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Dear Mr Tyrie

Re: Treasury Select Committee Inquiry: The effectiveness and impact of post-2008 UK monetary
policy

1.

Please find below a written submission to this inquiry. I have shared this letter w ith my colleagues

on the Monetary Policy Committee (MPC) and on the Financial Policy Committee (FPC). I hope you and
your colleagues on the TSC find it helpful.
2.

1

In common w ith those of other advanced countries the UK's economic performance since 2008

has been disappointing. After the most acute phase of the financial crisis the economy was stabilised by a
range of policy measures, as was the case elsewhere. However, the recovery has been sluggish. Over
the past decade real earnings have grown at the slowest rate since the mid-191h century (Carney (2016a)),
and output per head is only around 1% above its pre-crisis peak (Haldane (2016)). This disappointing
backdrop provides the context for your inquiry into the impact and effectiveness of monetary policy.
3.

Before turning to the themes and questions set out in the Terms of Reference2 it's worth making a

couple of broad opening points.
4.

First, one of the cornerstones of monetary analysis, both in the theory and the data, is the long-

run neutrality of monetary developments, including from monetary policy. They can have important effects
over the shorter run on real aggregate variables, such as real interest rates and real output (GDP). To
that extent, monetary policy has provided important support for activity in the period since 2008, offsetting
the headwinds to growth arising from private deleveraging, fiscal consolidation and subdued world growth
(Chart 1). More generally, this is why a concern for the real side of the economy, over cyclical time
frames, is embedded in the MPC's remit.
1
This Jetter is not intended to provide any new signals about the future stance of monetary policy. The MPC's latest Monetary Policy
Statement, Minutes and Inflation Report are the appropriate source for presenting policy views.
2
http://www.parliament.uk/business/committees/ committees-a-z/commons-select/treasury-committee/inguiries1/parliament
2015/post-2008-uk-monetary-policy-16-17/
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5.

Over longer periods of time, however – long enough for prices to be considered flexible –

monetary policy is generally thought to be “neutral”. It has no measurable impact on real variables, which
are instead determined by other (also real) forces.3 In the long run, for example, real GDP depends on the
supply capacity of the economy, as determined by productivity and the active workforce. The rate of
unemployment is determined by the structural characteristics of the labour market. Real interest rates are
the price that equilibrates the demand for investment and the supply of savings. In the long run,
discretionary changes in monetary policy have little or no bearing on these variables. And attempts to use
it to such ends, over extended periods of time, have rarely ended well. It is for this reason that the
objective of monetary policy is always anchored in a nominal quantity such as consumer price inflation.
6.

Second, in any open economy like the UK, with free movement of capital across borders, longer-

term real interest rates are largely determined by global developments. In any market asset prices will
tend to adjust so that, once risk premia are accounted for, real expected returns are equalised. When
capital can flow freely that equalisation tends to occur across countries as well as across asset classes.
Amongst other things, this implies that real bond yields are determined predominantly at the level of the
global economy, not any single country. Chart 2 below displays the very tight co-movement between
bond yields across the G7 economies over the past twenty-five years.
7.

Real bond yields can diverge if markets expect changes in real exchange rates over the future, if

there are variations in country specific risk or term premia, or if frictions hinder the equalisation process in
some way. But a small open economy is, to a significant extent, a “price-taker” when it comes to the long
term risk-free real interest rates, just as it is in the markets for commodities (like oil) and other tradeable
goods. The UK is one of the world’s largest single economies but is still “small” in this sense, accounting
for only 3% of world investment demand and 2% of global saving.
8.

These points are relevant for this inquiry as several of the questions in the Terms of Reference

involve real variables that are not ultimately determined by monetary policy: productivity, the distribution
of income and relative asset prices.
9.

Over the past several years the advanced economies have seen weak productivity growth and

low real interest rates. The fact that these trends have persisted for so long, and that inflation has been
broadly stable even as policy rates have declined, strongly suggests their underlying causes are real
rather than nominal. And for real interest rates in particular, those causes are likely to be global, not
specific to any single country. In the main, low policy rates are far more likely to be a symptom than the
cause of these underlying, structural factors.
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This dichotomy between the real and the nominal side of the economy has a long history in economic thought, starting with David
Hume. Milton Friedman’s Presidential Address to the American Economic Association, in 1968, is still as clear a statement of this
principle as any: “The monetary authority controls nominal quantities… [But] it cannot use its control over nominal quantities to peg a
real quantity – the real rate of interest, the rate of unemployment, the level of real national income”.
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Theme 1: The effectiveness of monetary policy in meeting the inflation target
Since 2008 monetary policy has provided significant support to aggregate demand – and hence to jobs
and growth - in line with the MPC’s inflation-targeting mandate. Looking ahead, the MPC has the tools to
either tighten monetary policy or to provide further stimulus as needed.
10.

Since 2009, when interest rates were cut to 0.5% and the MPC first undertook asset purchases,

unit labour costs in the UK have grown at an average rate of 1.4%, just over a percentage point lower than
the historical average under inflation targeting. CPI inflation, which also depends on imported costs, has
averaged 2.2%. Had Bank Rate not been cut to the same extent, following downwards the neutral rate of
4

interest , GDP would have been lower, unemployment higher and growth of nominal quantities – unit
wage costs and inflation – weaker.
11.

That support from monetary policy depends on various channels. As far as interest rates are

concerned, a lower real short-term rate reduces the incentive to save and also encourages investment.
Consumption is additionally supported, in aggregate, via the “cashflow effect” on net interest payments.
Cuts in interest rates reduce interest payments for indebted households and firms, relieving financial
constraints on spending. It’s true that they also reduce interest receipts for those with deposits. But the
evidence suggests that the net effect is positive for demand and output. Nor does the evidence indicate
that it’s any smaller at lower levels of interest rates. This is demonstrated by the evolution of the
household saving ratio over the period in question. The saving rate rose sharply during and immediately
after the financial crisis, reaching 11½% in 2010 Q1. It has since fallen to 5½% (Chart 3). Household
saving is influenced by a number of factors, not just monetary policy. But if there had been a significant
perverse effect of low interest rates – if, for example, households had collectively decided to save more to
compensate for lower returns – it’s unlikely the saving rate would have fallen to this extent.
12.

It is also worth noting that only a small proportion of savers are likely to have been strongly

affected by lower deposit rates without also benefitting from higher asset prices. Of the £10 trillion of
assets held by UK households, only £1.5 trillion are held in the form of deposits (Vlieghe (2016)). And the
majority of significant deposit holders also have other forms of wealth. The micro-data collected for the
ONS’s Wealth and Assets Survey suggests that only around 2% of households have over £5,000 of
deposits but no net housing wealth and less than £5,000 of financial assets (including pensions).
13.

A monetary policy expansion at home, relative to policy abroad, can also lower the value of

sterling, supporting net trade and raising the cost of imports — the exchange rate channel. Finally,
monetary policy can directly influence people’s expectations and behaviour. An easing in policy in the
face of a prospective reduction in demand can bolster sentiment and prevent a drift down in inflation
expectations — the confidence and expectations channel (August 2016 Inflation Report).
14.

It is harder, given the more limited evidence, to estimate precisely the impact of Quantitative

Easing (QE). What studies we do have, from the UK and other countries, suggest QE too has helped
4

The real equilibrium or neutral rate of interest that stabilises demand around supply, and therefore keeps inflation stable over the
medium term, appears to have trended downwards, across the developed world. In the UK, one can infer from the gradual closing of
the “output gap” that policy has nonetheless been expansionary.
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stabilise and support the economy. Using monthly data from 2009 to 2014 to assess the impacts of asset
purchases in the UK, Weale and Wieladek (2016) find that an asset purchase announcement of 1% of
nominal GDP (about £18bn) leads to a statistically significant rise of 0.25% in real GDP and 0.32
percentage points in CPI inflation. Averaging across several different estimation methods, Joyce et al.
(2011) concluded that £200 billion of QE may have raised the level of real GDP by 1½% to 2% and
increased inflation by between ¾pps and 1½pps – effects roughly equivalent to a 150 to 300 basis point
cut in Bank Rate. Studies of asset purchases in the US and Japan also find a positive macroeconomic
effect (Chung et al. (2012), Engen et al. (2015), Gertler and Karadi (2012) and Hausman and Wieland
(2014) for example).
15.

The empirical evidence also typically finds a significant impact on financial markets, albeit one

whose scale has varied over time and across countries. For the August 2016 package, and using surveys
to estimate market expectations ahead of the announcement, the response of gilt yields looked to be more
consistent with the size of the effects seen at the launch of the Committee’s gilt purchase programme in
2009, rather than the smaller effects during subsequent phases (MPC Minutes, September 2016). Overall
it seems likely that any changes in potency of QE are due primarily to changes in the prevailing economic
and financial market conditions rather than to diminishing marginal returns per se.
16.

There is currently scope for significant further gilt purchases if warranted. Based on the Asset

Purchase Facility’s (APF) current approach, further significant QE can be undertaken if that were ever
deemed necessary5.
17.

When launching the Corporate Bond Purchase Scheme (CBPS) the MPC considered it likely that

purchases of corporate bonds would provide a greater boost to activity, pound for pound, than purchases
of government bonds. The MPC’s clear intention has been to minimise interference in the private sector
credit allocation process by buying a portfolio which is representative of issuance by firms making a
material contribution to the UK economy. This includes buying bonds issued by firms that invest in long
term infrastructure and housing associations in proportion to their share in existing issuance.
18.

The MPC decided in August 2016 to buy up to £10bn corporate bonds. There are currently

around £122bn of additional eligible corporate bonds, and there is therefore significant scope to expand
the CBPS scheme further if warranted.
19.

Forward guidance can take many forms but in general is intended to reduce uncertainty about the

future course of policy, thereby enhancing its effectiveness. The Inflation Report, published for almost 25
years, is an example of guidance in its broadest form (Miles (2014)). The MPC’s description of the
economic outlook helps to inform households and firms about the balance of risks regarding the future
path of interest rates. On occasions the MPC has also made use of more explicit forward guidance about
the policy outlook. In August 2013 the MPC announced “threshold-based” guidance, setting out
necessary conditions before a rate rise would be countenanced. In February 2014 the MPC said any
future rises in Bank Rate were likely to be more gradual and more limited in extent than during previous

5

The stock of gilts outstanding, including those held in the APF, is larger now than at the start of QE in 2009.
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cycles. This reflected its view that the underlying neutral real rate was likely to remain relatively
depressed for some time, a view that subsequent events both here and elsewhere would appear to have
borne out. On neither occasion did the Committee commit unconditionally to any fixed path for interest
rates. Monetary policy has been and is always set according to what the circumstances at that time
dictate. At certain times explicit guidance can be invaluable as a means of communicating either the
Committee’s reaction function (as in August 2013 and August 20166) or its view of the balance of risks
regarding the neutral rate (February 2014). And in its broadest form, guidance is an essential part of
central bank communication and transparency.
20.

More generally, the MPC indicated in its latest minutes in February 2017 that monetary policy,

including Bank Rate, can respond, in either direction, to changes to the economic outlook as they unfold to
ensure a sustainable return of inflation to the 2% target.

Theme 2: The unintended consequences of monetary policy
Monetary policy affects real variables – output, employment and real asset prices – for a period of time.
These effects are part of its standard and intended transmission to nominal quantities such as inflation. In
the longer run however monetary policy can only affect nominal quantities. This is why the UK’s primary
target, determined by HM Treasury and laid before Parliament, is the rate of inflation and not any real
quantity.
21.

Any easing in monetary policy, whether conventional or unconventional, tends in the first instance

to support asset prices. Indeed this is a key aspect of its intended transmission to the economy. In doing
so it helps to support demand. However, monetary policy is only one of many factors affecting real asset
prices. Even in the shorter run their evolution can be dominated by other things, including international
developments. Bank Rate was cut by over 5 percentage points during the financial crisis, between
November 2007 and May 2009, but UK equity prices almost halved over that period. More recently, gilt
yields fell after the MPC eased monetary policy last August, but they’ve since moved significantly higher,
in line with those in other countries.
22.

This is not to deny that the decline in longer-term real bond yields has had some bearing on the

price of risky assets. For example, it is likely that the strong rise in prices of equities and of housing in the
decade from the mid-1990s was connected with the fall in longer-term interest rates over that period. But
that decline in bond yields is more likely to have had real than nominal causes (see paragraph 44). Nor is
there a mechanical link between bond yields and the price of risky assets. Despite the further fall in yields
over the past 10 years, and whether or not that was connected with monetary policy, real UK house prices
are 6% lower than in mid-2007 (Chart 4). The real price of UK-facing equities7 is almost 30% lower.
Monetary policy is likely to have provided some support to these prices, both directly and via its broader
6

In August 2016 the MPC said that, if the incoming data were to prove broadly consistent with the August Inflation Report forecast, a
majority of members expected to support a further cut in Bank Rate to its effective lower bound at one of the MPC’s forthcoming
meetings during the course of the year.
7
These are defined as companies who derive more than 70% of their revenues from the UK.
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support to economic activity. The declines would have been larger without that easing. But if nothing else
this makes the point that low interest rates, and more specifically monetary policy, certainly cannot have
been the only influences on prices of risky assets over this period.
23.

Turning to other possible side-effects of monetary policy, the MPC recognises the potential impact

of low interest rates on the balance sheets of financial institutions, including banks, building societies,
insurers and pension funds. Three joint meetings of the MPC and FPC have recently considered these
issues. The associated analysis by Bank staff has been summarised in recent Inflation Reports. The
analysis and discussions at the first meeting informed the design of the August easing package –
including the launch of a Term Funding Scheme calibrated so that it reinforced the transmission of the
reduction in Bank Rate to the real economy to ensure that households and firms benefit from the MPC’s
actions (MPC Minutes, August 2016). More generally, the underlying return that large UK banks earned
on UK retail and commercial lending in 2015 is estimated to be 15% of the equity held for that lending, on
average, compared to an overall return on equity of 3% (February 2016 Inflation Report). These are
healthy underlying returns which are being offset by a range of factors, notably challenges in wholesale
banking and very large misconduct costs. It is worth noting that net interest margins have remained
steady (Carney (2016b)).
24.

At the latest joint meeting in January 2017, members of the FPC and MPC discussed and were

presented with material on developments in defined-benefit (DB) pension fund deficits and evidence of
their potential economic impacts. DB pension funds’ deficits have widened over recent years. However
falls in interest rates associated with an easing in monetary policy will typically boost the value of both
assets and liabilities and, therefore, funds starting from close to a balanced position will generally remain
so. A key driver of the wider deficit in recent years has been the underperformance of equities even as
bond yields have declined. That shift in relative asset prices is unlikely to be a phenomenon driven by
monetary policy actions. Indeed, this pattern has reversed somewhat in recent months – equities have
outperformed bonds – and DB pension fund deficits have narrowed8 as a result.
25.

Analysis by Bank staff showed that while investment does not appear to be negatively associated

with the size of a firm’s pension deficit, it is slightly lower among those firms with larger deficit reduction
contributions. In aggregate though, this approach suggests that deficit reduction plans only had a very
small effect on investment growth between 1996-2015. Bank staff estimate that annual growth of
business investment was on average less than 0.1 percentage point lower over that period as a result of
pensions contributions (February 2017 Inflation Report). More fundamentally, what matters for future
savings income is the performance of the economy. If future productivity growth turns out better (or
worse) than implicitly discounted in current bond yields then defined benefit pension liabilities will be more
(less) affordable and aggregate savings income will be higher (lower).
26.

All that said a prolonged period of low and relatively predictable interest rates could encourage the

build-up of excessive financial stability risks (Carney (2016c)). For that reason, some argue that the active
use of monetary policy to lean against the wind may have merits because it “gets in all the cracks.” (Stein
8

Pension Protection Fund Purple Book, January 2017.
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(2013)). And Jaime Caruana and his colleagues at the Bank for International Settlements (BIS) argue that
it would be appropriate for advanced economy monetary policy to begin to normalise in order to head off
emerging macroprudential risks (BIS (2015)). These arguments have more merit in a system where policy
makers have only one instrument – which is not the case in the UK. The FPC routinely considers
systemic risks to financial stability including any arising from leverage, unsustainable debt or credit growth,
the distribution of risk within the financial sector and connections between financial institutions. The
targeted nature of the tools available to the FPC under the current institutional framework in the UK makes
them a natural first line of defence (Shafik (2015)).
27.

The FPC’s recommendations on the residential mortgage market in June 2014 provide an

illustration of the benefits of directing targeted9 macroprudential policy tools at sectoral financial stability
risks vis-à-vis an alternative approach of raising interest rates. Former Deputy Governor Charlie Bean
estimated that setting Bank Rate around 200 basis points higher than it was over the period 2003-2006
would have reduced the growth of credit by just 5.6 percentage points from 2003-2007 – small compared
with the actual increase of 45% – at a cost of 2.6% of GDP (Bean et al. (2010)).
28.

Distributional effects: Changes in monetary policy can have an initial impact on the distribution of

income and wealth through a number of channels. Other things equal, lower policy rates will reduce the
interest income received by savers and improve the lot of borrowers by reducing their interest payments.
As noted above, the impact on spending by borrowers tends to be larger than that on savers, providing
one intended channel – the “cash-flow channel” – by which lower policy rates boosts overall activity in the
economy. Lower policy rates – along with asset purchases – will also benefit asset holders, with the initial
benefits felt only by those holding assets10. This is also an intended channel of monetary policy and, as
noted above, the initial rise in asset prices supports outcomes that ultimately benefit those with no assets
too. Through these and other channels, looser monetary policy supports aggregate spending and hence
the job prospects of savers and borrowers alike (Draghi (2016)). Ultimately, the income of borrowers and
savers tends to rise by a similar extent in response to looser policy, via the impact of a stronger economy
on wages, jobs and asset returns (Cloyne et al. (2016) and Casiraghi et al. (2016)).
29.

That monetary policy has important effects on inequality over the longer term is doubtful. Three

points are relevant here. First, while the picture in the UK is complex, in general it suggests that, following
sharp rises in the 1980s and early 1990s, most measures of inequality have since been broadly stable.
Second, studies that try to isolate the effect of monetary policy on inequality find relatively small effects,
even in the shorter run. Third, differences in the impact of policy measured in absolute terms largely
reflect pre-existing disparities.
30.

Take income first. As we noted at the outset, the UK’s recovery has been sluggish and aggregate

real income growth comparatively weak. Within that, however, the bottom 20% have seen the largest
proportional gains in income since 2006 (Chart 5), in spite of a severe recession. All groups have gained
9

These recommendations were designed to address risks arising from highly indebted households in particular (Section 5 of the
June 2014 Financial Stability Report).
It’s worth saying that these beneficiaries may not always be aware of such gains. For example, the counterpart of the rising
accounting value of firms’ DB pension liabilities is a matching rise in the present value of the pension for current and future
beneficiaries. That claim cannot be sold or realised in advance. But the one is no less real than the other.
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since 2009, after extraordinary monetary and other policy measures had begun to be implemented and
the economy to recover (Carney (2016a)). The standard Gini coefficient of income inequality has declined
over that period. On a longer-term comparison, it has been broadly stable since the early 1990s.
31.

The distribution of household wealth can be volatile from one survey to the next (Chart 611) but

exhibits similar properties to that for income. All wealth quintiles have seen increases since 2006, with the
largest proportionate increases over that period for the bottom group (Carney (2016a)). Although the data
are sparser than for income, estimates of the wealth Gini coefficient suggest that, on this measure,
inequality has been broadly flat in recent years, at levels below those in the 1990s (Broadbent (2016)).
The data do not support the idea that the period of low rates has benefitted the wealthiest at the expense
of the least wealthy.
32.

This is not to say that low interest rates have had no distributional consequences. The steep rise

in house prices between 1995 and 2005, partly associated with that fall in longer-term real interest rates
described in paragraph 9, led to a sharp rise in the inter-generational dispersion of wealth, benefiting in
particular older people who had already entered the market before prices began to rise. That trend has
abated in recent years – real house prices are still slightly lower than they were before the crisis. But the
broad stability of measures of income and wealth inequality during the post-2008 period of low Bank Rate
and unconventional policy easing does not suggest a material role for monetary policy in this respect, or
for low interest rates more generally (Chart 7).
33.

This is borne out also by empirical studies which try to isolate the causal impact of discretionary

monetary policy more precisely (Casiraghi et al. (2016), Coibion et al. (2016), Bundesbank (2016),
Mumtaz and Theophilopoulou (2016) and O’Farrell et al. (2016) for example). In these studies, changes
in monetary policy are found generally to have relatively small effects on inequality.
34.

Sometimes estimates of the impact of policy on inequality are quoted in absolute terms,

expressed in pounds. It is true, of course, that the same proportionate rise in asset prices will lead to
greater rises in absolute terms for those who happen already to hold more assets. If all house prices were
to rise (say) by 5%, the gains in pounds would be higher for those with more valuable houses. That is true
whatever the source of the rise. The same would be true for incomes if everyone were to receive exactly
the same percentage increase in wages: the increase in pounds would be larger for those whose pay was
higher to begin with. But that is a result of the pre-existing distributions of income and assets, not a
feature of the increase. If the changes are unequal it is only because the pre-existing distributions are
unequal. In neither case would standard, proportionate measures of inequality be affected.
35.

Productivity: As set out earlier, the influence of monetary policy on productivity is almost certainly

very limited. It can only stabilise demand around the economy’s potential; it cannot increase that
potential. It is possible that lowering policy rates to support the economy will allow some business to
survive that would otherwise fail. The same would be true if weak capitalisation encouraged banks to
forbear on existing bad loans even as they tightened terms for new lenders. Capital would to that extent
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The source is the ONS’s Wealth and Asset Survey.
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be skewed towards weaker “zombie” firms, weighing on aggregate productivity in the short run.
Broadbent (2012, 2013) estimated that these effects might have reduced cumulative productivity growth
by up to 3% percentage points over the previous few years. Barnett et al. (2014) find that, had firm
“deaths” followed a similar path to that in the 1990s recession, and been concentrated purely among less
productive firms, the hit to productivity could be as high as 5% (see also Riley et al. (2015)). A recent
study by McGowan et al. (2017) suggests the presence of “zombie” firms might have depressed
productivity in a number of OECD countries.
36.

However, tighter credit conditions are rarely so discriminating: they also threaten viable, growing

firms who happen to be experiencing temporary cashflow difficulties. There can be similar “scarring”
effects in the labour market: people who lose jobs in severe downturns can experience a loss of skills that
permanently impairs their labour-market prospects thereafter. In the McGowan study the impact of
“zombie” firms is estimated to be smaller in the UK than in most other countries in their sample as their
number is judged to have fallen since the crisis. Bank staff have estimated that the direct effect of
forbearance on productivity is around 1% (Arrowsmith et al. (2013)). Overall, it seems likely that the
causation between interest rates and productivity runs predominantly the other way: it is weak actual and
expected productivity growth, at the global level, that has helped to depress the neutral rate of interest.
37.

The FPC is charged with protecting and enhancing the resilience of the UK financial system. As

noted above, there are various channels through which low rates can lead to greater risks to financial
stability. However they are not the only factor and others are likely to dominate. For example, prior to the
crisis when interest rates were well above zero, households had higher debts relative to their incomes
than now. Over recent years, the number of households with high mortgage debt to income (DTI) and
high mortgage debt-servicing ratios (DSR) has fallen (Bunn et al. (2016)). More significantly, leverage in
the banking system was much higher prior to the crisis. Since then, household leverage has declined, the
major UK banks have raised more than £130bn in capital and now hold around four times more highquality liquid assets (July 2016 Financial Stability Report). The financial system is therefore far more
robust to shocks that might otherwise have destabilised it. The relative stability in the days following the
referendum result is a recent example.
38.

The Terms of Reference also ask about the implications of a large balance sheet and the

Treasury indemnity for Bank accountability and its relationship with the government and other agencies. I
should start by saying that, as outlined in the MPC’s remit, decisions on monetary policy, including the
APF, remain solely a matter for the independent Monetary Policy Committee.
39.

The Bank’s balance sheet has significantly expanded following stimulus measures taken by the

MPC in response to the global financial crisis, as has been the case for other major central banks. Before
the crisis, the size of the balance sheet was effectively determined by demand for its liabilities, mainly
banknotes and reserves. Since 2009, the size of the balance sheet has been primarily determined by the
stock of assets purchased by the Bank’s Asset Purchase Facility.
40.

When it was established it was agreed that the APF would be fully indemnified by HM Treasury

(HMT). The presence of this indemnity means that the risk management of the APF is of legitimate and
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understandable interest to HMT. Any changes to the maximum size and composition of assets held in the
APF and therefore indemnified by HMT require agreement through an exchange of letters between the
Governor and the Chancellor.
41.

The Bank has taken a number of steps to ensure that risk management of the APF remains robust

and that the HMT is fully briefed on the risks associated with the evolving portfolio:
 First, the design and operation of the APF is a matter of public record. Periodic reports are made
available to the public through the Bank’s external website (for example in the APF quarterly report).
Furthermore, the MPC is accountable for its use of the APF in the same way that it is for any
monetary policy decision and explains its decisions through Minutes, Inflation Reports and TSC
hearings.
 Second, the risk management function of the Bank provides independent assessment of the
creditworthiness of securities and counterparties to the APF.
 Third, the risk management of the APF benefits from changes made in 2015 which materially
enhanced financial risk management arrangements in the Bank. Separate departments are now
responsible for first-line risk management and second-line activities, including risk challenge,
reporting to a senior Executive Risk Committee (ERC) chaired by the Deputy Governor for Prudential
Regulation and, through that Committee, to the Bank’s Court.
 HMT’s risk oversight of the APF was further enhanced in August 2016 when the MPC announced the
package of easing measures, increasing the size and scope of the APF. The Bank and HMT agreed
to hold risk oversight meetings in relation to APF schemes at least once a quarter. The risk
assessments sent to the Bank’s Executive Risk Committee are shared in full with HMT at regular
(quarterly) meetings. These meetings provide an opportunity for senior staff at HMT to scrutinise the
risk profile of the APF, provide challenge where necessary and inform HMT’s own risk management
discussions.
42.

Needless to say, outside these formal arrangements we have an ongoing and productive dialogue

with HMT and the Debt Management Office (DMO) about conditions in the gilt market and the impact of
our operations. Were the MPC to decide to unwind the APF, we would co-ordinate with HMT through the
risk management channels outlined above, and with the DMO on how to minimise any impact on market
functioning of reducing the stock of APF gilts (as highlighted by the Governor in letters to the Chancellor
and to the Treasury Select Committee Chair)12. The decision and final responsibility, nevertheless, would
be with the MPC.
43.

It should be pointed out that the APF is not the only thing affecting the size of the Bank’s balance

sheet. Even after the APF is unwound it is reasonable to expect the demand for reserves to be
significantly greater than it was before the crisis. This reflects both a greater number of counterparties
12

Governor’s letter to the Chancellor in August 2016 letter, Governor’s letter to Andrew Tyrie: December 2015.
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and greater demand for reserves as high-quality liquid assets (both due to prudential liquidity
requirements and banks’ experiences of market stress during the crisis).

Theme 3: The prospects for monetary policy
The near-term prospects for the stance of UK monetary policy are described in the latest Monetary Policy
Summary, Minutes and Inflation Report. The level of interest rates in the UK will also continue to be
heavily influenced by global structural factors.
44.

Both short-term and longer-term interest rates have fallen across advanced economies for much

of the last decade. Some of the declines, particularly in short-term interest rates, are likely to reflect
cyclical factors with many economies having experienced similar shocks and policy responses during and
after the financial crisis. Longer-term interest rates have, however, been declining globally for several
decades, suggesting that global structural factors – such as demographics and increased risk aversion –
are likely to have been the more important drivers. The impact of shifts in desired saving and investment
on global real interest rates could explain much of the fall in real long-term interest rates in recent decades
(February 2014 & November 2016 Inflation Reports, Bean et al. (2015), Bernanke (2015), Fischer (2016),
Rachel and Smith (2015), Summers (2014) and Vlieghe (2016) for example). The relative sizes of the
effects of these factors are however highly uncertain, as is the outlook for real interest rates, which will
depend on the extent to which these structural shifts persist (November 2016 Inflation Report).
45.

Developments in the US economy and financial markets appear to have been important

influences on asset prices and activity in the rest of the world in recent months, especially following the US
presidential election. Alongside anticipation of a more expansionary US fiscal stance, market contacts
suggest that those moves in asset prices reflect building momentum in indicators of near-term global
activity growth.
46.

During the period since August 2016, UK short-term and long-term interest rates also rose.

Measures of inflation compensations also went up somewhat, though only back to their historic averages.
They have been broadly flat since November 2016. The consequences for UK monetary policy of
developments in the US – and from abroad more generally – depend in part on the reaction of sterling.
Following a steep fall after the EU referendum, and again after the Prime Minister’s conference speech in
October, sterling’s exchange rate has remained broadly stable.
47.

The near-term prospects for the stance of UK monetary policy are described in the latest

Monetary Policy Summary, Minutes and February 2017 Inflation Report. As described in those
publications, the increase in import prices that has occurred over the past year, following the substantial
fall in the sterling exchange rate around the time of the referendum, is likely to lead both to a reduction in
real income and to a marked increase in CPI inflation to a rate significantly above the 2% target. That
slowdown in real income growth is projected to contribute to a slowing in output growth over the MPC’s
forecast period. The MPC’s remit specifies that in such exceptional circumstances the Committee must
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balance the trade-off between the speed with which it intended to return inflation to the target and the
support that monetary policy provides to jobs and activity. In February all members agreed that it
remained appropriate to maintain the stance of monetary policy to balance the prospect of a period of
above-target inflation with the support that monetary policy gives to activity and employment. But there
were limits to the degree to which above-target inflation could be tolerated and the Committee will
continue to monitor the evolution of inflation expectations.
48.

The neutral rate of interest in an economy with open capital markets is also subject to the global

forces as described at the start of this letter. On many of these, government policy has only limited
influence. There may be things that can be done to improve the economy’s productive potential. Interest
rates might be expected to rise somewhat following a loosening in fiscal policy, by lowering levels of
national saving. This effect might have been at work, at least in anticipation of looser fiscal policy, in the
United States and to a lesser degree in Europe. As noted earlier, the UK economy however only accounts
for a small share 2% of global savings. Domestic policy changes are therefore likely to have only a limited
impact on the global neutral real rate.
49.

I hope that you find this letter useful as the Committee starts gathering evidence for the inquiry. In

due course I would like to publish a version of it on the Bank’s website.

Yours sincerely

Ben Broadbent
Deputy Governor, Monetary Policy
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Chart 1: Productivity explains all of the shortfall of
GDP; while monetary policy has offset all headwinds
to it

Chart 2: Bond yields across the G7 economies comove tightly

Source: ONS and Bank Calculations. “Headwinds” include the drags on
demand from deleveraging, subdued world growth, fiscal consolidation,
and uncertainty. The contribution of monetary policy is computed by
considering the impact on demand of maintaining Bank Rate the level
prevailing immediately before the crisis.

Source: Bloomberg. Data are 10-year generic yields

Chart 3: UK household saving ratio

Chart 4: Real equity and house prices no higher
now than a decade ago

Source: ONS. Saving as a percentage of household post-tax income

Source: Datastream and Bank of England
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Chart 5: All income quintiles have gained since
2006-8…

Chart 6:… as have all wealth quintiles

Source: Family Resources Survey (FRS) and Bank Calculations.
Income deflated by the consumption deflator

Source: Wealth and Asset Survey (WAS, ONS) and Bank Calculations

Chart 7: Income inequality broadly flat since real
rates began to decline in 1990s

Source: World Bank and Bank of England

