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A number of people have asked me to comment on this article in the FT from a few
days ago:

UK quantitative easing | + Add tomyFT \
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UK government faces £150bn bill to cover Bank
of England’s QE losses

Estimated cost to taxpayers has increased sharply as interest rates have risen
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The QE programme was designed so that the central bank is indemnified by the Treasury against losses © FT montage
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The Bank of England has estimated it will require the Treasury to transfer a
total of £150bn by 2033 to cover expected losses on the central bank’s

quantitative easing programme, up from a previous calculation of £100bn.

To do so | have prepared a summary of the accounts of the company called the Bank of
England Asset Purchase Facility Fund Limited (or APF) that actually operates the
quantitative easing programme on behalf of HM Treasury, because it is a sham to say
that it is run by the Bank of England when the Treasury has to approve all major
decisions made by this company and bears the profits and losses arising from its
actions. That summary looks like this, covering all years from 2010 when it began to
trade:
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https://www.ft.com/content/ee8e33ee-e16e-459b-af32-5709db6874de

My suspicion is that this will be a little hard to read, although clicking on it a couple of
times should produce a much bigger version. So, let me offer this summary version
instead:

Bank of England Asset Purchase Facility Fund Ltd 2022 2023 Total Total to 2022
£'m £'m £'m £'m
Income statement
Interest receivable 11 261 734 473
Coupon income received 18,088 17,081 125,118 108,037
TFSincome - - 1,042 1,042
Loss from financial instruments at fair value (47,689) 1169,095) (245,916) (80,821)
Interest paid (1,288) (17,375) (31,380) (14,005)
Admin expenses (2) (2) (36) (34)

Duefor the year to HM Treasury 30,880 169,130 154,438 {14,692)
Profit before tax - - - -

Balance sheet

Cash 6,261 17,806

Due from HM Treasury 22,829 191,113

TFS loans =

Debt securities 866,176 637,272

Other 2 44
895,268 846,235

Dueto HM Treasury -

Loans and other borrowings 895,266 846,233

Other liabilities 2 2
895,268 846,235

What is now on display are the accounts for 2022 and 2023 plus a summary of all year's
income and expenditure to both 2022 and 2023.

Several points stand out:

* £125 billion of interest costs have now been saved as a result of QE
* Until 2022 the operation of QE was profitable in every year
* It was only in 2023 that QE turned from having been a very profitable exercise int

being a loss-making one.
* In 2023 a loss of £169 billion was made on QE operations.
* That loss was almost entirely due to the value of the investments held by the APF

being reduced in value on its balance sheet. There was no actual cash loss in the year.
So, why did this loss happen? That is explained by this innocuous-looking note on

accounting policies included in the accounts:

ii: Initial recognition of financial instruments

Financial instruments are initially recognised at fair value, and transaction costs are
immediately recognised in profit or loss. Financial securities are recognised/derecognised on
the date the Company commits to purchase/sell the instrument (trade date accounting). The
loan from the Bank is recognised on a settlement date basis.

Fair value is deemed to be the price that would be received to sell an asset or paid to transfer
a liability in an orderly transaction between market participants at the measurement date.

iii: Subsequent measurement

Gains and losses arising from changes in the fair value of assets classified at fair value
through profit or loss are included in the statement of comprehensive income in the period in
which they arise.

The fair values of quoted investments in active markets are based on current bid prices. In
other cases, the Company establishes fair valug by using appropriate valuation techniques.
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What that note, in effect says is that the financial instruments - in this case, all the
government bonds that the APF owns - are valued at what is, in effect, their market
value at the APF's balance sheet date.

Note 5 to the accounts adds a little information:

5: Debt securities

Gilts 630,821 848,582
Corporate bonds 6,451 17,594
Total debt securities 637,272 866,176

The decrease in value of debt securities in the year was £228 9 billion as presented in the
Statement of cash flows.

The note is as misleading as it is helpful. The reference to the cash flow is actually to a
non-cash movement, and so is not very helpful. What was required was a breakdown in
the reduction in the value of assets split between the value written off and sales made.
In the absence of this data in the accounts, it is very likely that the split was:

2023

£'m

Assets brought forward 866,176
Less: Net sales (59,809)
Written down value (169,095)

Assets carried forward 637,272

The diminution in value was then because of asset sales under the quantitative
tightening programme, which could have resulted in some real losses arising, and,
much more significantly, the accounting write-down of the value of the portfolio.

As is now clear from total trading of the portfolio to date, including these losses, is that
overall if the fund were to be sold at current values, then to date, the whole
quantitative easing operation would have resulted in losses of around £150 billion.

So the question to ask is whether that is a fair representation of what will actually
happen? Will the Bank of England really lose £150 billion on behalf of the Treasury, and
why?

The answer is that | cannot say whether that is the case or not, because it depends
upon the decisions that the Bank of England makes. There are three that matter:

* Will it keep rates as high as they are now for the time being, or even increase them
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further?
* Will it let them fall to a natural rate of 2% or less, which is what the economy clearly

needs when inflationary pressure is over, which it will be within a couple of years at

most?
* Will it insist on selling large parts of its bond portfolio at a loss as it is now doing even

though there is no need for it to do so?
Those three points need unpacking.

First, it would seem that the Bank of England has now got a deathwish with regard to
interest-rate policy, and even the Treasury is now becoming worried that the increases
in interest rates that they are pursuing will be harmful to the economy. | can only hope
that they bring pressure to bear on the Bank to stop this policy of increasing rates,
which is now one of pure folly.

Similarly, | hope that whoever is in office as Chancellor of the Exchequer at the end of
2024 will likewise bring pressure to bear on the Bank to reduce interest rates rapidly at
that time to ease the pressure on the economy when there will by then be no evidence
of any benefit to arising to it as a consequence of maintaining the high-interest rates
that the Bank of England does at present indicate that they wish to remain in place.

Third, if | was to get my wish on interest rates, then the current policy of the Bank of
England, which is to sell as many of the gilts in its portfolio as it can at present values is
a further example of its pure financial folly. That is because when interest rates are
higher in the marketplace than when the gilt was issued, then the value of that gilt
does, in current terms, fall. The eventual redemption value of the gilt does not,
however, change. In other words, if the investor holds the gilt to the end of its life then
they will get back exactly what they were promised. So if they don't sell, they will not
make these losses.

Let me use a quick example of a ten-year bond issued last year with an interest rate of
3.25%. The data is here;

TREASURY 3.25% 31/01/33 (TR33) eur
Sell: £91.39 | Buy: £91.69

Prices delayed by at least 15 minutes | Turn on streaming _prices

No change *

This price doesn't include accrued interest | More about bond pricing here

Ex-dividend

ATA CHARTS
GLANCE & PERFORMANCE COSTE H

Open: £91.92 Trade high: n/a
Previous close: £91.92 Trade low: nfa
Previous: ¥ £0.13 (0.14%) Volume: nfa
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https://www.hl.co.uk/shares/shares-search-results/t/treasury-3.25-310133-gilt

This bond was issued at a discount to its £100 par value, which is common.

The price at which it has traded has varied from £101 to £89 over the time it has been
in issue. Right now, it is nearer the bottom end of the scale.

If the Treasury had bought this on issue, it would now be sitting on a loss. If it sold now,
that loss would be real: whoever bought it would in effect buy it at an undervalue
compared to the issue price. There would be a transfer of value from the Treasury to
the private sector.

But there is no reason for the Bank of England to sell now, except for its wholly
unnecessary quantitative tightening policy. If it held it until 2033 it would get £100
back. It would lose nothing.

So, in that case, why is the Bank claiming a loss of £150 billion? Four reasons:

It is wholly unwisely putting up interest rates.

It wants to keep interest rates high.

It wants to sell bonds at a big loss to keep interest rates high.

It is doing this because it seemingly wants to trash the economy whilst providing
asserts at an undervalue to financial markets.

It is, in other words, incompetence that is driving this loss. It is not needed. It does not
have to happen. It may not happen. It just requires sanity to be restored to our central

bank to stop it happening. But will that happen? Who knows?

* X X ¥

What | do know is that the Bank is recklessly seeking to make losses to prevent the
government from spending money to meet social need. And that is the real banking
scandal of this moment.
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