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DOMESTIC MONETARY CONTROL AND EXCHANGE CONTROL

At Geoff Littler's meeting on 7 September it was agreed that the Treasury
would take the lead in preparing a paper on whether there was a need for
direct controls as part of the authorities range of instruments for
achieving the target growth for the money supply, but that we would show
it to you in draft.

2. Since then the paper has become 1relevant to the more urgent discussion
about what the implications might be for domestic monetary control of
relaxation of exchange control. Peter Middleton had a meeting on those
aspects particularly relating to exchange control with Doug Dawkins last
Friday, following up his earlier correspondence with the Chief Cashier,
and the end of the present draft reflects that discussion.

3, I ought to have a revised version of the paper awaiting Geoff Littler
on his return next Monday, so that it would be available for the
Chancellor on his return at the end of next week. I would therefore like

@ to discuss the draft now enclosed with Charles. yourself and any others
ir the Benk interested - I am also sending copies to David Holland and

Doug Dawkins -~ and I will ask my secretary to arrange a meeting as soon as
is convenient this week.
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Conclusion

24. The potential advantage of direct monetary controls is

. that they may enable the authorities to produce changes in
the rate of growth of the £M3 statistic more quickly - say
over 6 months rather than 12 months - and, possibly, with less
risk of needing to over-react with movements of interest
rates or changes in the PSBR, than if the authorities relied
solely on general policy instruments. They may therefore
speed the ways in which monetary policy affects expectations.
Their disadvantage is that the "disintermediation" to evade
the control, which is an inevitable consequence of such
controls, can reduce the effect of a given restraint of the
"statistic on the rest of the economy, can risk bringing the
target into disrepute and can causeinef ficiency in and,

possibly, prudential risks for the financial system.

25. It is not possible to say in abstract where the balance

of advantage lies - the balance depends on the instrument
involved, the circumstances of the time and, in particular,
the role which domestic monetary policy is playing in overall
macro-economic policy at the time. The present SSD scheme

may well be nearing the end of its useful life - over time its
effectiveness has decreased as ways round it have developed,

and its costs have increased. If it were not for the changes

in exchange control, a monetary base system might have offered
e N et —

on balance worthwhile advantages, especially given the
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importance of monetary policy to the present Government's

counter-inflation policy: the detailed examination of
particular schemes commissioned by Ministers from the Bank

and Treasury is designed to establish whether this is so.

26. But the relaxation of exchange control would seem to shift
the balance decisively against direct monetary controls,

by introducing a further, and readily accessible means of
disintermediation, which would make the controls ineffective.
Banks near the penalty zone in the SSD scheme would tend to
shift some business offshore. Similarly uang\E/ggggzgzz\Egse
scheme, at any time when bidding for additional base assets
appeared too costly, they would shift business overseas: the
monetary base would then not be an effective means of

triggering significant shifts in domestic interest rates.

27. The corollary of a decision to dismantle exchange controls
would therefore appear to be forgoing the possible, but far
from unmixed, benefits to domestic monetary controls of a
direct system of control, whether the existing SSD scheme or

possible monetary base system.






