary to apply for permission to make inward or
outward direct investments. Passport marking for travel funds
can now be abolished and exchange controls by Customs Officers
at the frontier are being ended, together with monitoring of
payments for imports and exports. The requirement to deposit
foreign currency securities with an authorised depositary is
also abolished. The necessary Treasury Orders are being laid

this afternoon.

o The Exchange Control Act 1947 will remain in force for the
time being. The Government is considering the future of this
legislation. For the present, it is needed to continue
sanctions against Rhodesia and also for certain technical
purposes which may need to be served by other means. In that
connection, under arrangements announced in this House in 1971,
exchange control has been used to prevent United Kingdom tax
incentives supporting the leasing abrcad of foreign equipment.
I propose to introduce in the 1980 Finance Bill provisions
which will take effect from tomorrow, to continue to prevent
this. Further details on this matter are available in the

Vote Office.

6. From tomorrow, we shall be meeting in full our Community
obligations on the freedom of capital movements. We shall
in fact be going well beyond what Community law requires.

7. I have called this a historic change and so it is. I
think the House will agree with me that we should not let the
moment pass without some tribute to those on whom the burden

- P -
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TILL 4.00 P.M. ON 23RD OCTOBER 1979

of administering the controls has largely fallen. I refer not
only to those in the Treasury but also to the skilled and
dedicated staff of the Exchange Control Department at the Bank
of England and to the officers of HM Customs and Excise who
have carried out exchange control tasks as part of their

regular duties for many years.

”&;_ I also w1sh to record, on behalf of my predecessors as

_well as myself, the importance of the co-operation and support
which the authorities have received over the years from the banke
and from other bodies and individuals, such as solicitors, to
whom exchange control functions have been delegated. Over the
yYears, the control has depended very largely on their integrity
énd common sensej; and indeed without their help no effective
control would have been possible. I end this statement with

my thanks to them.






