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Sir Douglas Wass's Meetlng on
Interest Sensitivity, '3rd April 1980 euw
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1L Sir Douglas Wass took q;fé}ging, rsfaffﬁtgggAff%m it

date, on Thursday, 3rd April, to discuss the various papers on the
interest sensitivity of monetary aggregates. The papers for th ,}/

meeting were my own, Mr.Britton's, Mr.Middleton's covering note (all

three of which have been previously circulated to you), and a final
note on 'Interest rates and the control of the money supply' circulated

by Bridgeman yesterday afternoon (a copy of which is attached).

2 The meeting itself turned out to be relaxed and analytical,
indeed in samething of a pre-Easter holiday mood. Wass saw the purpose
of the session as providing mind-clearing analysis,which was not intended
to have any direct operational or policy implications,but might help

him to respond to subsequent operational problems when they occurred.

Se At the outset Wass' suggested that the meeting should not
consider the issue of whether £M3 was the most suitable target aggregate, hut
should confine itself to the question of whether, and how, interest
rates in particular, but also other instruments, might affect EM3.
Andrew Britton especially had queried whether movements in interest
rates would be effective in controlling £€M3 either in the short-run or
in the long-run. Britton did not receive much support. It was
widely agreed, and urged by both Middleton, Bridgemaﬁ, Burns and myself,
that major changes in the level of interest rates, particularly in real
terms relative to the rate of inflation, did have major effects in
determining monetary conditions in the long-term. The real difficulty
was the uncertainty about the speed and extent of the effect of
interest rate changes on monetary growth in the shorter-term.
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4.

It was agreed that the authorities, the Bank and the Treasury,
had actually been remarkably successful in stimulating gilt sales in
response to short-term changes in MLR. It was, however, noted that
this was perhaps easiest to do in those circumstances when public sector
debt sales had fallen away, because of uncertainties, e.g. of the future
pPath of inflation and interest rates,and an increase in interest rates
was needed to 'unlock' the gilts market. Sir Douglas Wass was, however,
worried whether there might be other circumstances leading to unduly fas
monetary growth, especially when the monetary growth was caused by highe
bank lending (but in which debt sales to the non-bank public were
proceeding at quite a good pace), in which an increase in interest rates
might have significantly less short-run response, so that the authorities
would have to depend then on the longer-run, slow response of bank

lending to such interest rate changes.

5% Under these circumstances, when monetary control required
rather a reduction in the pace of bank lending than a further increase
in debt sales, there might, Wass thought, be less possibility of relying
on interest rates for a quick response. Under such circumstances there
could be a case, he suggested, for some kind of direct control to lead
to a shorter-term 'cosmetic' effect on monetary aggregates. However,
he accepted that this would just lead to disintermediation, especially
following the abolition of exchange control, which would have no real
effect and would lead to the discrediting of the monetary target. These
latter arguments against direct controls were strongly pressed by

Bridgeman.

6. Britton, on the other hand, felt that there was still a case
for trying to develop a shorter-dated public sector debt market, in
such a way as to make sales to the non-bank public in this market

a residual source of government financing. Again Bridgeman said that
he doubted whether this would be effective; it would be difficult

to achieve the development of such a market and even were it achieved
at the short end, the flows between EM3 and liquid sﬁort—dated

public sector debt would also seem to be largely cosmetic. I added
at this point that at the moment, sales of public sector debt, other
than gilts, often tended to have a perverse impact on monetéry control,
partly because certain interest rates could not be adjusted flexibly

e.g. on national savings, and partly because some of the markets

e.g. the local authority market, were not under our own control.

Middleton again argued that there could be some advantages in cosmetic
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shifts between money and other liquid assets, but Burns insisted that
unless the effects netted out within six months there would tend to be
severe disadvantages in misleading both the authorities and the public.

i There was no discussion on techniques in the gilt market at
all; Wass excluded the matter from discussion when Middleton tried

to raise it. Wass did suggest that under certain circumstances,
particularly when bank lending was growing excessively, the only
effective response to cut back such monetary growth might be fiscal.
There were difficulties in preparing a suitable short-term fiscal
instrument for this purpose. The Regulator was the only available
short-term fiscal instrument, but because of its effects on prices, it
was particularly unsuitable for use in monetary control. There was
need to think again whether it would be possible to devise a short-
term fiscal instrument which could be varied quickly by decree, which
would have a useful and quick effect on monetary growth. HMT officialg
thought it would be difficult to devise such a fiscal instrument.
Middleton, rather unhelpfully, mentioned that the only quick source of

money in the present circumstances might be 0il companies and banks.

8. Besides the above possible exercise on fiscal instruments,
the further work that was requested (not from me) was as follows.

It was argued, particularly by Bridgeman, that more work was now needed
on the banks' emerging and continuing liquidity problems, i.e. the
difficulty and problems surrounding the shift in the banks'" changing
asset structure and the exhaustion of their holdings of public sector
liquid assets. In addition Wass did agree that more work might be
done on the possibilities of setting up and extending markets in short-
term public sector debt. Finally, Bridgeman, in his attached note,
did raise the question of channelling more of local authorities'
borrowing through the central government, rather than have local
authorities borrow directly on markets. Apparently he has already
obtained the agreement of the Financial Secretary to this study, and

1

is pursuing it at some speed.
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3rd April 1980.

C.A.E.Goodhart




