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The following is an edited extract from the report that Danny Blanchflower and I have
submitted to the House of Commons Treasury Committee on quantitative easing (QE),
quantitative tightening (QT) and the Bank of England Asset Purchase Facility. 

The aim of this part of the report is to show that the level of band sales planned by HM
Treasury and the Bank of England in combination over the next few years is utterly
unsustainable without pushing interest levels to unprecedentedly high levels that will
be deeply damaging to the economy, which is why we recommend that QT be
abandoned.

The submission is especially important now. A wave of banking stress in the USA and
Europe is already proving us to be right, as is the new credit line required by banks to
restore market solvency. It is glaringly apparent that the forecasts we have made in the
report showing the danger of cancelling QE, implementing QE and the resulting high
real interest rate policy is absolutely right. So too then is court policy prescription,
which is rate cuts, cancelling QT altogether and a new round of QE. 

The data sources used for the research that follows has been published by the
government or its agencies:
  
* HM Treasury’s Debt Management Office
* The Bank of England
* The Bank of England Monetary Policy Committee
* The House of Commons Library
* The Office for National Statistics
* The Office for Budget Responsibility
  
 Where interpretation has been required this is noted in the relevant section below, but
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nothing but official sources have been used in the production of this report. A detailed
bibliography of sources is attached.

 Specially, data has been extracted to show:

* The gross value of government bonds (gilts) issued by year. The Debt Management
Office published this data for all years to 2021/22 covered by this review. Thereafter
the figured has been computed by comparing the forecast public sector borrowing
requirement for 2022 – 2028 as published by the Office for Budget Responsibility in
November 2022 and the forecast gilt redemptions forecast by the Debt Management
Office in March 2022.
* The government bonds (gilts) redeemed each year. As all UK government bonds are
now issued for a finite period some fall due to be repaid to those persons or institutions
owning them every year. The figures for planned redemptions for April 2022 onwards
were taken from Debt Management Office forecasts published in March 2022. Figures
for earlier years were estimated by comparing the total figure for gilts in issue at the
end of each such year as published by the Office for National Statistics in October 2022
with the value of bonds notified as issued by the DMO for each such year as advised by
the Debt Management Office in its annual report to March 2022, the difference being
assumed to be redemptions.
* Net UK government bonds issued have been calculated as the net of gross bonds
issued less bonds redeemed in a year.
* Quantitative easing data is based on publications by the Bank of England website in
December 2022 with allocation to years prior to 2020 being based on data published by
the House of Commons Library in 2016.
* Quantitative tightening data has been based on Bank of England forward guidance
statements. They have said that they wish to reduce the size of their gilt holdings and
set a target of an £80 billion reduction in that total holding in the year from September
2023. It has been assumed that this level of quantitative tightening will continue per
annum thereafter, but as noted below this assumption is varied in the discussions that
follow.

GDP until March 2022 data has been imputed from data in the Office for National
Statistics public finances release for October 2022 to ensure consistency with other
data used in this exercise. Forecast data from thereon from the Office for Budget
Responsibility forecasts issued in November.

CPI data to 2022 is that published by the ONS whilst forecast CPI thereafter has been
taken from the OBR forecast of November 2022.

Bank of England base rate data has been extracted from its website.
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Except as noted no other data sources are used in the work.

Estimates are not adjusted for inflation as cash flows are being discussed.

It is assumed throughout the workings that follow that all gilt redemptions are
reinvested in alternative gilt offerings, excepting from 2022 when QT operations change
this assumption. The assumption is considered reasonable in London’s financial
markets.

Based upon this date the core finding of the analysis that follows is summarised in
Chart 3:

UK gilt sales and related issues 1998 - 2028

The data that supports this chart is available in appendix 1 to the report.  

This chart suggests that until 2008 modest gilt sales and steady gilt redemptions led to
very low levels of net gilt sales from 1998 until 2002, with only a modest increase
thereafter. Given that there were no QE or QT operations in this period net sales before
and after such operations were the same and are highlighted by the bold red line on the
chart.

From 2008 onwards gross gilt sales increased significantly over levels seen before the
financial crisis of that year. However, quantitative easing had a significant impact from
2009 onwards and significantly reduced net gilt sales after taking redemptions into
account. The result was that in two years (2011-12, and again in 2016-17 when a
post-Brexit round of QE took place) there were net negative bond sales in the year.

The Covid pandemic changed government finances considerably. Despite the claims
made by the government that taxpayers paid for this crisis that was not true: gross
bond sales did, at previously exceptional levels. However, QE also reached previously
unanticipated levels and the net result was that actual borrowing in the two crisis years
of 2020-21 and 2021-22 was an average of £49.2bn per annum, which compared
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favourably with the average net borrowing of £48.1 billion per annum from 2008 to
2020.

The exceptional period on the chart is the data for the period from April 2022 onwards.
Driven by exceptional costs arising from government financial support to consumers
and businesses resulting from the energy price crisis that developed as a consequence
of the war in Ukraine that began in February 2022 the UK government deficit was
forecast to increase in 2022-23 to £177bn, which is also assumed to be the value of net
gilt sales in that year.

That deficit is forecast to fall after 2020-23, but average gilt redemptions from 2022 to
2028 at £108.2bn per annum are expected to be much higher than the average of
£61.1 billion per annum from 2008 to 2020.

On top of the resulting higher than historically experienced levels of net gilt sales, the
impact of QE is expected to disappear in this period (an odd exception to support
solvency in financial markets in October 2022 being noted). That is because the Bank of
England has announced its intention to commence active quantitative tightening
operations. Passive quantitative tightening began in February 2022 when the proceeds
of gilt redemptions in the portfolio held by the Bank of England ceased to be reinvested
in gilts as they occurred. These combined quantitative tightening impacts are forecast
by the Bank of England to be at the rate of £80 billion in the first year of that exercise
and have been forecast for this exercise at the same rate each year thereafter. If that
happens, then average bond sales that the financial markets will be expected to fund
from 2022 until 2028 will average £178 billion per annum, which is an unprecedented
sum.

Only in the years 2010-11 and 2013-14 have financial markets been expected to fund
more than £100 billion in a year in net bond issues, and the first was almost
immediately followed by significant quantitative easing. From 2022 onwards anticipated
net gilt sales exceed £200 billion in some years and are £178 billion on average in the
period 2022 - 2028.

As a result, what this data makes clear is that the current government is forecasting
that it will borrow, before either QE or QT are considered, at unprecedented rates over
the next few years, which period will include almost the entire lifetime of the next
parliament and whichever government is then in office. Average borrowing over this
period before QE or QT are taken into account is likely to exceed £100 billion a year and
is greater than in any past period. Even allowing for the impact of inflation, which the
OBR forecasts suggest will be close to zero by 2024 and modest thereafter (see below),
the result will be an unprecedented demand for government borrowing from financial
markets during this period unless action is taken to address this issue.

That impact will likely include these effects:
  

Page 4/9



* Sustained, higher than otherwise required levels of Bank of England base rate to
maintain a sufficiently high interest rate environment to attract foreign funds into UK
government bonds;
* Loosening of financial regulations to allow London to become (once again) the
epicentre for ‘hot’ funds of questionable origin, cementing its reputation as a tax haven
and creating conditions potentially similar to those that existed prior to the 2008
financial crash;
* Significant and continuing downward pressure on government spending plans to try
to keep borrowing within indicated levels whatever the resulting impact on society.
Austerity will become endemic, in other words.
  
If the Bank of England were to pursue its plan for quantitative tightening these
problems would become very much worse. This is exacerbated by the fact that there is,
based on the data noted, no apparent capacity for the Bank of England to seek to sell
further bonds into a financial market when those markets’ net willingness to provide
funding to the government at interest rates that are sustainable for the rest of the
economy may be limited.

This last point might explain the extraordinarily high net positive real rates of interest
forecast by the Office for Budget Responsibility at present, which are as shown in this
chart which compares forecast Bank of England base rates with forecast CPI inflation
rates:

Sources as noted in text, author calculations

These movements in interest rates, showing 2022 – 23 in isolation because of the
exceptional inflation in that single year can be summarised as follows:

Table  – Real interest rates
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  CPI Base rate Real interest rate 

 Average 1998 - 2008 2.8 4.9 2.1 

 Average 2008 - 2020 2.6 0.5 -2.2 

 Average 2020 - 2022 5.1 0.4 -4.7 

 2022-23 10.2 4.1 -6.1 

 Average 2022 - 2028 1.0 4.0 3.0    
Sources, as noted in text

Whilst not stated, the assumption behind this projection must be that the only way in
which the exceptional rate of gilt sales, noted previously, can be sustained is by paying
exceptional real interest rates to those who might acquire those bonds, many of whom
will come from outside the UK.

The impact of these rates on households with high levels of personal debt, and most
especially on households with mortgages, are impossible to overstate: in many cases
these households will have unaffordable borrowing if persistent high net positive real
interest rates persist at, or above, the rates noted in Chart 6, which data is summarised
in appendix 2 to this note. As a consequence, high levels of personal bankruptcy might
result. This in turn might lead to mortgage default and a potential banking crisis. Those
seeking to rent domestic accommodation as an alternative will not find matters any
better: many landlords borrow heavily to buy their property portfolios and consequently
they tend to pass on rising interest costs to their tenants by way of increased rents.
Those living in rental accommodation are likely to face crises of affordability as a result.

The impact of these high interest rate costs is likely to be seen beyond the housing
market:
  
* Indebted households will have little or no capacity to spend on consumer goods
beyond those required to sustain themselves, with significant recessionary impact on
the rest of the economy, and most especially the retail, leisure and hospitality sectors.
* The cost of business investment will be high. Overall rates of UK business investment
were low even when interest rates were maintained at low levels from 2009 to 2021.
They are now likely to fall further still, also contributing to a recessionary environment.
* In a recessionary environment the likelihood that government taxation revenues can
be maintained at the levels forecast by the Office for Budget Responsibility in
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November 2022 is reduced.
* If governments seek to equate current (i.e. non-investment related) expenditure with
taxation revenues either in a financial year or over a limited number of years, as is the
currently stated aim of both the UK’s leading political parties, then significant
downward pressure on government expenditure will result.
* The consequence is likely to be a sustained recession in a situation where public
services are failing.
  
The aberrational nature of what is forecast is emphasised by this Chart:

Sources: as noted in text

 The persistent level of gilt sales forecast for 2022-23 onwards is unlike anything
previously noted when expressed as a percentage of GDP. There is no evidence that
this level of sales is sustainable if QT takes place as currently planned, and maybe in
any case given the state of the economy

There are several ways in which the potential economic crises that the noted planned
level of gilt sales might give rise to can be averted.

Firstly, and most obviously, the Bank of England could be instructed to end its
quantitative tightening programme, whose sole purpose would appears to be to support
high interest rates when the economy has no need of these and they are, instead,
economically destructive. This however, may be seen as impacting the Bank’s
independence.  There are major issues though of groupthink which need to be
overcome (Blanchflower, D. and A. Levin, (2023) 'Fostering diversity of views in
monetary policymaking', Finance & Development, IMF, March.

Secondly, the Bank of England could be instructed to reduce its bank base rates at the
first possible opportunity[2]. Given that the increased interest rates now being
promoted by the Bank of England are not required to address the inflation we
are suffering, whose origins are in Covid supply chain disruption and energy
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and food price disruption created by war in Ukraine, both of which have
occurred wholly outside the UK, this decrease would have little or no impact
on UK inflation rates. These rates are, in any case, forecast by the OBR to fall
to around zero or below by early 2024 as a likely consequence of the
mathematical methods used to calculate inflation indices.

Third, given that the situation now faced by the UK has been created by war,
and as a result the likely impact of some energy price increases will continue
for some time, the current economic situation should be considered as
aberrant as were the conditions in 2008 and 2020 and the use of QE to
support government spending whilst simultaneously keeping interest rates
low must be considered. A QE programme of £50bn a year could transform
the borrowing outlook of the UK government and leave averaging anticipated
borrowing at rates broadly consistent with those of the last fourteen years.
The following chart demonstrates the impact of replacing the QT programme
with a QE programme of £50 billion per annum, from 2023-24 onwards.

Sources as noted in text, with a QE programme of £50 billion pa substituted
for the Bank of England proposed QT programme of £80bn pa from 2023-24
onwards

As is clear from the highlighted red line, net gilt sales to financial markets fall to the
levels with which they are familiar if this QE programme is put in place. As a result
interest rates could also be reduced, considerably, and most of the stresses in the UK
economy could be removed as a result, with a stable economic environment being
created, all as a result of this single change in policy.

In summary, there is compelling evidence that QT will create significant upward
pressure on UK interest rates that will as a result move well out of the range to which
the UK economy is used over the last decade or more with potential significant adverse
consequences that we suggest should be avoided. A renewed programme of QE could
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achieve this goal and deliver stability for UK financial markets as a result.

[1] https://obr.uk/download/economic-and-fiscal-outlook-march-2022/

[2] The Chancellor has the tacit ability to do this backed by the powers in s19,
Bank of England Act 1998 to over-rule the Bank’s decisions
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