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ABSTRACT

The financial crisis of 2007-2009 triggered a global response and a drastic transformation
in central banking. This study maps out these transformations in the British context
through a detailed analysis of the Bank of England and its changing role in the British
political and economic landscape from 2006 to 2015. In doing so, this thesis makes an
original contribution both through a clear and cohesive account of the changing role of
the Bank of England since the financial crisis and, in order to develop this cohesive
account, a novel historical materialist approach to central banks as key to the production
and reproduction of money as credit in capitalism. Thus, in contrast to a fractured
literature on the different aspects of the Bank of England’s changing role since the
financial crisis, this thesis provides a detailed unified account by situating the Bank of
England within the broader problems and contradictions of money in capitalism. The
subsequent account of the changing role of the Bank of England thus traces the changing
role of the Bank of England as it faced a series of crises of money: first as credit, then as
means of exchange and finally as capital. Process shaped and shaped by the institutional
and political economy of “operational independence”, as tensions emerged with the
British State over the direction of monetary, regulatory and fiscal policy. The policies
subsequently adopted saw the Bank of England transition from a “narrow” detached
central bank to one directly engaged in the discretionary management and regulation of

both finance and the economy.
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|. Introduction

The global financial crisis [GFC] placed the Bank of England into a state of flux. Having
received “operational independence” a decade earlier, the Bank of England faced the first
bank run in 150 years in September 2007 and then the failure of another five banks a year
later. These events heralded the beginning of a series of crises for British finance and the
British economy, as banks were nationalised, a protracted recession took hold and the
economy continues to stagnate under a burden of high and rising private indebtedness

despite a decade of austerity.

Faced with these challenges, it is not surprising that the 2006-2015 period was one of
radical policy experimentation and development for the Bank of England. It had
established a new streamlined model of money market management in 2006, but the
financial crisis of 2007—08 necessitated its almost complete abandonment. The pre-crisis
model of the Bank of England as a “narrow” central bank focussed on a single policy tool
— the base rate — aimed at meeting a single target — consumer price inflation — has
been replaced by an increasingly “wide” central bank. The Bank of England is now

responsible for economic management through “exceptional monetary policy” and credit



subsidies, as well as the supervision and macroprudential regulation of the financial

system alongside its original mandate of price stability.

Yet the literature is relatively ambiguous on how to understand this transformation.
The political science literature has focussed largely on the role of these policies as part of
broader state strategies first to stem the financial crisis (Gamble, 2010; Hodson &
Mabbett, 2009; Quaglia, 2009) and then to resuscitate the Anglo-American credit-based
growth model (Bell & Hindmoor, 2015; Crouch, 2011; Green & Lavery, 2015; Hay, 2013;
Streeck, 2014). Meanwhile, the central banking literature has conceptualised these
developments as technical responses to financial problems that have triggered political
economy questions of distribution, accountability and independence (Borio, 2014; Dow,
2017; Gabor, 2016; Gabor & Ban, 2016; Goodhart, 2011). Furthermore, these accounts
tend to be piecemeal, focussing on one or a subset of changes and their implications rather
than the changing role of the Bank of England as a whole. As a consequence, these
approaches have underestimated the distinctiveness of the political economy of central

banks.

In contrast, this thesis makes the case for understanding the Bank of England first
and foremost as a monetary authority. As such, it faces a specific set of constraints and
problems due to its relationship to the production and reproduction of money in capitalism.
In response, the Bank of England has developed and adopted strategies to mediate the
contradictions of money as credit. In 2006-2015 this involved abandoning the pre-crisis
strategy of “market discipline”, which sought to curb financial excess through the threat
of bank failures. As the events of 2008 risked the entirety of the credit structure, market
discipline ceased to be viable and the Bank of England was forced to act or risk an

existential crisis of money. The subsequent reforms of “exceptional monetary policy” and

2



the move to macroprudential regulation are subsequently seen as the development of a
new money management strategy based on discretionary market and regulatory
intervention. Thus, in order to understand the changing role of the Bank of England, we
need also to understand the crisis as a monetary crisis, which came to threaten the
production and reproduction of money as credit, a problem distinct from, but connected

to, the political problems faced by state actors.

This thesis seeks to make two contributions. First, it provides a cohesive account
of the changing role of the Bank of England from 2006 to 2015, developing its changing
position both within state structures and within financial markets. In doing so, it provides
a second, theoretical, contribution to the study of central banks. Drawing on a historical
materialist approach to the study of money and credit, this thesis develops a revised
approach to the study of central banks as monetary authorities; whose existence is tied to
the production and reproduction of money as credit, which is placed in contrast to the
political needs of the state. This then enables a reading of the 2006—-2015 period as one
of strategy development at the Bank of England in relation to, rather than as simply part
of, broader state strategies. As such, it seeks to provide some clarity to the existing
literatures on the Bank of England, by arguing that we need both to disaggregate the state
and to understand the development of the Bank of England as political responses to the
internal crises of the credit structure and capital accumulation. Or in more straightforward
terms, the political science literature would benefit from understanding the Bank of
England first as a central bank and then as a state actor. Meanwhile, the central banking
literature would benefit from situating the Bank of England’s policy developments within

the broader political economy of British capitalism.



This thesis serves as a ‘heuristic case study’ (Eckstein, 1975, p. 104) in that its
primary aim is to provide a clear, theoretically rich and cohesive account of the changing
role of the Bank of England from 2006 to 2015. Drawing on an extensive analysis of Bank
of England policy documents and fifteen elite interviews with senior policy makers at the
Bank of England and the Treasury, this thesis maps the changing role of the Bank of
England, in terms of both its changing money management strategy and its changing
relationship with the British state and the banking sector. This is an account which is tied
together through a historical materialist analysis of the Bank of England as a central bank,
a monetary authority premised on the production of money as credit. This is then situated
within the broader British state system in the early 21% century. Thus, this thesis posits a
“central bank problem” that underpins the changing role of the Bank of England as it
responds to successive crises of money. In doing so, it reveals both the importance of
central banks as strategic actors facing their own unique problems, and the limitations of

central bank action to overcome them.

l.i. Central Banks and the Financial Crisis

The global financial crisis placed central banks across the world in a state of flux. Since
the 1980s central banking had increasingly become a narrow practice of targeting price
stability though the use of a single short-term monetary instrument — normally the
overnight “repo” rate! — and communications strategies (Begg, 2009). This was

complemented by a limited lender of last resort function, where central banks offered to

! Repurchase Agreement — a form of loan where an asset is sold with the explicit agreement that it will be
repurchased at a set future date at a set price. (See Gabor, 2016, for a full account.)

4



provide institutional-level support to banks facing liquidity problems in crisis (Mehrling,
2011). Both of these roles were also conducted under “operational independence” from
national governments who, in an attempt to maintain credibility with increasing global
financial markets, had relinquished their ability to interfere in monetary affairs (Maxfield,

1997; McNamara, 2002; Siklos, 2002).

The financial crisis, however, shook the ‘foundations of the deceptively
comfortable central banking world’ (Borio, 2014, p. 191). Central banks globally had
played a key role in stabilising financial markets and stemming the recession (Borio, 2014;
McDowell, 2012; Nesvetailova, 2010; Trichet, 2010). This, however, involved the
abandonment of the narrow view as central bankers resorted to “exceptional” monetary
policy and market interventions to halt the downwards spiral (Gabor, 2014; Gabor & Ban,
2016; Schwartz, 2015). Furthermore, the subsequent programme of reregulation saw a
pattern of central banks being assigned as the independent “macroprudential” regulators

(Baker, 2013; Lombardi & Moschella, 2016).

For the Bank of England this meant a sharp and pronounced break. Having
established its new money market strategy of single instrument intervention and market
discipline in early 2006 (Bank of England, 2006), the crisis saw it first attempt to enforce
this strategy with the failure of Northern Rock in 2007 before abandoning it in the
aftermath of the Lehman Brothers collapse. In the subsequent years of recession,
European Sovereign Debt Crisis and slow growth, the Bank of England continued to
innovate and develop new polices, each taking a step further away from the 2006 strategy.
It developed a role as systemic liquidity insurer and ‘Market Maker of Last Resort’ (Bank
of England, 2015b, p. 6). It absorbed the responsibility for both micro and macro

prudential regulation. Through the Asset Purchase Facility and the Funding for Lending
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Scheme, it now actively shapes asset markets and lending practices. These are reforms
which, while still being adapted and modified, had become solidified by the end of 2015

— and are now shaping the response to “Brexit”.

The developments that mark this transformation were to a certain extent ad hoc
and pragmatic responses to a rapidly changing financial and economic environment. The
steady expansion of collateral accepted in liquidity operations and the development of
liquidity programmes served to stem contagion between banks and non-banks by securing
market liquidity (Fisher, 2010; 2012; see also Mehrling, 2011). Meanwhile, the expansion
of “exceptional” monetary policy served as an attempt to restart lending to the broader
economy and stimulate activity and stem recession (Bowman et al., 2013; Ertiirk, 2014;
Joyce et. al., 2013). The development of macroprudential regulation in turn was a
response to the need for the systemic management of risk and finance (Baker, 2013). All
of these developments in turn raise important questions about the ability of the Bank of
England to operate independently of the state, as collateral and monetary policy are
increasingly based on the value and stability of state debt (Borio, 2014; Dow, 2014; Gabor,

2014) and the ability to regulate rests on acts of the legislature (Goodhart, 2011).

At the same time, these reforms raise questions about the ability of the state to act
independently of the Bank of England. The initial period of crisis management in the UK
was characterised by conflict between the Bank of England and the British State over the
appropriate provision of liquidity (Darling, 2011). The switch to monetary activism
formed a key part of the ‘proto-Keynesian moment’ in 2009 (Hay, 2013, p. 25). This was
a policy change that then formed a cornerstone of the coalition government's growth
strategy as it sought to substitute monetary for fiscal activism (Green & Lavery, 2015).

Meanwhile, the abolition of the Financial Services Authority was the result of the
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Conservative Party, and to a lesser extent the Bank of England, blaming the crisis on the
regulators, allowing the Bank of England to reabsorb this role (Johal et. al., 2012).
However, the implications of these developments for an understanding of the relationship
between the Bank of England and the British State remain undeveloped by the political

science literature.

The Puzzle

The changing role of the Bank of England, which is characterised by both the technical
needs of the financial system and the political economy implications of changes in
monetary strategy, thus poses something of a puzzle, which has yet to be fully explored.

The overarching focus of this thesis is thus to answer the question:
Q: How did the role of the Bank of England change from 2006 to 2015?

How implies two connected components to any answer. Firstly, there is the question of
degree and condition — what changed and to what degree? This implies a process of
mapping the changing role of the Bank of England, its policy developments and their
interconnections and their connections with other events, actors and circumstances. How
also implies a question of process and cause — why did these changes happen? This
implies a process of theorisation and explanation, which ties together the descriptive map
into a cohesive narrative with explanatory power. This thesis seeks to make two

contributions [C1 & 2]:

C1: To provide a cohesive and clear account of the changing role of the bank of

England from 2006 to 2015.



C2: To provide a conceptualisation of the Bank of England which can provide

insight to these changes.

These imply two further subordinate research questions to account for both the structural

and the political problems which framed the Bank of England’s policy development:

Q(a): What is the relationship between the Bank of England and broader British

state structures?

Q(b): What is the relationship between the Bank of England and the British

financial sector?

While the existing central banking and political science literatures answer each of these
questions independently, this project seeks to provide an account that answers them

concurrently.

Methods

In order to answer these questions, this thesis takes the form of a “heuristic” case study,
in that it seeks to develop theory through detailed investigation rather than testing or
demonstrating an already existing framework (Eckstein, 1975, pp. 104-7). The objective
of the theoretical development, however, is not towards a strict generalizable theory.
Instead, it is the development of what Thomas (2010) refers to as ‘phorenesis’ (p. 575)
— the development of an understanding of a complex event which is then used to explain
the particular with a view towards the general (see also Stake, 1995; Thomas, 2011). Thus,
the project takes 2006 as a natural starting point because it marks the launch of the Bank
of England’s new approach to money market management. Meanwhile, 2015 marks the

conclusion of the Bank of England’s main policy reforms, with the publication of its



macroprudential strategies (Bank of England, 2014, 2015a, 2015c) and its revised market

management strategy (Bank of England, 2015b).

While these are still evolving documents, at the time of writing their core strategic
content remains the same and thus 2015 marks the conclusion of the main reforms. This
then allows the study to provide a clear account and explanation of the changing role of
the Bank of England through the most significant period of its policy development. In
order to do so, it draws on three main sets of evidence. The first and most extensive is a
review of Bank of England and HM Treasury reports, speeches, minutes and policy
documents, which detail the development of Bank of England policy throughout the
period. These are extensive and detailed, as the Bank of England, and central banks more
generally, use policy transparency both as a means of maintaining legitimacy and as a

means of maintaining market stability (Jabko, 2009).

The second type of evidence is the use of elite interviews to supplement the
analysis of these documents, as they are constructed to achieve specific effects?, which
may differ from the reality of decision making (see Webb & Webb, 1975, pp. 100-112).
To this end, fifteen interviews were conducted in 2016 and 2017 with senior officials and
ministers at the British Treasury (4), the Financial Services Authority (2) and the Bank of
England (10).2 These served to confirm, reject and elaborate on the understanding
developed from the publicly available documentation. Economic datasets were also

employed to provide context to, and corroborate some parts of, the narrative developed

2 Often to intentionally shape the actions of market actors (Jabko, 2009) or shape the interpretation of policy
decisions (Morris, 2016)

3 Some of the people interviewed had overlapping or two relevant positions — a complete list can be found
in Appendix A.



through the documentary analysis. This process of ‘triangulation’ (Stake, 1995, p. 45)
was rounded off through the use of political memoirs of key actors in the New Labour
government (Balls, 2016; Brown, 2010; Darling, 2011) and the process of coalition
formation (Laws, 2010; Wilson, 2010). These served to provide the ‘inside story’ of
events from the perspectives of key actors (Gamble, 2002, p. 150). Finally, journalistic
accounts were also consulted (Conaghan, 2012; Irwin, 2013, alongside the Financial
Times, The Guardian and The Telegraph) to locate any potential oversights and the

broader public interpretation of events.

A stylised path of investigation is set out in Figure 1. Due to the large number and
size of potential documents to be analysed, this study has adopted a top-down approach
to document selection. It began with a detailed reading of documents that provided the
most general accounts of the 20062015 period — the Bank of England’s annual reports
and the memaoirs of relevant actors. These were then used to identify key events, policies
and themes which formed an initial “map” of the Bank of England’s changing role from
2006 to 2015. After this the more detailed Inflation and Financial Stability Reports of the
Bank of England were read to further develop this “map” and identify further key events,

policies and themes.

This more detailed map was then used to identify the relevant “low-level”
documents that were then reviewed. Market notices and the Sterling Monetary
Framework documents were identified easily and read in full to provide a clear account
of exactly what the Bank of England operations did, in contrast to most existing accounts
which rely on secondary accounts of these policies. In a similar manner, the minutes and

records of the Monetary and Financial Policy Committees as well as the Minutes of the
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Figure 1. Stylised path of investigation

Court of the Bank of England from 2007 to

Journalist accounts

2009 were read in full to trace the

development of policy stances and debates within the Bank of England.

Speeches and Treasury Select Committee hearings were also identified as key

moments where the Bank of England and other key actors would articulate policy stances.

They differed, however, in their content and focus. While speeches were “set pieces”

where various senior officials would set out their views on a set of issues, the Select
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Committee hearings were much less structured. Thus, while speeches served to elaborate
on official stances on various points of policy, Select Committee hearings provided more
insight into internal debates between the Bank of England and the Treasury, which were
pointedly absent from speeches, due to the conventions over policy domains. However,
due to the range of issues covered and the number of speeches and hearings, these were
not all read in full. Instead they, alongside the quarterly bulletins, were imported into the
database software NVIVO and then coded through keyword searches identified from
other sources. The speeches and hearings identified were then read to identify both

stances and the relationships between issues.

In order to situate the Bank of England within the broader political economy
landscape, parliamentary enquiries and government (predominantly Treasury) policy
documents were also identified and read. These served to situate the Bank of England’s
shifting strategies within the context of state strategies and political pressures. Newspaper
websites were then also consulted where appropriate to gain broader perspective as to

how certain debates, policies and events were being interpreted.

The documents themselves were accessed from the official websites of the
relevant institutions*. Where original policy documents had been withdrawn or modified,

the National Archives UK Government Web Archive® was consulted to extract the

4 Bank of England: www.bankofengland.co.uk

HM Treasury: www.HM-Treasury.gov.uk
FSA: www.FSA.gov.uk

UK Parliament: www.parliament.uk

5 www.nationalarchives.gov.uk/webarchive/
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originals where possible. All documents utilised by this thesis are thus in the public

domain.

The issue presented by this body of evidence, however, is that they were all
constructed for public consumption® and apart from the market notices and policy
documents form secondary rather than primary sources (Burnham et. al., 2008, pp. 187—
190). This raised problems of formal accounts of events potentially differing from those
that transpired and thus invoked a problem of descriptive inference from potentially
flawed evidence (see Burnham et. al. 2008, pp. 172-173), especially in the case of the
Annual, Inflation and Financial Stability reports which are highly crafted formal accounts
of Bank of England assessments of events and policy developments — targeted to both
inform and invoke responses from other actors as part of a strategy of steering markets

through “transparency” of decision making (see Jabko, 2009).

To address this potential problem for analysis, the documents utilised have been
situated as being limited in their ability to inform, each with more or less salience on
different issues. Thus, generally speaking, technical policy documents have been used for
accounts of how schemes and policies worked; reports, complemented by speeches and
hearings, for the analysis of key concerns; speeches and hearings and memoirs for the

development of policy stances and debates.

Finally, once a clear map of events had been established, semi-structured

interviews were conducted with a range of senior policy makers. Appropriate participants

6 Other than the Court Minutes of 2007—2009, which were written for an internal audience and then made
public in 2015 at the request of a Treasury Select Committee inquiry
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and questions were identified from the initial document review (Stedward, 1997; Webb
& Webb, 1975, p. 136) and were contacted by post and email to secure interviews. This
ensured that the interview was conducted on the basis of a sound knowledge of the topics
discussed and thus minimised risks of misunderstanding or irrelevant questioning
(Burnham et. al. 2008, pp. 238-243). The interviews themselves were either recorded or
subject to extensive note taking, with the permission of the participant. Participants were
also given the opportunity to decide what their attribution would be and several chose to

be named. This has been honoured in the account that follows.

The interviews themselves served both to triangulate with the accounts of events
inferred from the documentary analysis and to provide further insights and perspectives
into the relevance of key events and developments (Arksey & Knight, 1999, pp. 32-35).
They were structured first to invite open accounts of policy development and issues with
subsequent questions and then, where appropriate, to give alternative accounts to those
involved for assessment and critique. As a result, several participants pointed to Alistair
Darling’s memoirs as a highly accurate account of events, while others highlighted events
and documents previously missed in the initial document review. Again, the accounts
provided in interview were treated with some scepticism as partial and one-sided, if less
constructed, accounts (Berry, 2002, p. 680) of events that occurred up to a decade earlier.
However, their inclusion served to pull together the initial analysis into a coherent account,
by shedding light on the dynamics behind the construction of the documents that serve as

the core of the evidence presented in this thesis.

While this process, like almost all research projects, is based on a sample of the
available evidence (Burnham et. al., 2008, p.177), the approach adopted in this thesis

should minimise risks of inaccuracy. The use of snowballing to identify the areas of
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interest allowed the project to grow organically across sources and allowed for updating
of the “map”, as new evidence came to light, and a critical assessment of the relevance of
potential sources. The corroboration through elite interviews and cross referring of
documents then served to limit mistakes or misinterpretations. Finally, the focus in the
thesis on the structural features of policy means that the core of the analysis rests on

readily available information.

The Process of Abstraction/Deabstraction

Having established the practical path of investigation, it is also worth detailing the
relationship between this array of evidence and the development and deployment of
theory — the process of abstraction and deabstraction. In order to overcome the
separation of the political and technical components of the changing role of the Bank of
England, this study utilises a historical materialist approach. This focusses explicitly on
the interconnections between the historical and material practices of finance and the
economy and the strategies adopted by states and other actors. This approach bridges the
relationship between this wide array of often technical evidence and the theoretical
explanation offered — that the Bank of England faces a specific problem as a central bank

and that its changing role has been an attempt to mediate this problem.

In particular, the historical materialist approach adopted here utilises the notion
of ‘internal relations’ (Ollman, 2015, p. 7): that we cannot seek to understand one part of
social reality in isolation, or as objects which evoke causes and effects to one another in
a manner similar to a Newton’s cradle. Instead, social reality needs to be understood as a
series of co-constitutive parts which relate to each other not only internally (as

components of each other) but also as part of a greater whole (Brien, 2015). This means
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that the categories and events under investigation are understood as social relations that
are both the result of and the drivers of human action (Rubin, 1973, p.22). But as relations
they are also open, in that they are contested and constituted through struggle as
contradictory social forms or ‘modes of existence’ (Bonefeld, et. al., 1992, p. xv; see also

Burnham, 1994).

The process of analysis involves a process of abstraction and deabstraction. We
begin with the historically specific and concrete events of 2006-2015 and then move
through layers of abstraction in order to understand their underlying logics and relations
to broader social processes: namely, the conditions of capitalism as a ‘mode of production’
characterised by the separation of labour from the means of production, and production
for exchange (Marx, 1964) — the circuit M—C-M’, money for goods for more money
(Marx, 1974, p. 153). By developing the forms under analysis from this circuit as the
foundation of capitalist society, they are seen as ‘““nodes” or “moments” in the global
flow of capital’, as open ‘forms’ which constitute the contested reality of capitalism
(Burnham, 2006, p. 75). These forms are then used through a process of deabstraction to
explain and account for the historically concrete subject at hand (Ollman, 2003) — the
changing role of the Bank of England. In terms of methodological investigation, then, we

both begin and end with the concrete while never losing sight of it (Marx, 1973, p.101).

In more specific terms this approach, and its relevance to an understanding of the
Bank of England’s changing role, are based on the foundational problems posed by the
production and reproduction of money as credit in capitalism. By developing these social
forms of “money”, “monetary authority”, and “central bank” and the specific
contradictions entailed in their existence, it is then possible to understand the underlying

logics and laws of their existence — i.e. what it is that central banks must do and continue
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to do in order to be central banks (see Ollman, 2003, pp. 27-29). Importantly, the claim
here is not that structural features determine the strategies formed or the actions taken,
but rather they determine ‘the limits beyond which [institutional] autonomy cannot with
safety be stretched’ and ‘the questions which arise for executive decision.” (Thompson,
1965, p. 322). In short, they form contradictory problems and puzzles which policy
makers must develop strategies to manage and mediate. Thus the changing role of the
Bank of England from 2006 to 2015 is explained as a result of the need to mediate the
contradictions and needs of money as credit within the political economy of British

capitalism.

Second Order Benefits

While the findings and contributions of this thesis are limited to the Bank of England
during a ten-year period, it is worth noting some potential second order benefits of the
project design. Firstly, the nature of the 2006—-2015 period as one of crisis and response
forms what Yin (2009) refers to as an ‘extreme’ case. Crisis significantly reduces the
space for compromise between competing social forces, and thus underlying tensions and

problems become more apparent, increasing the potential for transferable conclusions.

Secondly, the Bank of England is what Flyvbjerg (2006) refers to as a
“paradigmatic” case of central banks more generally. Of the three global reserve currency
issuers (the European Central Bank, the US Federal Reserve and the Bank of England)
that have had to manage the crisis, the Bank of England is the least exceptional in that it
is neither the global liquidity provider (the Fed) nor a supranational institution (the ECB).
Any abstraction or theorisation developed though a study of the Bank of England is less

likely to arise from anomalous conditions of power in relation to financial markets (the
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Fed) or national governments (the ECB) while also not being overly constrained by the

actions of other monetary authorities (non-reserve issuers).

A smaller but more concrete second order benefit is the development of the initial
crisis response paradigm of bank liquidity and state recapitalisation which was adopted
across Europe (Quaglia, 2009). By providing a more cohesive account of this
development and its implications, this thesis also has potential to shine light on the
developments within Europe more generally and their implications for the broader
political economy of Europe. To reiterate, however, these potential benefits are not the

focus of this study, but serve to highlight its potential broader applications.

l.ii. Summary of Argument

The result of this study was to isolate three major changes within the Bank of England.
First, the Bank of England transitioned from a detached “narrow” and “shallow” approach
to central banking and money management, where market forces predominated towards
an increasingly “wide” and “deep” approach to central banking. The Bank of England’s
money market strategy now explicitly sets bounds on market forces, as the Bank of
England’s Markets Division stands ready to lend against any collateral at a set price and
actively manages spreads between different asset classes. This coincides with
“exceptional monetary policy”, whereby the Bank of England seeks to actively manage

effective demand and subsidise asset values and lending practices.

Second, these developments mean that it is now questionable whether or not the
Bank of England is actually “operationally independent”. The 1997 reforms were
premised on the “narrow” central banking of one instrument and one target: the deepening

of the Bank's collateral policy and the increasingly important role of sovereign debt in its
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exceptional monetary policy. Similarly, the engagement in monetary activism saw the
chancellorship of George Osborne seek to substitute monetary for fiscal activism, which
means the Bank of England monetary operations are increasingly expected to
complement the fiscal strategy. The development of macroprudential regulation and the
absorption of institutional supervision now also see the Bank of England dependent on
government legislative agendas for a key component of its policy tools. Thus, while the
Bank of England remains an independent and relatively ‘depoliticised” (Burnham 2001)

decision maker, its operations are increasingly dependent upon state action.

The explanation offered by this thesis is that these developments were
underpinned by the Bank of England, as a central bank and monetary authority, needed
to manage the various contradictions of money. First, it was confronted by a crisis of
money as credit, which it sought to overcome through the enforcement of market
discipline on Northern Rock as per its narrow strategy, a strategy which ran contra to the
government’s desire to limit the costs of crisis. However, with the failure of Lehman
Brothers, the crisis of money as credit transitioned from a situational crisis of a money
(Northern Rock’s deposits) to an existential crisis of money as credit. This led the Bank
of England to restructure its collateral policy to guarantee market liquidity and begin
“Quantitative Easing” to halt the downwards spiral in asset values that threatened banks’
balance sheets as a part of a broader government strategy of bank recapitalisation and

bailouts.

This initial crisis of money as credit quickly took on the additional form of a crisis
of money as circulation. The crisis caused a sudden contraction of credit and a sharp
recession as households and firms cut back — money as the store of value predominated.

This risked a second crisis as financial assets failed to realise and losses mounted — what

19



Keynes termed the paradox of thrift. Thus, the Bank of England took part in a strategy of
sudden monetary expansion to restart the circuit of capital and restore the ability of money

to act as a means of payment and circulation.

These developments, however, left the Bank of England exposed to the state’s
fiscal strategy and the potential “moral hazard” of financial actors, as it could no longer
rely on market discipline to limit potential excess. Thus, the Bank of England developed
a strategy which sought to secure the value of sovereign debt by substituting monetary
for fiscal activism and attaining influence over the new regulatory regime to stem
financial stability concerns. This shift to increased activism on the part of the Bank of
England in both regulatory and economic space was quickly seized upon by the coalition
government, which sought to externalise the problem of economic growth and financial
regulation. The result has seen the Bank of England develop an increasingly activist role
— albeit at times begrudgingly — as a part of the broader state strategy of financialised

growth.

1.11i. Outline of Thesis

In keeping with the role of abstraction and deabstraction within this study, this argument
is developed at three approximate levels of abstraction: the level of capitalism as a whole,
the level of British capitalism in general and the specific level of policy responses and
financial markets. None of these levels of abstraction is distinct, but rather the discussion
of a general principle found within the lower levels and a more concrete and specific
example of higher levels. Thus, each level of abstraction holds true at each other level,
and the levels of abstraction outlined here are only general rules and will contain within

them moments of higher or lower abstraction.
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This thesis begins at the higher level of abstraction of capitalism in general.
Chapter two reviews the contemporary literature on central banking both prior to and after
the crisis. It makes the argument for a historical materialist approach to the study of
central banks — and thus the Bank of England — as the alternative approaches provide
“one-sided” analyses. That is to say, they emphasise one aspect of central banking —
their role within the state, their role as policy makers or their role as monetary authorities
— to the detriment of others. Instead, it is argued that a historical materialist approach —
one that begins from the role of central banks as monetary authorities in order to

understand their role as policy makers within state structures — overcomes this limitation.

Chapter three remains at this higher level of abstraction and reflects on and
updates the orthodox historical materialist approach to central banking. The orthodox
approach positions central banks as the “national hoard” of “money proper”, which then
mediates the tensions between national monetary systems and “world money” (de
Brunhoff, 2015; Harvey, 2006; Itoh & Lapavitsas, 1999; Lapavitsas, 2006). This account,
however, has limited explanatory power with the case of the Bank of England (or indeed
any major central bank) from 2006 to 2015, as “world money” is increasingly constituted
as a basket of currencies, as demonstrated by the C-6 swap-line agreed in 2013 (Mehrling,
2016). Instead, this chapter draws on the work of Rubin and the Open Marxist tradition
to present an alternative account that focuses on the problem of the production and
reproduction of money as credit. This is a problem that contains within it the problem of
convertibility between both money forms and denominations. This approach then
emphasises the need for the central bank to regulate both the internal contradictions of
the credit structure and its relationship to broader economic practices as the driving

problem of central banking.
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Chapter four moves to the intermediate level of abstraction by using this
underlying “central bank problem” to understand the relationship between the Bank of
England and the British State in 2006. In doing so, it shows how the 2006 strategy of
limited intervention and “market discipline” was in part the logical continuation of the
1997 reforms. Specifically, it shows how the separation of the Bank of England from the
banking supervision and government debt functions necessitated a “narrow’ approach to

central banking with limited engagement with the state.

Chapter five moves to the lowest level of abstraction and how the 2006 strategy
as a money management strategy shaped the initial management of the crisis. It shows
how the Bank of England sought to enforce market discipline, against the wishes of the
state and the FSA, as a logical continuation of its strategy. The resulting policy response,
whereby the state became both lender and investor of last resort to the banking sector,
was in turn the logical continuation of this strategy, as it isolated the problem within the

credit system.

Chapter six remains at this lower level of abstraction by focussing on how the
failure of Lehman Brothers triggered two existential crises of money and how this forced
the Bank of England to develop a new money management strategy. The first — a crisis
of money as credit — saw the Bank of England adopt an increasingly active role in
managing both institutional and market liquidity. The second — a crisis of money as
means of exchange — saw the Bank of England abandon the disciplinary component of
its strategy, as it sought to secure asset prices and reignite lending. These policy shifts
occurred as part of broader state attempts to stem the economic crisis, but also exposed
the Bank of England to both fiscal and financial risk, as states and markets could use the

easy monetary environment to delay necessary restructuring.
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The third part of chapter six and the whole of chapter seven return to the
intermediate level of abstraction to understand how these policy shifts laid the
foundations for the Bank of England's new strategy. This new strategy, however, required
increasingly high levels of coordination with other state actors, which sought to reallocate
responsibility for economic growth and financial governance onto the Bank of England.
Thus, the Bank of England’s new strategy of active management of financial markets was
a response to both the “central bank problem” and the political economy of the British

state.

This thesis then concludes by reflecting on these findings and their implications.
By situating the Bank of England in relation to the production of money as credit, this
thesis shows how the changing role of the Bank of England has been an attempt to mediate
a series of crises of money, an attempt which has seen the Bank of England take on a wide
range of new roles and responsibilities while also bringing it into conflict and contestation
with the British State. Two tentative additional claims are then made. Firstly, the
development of the Bank of England’s new strategy leaves it highly exposed in the event
of a new crisis. While the Treasury is still largely held responsible for broad economic
outcomes, the Bank of England is now responsible for the integrity of the entire financial
system. At the same time, its use of monetary activism to drive economic activity, and
thus the stability of credit, has left the Bank of England with relatively little policy space
in which to respond to significant financial shocks. Secondly, looking forward to future
studies of money, credit and central banking, it agrees with Beggs (2016) that the study
of money and its management requires a more disaggregated view of the state, which
appreciates the different roles that various actors perform and their implications for one

another.
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I1. Approaches to Central Banking

A consistent political logic underpinned all of the Brown government’s attempts to
rejuvenate the inter-bank credit system in the first phase of the sub-prime crisis

(Watson, 2009, p. 423)

The central bankers ... were a group of bureaucrats who were attempting to serve several
conflicting public and private sector interests in an effort to maintain if not enhance their
positional power in their domestic political structures

(Kapstein, 1992, pp. 266-267)

[T]he credit crisis revealed flaws in the way central banks have been operating. They need
to rebalance, and return to their roots as banks operating within and through the financial
system

(Davies & Green, 2010, p. 286)

The Bank of England has undergone significant reforms since the Global Financial Crisis
[GFC]. However, the existing literature on Bank of England remains relatively fractured.
The bulk of the literature on the crisis itself and the development of monetary policy
remains resolutely state centric, simply folding the Bank of England into the rest of the
British state. Meanwhile, the literature on financial reforms and re-regulation emphasises
the importance of the Bank of England, alongside other central banks, as distinct policy

actors within state and intrastate systems and the central bank independence [CBI]
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literature from the turn of the century explicitly raises concerns about how central banks
may use their new independence to act against state wishes. While at the furthest end of
the spectrum the economics and finance literatures continue to see the Bank of England
and central banks as essentially components of financial markets whose operations should

be cast not in terms of politics and power but solely in terms of efficacy.

In answering the question, ‘how should one approach the study of the Bank of
England?’ there appear to be three different Banks of England one could study. There is
the Bank of the IPE and political economy scholars, which works within states as
economic managers, operating in tandem with their colleagues in finance ministries
towards common ends. Then there is the Bank of the political scientists, especially those
orientated towards questions of the Euro and European integration, which sees the Bank
as a key member of epistemic communities, a policy expert shaping and directing national
and international regulatory debates. In that view it is a critical actor within British state
structures but not one necessarily unified towards common goals. Finally, the Bank of the
Economists, both ‘heterodox’ and ‘orthodox’, is an institution beyond questions of
politics, whose actions should be studied in terms of efficacy independent of political

concerns.

This chapter argues that these approaches are each deficient in their ability to
account for the development of the Bank of England since 2006 and that a critical
perspective is required to overcome their limitations. Thus this chapter argues that the
mainstream approaches to the study of the Bank of England, and central banks more
generally, are limited by their ‘one-sidedness’. They emphasise one aspect of the Bank to
the detriment of others (see Ollman, 2003). Central banks are, as this thesis argues,

complex and multifaceted institutions. They exist both within and outside of state
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institutions and are involved in both political and technical, apolitical, aspects of modern
finance. This quite understandably poses significant problems in their abstraction and

conceptualisation within current affairs.

In short, the challenge taken to the mainstream approaches is that the Political
Economy and Political Science approaches largely “black box” the majority of central
bank activity in financial markets, instead focussing on “the state” as the primary object
of investigation. The questions as to how and why central bank operations might impact
the needs and goals of the Bank of England are left largely unconsidered. Instead, the role
of the Bank within the broader state response or the contestation of policy by the Bank

are considered in terms of state action and political power.

The approach from the field of economics, however, do quite the opposite. They
focus on market dynamics and central bank interventions while “black boxing” the
political elements of central bank policy and its relationship with the state as external to
the problem of monetary policy. This both constructs and relies on a conception of central
banks as technical institutions seeking to implement “good” policy. The question of

political or democratic pressures is either left unmentioned or given nominal reference.

The challenge being put in this chapter argues that these approaches do provide
important insights and thus the question as to how to approach the study of the Bank of
England should not be which is the most appropriate insight. But rather how one may
draw on their respective insights but without their limitations in a coherent approach and
study. The second part of the chapter argues that Critical approaches, being ‘directed to
the social and political complex as a whole rather than the separate parts’ (Cox, 1981, p.

129), potentially offer a more fertile starting point. Initially the work of Paul Langley
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(2014) on the discursive construction of the crisis in the US and the UK is considered as
an avenue of investigation. Its limitations, however, become quickly apparent as it
separates structurally linked issues, only pointing to but not engaging with the underlying
structural conditions (see Bieler & Morton, 2008). In short, it is argued that it provides a
richer, more embedded and more compelling account, but one which ultimately shares

the same deficiencies as the Political Economy and Political Science approaches.

This chapter closes by arguing that a historical materialist approach to the study of the
Bank of England is the most fruitful, as it offers not only a material grounding in the
practices of central banks in general but also the implications of the crisis. The work of
Costas Lapavitsas is considered as an exemplar of the orthodox Marxian approach, which
is found to be problematic in its conceptualisation of the central banking problem and the
conceptualisation of central bank agency. That being said, the account provided of the
Eurozone crisis by Lapavitsas does appear to overcome the limitations of other
approaches. Thus this chapter proposes, and this is taken up in chapter three, that by
drawing on Rubin and the Open Marxist traditions approaches to money and the state, we
should be able to formulate a more grounded and accurate account of the central bank

problem.

I1.i. State Agents

The majority of the literature on the responses to the GFC tends to follow the International
Political Economy [IPE] lineage of emphasising the dynamics between ‘“state” and
financial “markets” (e.g. Cohen, 1998; Eichengreen, 2008; Kirshner, 2000; Schwartz,
2000; Strange, 1998). They range from how different national regimes were able to cope

with the financial turmoil (Hardie & Howarth, 2009; Howarth, 2013; Jabko & Massoc,
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2012; Quaglia & Royo, 2015) to how different regional (Buckley, et. al., 2012; Donnelly,
2014; Quaglia, 2015) and international regimes (Kirshner, 2014; Lucarelli, 2015), taken
as a whole, shaped the outcome. In a similar manner to the previous IPE lineage, these
approaches sought to draw out the interconnections between the two and the problems

“states” face in resolving the crisis and establishing new regulatory and monetary orders.

The early authorship on the ongoing crisis in the UK utilised this broad
state/market schema to analyse how the British state's response was shaped by its
preceding policies towards global finance. Gamble (2009a, 2010) emphasises how the
UK’s historic commitment to an open international economy and the competitiveness of
the City of London through neoliberal deregulation limited the political responses
available to the “British authorities”. In particular, he emphasises how the increasingly
financialised economy is dependent not only on the maintenance of City of London as a
global financial centre but also on the ready availability of credit to households, small
firms and the state to drive consumption (Gamble, 2009a, pp. 459-460; see also Hay,
2013b; Watson, 2013). Hodson and Mabbett (2009) also emphasise that there has been
no ‘paradigm shift’ (p. 1057) in the British state's response to the financial crisis.
Although they emphasise the importance of the changes to the Bank of England’s
operations (pp. 1051-2), this is as part of the relative continuity in broader state strategies.
Here the Bank of England’s role is situated as part of a ‘new Keynesian’ strategy where
monetary policy operates as a counter-cyclical buffer (p. 1047). While Thain (2009)
emphasised how the particularities of the British state, in particular the power of the core
executive, facilitated rapid and innovative responses to the crisis. But these responses

were also limited by the constrained discretion of the New Labour reforms and a group-
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think mentality of the resulting technocratic experts in charge of supervision and

monetary operations.

The more recent institutionalist approach of Bell and Hindmoor (2015a, 2015b)
provides similar accounts. Again they emphasise how the perceptions of British “policy
makers” about the importance of finance, specifically the City of London, to the British
economy led to ‘light touch’ regulation (Bell & Hindmoor, 2015b). While ‘market
efficiency’ narratives and reforms fostering structural changes to financial markets
resulted in highly internationalised and highly leveraged operations conducted on large
scales but at low profit margins (Bell & Hindmoor, 2015a). Which in turn created a
collective action problem as small falls in asset prices prompted collective dumping of
assets (Bell & Hindmoor, 2015a). Meanwhile, the policy response by these “policy
makers” was initially to preserve the old system of governance to protect the City of
London as a competitive financial centre before public discontent and the realisation that
there would still be a comparative advantage from re-regulation led to broader reforms

(Bell & Hindmoor, 2015b).

Meanwhile, others from a more critical perspective have emphasised how the
financial crisis presented a risk to the depoliticised governing strategy of the British state
since the 1980s, which sought to ‘insulate markets from democratic politics’ (Froud et al.,
2010, p. 25). This resulted in technocratic forms of governance at the Bank of England
and the Financial Services Authority, which ultimately became detached from the
financial operations they sought to govern (Engelen et al., 2012). The response of the
state, however, was to successfully maintain this depoliticisation through the ‘rule of
experts’, reallocating responsibility for financial stability to the Bank of England and

maintaining only ‘arm’s length control’ over the newly nationalised banks (Froud et al.,
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2010). It thereby maintained the separation of democratic politics and financial markets
but risked a crisis of the British state as it sought to force austerity upon the populace in

order to foot the bill for preserving financial markets (Macartney, 2011).

These state/market approaches, while successful in raising the important questions
of structural relations between public and private actors in driving both the crisis and its
response, are also ultimately limited in their ability to explain them. They assume that the
policy responses were the result of collective actions by “the British state” or “policy
makers” which were internally consistent. The evidence, however, indicates that this was
far from the case. The Bank of England and the Treasury were regularly in conflict over
the appropriate course of action and the policies pursued reflect this tension (Brown, 2010;
Darling, 2011). Thus, while the British response may have been ‘paradigmatic’ for the
rest of Europe (Quaglia, 2009), it was in its origins a compromise between the Bank of

England and the Treasury.

Secondly, this unified approach that has “the state” as its focal point of
investigation places the majority of its emphasis on the development of regulatory debates
and the content of bailout packages — the actions of political authorities. But in doing so
it fails to engage with the equally important changes within money markets and central
bank operations. In the UK this has meant radical reforms to how the Bank of England
engages with financial markets. This is the more telling deficit in this literature. The focus
on the relationships between the political and the market eschews the equally important
technical changes to money markets that have occurred, which have sweeping political

consequences.
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In short, by folding central banks into the state these accounts fail to engage with
central banks and central banking in a meaningful way. Yet central banks, such as the
Bank of England, both make and manage key liquidity markets, provide both individual
and systemic lender of last resort functions and determine the cost and means of funding
for finance. By eschewing these operations and their changes in favour of an emphasis on
the “political” aspects of financial management, these approaches not only fail to
adequately investigate the former as a core aspect of financial management but also how

it has impacted and shaped the latter.

IL.ii. Policy Agents

The shortcomings of the state/market approach to the study of the financial crisis and the
changing role of the Bank of England are to a certain extent overcome by the political
science and pluralist literatures that disaggregate the state: in particular, the debates in the
late 1990s and early 2000s over the implications of central bank independence and the
more recent works on the development of the new regulatory architecture. These
emphasise the potentially divergent preferences of different state actors and how central
banks as depoliticised experts are able to influence policy debates. However, this section
argues that, by focussing on intrastate relations as political contests over defining
problems and allocations of decision making powers rather than as based on embedded
structural positions, they resolve one limitation by replacing it with another: namely, the
state becomes differentiated but with no deeper analysis of what it is the different parts

do.
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Central Bank Independence Debates

Central bank independence [CBI] from political authorities was a trend that swept the
world in the 1990s and early 2000s (McNamara, 2002b). Largely justified by economistic
accounts of central bank behaviour and the risk of ‘inflationary bias’ in politicians seeking
re-election (Cukierman, 1994) and the legacy of combating inflation from the 1970s and
80s, CBI also formed part of political strategies ‘to try to signal their nation’s
creditworthiness to potential investors’ (Maxfield, 1997, p. 5; see also Hall, 2008) while
also ‘the process of placing at one remove the political character of decision-making’
(Burnham, 2001, p. 128) and binding opposition to counter-inflationary strategies

(Dellepiane-Avellaneda, 2013).

What this movement also sparked was a debate over the impact of CBI on future
decision making and the scope for disagreement between independent central banks and
political authorities. In response to arguments based on policy efficacy (Eijffinger & De
Haan, 1996) and “output legitimacy” (see Majone, 1996), both Elgie (2002) and
McNamara (2002b) raised important questions about how central banks may use this new

independence.

McNamara makes the important point that the question of inflation management

and how it is achieved is never an apolitical one. In fact:

While severing the direct institutional ties to elected officials appears to create an
apolitical environment for policy making, central banks continue to make policies
which have important, identifiable distributional effects and thus remain

resolutely political and therefore partisanal institutions. (McNamara, 2002b, p. 53)
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Importantly, the delegation of monetary policy to independent central banks for
McNamara essentially restricts the number of views represented in decisions that have
sweeping effects on society, with a preference for those who hold financial assets
(Berman & McNamara, 1999). Equally there remains the issue of ‘agency ‘slippage’” (p.
55). As Elgie (2002) argues, if the underlying principles for action between the central
bank and the government are in alignment, there is, in effect, no issue. However, problems
occur when there is mandate drift, either as the legislation enshrining the terms of
independence becomes dated, tying governments to previous preferences (Elgie, 2002,
pp. 192-4), or as the interpretation of the mandate changes over time (Adolph, 2013).
Thus, while Elgie (1998) finds that the level of political accountability post-independence
is still relatively high in a historical perspective (compared to pre-nationalisation), its

policy scope and freedom to act are potentially higher.

So, while the government may be able to express certain changes in preferences
over time through the appointment of new senior staff, in the short run the Bank may still
deviate from government preferences. This seems to reflect quite accurately the conflict
over crisis management in the UK. Despite the lack of change in government, the crisis
of 2007-08 can be seen as a sudden shift in the preferences of the government. It was
effectively bound by the independence arrangements it had set in place a decade earlier.
The Bank emphasised in its responses to requests for action its mandate for price stability
and the lack of any legal mandate for financial stability, referring to the FSA as the
authority responsible. One could reflect on the problem of crisis management as
essentially one of mandate drift between an operationally independent central bank and

its national government.
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The deficit of this approach, however, is that it continues to portray central banks
and central bankers as passive agents responding (or not) to the desires of the “principal”
government. The cause of divergence is seen in terms of legalist frameworks and
mandates and the ability of the “principal” — government — to exercise power over the
“agent” — central banks — as circumstances change. The question as to whether central
banks may possess different preferences to governments independent of their institutional

arrangement, and why this may be, is left unasked.

Central Banks as Policy Experts

A similar problem is found in the more ideationally focussed epistemic community
literature. Rather than focus on the institutional separation of agents from principals, the
epistemic community approach has sought to situate central banks as powerful knowledge
producers (Haas, 1992; Verdun, 1999). Through the development of a competition of
ideas, central banks wield significant power as the dominant producers of monetary and
financial policy research (McNamara, 2002a) and are able to shape the intersubjective
understanding of policy goals and functions (Widmaier, 2007). Thus, independent of their
legal position in relation to the state, central banks and bankers have been able to exercise

significant influence though their ability to shape policy discourses.

This has been further compounded by what Marcussen (2009) has referred to as a
‘scientization’ of the financial and monetary discourses in the last twenty years. This
process limits the range of those who can contribute to those ‘who can master the
discourse of science’ (ibid., p. 377) and possess the appropriate qualifications and data
(Moran & Macartney, 2009), thereby closing the debates to those seen as ‘unqualified’

and in turn further enhancing the position of central bankers as technical knowledge
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producers. This provides some insight into why and how central banks may differ from
their national governments in terms of policy preference due to the need to maintain
“technical” reputations in discursively managing money markets, and thus adherence to

international monetary policy paradigms (Baker, 2006).

This development has also been the subject of significant research at the Centre
for Research on Socio-Cultural Change (Engelen et al., 2011; Engelen et al., 2012) who
have argued that the crisis itself and the policy response can largely be seen as the
continued failure of technical policy paradigms. Specifically that the detachment of
political oversight from technical matters of finance allowed a tight policy network to
form between financial actors and their regulators (Engelen et al., 2012; see also
McPhilemy, 2013). Furthermore, the recasting of the Bank of England as a monetary
expert led to the reframing of the Bank's policy discourse to exclude financial stability
concerns in favour of monetary analysis (see also Conaghan, 2012; Engelen et al., 2012).
This in turn left financial innovation to develop down increasingly complex and leveraged
paths as debates became restricted to nominal stability and inflation targets (Engelen et

al., 2011).

Equally Epstein and Rhodes (2016) argue that the European Central Bank was
able to cast the financial crisis as a necessarily supranational one, whereby it then was
able to drive further transfers of powers despite member state resistance. Meanwhile,

McPhilemy (2016) presents the case that Eurozone central banks were

engaged successfully in a ‘two-level game’ in which their advocacy for a
strengthened role in EU-level macro-prudential arrangements simultaneously

reinforced their positional power in domestic regulatory arrangements (p. 528)
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through their position on key supranational policy committees. Meanwhile, the key
international arrangements on capital requirements are still set by the central-bank-only

Basel Committee on Banking Supervision (Penikas, 2015).

Within the UK case, the Bank of England has readily sought to use its position as
a policy expert to enhance its position within policy networks through a process of
“externalisation” — a process of giving briefings, speeches and policy papers on topics
of interest (Burnham, 2016). This has increasingly become the case since the financial
crisis where the Bank has used key speeches and policy hearings to voice opinions on not
just monetary policy development but also fiscal policy and questions of financial
regulation. The question remains, however, as to why these differences of opinion may
occur — why did the Bank of England feel the need to express opinions on financial

regulation and fiscal policy contrasting with those of government officials?

A recurring claim in the literature on central banks as policy actors is that they
may suffer from regulatory capture due to their close links with financial actors (e.g.
Bowles & White, 1994). Adolph (2013) finds that the career paths of central bankers have
significant impact on their policy decisions through the influence of ‘shadow principals’
in future employers (p. 1). Meanwhile, Seccareccia and Lavoie (2016) argued that
monetary policy since the 1980s has served the interests of financial rentiers. Which with
the event of the financial crisis ‘shifted from supporting rentier income to, first and
foremost, protecting rentier wealth’ through the transition to low interest rates and

Quantitative Easing (Seccareccia, 2017, p. 342).

However, Young (2012) presents the case that this process is at best mixed. In his

study of the Basel Committee on Banking Supervision, Young argues that, while it may
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almost definitely be the case that financial actors share close normative and insular
networks with central bankers, it is not clear that this leads to policy decisions in keeping
with private interests (ibid.). In fact, it is even problematic to view financial interests as
unified, with regulatory changes benefitting and disadvantaging different sectors (Pagliari
& Young, 2014). Instead, it is better to understand financial influence as a sequence of
shifting alliances between different groups of financial actors in attempts to influence

policy makers (ibid.).

Furthermore, these approaches focus only on the ideational aspect of policy
making. By focussing on shared conceptions of “good policy” or interpretations of legal
mandates, these approaches eschew the implications of the practical question of policy
making: that is to say, the implications of money market management and the changing
structural dynamics of finance as highlighted by the IPE literatures. In fact, as Braun
(2016) points out, financial sectors possess a large amount of ‘infrastructural power’ (p.
4) over central banks, as they essentially act as intermediaries between central bank policy
and macroeconomic effects. Equally, as has been argued by several authors, there is a
close relationship between fiscal policy and monetary policy in practical terms (Gabor,

2014b; Gabor & Ban, 2016; Issing, 2008; Siklos, 2002).

While the literature on central banks as policy actors successfully overcomes the
shortfall of the IPE and crisis management literatures by situating central banks as
important policy makers, in their focus on the politics of policy making and the
institutional and ideational factors that shape outcomes, these approaches abstract away
from the practical problems and dilemmas that central banks and states face. In short,
these approaches “black box™ central banks. That is, they focus on their policy inputs and

outputs, rather than investigate their internal composition. Thus, while these literatures
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provide insight into how conflicts are mediated and resolved, they lack insight into how

and why these may occur.

I1.iii. Monetary Authorities

The more economistic literature on the crisis and central banking, both in the UK and
elsewhere, provides some insightful starting points for overcoming these questions as to
why and how central banks and national governments may differ. Firstly, this approach
provides a deeper expansion into what it is that central banks do, how they relate with
financial actors in a practical sense and what this means for the policy problems they face.
Secondly, it highlights how, while there may have been a continuity in “paradigm” for
states taken as a whole in responding to the crisis, central banks themselves have
undergone significant changes. However, it is ultimately hampered in these insights by
an almost reverse “black boxing”. While the political science literature focusses on how
central banks relate to other policy actors, the Economics and Finance literatures “black
box” the question of state influence and political concerns, treating money market

operations as apolitical technical concerns.

Charles Goodhart (1988, 1995, 2009, 2011) has written extensively on the
development of central banking both in general and in the UK. Goodhart’s analysis places
central banks as primarily features of financial markets and credit structures. Their
position is the result of the unintended centralisation of reserves in large stable banks in
key financial markets (Goodhart, 1995). While central banks developed around state
interventions, such as the consolidation of note issue in a single bank, the majority of
what a central bank does and the means by which it does it come from its position in

money markets not from this government intervention (Goodhart, 1988).
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Thus questions asked tend to revolve around how “monetary authorities” should
act in financial markets to achieve policy goals. For Post-Keynesian authors (e.g. Arestis
& Sawyer, 2006; Chick & Dow, 2002b; Fontana, 2003; Moore, 2006), this revolves
around to what extent the central bank can make the base rate effective through market
interventions and the dynamics of liquidity preferences (Goodhart, 1989) versus
“horizontalist” (Moore, 1988, 1989, 2006) approaches to the supply of credit. Meanwhile
neo-classical accounts focus on the direct effect of the base rate on the money supply and
inflation though output and expectations management effects (Blanchard & Fischer, 1989,
pp. 569-583; see also Friedman, 1969; Taylor, 1999). Both place central banks as
simultaneously dependent upon finance for making its policy changes effective, what
Braun (2016) refers to as the ‘infrastructural power’ of finance, while also holding large

amounts of power over finance as the issuer of the means of interbank clearing.

The literature on the crisis response, then, has focussed on how this relationship
with finance has changed. Specifically how the growth of securitised funding streams
changed the dynamics of banks’ balance sheets (Hardie & Howarth, 2013b). This is then
linked to the chains of complex financial relations and the credit crunch sparked by the
US sub-prime default (Chick, 2008; Goodhart, 2008; Shin, 2009), which in turn forced
central banks to develop “Dealer [or Market Maker] of Last Resort” facilities,
guaranteeing market rather than institutional liquidity in response to the crisis (Mehrling,
2011). Alongside other market reforms that have changed the dynamics of funding and
liquidity after the crisis (Singh, 2014b), these have emphasised how central bank
operations, such as those conducted by the Bank of England, have involved a significant

rethinking of how central banks engage with financial actors away from notions of
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efficient markets towards theories of radical uncertainty and systemic risk (Goodhart,

2011; King, 2016; Turner, 2016).

Others have focussed on the efficacy of “unconventional” monetary policy and
the implications of reaching the effective zero-lower bound for monetary policy as an
expansionary tool, either assessing its efficacy (Bridges & Thomas, 2012; Joyce et al.,
2010; Lyonnet & Werner, 2012) or expanding on how this shift in policy results in
distributional effects by increasing the wealth of asset holders (Bank of England, 2012c).
While others have argued that this expansion is actually risking further and more serious
crises as the supply of liquid collateral is restricted (Gabor, 2014b) and the shadow-
banking sector is encouraged and the ‘search for yield” continues (Lysandrou &
Nesvetailova, 2014). This indicates how both monetary policy and central bank
operations more generally have become increasingly important to the economic wellbeing

of the UK (Bowman et al., 2013; Dow, 2017).

What are lacking from these approaches are the relationships of power and the
social implications of these changes beyond the immediately economic. Specifically, they
do not discuss how these decisions shaped and were shaped by decisions made by other
actors: in other words, the “politics” of these changes in bank operations. Not only is there
an increasingly strong link between government debt and the ability of central banks to
affect the production of money (Gabor & Ban, 2016) but also the question of “moral
hazard” invoked by the increased provision of liquidity insurance raises questions of re-
regulation, especially when in the UK the majority of regulatory and supervisory powers

have also been handed to the Bank of England.
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Instead, the development of policy is seen as being conducted external to the
question of monetary operations. This is either done by conceptualising ‘monetary
authorities’ as ‘the combined operations of the Central Banks and Treasury, under the
political leadership of the Chancellor/Treasurer and Prime Minister’ (Goodhart, 1995, p.
60) or by acknowledging the potential separation between the two and the potential for
‘conflicts between the monetary authority and the governments to whom they are
accountable’ (Siklos, 2002, p. 24) while assuming a policy consensus around a given goal
— normally low inflation. In essence, this conceptualises the overarching policy
developments in a similar “state strategy” or “contestable strategies” approach as found

in the IPE and Political Science literatures but without the political content of either.

In a similar manner to the IPE and Political Science literatures, the Economics
approach emphasises one aspect of central banks to the detriment of others. This was what
Ollman (2003) referred to as a ‘one-sided’ abstraction (p.3), when one aspect of a social
object, such as the Bank of England, is studied in relative isolation from the other aspects.
This is often done to develop an understanding of a particular set of relations
(state/finance, experts/policy makers, monetary authorities/banks) but it involves the
separation of this aspect from the aspects of a social object with potentially misleading

results.

In contrast, this thesis avoids this process of one-sided abstraction by situating the
Bank of England as a complex social object within the broader social circumstances in
which it exists —i.e. 21st-century monetary practices and capitalism. In doing so, it seeks
to situate itself within the existing critical political economy literature on central banks
and the crisis. However, as is argued in the next section, these literatures have been

limited either by following the IPE approach of folding the central bank into the state or,

42



as is the case with most Marxian accounts, utilising an approach to the production and

reproduction of money that does not reflect modern practices.

Il.iv. Critical Approaches

The critical approaches to the GFC and the Bank of England offer a more fruitful starting
point in overcoming the gap in the ‘liberal’ literature, due to their emphasis on the
interconnection between different parts of the social object (the Bank of England).
Broadly speaking, two approaches have been employed to the study of the crisis and the
changing role of the Bank of England (or central banks in general). The first is the post-
structural political economy of Paul Langley, who utilises a Foucauldian framework to
problematize the crisis responses in the UK and the USA. The second is the various
Marxian approaches to the crisis in the UK and Europe, most notably Costas Lapavitsas’
work on money, finance and crisis, which deals explicitly with the role of central banks
in capitalism. The argument put forward in this section is that these approaches are limited

in their ability to explain the changing role of the Bank of England from 2006 to 2015.

The Foucauldian approach utilised by Langley, while providing important insights
into how the crisis and post-crisis reforms were delineated and problematised as issues of
Liquidity, Toxicity, Solvency, Risk, Regulation and Debt from 2007 to 2014, fails to
engage with the materiality of the crisis as a crisis of money as credit and how the crisis
itself was transformed and shaped by the responses applied. Meanwhile, the existing
Marxian approaches, such as that of Lapavitsas, provide useful starting points for the
investigation of money, credit and finance in crisis but they also under-conceptualise
central banks as the holders of ‘a centralised reserve for the banking system as a whole’

(Itoh & Lapavitsas, 1999, p. 154) and thus largely discussed with reference overall credit
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structures (e.g. Lapavitsas et al., 2012; McNally, 2009). This chapter then closes by
suggesting that, by approaching the crisis from the vantage point of the internal
contradictions of money as credit money, we may be better able to situate the Bank of

England and its changing role since 2007.

Post-structural Political Economy

The post-structural approach utilised by Langley in Liquidity Lost provides a rich and
broad account of how the crisis and the post-crisis reforms were constructed as a series
of technical problems, where malfunctioning markets required the sovereign action of
state institutions. This depoliticised the issues and, through the maintenance of
“consensus”, closed the space for voices of dissent (Langley, 2014; see also Ranciere,
2014). Specifically, this took the form of problematising the crisis as issues of liquidity,
toxicity, solvency, risk, regulation and debt, each of which evoked a response from

various parts of the state’s governance apparatus.

In doing so, Langley has provided a complex and rich account of the crisis. An
approach which shows how the articulation of the crisis by states and central banks
coalesced around themes of maintaining confidence and technicality. Problems to be
‘governed by and through the economy’ (Langley, 2014, p. 167) — i.e. by market forces.
This ensured the legitimation of the use of sovereign modes of domination and violence
to secure the existing conditions of Anglo-American capitalism. This prevented
contestation of neoliberal paradigms through the framing of the problem itself. This also
departs from the state-centric approaches by emphasising the ‘discrete, multiple, and, at
times, highly experimental, attempts to govern the crisis’ (Langley, 2014, p. 172) through

a variety of different governance apparatus, such as central banks, legislators, and treasury
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officials. Furthermore, Langley highlights how these delineated problems were
necessarily limited and led to the material permutation of the crisis, thereby requiring the
construction and re-construction of the crisis as separate delineated issues requiring the

marshalling of distinct components of the state in response.

The Bank of England emerges in this narrative in response to the initial
problematisation of the crisis as a liquidity crisis. Langley presents the case that the initial
phase of the crisis was essentially constructed as a problem of ‘counterparty risks’, as
highly leveraged banks restricted lending to each other (Langley, 2014, pp. 38-39),
stopping the otherwise smooth circulation of financial assets (Langley, 2014, p. 45). Thus
‘at the outset, the crisis was rendered as a technical problem-object of liquidity in order

that it could be acted upon’ (Langley, 2014, p. 56).

This action was ultimately to be taken by central banks whose debt was the
ultimately liquid asset as the ultimate means of exchange and payment (Langley, 2014,

pp. 52-53). The task defined as the need to:

return markets to their liquid norm, restoring the continuous and uninterrupted
exchanges and circulation which ostensibly take place as banks and financial

markets function smoothly to produce and allocate credit. (Langley, 2014, p. 46)

This meant central banks using Open Market Operations and their balance sheet to restore
confidence and liquidity to financial markets, thereby securing the security of an
increasingly financialised economy dependent on the everyday provision of private debt

(Langley, 2008).

This approach to the crisis as essentially a series of problems constructed and

responded to by governance structures does overcome several of the limitations of the
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‘orthodox’ literature. The emphasis placed by Langley on the crisis as a series of problems
constructed by the state brings together the three existing strands of IPE, Political Science
and Finance into a single narrative. In doing so it links the technical problems of the crisis
to the processes of state strategy and policy development. Processes which are engaged
in and articulated by experts such as central bankers in order to rationalise their actions.
Although Langley does not dwell on these points, his approach provides space for the
conceptualisation of the conflicts and actions of central banks within state structures as
central to the construction of the crisis and financial operations as technical problems,
through their depoliticisation and scientisation as independent technical experts.
Furthermore, his focus on the use of liquidity operations of central banks readily
acknowledges their key position within financial markets as the ultimate monetary

authority and the implication of their operations as the bankers’ bank.

That being said, the approach taken by Langley has several significant deficits.
Firstly, this approach overplays the consensus over how the crisis was to be defined. The
initial phase of the crisis was not one of a clearly defined and operational ‘liquidity crisis’,
as implied by Langley. Rather it was heavily contested in the UK as to whether the crisis
was one of liquidity or solvency, with the Bank and the Treasury taking opposite views
(Darling, 2011). Even when in early 2008 it was apparent that liquidity was a central issue,

the Bank was limited in how and why it would extend its facilities.

More importantly, Langley’s account focusses too heavily on the discursive
element of the crisis in its problematisation. The implicit linkages between concepts such
as solvency, liquidity and toxicity are unexplored, as are the material implications of the
action taken by sovereign authorities in shaping the materiality of the crisis. Equally this

approach, almost by definition, cannot engage with the material reality of the crisis. By
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focussing on how it is conceptualised, its structural reality is left undeveloped. That
liquidity, credibility and solvency as well as risk, regulation and debt are material and
with material consequences is acknowledged but subordinated to their conceptualisation
as problems. The fact that legislation and money have important, material and social
effects beyond their definition or conceptualisation in a particular manner, is left

unexpanded.

Finally, and perhaps most importantly, Langley’s account is devoid of agency.
Why was it that the consensus sought to depoliticise the crisis responses? Why were
certain courses of action taken and others not? What and who were the key structures and
actors driving this? What material limitations did they face and what were their objectives?
Are all left undisclosed. The relations between the various components of the governance
architecture and how their material circumstances, as well as their conceptualisation of
them, shaped the course of the crisis are a key missing component of this approach if we

are to understand the changing role of the Bank of England.

The core argument of the final part of this chapter is that a historical materialist
approach to the crisis has the potential to overcome both the limitations of the ‘one-sided’
abstractions of orthodox approaches and the deficits of the post-structural approach. The
following outlines how current historical materialist works have sought to approach the
crisis and their limitations in engaging with central banks, such as the Bank of England,
as actors and institutions. Specifically, while they provide a foundation for understanding
the implications of the crisis and the money form, their conception of credit money limits
their current explanatory value. The financial section then presents the case for
developing a clearer historical materialist conception of credit money as an approach to

the study of the Bank of England.
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Historical Materialist Approaches to Money and Crisis

While Marxian writings on both finance and the crisis are varied and extensive (e.g.
Harvey, 2010; Kliman, 2011; McNally, 2009; Roberts, 2016), relatively few engage with
the role of central banks like the Bank of England. The exception to this is the work of
Costas Lapavitsas, whose early work (Itoh & Lapavitsas, 1999; Lapavitsas, 2001b) deals
explicitly with the role of central banks in late capitalism and whose account of the GFC
in the EU positions the European Central Bank as a key actor and institution (Lapavitsas
et al., 2012). Furthermore, the approach taken by Lapavitsas is relatively typical of
‘orthodox’ Marxian accounts of finance and crisis and he has been extensively involved
in debates around the nature of money in capitalism (Fine & Lapavitsas, 2000; Lapavitsas,
2003, 2005). For ease of exposition the rest of this chapter, and the subsequent chapter
outlining the approach adopted in this thesis, will be predominantly positioned in respect
to his work — signalling, where appropriate, other authors who make similar points or

provide alternative approaches.

Central Banks in Marxist Theory

Marxian analysis of central banks comes after the derivation of the credit structure from
money and exchange. This approach is expanded on further in chapter three. However,
for the purpose of this review of Lapavitsas’ contribution, the following summary should

suffice.

Marxian approaches, such as Lapavitsas’, to credit and central banks begin from
what Schumpeter (2006) terms a ‘monetary theory of credit’ (p. 686). They begin from a
fixed notion of money and then posit credit in relation to it. Money is derived from the

relationship of exchange as the ‘universal equivalent ... the commodity that can buy all
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others’ (Lapavitsas, 2003, p. 56). This is distinguished from credit and credit-money, such
as bank-notes, which are conceptualised as placeholders, representing but not embodying

the value of ‘money proper’ (Itoh & Lapavitsas, 1999, p. 45; Lapavitsas, 1991, p. 309).

The reason for this separation comes from the derivation of money from exchange
and the expression of abstract labour in a single commodity (see Marx, 1974, pp. 54-75).
The ‘moneyness’ of money comes from its monopoly on the ability to purchase (Fine &
Lapavitsas, 2000). That is, it is the single commaodity that can be exchanged for any other
commodity and through which other commodities realise their value. Money does not
exist as an abstract unit of account for Lapavitsas but is a real object which enters into
relations with other objects in the process of exchange (Lapavitsas, 2003). The supply of
money is regulated through the process of hoarding and dis-hoarding — in contrast to the

quantity theory of money (see Campbell, 2005).

Credit is initially posited in contrast to this real object of money as a promise to
pay the latter in the form of trade credit (Itoh & Lapavitsas, 1999, pp. 86-89). However,
with the development of banking this private relation of trust becomes socialised as
hoards are centralised and capital accumulation is increasingly funded not by the presence
of hoards deployed as capital but through credit lines (Fine & Lapavitsas, 2000, p. 370).
Money becomes increasingly dematerialised and replaced by fiat currency and bank-notes,
which enable the continued circulation of commodities without the immediate presence
of the money commaodity. These new money forms, however, still depend on the presence
of money proper — the money commodity — for the clearing of debts and ultimate

settlement (Itoh & Lapavitsas, 1999, pp. 99-100).
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Central banks emerge as the central hoard of money proper, thereby substituting
its credit as the means of national payment of debts and ensuring its convertibility into
the international means of payment — money proper (Lapavitsas, 2001b, pp. 180-184).
Central banks perform two key functions. Firstly, as the national hoard of money they
regulate the means of international payment, and, secondly, as the provider of the national
means of payment they regulate the national production of credit money through the
provision of liquidity and crisis facilities (Itoh & Lapavitsas, 1999, pp. 154-163). In short,
they mediate the national and international monetary and financial systems and associated
crises. These two objectives are potentially in conflict as the easy provision of domestic
settlement, central bank reserves, facilitates the expansion of credit, which risks
decoupling the value of bank money from money proper, creating space for arbitrage and
speculative crisis. Meanwhile, too tight a policy through restrictions on issuance or high

interest rates risks bank insolvency and the failure of bank money (see Lapavitsas, 2001b).

This approach does have significant resonance with the experience of the global
financial crisis in the UK: for example, the critical importance of the swap line with the
Federal Reserve for the Bank of England’s lender of last resort operations and the issues
of liquidity and solvency for UK banks at the centre of the Bank of England’s response.
This approach, in its basic description of the operation of central banks and modern
money, is highly problematic. Specifically, there is the issue of how to concretely define

‘money proper’ — especially since 1971.

Within the gold standard and the Bretton Woods currency arrangements with the
Dollar peg, the notion of the money constraint as a relatively fixed object and the
credit/money distinction bear significant weight. However, in the post-1971 period,

where the global means of payment are bank money with no ‘higher’ reference, the
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distinction between bank money and money proper becomes untenable. This is because,
although suspension of convertibility of a national currency into the world money would
regularly occur under both the gold standard and the Bretton Woods system, it would
necessarily still maintain this link as it was exchanged on money markets — just at a
variable rate of exchange (Marx, 1973, pp. 130-136). With the abolition of the global link
to gold and the sole use of the US Dollar as the world money, which has increasingly
become contested, the global payments system has become based on a system of clearing

institutions operating in a variety of denominations and covering variable areas.

This has posed something of a problem for the orthodox approach to credit and
money in Marxian theory. Either the credit/money distinction must be abandoned and the
relationship between bank money and the economy re-conceptualised or the distinction
must be redrawn. The solution most often posited is that the modern circulation of money
is a relationship between the “proper” money of state-backed fiat currency — central bank
reserves, notes and coin — and the bank money of private banks (Lapavitsas, 2013, p.
70). Through the control of this ‘high-powered money’ states and central banks continue
to limit, nationally and internationally, the expansion of money through monetary policy
(Itoh & Lapavitsas, 1999, pp. 163—166). This “state violence” approach essentially seeks
to maintain the traditional hierarchy, having substituted state power for gold. The money
constraint can still be said to bind as states set the level of fiat money available, and
globally the US determines the availability of the global means of payment (Marazzi,

1995, pp. 75-76).

However, this is increasingly problematic to maintain, as not only has the US

Dollar become increasingly contested as ‘world money’ (Cohen, 2016), but the creation
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of USD reserves is also largely an endogenous process (Federal Reserve, 2002). As the
Post-Keynesians have readily pointed out, central banks effectively face a choice between
setting the level of reserves or the cost of reserves (see also Goodhart, 1984; Moore, 2006).
The latter involves significant levels of market volatility and risks the credit structure.
Instead, central banks have tended to move towards steady changes in the market rate for
funds while leaving their supply relatively endogenous as a means of shaping credit
practices (e.g. Tucker, 2004). The base rate may then be used to target broad money
growth, as is the case in the Eurozone, but the narrow money identified by Lapavitsas as

‘money proper’ remains fungible and endogenous to the credit system.

Furthermore, the access to the international means of clearing in the UK is easily
provided through a currency swap line. In fact, since 1997 it has been the Treasury, not
the Bank of England, that holds the UK’s official currency reserves (Brown, 1997). Bank
of England currency reserves have been gained through the issuance of foreign-
denominated bonds by the Bank of England (Bank of England, 2017). In fact, the position
of the balance of trade and the exchange rate to other reserve currencies (Sterling being
the third main global currency since the introduction of the Euro) did not surface as a
significant concern throughout the crisis other than in post-hoc diagnosis of structural

imbalances (e.g. Brown, 2010; Cable, 2010; King, 2016).

In essence, the notion that the credit/money distinction can be maintained is
problematic at both the national and the international level, even when appealing to ‘state
violence’ and fiat money as the foundation of the credit supply. This is because at both
levels the supply of ‘high-powered money’ is determined as much by the expansion of
private bank money as by the actions of the central bank or state. The two essentially exist

in an interdependent manner as a part of a broader credit structure. Reducing the central
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bank to the manager of ‘money proper’ or the means of international payment is highly

problematic.

Crisis in the Eurozone

This approach to the study of central banks is reiterated by Lapavitsas et al. (2012) in

their account of the Eurozone crisis:

[Clentral banks can act as the last line of defence because their liabilities are the
most acceptable form of credit money. The ultimate guarantor of this function,
however, is the state whose power — fiat — turns the liabilities of the central
bank into legal tender for commercial and other obligations. The state is also the
ultimate guarantor of the solvency of the central bank which remain, after all, a

bank. (Lapavitsas et al., 2012, p. 168)

In essence, this reiterates the “state violence” approach to the understanding of modern
money and finance. That being said, the materialist account provided in many ways

overcomes the limitations of the other approaches considered so far.

In their account of the development of the crisis in the Eurozone, Lapavitsas et al.
(2012) focus on the structural configuration of the Eurozone as possessing a supranational
monetary authority (the ECB), national fiscal authorities and integrated financial sectors.
In doing so they draw out how the structural interconnections between these three
components and the underlying political project of Economic and Monetary Union both
limited and shaped the development of the crisis. This in turn was embedded in a narrative

of economic imperialism and class struggle.
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The ECB is placed squarely as a key actor within the Eurozone crisis, as are the
political implications of its “technical” operations. Firstly, its pre-crisis money market
operations are linked to the financialization of the Eurozone as it chose to accept private
securities alongside public debt, essentially placing itself as a funding counterparty to
commercial credit expansion (Lapavitsas et al., 2012, p. 43). Secondly, the levelling of
sovereign debt in refinancing operations led to competition between states for funds as
the crisis unfolded, in part exacerbated by the ECB’s liquidity operations (Lapavitsas et
al., 2012, pp. 53-58), with core (i.e. French and German) banks seeking to garner profits
from increased lending to the periphery (Lapavitsas et al., 2012, pp. 100-102). This then
sparked further crisis as national governments eventually had to both recapitalise certain
banks and bear the costs of recession, worsening their fiscal position and sparking a

sovereign debt crisis (Lapavitsas et al., 2012, p. 99).

The political separation between the fiscal authorities and the monetary authority
with integrated finance then came to bear with full force on the Eurozone, as the
imperialist desires of core nations and the needs of finance came to take priority over
those of labour and the periphery (Lapavitsas et al., 2012, p. 167). The ECB remained a
key actor in these developments. It sought to exert discipline on the periphery nations
while absorbing some of their losses as it attempted to secure the needs of finance
(Lapavitsas et al., 2012, p. 169). This reveals a dissonance between the ECB’s overriding
desire to secure the needs of finance and transnational capital at the expense of periphery
nations and debtor states. This account thereby overcomes the limitations of the
mainstream accounts by weaving the three aspects of central banking — state action,
policy making, and technical operations — into a single narrative and explanation based

on the conceptualisation of the EMU project as one of monetary imperialism.
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The limitations of this account and approach, however, are threefold. Firstly, as
noted above, the conceptualisation of central banks and banking employed is problematic.
Secondly, the reasons for the ECB's decisions and reactions are largely ascribed to the
institutional peculiarities of the European project. So when seeking to understand the
development of the Bank of England, whose institutional arrangements are not in the least
like those of the ECB, its explanatory power is limited. Finally, the questions of agency
and problematisation of the crisis are left undeveloped. What was done, and its

implications, is readily accounted for, but why it was done is not.

That being said, the historical materialist approach does appear to offer the best
starting point for the conceptualisation of the Bank of England from 2006 to 2015. Firstly,
the approach both identifies potential underlying problems facing central banks due to
their relation to money and credit and then articulates their implications for crisis
strategies. Secondly, this is embedded within a broader framework that allows for the
importance of institutional configurations and politics in shaping policy decisions, which
are then also evaluated in terms of both their technical and political significance. The
closing section of this chapter expands on how this thesis seeks to take the historical
materialist approach forwards by making some minor revisions to the conceptualisation
of central banking and how this enables us to provide a clearer reading of the changing

role of the Bank of England from 2006 to 2015.

Il.v. Steps Forward

Three conclusions can be drawn from this chapter. First, the majority of approaches to
the study of the Bank of England from 2006 to 2015 emphasise one aspect of the Bank’s

activity to the detriment of others. These ‘one-sided’ abstractions, however, do highlight
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three important aspects of the Bank: that its strategies are closely connected with broader
state strategies; that the development of these strategies is contested internally with
implications for both parties; and that the Bank's main position of power and operational
role comes from its relation to the credit structure, which not only enables it to influence

financial activity but also sets the limits of such action.

Second, it is possible to integrate these approaches by approaching central banks
from broader critical perspectives. However, this broader critical approach needs to
engage with the historical and material practices and problems faced by the Bank of
England. Rather than seeking to articulate how they are conceptualised and thus engaged
with by policy actors, an analysis of the Bank of England should begin from the
underlying conditions and problems of its existence. The work of Costas Lapavitsas and
his collaborators has made significant steps in providing a framework that facilitates this
by focussing on the position of central banks in the credit structure and the money relation,
thereby linking the technical, political and state strategy implications of the crisis

development in the Eurozone.

However, the third conclusion remains that the approach provided by orthodox
Marxian accounts is problematic due to the maintenance of the credit/money distinction.
By maintaining this distinction, the central bank problem is incorrectly posited as one of
mediating national and international money and credit and is focussed on world money.
What this final section argues is that a more fruitful historical materialist way forward
can be found, and this will be developed in the next chapter, by drawing on 1. I. Rubin

(1973) and the Open Marxist tradition on the Money and State forms.
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Rubin’s approach to money differs from that of orthodox Marxian approaches in
that he emphasises the content of money as an organising social relation rather than as a
set object or thing. While he agrees that it is not a simply a symbol, the crux of money is
its relationship with the circulation of commodities and it may take many material forms
(Rubin, 1973, pp. 7-13). Chapter three builds on this alternative starting point to the study
of money as a social relation and the thesis draws on the work of Simon Clarke and the

Open Marxists on the contradictory nature of money in capitalism.

This serves as a starting point for what the broader social problems are that the
Bank of England faces as a monetary authority. Rather than placing the centrality of its
role as a mediator of national and world moneys, as done by Lapavitsas, the Open Marxist
approach places at the forefront the problem of managing money as a contradictory social
form. This is combined with the recent work of Daniela Gabor (Gabor, 2014b, 2016a;
Gabor & Ban, 2016) and Post-Keynesian/Minskyan authors (Bell, 2001; Ingham, 1984;
Mehrling, 2000b, 2011) on the structural interconnection of states, finance and central
banks in the production of credit money, drawing out the political economy implications
of these connections (see also Burn, 1999; Green, 2016). Chapter three argues that we
can move to a more insightful notion of the central bank problem by utilising a money

view based on the complexities of both money in general and of credit money.

This approach is then applied in chapters four to seven to unpick how the pre-
crisis reforms to the Bank of England shaped its available governing strategies when faced
with the central bank problem (chapter four) and how this then shaped the crisis response
in the UK (chapter five). The subsequent money market reforms and ‘exceptional’
monetary policy, such as quantitative easing, can then be understood as changing money

management strategies as the limits of one strategy are met and another is sought (chapter
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five), with sweeping political economy implications as the Bank of England became
increasingly exposed to both the financial needs of capital and the state. The implications
this had for the management of finance and banking as the ultimate producers of money
and the empowerment of the Bank of England as the primary supervisor and regulator
can then be seen in the light of both the money problem and the shifting needs of the Bank

as a monetary authority.

58



II1. The Central Bank Problem

As material representative of general wealth, as individualized exchange value, money
must be the direct object, aim and product of general labour, the labour of all individuals

(Marx, 1973, p. 224)

the creation of cash ... is open only to the government and — in a special way — to banks
(although in principle every unit can “create” money-the only problem for the creator
being to get it "accepted")

(Minsky, 2008, pp.78-79)

The typical modern banking system consists of a Sun, namely the Central Bank, and
Planets, which, following the American usage, it is convenient to call the Member Banks

(Keynes, 1930, p. 8)

Before discussing how the role of the Bank of England changed from 2006 to 2015 it is
important first to establish the framework for understanding and explaining these changes.
The approach adopted by this thesis is broadly historical materialist, as it limits the
possibility for ‘one-sided’ analyses of the Bank of England by positioning it within both
the broader social relations of capitalism and the particular historical conditions of the
British state system. This chapter operates at the more general of these two levels by

positing a ‘central bank problem’ that underpins the subsequent analysis.
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In doing so this chapter also seeks to update the orthodox historical materialist
approach to the study of money and central banking. For simplicity we will take the work
of Costas Lapavitsas as the contemporary representative of this approach, as his work on
credit and financialisation explicitly addresses the problems of finance and central
banking (Lapavitsas, 2006, 2013, 2016). However, similar patterns of analysis and
conclusions can be found within the Marxian literature more generally (e.g. Aglietta, 2001;
Clarke, 1988; de Brunhoff, 2015; Fine & Saad-Filho, 2016; Harvey, 2006). This approach
starts by first deriving money as an object — the money commodity — which serves as
the linchpin of the monetary system and from which other monetary forms — fiat and
credit — are derived. These subordinate forms are constructed as representations or
symbols of the ‘money thing’ and ultimately must be reconciled with it through the central
bank. The central bank problem is thus derived as one of managing the vertical conversion
between subordinate or national money forms and the ‘money proper’ of world money

— which while no longer a commodity operates in the same way.

This chapter argues that, while this approach may capture the predominant
problem for some central banks today and the Bank of England at earlier points in history,
this approach is insufficient to the study of the Bank of England in the 21% century. This
is because the orthodox approach articulates the central banking problem as one of
managing the vertical relationship between domestic credit and fiat money and the
ultimate means of payment — ‘world money’. Additional policy concerns of inflation,
economic activity and balance of payments are characterised as the result of political
pressure rather than as being inherent to central banking (Itoh & Lapavitsas, 1999, pp.
164-165). However, the Bank of England did not face a significant problem of

international payments in 2006—2015, and the problems and crises encountered were both
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the result of and resulted in political contestation. Its core problems were better
characterised by what Mehrling (2011) refers to as the ‘inherent instability of credit’,
where the relationship between money as credit and economic activity broke down (pp.

12-16).

The majority of this chapter thus presents an alternative approach to the study of
money and central banking within historical materialism. By drawing on the work of I. I.
Rubin (1973) and deriving money from generalised exchange rather than individualised
exchange, this alternative approach first develops money as a social relation in capitalism,
before asking how different objects become socially positioned as money (Lawson, 2016).
This means that the category ‘money’ remains open as a social form, in that it is ‘the very
stuff of conflict’ both between capitals and between capital and labour (Bonefeld &

Holloway, 1995, pp. 2-3; see also Burnham, 1994).

This conflict manifests in the problems faced by monetary authorities in the
production and reproduction of money. These problems are historically and institutionally
specific, but revolve around maintaining the credibility of a particular money as money.
This involves both maintaining the link between a money and the circulation of capital
over time and the vertical and horizontal convertibility of money both within and between
denominations. The central bank problem can thus be derived as the need to maintain the
credibility of money as credit through the management of the banking system. This
manifests as a threefold problem: the need to maintain the link between a finite number
of commodities and a potentially infinite supply of credit money — price stability; the
need for the banking system to settle its immediate obligations — liquidity; and the need

for the debts that correspond to the circulating credit to be realised — bank solvency.
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This chapter proceeds as follows. Part one reviews the orthodox approach to the
central bank problem. Part two develops an alternative approach to the study of money
banking — positing a general problem for monetary authorities. Part three then posits the

central bank problem that forms the explanatory underpinning of the rest of this thesis.

I11.i. The Orthodox Approach

The orthodox Marxist approach sees money as originating historically and analytically
from exchange relations between ‘commodity owners who are essentially alien or
“foreign” to each other’ (Lapavitsas, 2003, p. 61). As they cannot appeal to customary
practices for exchange, they must place the commaodities in question into direct relation
with one another. Over time a single commodity then emerges as the general equivalent
through incidental and frequent requests for a particular commodity in exchange (Fine &
Lapavitsas, 2000, pp. 365-366; Lapavitsas, 2003, pp. 61-63, 119-124; 2005, pp. 392—
394). This particular commodity gains a limited ability to ‘buy’ others through its
privileged position (Lapavitsas, 2003, p. 63). Over time it eventually ‘monopolizes the
ability to buy’ (Lapavitsas, 2005, p. 392) as it becomes customarily fixed in exchange as
the general equivalent (Lapavitsas, 2003, p. 63) — it becomes money, the commodity in

which all other commaodities express their exchange value (Marx, 1974, pp. 56-74).

This initial or accidental form of money as a means of exchange and measure of
value then takes on new roles as exchange becomes generalised. It becomes a means of
hoarding wealth, a means of payment and ultimately, with the development of world
money, the ultimate means of payment (Fine & Lapavitsas, 2000, p. 366; see also de
Brunhoff, 2015). These further functions are linked to the development of credit as first

the lending out of money then to the creation of bank or credit money (Lapavitsas, 2003,
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pp. 71-79) as a new form of money alongside fiat money (Lapavitsas, 2000). Each of

these ‘stand in” for the ‘money proper’ of commodity money (Lapavitsas, 1991, p. 294).

Thus:

it is particularly misleading to identify means of commodity exchange as money’s
dominant function in ‘modern’ capitalist society ... the bulk of monetary
transactions in value terms — are no longer mediated by money but by credit.
Consequently, money in advanced capitalism functions primarily as means of

payment and element of hoards. (Fine & Lapavitsas, 2000, p. 370, emphasis added)

Although Lapavitsas does argue that other (non-commaodity) monetary objects such as
fiat money or bank notes can come to operate as money, and in fact that modern monetary
relations are no longer based on a commaodity standard (Lapavitsas, 2016, pp. 263-264),
this analysis rests on the notion of a ‘money proper’ (Lapavitsas, 1991, p. 294) or ‘world
money’ (Lapavitsas, 2006, pp. 136-137) which other monetary forms refer to or seek to
represent (see also Harvey, 2006; Marazzi, 1995). Fiat money ‘is a state-issued symbol
of commodity money’ (Lapavitsas, 2000, p. 646), while credit money is simply “promises
to pay” by banks or “claims upon their hoards” of money-proper (Lapavitsas, 1991, pp.

308-309).

The money problem implied by this approach is essentially one of convertibility
between moneys. Fiat and credit money are at best partial moneys, dependent in the last

instance on convertibility into “money proper” or “world money” as a means of final
payment (Fine & Lapavitsas, 2000; Fine & Saad-Filho, 2016; Lapavitsas, 2006). This is

constantly put at risk by the actions of banks and states in extending credit and fiat,
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respectively, fostering overaccumulation and ultimately payment failures — forcing crisis

(Lapavitsas, 2001; see also Lucarelli, 2010).

This approach thus derives the central bank from its role as the bankers’ bank, the
national reserve of the ultimate means of payment — world money (Lapavitsas, 2003, pp.
84-85). Thus the central bank’s credit is able to facilitate a more stable domestic financial
system by substituting itself for the scarce money commaodity (or foreign currency) for
the purpose of national payment, thereby limiting the demand for ‘money proper’ to
international settlements. The central bank problem is thus to protect its hoard and
maintain the link between the national and international circuits of money through its

hoard of ‘money proper’ (Itoh & Lapavitsas, 1999, p. 161).

The other features of the central bank as the state’s bank and as lender of last
resort are important to the extent that they provide legal status to the central bank’s issue
and enable it to stabilise and regulate the financial system by penalising excess and
preventing collapse (Lapavitsas, 2003, pp. 85-86). Meanwhile, the policy obligations of
price stability and economic growth are simply political demands made upon powerful
Western central banks which, post-1971, have been largely liberated from their need to
protect the national hoard of ‘world money’ (Itoh & Lapavitsas, 1999, p. 165; Lapavitsas,

2006, pp. 137-139) 7.

" It is worth nothing that some orthodox accounts such as Harvey (2006) and de Brunhoff (2015) do include
these as important functions of central banks. However, the ultimate constraint is maintaining the link
between credit and money proper/world money.
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Problems with the Orthodoxy

The definition of central banks as the national hoard of world money and the associated
problem of protecting this hoard are problematic for explaining the dynamics of the Bank
of England from 2005 to 2016. Liquidity and international payment needs did arise but
only briefly and were immediately resolved through the establishment of bilateral and
then multilateral currency swaps (McDowell, 2012; Mehrling, 2016). Meanwhile, the
Bank of England did face a significant series of domestic crises of money and credit which

were met with drastic and sweeping reforms — the subject of this thesis.

Thus while the orthodox approach does successfully identify an important concern
and problem for many central banks today, and one that has historically been crucial for
the Bank of England (see Clapham, 1944a, pp. 24-26; 1976; Sayers, 1976, pp. 264-272),
it lacks explanatory power for the case at hand. This is because it overemphasises the
“thingness” of money as an object rather than as a social relation (see Ingham, 2001,
Zelizer, 2000) and thus identifies the Bank of England by its role as the hoard of this
‘money thing’. Instead, this chapter proposes an approach to money which focuses on its
role as a contradictory social relation and the role of the Bank of England in mediating
and managing these contradictions. This is a preferable treatment because it both contains
the problem identified by the orthodox approach and provides a means of understanding

the crises and problems facing the Bank of England in 2006-2015.

I11.ii. An Alternative Approach

Instead of beginning from the moment of isolated exchange, the approach adopted here

begins from capitalism as a mode of production within which exchange and money are
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pivotal social relations. It seeks to understand money first as a ‘social form’,
simultaneously the consequence of the relations of production and the premise of these
relations (Rubin, 1973, pp. 22-23), before investigating the processes by which an object
becomes socially positioned as money (Lawson, 2016). This enables the articulation of a
general money problem within capitalism, which is then used to understand the more

concrete problems of producing and reproducing social objects as money.

To be clear, this approach does not assert the analytical primacy of the higher
levels of abstraction. Instead, they are understood as general abstractions from the
complex historically specific materiality of which these abstractions form a part (Marx,
1955, pp. 95-96). Crucially, then, this approach does not attempt to understand the nature
of money, at either abstract or concrete level, as the result of its origins — historical
(Ingham, 1999, 2004; Wray, 1998) or analytical (Lapavitsas, 2003, 2005). To do so would
be to commit the ‘genetic fallacy’ — to confuse the origins of money with its modern
nature (Beggs, 2016, p. 466). This is not to discard history, but to assert that it is only
relevant to the extent it enables us to understand the current, historical and transient nature

of money in capitalism (Marx, 1973, pp. 102-103).

This development of the money and central banking problems then recognises
them as historically specific problems of differing generality. The central bank problem
is a particular concretisation of the money problem. Its derivation thus requires both a
process of deabstraction and historical development from the general money problem. On
the one hand, we move from contradictions of money in general to the problem of
monetary authorities and then central banks as a specific form of monetary authority. On

the other hand, we move through increasingly complex versions of money that have
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developed historically — commodity, fiat and credit — and their associated regulatory

structures in order to develop the practical realities of the central bank problem.

The Money Problem

Capitalism is predicated on two conditions: the development of exchange as the means of
social organisation (Rubin, 1973, pp. 6-12) and the separation of the labourer from the
means of production and reproduction, forcing them to sell their labour power in order to
survive (Meiksins-Wood, 2002, p. 96). In short, capitalism is characterised by production
for exchange and the sale of labour power (Marx, 1964, p. 67), processes necessarily

mediated by money (Hilferding, 2006, p. 35).

Money not only mediates this exchange, but is also the object and means of social
production within capitalism (Clarke, 1988, p. 86; Marx, 1973, p. 224). Marx expresses
this in the simple circuit M—C-M' (Marx, 1974, p. 153). Or, in other words, the process
of social reproduction begins with a sum of money [M] which is used as capital to
purchase the means of production. From this commodities [C] are produced and sold for
more money than was originally invested [M'], the result of which is then reinvested to
begin the production process anew (Campbell, 2013). Thus ‘money exists as the
incarnation of general social power’ (Harvey, 2006, p. 241) as both the means and ends

of social life (Clarke, 2003, p. 37).

Money itself, then, has a twofold character. First, it is the expression of general
abstract (exchange) value, though which all other commodities express and realise their
value — the moment C-M (Marx, 1974, pp. 108-110). Money exists as the measure of
abstract value, through which all commodities express their value and through which they

are valorised in exchange — the general equivalent (Marx, 1974, pp. 98-99). Money thus
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also has a reciprocal character — as the general abstract expression of value, money’s
value is that it can become any commodity (Marx, 1970, p. 48), the moment M-C.
Through the need to valorise labour and product through money, money gains the ability
to command the social product and labour (Marx, 1974, pp. 108-115). It is through money
that commodities, as values, metamorphose from one to another and thus the product of
labour/capital becomes the means of reproducing labour/capital (Marx, 1977, pp. 101-

104).

Within capitalism, however, this process contains a contradiction. Capitalism is
premised on the accumulation of profit and the constant expansion of capital
accumulation. Money [M] is used to exercise command over the means of production
through the purchase of capital and labour power [M—-C], which is then set to work to
produce [P] commodities of greater value [C'] which are then sold for more money [C'—

M+Am] or in full:

(Marx, 1971, p. 25)

This poses a tension on money as both the means of valorisation and as social command
(Clarke, 1988, p. 115). Within the expanding circuit, money as social command and
money as the valorisation of production are two different sums, M and M’ (Moseley, 2016,

p. 12).

This problem is not simply one of setting the supply of money at the ‘right’ level
to meet the needs of both. Capitals develop in an uneven manner with different firms,
sectors and regions facing different immediate problems in either securing the means of

production or valorising their product (Clarke, 1988, pp. 105-106). The organisation of
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capitalism through atomised markets means that individual capitals will tend to
overproduce and face realisation problems as they attempt to increase their productivity
(e.g. Hayek, 2002; Kalecki, 2003; Schumpeter, 1934). This places a constant demand for
an increasing supply of money by various sectors, which circulates without discrimination,
driving up all prices (Clarke, 1988, pp. 107-108). Meanwhile, capital’s reliance on
suppressing the costs of production, most importantly the cost of labour, means that
capital as a social relation requires monetary restraint to prevent escalating prices

(Cleaver, 1995).

This inherent instability also highlights a further component of the money
problem. The moments M-C and C-M are not simultaneous. Thus money also has a
fiduciary and temporal element to its existence. It is able to operate now as social
command and valorisation because it is also a store of value (Harvey, 2006, p. 245). It is
believed to hold its value and thus its existence as command over time (Reuten, 1988). In
short, a given monetary object is able to operate as money because a given network of
commodity traders believes that it will continue to do so over time (Dodd, 1994, p. xxiii).
This trust ‘operates on two levels: formally, relating to money as a social institution, to
money in general; and substantively, in actual transactions, relating to specific monetary

forms” (Dodd, 1994, p. 142).

Thus by approaching money first as a social relation, rather than as a thing, we
have derived an initial money problem: a need for a simultaneous excess and shortage
temporally maintained though socialised trust. This problem sits at the core of the central
bank problem as its most general expression. The specifics of the central bank problem
themselves are mediated by conditions of monetary production and regulation. The

existence of money as a social relation with contradictory preconditions already contains
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within it the premise of a regulatory process which mediates these tensions. That is to say,
money must be produced and reproduced as a contested social relation. It is this problem

that we turn to next as we move towards the central bank problem.

The Production and Reproduction of Money

The concrete practice of regulating monetary relations involves moving beyond the
abstract discussions of money as a social relation towards the practicality of producing
and reproducing monetary objects. This requires two further steps. First, we need to
conceptualise the relationship between the expression of value in prices and the monetary
objects that these prices refer to. Second, we need to situate the money problem within
the specifics of a given money form and its advantages and limits. Both processes reveal

the importance of monetary authorities in the production and reproduction of money.

Money-of-account and Monetary Bearers

Generalised exchange requires two distinct processes to occur. First, commodities must
become commensurable through the expression of their value in terms of a single unit of
account — they must have prices. Subsequently, they must be brought into relation with
and exchanged for bearers of this value (Marx, 1974, pp. 98-99). Following Keynes
(1930), we will refer the former as the ‘money-0f-account’ and the latter as ‘money’ (pp.

3-4).

As Ingham (2004) notes, the establishment of a money-of-account is ‘logically
anterior and historically prior to market exchange’ (p. 25). In order for prices to exist as
anything other than momentary ratios of exchange, there must be an independent and

stable means of measuring and expressing value (Ingham, 2001, pp. 309-310). This
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requires for its existence an act of sovereignty: whereby ‘what is to count as money and
how its myriad forms and media are to be recognized as belonging to the same class of
phenomena is established by “collective intentionality”’ (Ingham, 2006, p. 265). In other
words, there must be a monetary authority which declares and maintains the money-of-

account.

This does not mean, however, that the money-of-account exists independently of
the bearers of its value, as is posited by the chartalist tradition (Bell, 2001; Wray, 2000)
and increasingly by modern economic sociology (Dodd, 2005b; Ingham, 1999, 2004).
These approaches see money-of-account as an abstract and independent measure of value,
which money is then a signifier or symbol. This reproduces the notion of ‘money proper’
but instead of it being a monetary object it is an abstract monetary account of credits and
debts. What this confuses, however, is the process of measuring with what is being
measured (Lapavitsas, 2005, pp. 397-399); that is, it confuses between ‘substantive value’
and ‘formal value’ (Beggs, 2016, p. 470). While an authority — normally the state —
may declare the formal value of the money thing (i.e. its numerical value as money), what
this means in terms of external relations (i.e. in exchange, other moneys etc.) is clearly
not determined by the state but by the use and reuse of money in the economy (Beggs,

2016, pp. 470-471).

Thus money-of-account cannot be understood as a measure of value
independently of the bearers of that monetary value — money (Marx, 1974, pp. 98-99).
Equally the money-of-account cannot be subsumed into money, as this would require
declaring a specific social object as the measure of value, in which other objects are
money only in that they represent it — i.e. declaring it ‘money proper’. Instead, what is

proposed here is that it is preferable to think of the relationship between money-of-
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account and money as a ‘set’ relationship. For example, the set “Sterling” is defined by

its constitutive elements.

Sterling Coins
Sterling Notes
Sterling | Sterling Deposits
Sterlng Reserves
U e

Sterling does not exist independently of these components; meanwhile, these components
are money because they belong to the set “Sterling” while being qualitatively different

social objects. In this sense, money is a self-referential object (c.f. Konings, 2018).

Thus the process of producing and reproducing money is not distinct from the
production and reproduction of the money-of-account (Desan, 2014, pp. 1-8). The act of
producing money requires both the articulation of the measure and the production of at
least one corresponding object that circulates, thereby confirming the measure as an
expression of value (Reuten, 1988). These processes do not necessarily have to be
conducted by the same authority, and the ability to articulate a money-of-account does
not bestow a monopoly on the issue of money (Beggs, 2016; Dodd, 2005a). Indeed, the
process of money production and reproduction is a contested process with multiple issuers
vying for dominance both within and between denominations (Cohen, 1998). Thus the
relationship between different monetary objects is always the result of historically

specific contestation as struggle over money.

Some general statements can be made at this point, however, about the general
problem faced by monetary authorities, such as the Bank of England. The primary
concern is maintaining the credibility of their issue as money (Barkin, 2003). Within

capitalism this means that it must both be a viable means of exercising social command

72



[M—-C] and be a viable means of valorising commodities at a profit [C-M'] and be
expected to continue being so: a fact realised through the constant use of money in

circulation (Marx, 1974, pp. 116-118).

If either of these conditions is undermined, then an issue may find itself replaced
and the monetary authority’s position may be challenged (Andrews, Henning, & Pauly,
2002). This may occur at two different levels. An issue may lose its position as a member
of a set and find itself replaced by a different issue of the same denomination. Equally, at
a general level, the denomination may lose its credibility and all issues of that
denomination may be threatened. In short, there may be a crisis of a particular money or
of money in general. Or to place it in more concrete terms, the Bank of England
encountered the failure of Northern Rock in 2007 as a crisis of a particular money —
Northern Rock’s deposits. But it faced the aftermath of Lehman Brothers as a crisis of

money in general, as the entire banking system faced failure, risking all Sterling deposits.

The following develops at a relatively high level of abstraction the way the three
main types of money — commodity, fiat and credit — are produced, reproduced and
contested. The order of exposition is one of analytical complexity not historical
development. This allows the identification and elaboration of a series of regulatory

processes and subordinate requirements for money production and reproduction.

Commodity Money: One Money, One Authority

The simplest and earliest form of money is commodity money. This would normally take
the form of coins minted from precious metals by a certified authority — the mint. Their
value and use in exchange were theoretically the result of their substance as precious

metals and the need to pay taxes with appropriately minted coins (Ingham, 2004; Wray,
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2015). This would then guarantee their use in exchange, as taxes drove the demand for

them and their value was secured by their substance.

In principle, then, commodity money would be self-regulating. Due to its intrinsic
value, if there were not a suitably profitable means of employment, either in consumption
or as capital, the holder of commodity money would simply withdraw it from circulation
and form a hoard (de Brunhoff, 2015, pp. 32-33; Lapavitsas, 2000, p. 643). Money would
then be released from the hoards as and when profitable employment returned (Marx,
1970, pp. 104-107, 126). Thus, the moments M—C and C-M’ would be mediated by the

surplus of commodity money previously held idle (Marx, 1974, p. 134).

The reality, however, was that commodity money was almost always in short
supply and was valued at above its substantive value. Gold and silver scarcity was a
recurring and persistent feature of premodern exchange (Di Muzio & Robbins, 2017, pp.
61-63). The development of capitalism as a process of expanding value, M to M’, was
facilitated by the influx of both gold and other commodity metals from the colonisation
of South America (Ferguson, 2008; Galeano, 1973; Vilar, 1984) and the development of
credit money as a means of overcoming the limitations of commaodity money (Ingham,
1999). Even the 19™-century gold standard, which was a system based largely on the
circulation of credit money, tended to generate deflationary pressures punctured by gold
rushes as new sources brought new supplies into circulation (Wood, 2005, pp. 273-274),
such that the Bank of England, the primary authority behind the standard (Eichengreen,
1992), was regularly forced to cease convertibility due to shortages of gold (see Clapham,

1944a).
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This problem of a shortage rather than a surplus of the base material for
commodity money meant that commercial enterprises faced a constant risk of default and
failure. Falling prices would risk nominal returns below those necessary to realise a profit
and meet contractual obligations such as wages (Polanyi, 1944, pp. 201-207). Thus it
would be common for local alternatives to circulate alongside the official currency, which
led to a ‘tiered monetary order’ of local tokens and national money (Gilbert & Helleiner,
1999, p. 3; see also Marx, 1970, pp. 110-113). This environment of shortage also allowed
for the circulation of debased, worn and clipped coin on a par with freshly minted coins
and the extraction of seigniorage by states as an accepted form of taxation (Knafo, 2013,

pp. 47-52).

At the same time, opportunity for debasement and seigniorage was limited by the
competition between states for the scarce base material of coinage and for monetary
dominion, as different denominations would regularly circulate alongside one another
(Cohen, 1998). This was to a certain extent overcome through the use of bimetallic
standards, where two commodities (gold and silver) would answer to the same title. This
masked the implications of reminting by adjusting the ratio of conversion between the
two, a feature which also allowed for the management of national and international
circuits, as gold tended to be used for international exchange while silver predominated

nationally (Knafo, 2013, pp. 47-50).

Thus, even commodity money was an actively managed money, which rested on
the credibility of the mint as a monetary authority and its ability to attract bullion for
minting and circulation. State violence would also have to be leveraged to preserve the
value of coins by punishing forgery and securing the collection of taxes to drive the

demand for its coin (Ingham, 2004). At the same time, the credibility of its issue was
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partially based on the ability of its coin to be converted cither into another state’s —
through reminting — or its base materials (Graeber, 2011, p. 213). When faced with a
self-interested and arbitrary monetary authority — the early modern state — the ability
to convert a given coin into another’s was important in securing its acceptability by

merchants as traders in uncertain times.

Thus, the study of commodity money reveals two important processes in the
production of money. First is the role of hoarding as a regulatory process, whereby
monetary circulation is characterised by a process of “efflux” and “reflux” from hoards.
This is a process which maintains the circulation of money by interrupting it (de Brunhoff,
2015, p. 42), an interruption which in crisis can spiral downwards, as the withdrawal of
funds against uncertain futures undermines the ability for money to operate as the moment
C-M’, as in 2008-09. Secondly, there is the importance of convertibility in securing the
credibility of money through the linking of national and international circuits. Given a
money of uncertain credibility, the ability to convert it into another, albeit at a price,
secures the temporal validity of the issue, which in turn reveals the essentially hierarchical
nature of money — a hierarchy at the top of which today sit central banks. It is with these

themes of hoarding, convertibility and hierarchy in mind that we move on to fiat money.

Fiat Money: Two Moneys, One Authority

Fiat money is money that is created by the decree of an appropriate authority — normally
the state. Its substance is the authority of the issuer and its social position as money —
the willingness of society to accept the authority of the issuer (Beggs, 2016). Thus, unlike

commodity money, whose position as money is secured by a combination of the authority
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of the issuer and its transmutability, fiat money is based entirely on its acceptance in

exchange (Marx, 1970, p. 121).

This can be the result of any number of processes. The most obvious is the ability
of the state to declare its issue legal tender and to enforce its acceptance in exchange and
the payment of debts and taxes through violence (de Brunhoff, 2015, pp. 46-48; Ingham,
2004; Wray, 2015). Equally customary practices can establish and stabilise the use of
otherwise worthless tokens in exchange through their repetitive use and thus their

constant affirmation as money (Marx, 1970, pp. 116-117).

In terms of regulation, there are two key distinctions between fiat and commodity
money. First, the position of fiat as money depends entirely on its acceptance in exchange
both as social command [M-C] and as a means of valorising product [C-M']. Unlike
commodity money, it cannot be repurposed in any way. Secondly, the quantity in
circulation is predominantly exogenously determined and its value is thus set by its ratio
to the needs of circulation (Hilferding, 2006, pp. 38-47). Thus, while fiat is ‘liberated
from any physical production constraints’ that hamper commodity money (Harvey, 2006,

p. 244), it is also more fragile as a social relation in need of conscious regulation.

While a sufficiently credible fiat would also be regulated by the process of
hoarding/dishoarding (c.f. de Brunhoff, 2015; Lapavitsas, 1991, 2000), this is only
possible if the value of fiat remains relatively stable over time (Harvey, 2006, pp. 245—
246). If this is undermined through high inflation, or the credibility of the issuer’s fiat is
otherwise threatened, hoarders will begin to dishoard fiat in order to realise their hoard’s
value before it is diminished. This would then trigger further price rises as effective

demand outpaces production, leading to further dishoarding and so on. It is worth noting,

77



however, that there is some scope for inflation before a crisis is triggered. Money is not
solely held because of the lack of immediate profitable employment but also as a reserve
against uncertain futures (Fontana, 2009, pp. 61-64). This means that the hoarders of
money are willing to accept a certain amount of depreciation before abandoning their

hoards. Thus the constraint facing fiat currency is not no but low inflation.

Thus, fiat money rests entirely on the ability of the state to actively manage the
money supply in keeping with the needs and rhythm of circulation (de Brunhoff, 2015, p.
33). Any issue above the bare minimum required for circulation in general will risk a
dislocation of prices (Marx, 1970, pp. 118-120). However, the creation of fiat is an
explicitly political action and thus is open to contestation as authorities come under
pressure to use their fiat to accommodate rising costs of production or to achieve other
political goals. Furthermore, a reduction in the supply of fiat would require the state to
destroy some of the money it collects in taxes (Hilferding, 2006, pp. 55-56). Thus there
is a predisposition towards over issue and inflation, which threatens the ability for fiat to

act as a store of value and undermines hoarding as a means of regulation.

A similar problem of value in exchange arises when we consider how fiat money
relates to other money forms. Up to now we have discussed fiat as the sole money in
circulation. Once we introduce the reality of parallel moneys — either of the same
denomination or different — the problem of convertibility arises. For the holder of
commodity money its exact form is only of limited relevance, as it can be literally
transformed into any number of other forms and either sold as a commodity or simply
transmuted into a different money (Marx, 1970, p. 107). Meanwhile, fiat money, as the

decree of a monetary authority, can only be converted through exchange (Marx, 1970, p.
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119). Thus its convertibility is dependent on there being another who wishes to hold it —

i.e. its credibility as money.

This problem occurs at two levels: between denominations and within
denominations. For simplicity we will assume that there are only fiat and commodity
moneys in circulation and that each denomination has only one issuing authority. The
first thing to recognise in a monetary system of qualitatively different moneys is that there
will emerge a hierarchy between the qualitatively different moneys and authorities. Some
authorities’ issues will be more desirable than others’, either because the transactional
domain is larger and more profitable or because its authoritative domain and its credibility
are such that it is more reliable and convertible (see Barkin, 2003; Cohen, 1998, pp. 113—
118). Thus, monetary authorities need to secure vertical convertibility into regional or
global means of payment and exchange. Failure to do so risks a currency crisis, as holders
collectively seek to convert their domestic money into the means of international payment,
abandoning the domestic currency (Helleiner, 2002). This can be achieved either by
guaranteeing convertibility through the amassment of reserves of the global money (Marx,
1974, p. 143) or through the strength of the domestic circuit increasing the demand for
the corresponding money (De Grauwe, 1996). In short, the credibility of money is
determined not only by its relationship to the domestic but also by its relationship to the
international circuits of capital (Clarke, 1988, pp. 115-119) through direct convertibility

either into commaodities or into other denominations.

At the same time, the existence of two bearers of the same denomination creates
a problem of parity. In normal times, commodity and fiat would bear the same value.
However, as commodity money is the more secure of the two, it would form the majority

of the hoards, leaving fiat as the predominant circulating medium (Hilferding, 2006, p.
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55). Thus a hierarchy would emerge whereby fiat would be ‘the shadow of gold’
(Lapavitsas, 2016, p. 112), either because it was directly convertible into gold at the mint
or because it circulated on the premise that it could be converted in exchange and thus
hoarded (Hilferding, 2006, pp. 56-58). In short, due to the qualitatively different
substances of different moneys, they will come to take on hierarchical and specialised

functions and uses while being quantitatively equal (Mehrling, 2000).

Now let us assume a general rise in prices, whereby the nominal value of currency
becomes significantly lower than the material price of commodity money. There are two
potential outcomes. Either Gresham’s law® takes hold and the inflation is allowed to
continue as holders of gold coin sell it at its base value for a profit — driving out the
superior money and worsening the quality of the money supply and thus its stability —
or the inferior money becomes devalued as traders refuse to accept it at par if at all. This
problem of convertibility exists regardless of the formal relationship, for if convertibility
is politically guaranteed through the ability to exchange directly with the authority there
will be a run, and if not private exchange will determine the ratio (Marx, 1973, pp. 131-
133). Both risk crises of money in general, as money breaks down either suddenly as

reserves are depleted or by slowly destabilising the circulation of capital.

Thus this highly abstract analysis of fiat reveals three additional elements of the
monetary authority’s problem: the need to secure the credibility of the relationship with

the circuit of capital; the need to secure the vertical exchangeability with international

8 “Bad money drives out good” — Gresham’s law originally applied to bimetallic standards where a
dislocation in the base to actual value of two commaodities would see the more undervalued one being
withdrawn, converted into bullion and then sold for the one of lower value for a profit (Knafo, 2013, p. 47).
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monetary circuits; and the need to secure internal parity between money forms and the
internal hierarchies of money. These problems exist for commodity money in the form of
the fiduciary component of worn coins (Marx, 1970, pp. 108-111), the problem of
securing gold through balance of payments and the instability of bimetallism (Knafo,
2006, 2013), respectively. However, unlike commodity money, where the instability rests
on the need to secure access to the scarce money commodity, fiat money is undermined
by its tendency towards excess and debasement of the monetary standard. Furthermore,

the risk is higher, as there is no external foundation to fiat’s position as money.

It is not surprising, then, that fiat money played a limited role in the development
of capitalism. In the UK, credit money was a stable medium for over 100 years before
fiat money, due to the lack of monetary credibility in the British crown in the 17" and
18™ centuries (Giuseppi, 1966, p. 7). However, it serves as a useful analytical stepping
point between the commodity money of early modern capitalism and the fully developed
credit money that came to dominate as capitalist money par excellence. Credit money
shares many of the same problems as fiat. Its substance is a decree of value by an authority
that has no use other than as money, and thus its substantive value is determined in
exchange. It thus faces the same problems of convertibility and hierarchy. Where it differs

is in its mode of production and reproduction as money.

Credit Money: Multiple Moneys, Multiple Authorities

The development of money and the money problem throughout this chapter has largely
focussed on abstract and historical forms that at first glance may appear archaic or
irrelevant to the question of central banking in the 21% century. Its purpose, however, has

been threefold. Firstly to draw out the underlying money problem that sits at the core of
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all monetary regulation — the tensions between M—C and C-M’ and the credibility of the
issuing authority in mediating them. Secondly, to demonstrate how this problem
manifests itself in other monetary forms alongside their unique problems of production
and reproduction as money. Finally, to develop through increasingly complex monetary
forms the processes and relations of hoarding/dishoarding, convertibility and hierarchy
that shape historical monetary practices. Having established these, we now turn to specific
processes and problems of the money form that dominates modern monetary affairs —
credit money — a problem which is aggregated in the form of the central bank problem
in the final part of this chapter. Next we will start with the “basic” disaggregated problem

to establish the foundational dynamics.

First, it is worth briefly recapping here the processes identified for commodity and
fiat. Commodity money is created by the direct transmutation of a commodity into money
through its division and marking as a denomination. Thus £100 of gold bullion becomes

100 gold sovereigns.

The Mint
Assets Liabilities
Period 1 Gold bullion
(valued at £100)
Period 2 100 Gold B
sovereigns

Fiat money is instead created simply by the act of decreeing a set of object money at a

certain denomination. Thus the state may simply print twenty £5 notes.
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The State

Assets Liabilities

Period 1 _ _

Period 2 Twenty £5 notes -

Both of these processes occur on the asset side of the issuing authority’s balance sheet
either through the transmutation of a commodity or the spontaneous creation of a
monetary asset. Credit money in contrast exists as a liability on the balance sheet of the
monetary authority, but as an asset on the balance sheet of the holder. This is because
credit money exists as a claim upon the assets of the monetary authority. It is issued either
in exchange for deposits of money issued by different authorities, essentially acting as a
central hoard of money, or through the exchange of credit where a claim on future money

Is exchanged for the current credit of the monetary authority (Keynes, 1930, pp. 24-25).

A Bank A Firm
Assets Liabilities Assets Liabilities
100 Sovereigns £100 Deposit £100 Deposit —
£100 Debt £100 Deposit £100 Deposit £100 Debt

In the first case, credit money simply exists at the nexus of monetary hierarchy, hoarding
and convertibility, developed though our investigation of commodity and fiat money. In
that it exists as a claim upon other moneys. Banking in this sense is simply a process of
intermediation between hoarders and those in needs of funds (Harvey, 2006, pp. 262—
263). Credit money in this sense makes up only a small proportion of contemporary

banking, where it is loans that create deposits rather than deposits creating loans.
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Modern credit money instead consists of the second process of ‘maturity
transformation’, where current money is created against a claim on future revenues
(Werner, 2014). To understand this, we need to include a brief investigation of money as
a means of payment. The circulation of commodities includes within it the separation of
the moment of payment with the moment of purchase (Marx, 1974, pp. 134-135); indeed,
very rarely are the moments simultaneous (Lawson, 2016, pp. 967-968). One normally
either pays for the commaodity in advance or through the extension of trade credit receives
the commodity after arranging to pay for it at a later date (Reuten, 1988, pp. 130-131). If
the individual’s credibility is insufficient, they may instead seek a more credible authority
either to guarantee their credit or to accept it in exchange for money (Hilferding, 2006,
pp. 85-86). It is the latter, monetary credit, that we are interested in here. This can take
two forms: either the lending out of an otherwise idle hoard of money, as was the case
pre capitalism (Ingham, 1999), or the substitution of the monetary authority’s credit for

the individual’s (Lapavitsas, 1991, pp. 304-307).

Unlike fiat, credit money has an inbuilt regulatory process when determining its
relationship to the circulation of commodities. As credit money is extended either against
already existing money or against a claim on future revenues, at the moment of its creation
it creates the conditions of its destruction (de Brunhoff, 2015, p. 75). In the first case,
where credit money is extended against a hoard of money, the credit money is destroyed

when certificates of deposit are redeemed.
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A Bank A Firm
Assets Liabilities Assets Liabilities
Period 1 100 £100 Deposit £100 Deposit -
Sovereigns
Period 2 B B 100 B
Sovereigns

In a similar manner, in the process of “maturity transformation”, a future revenue stream

is exchanged for money and sees the credit money extinguished when it is returned to pay

the debt.
A Bank A Firm
Assets Liabilities Assets Liabilities
Period 1 £100 Debt £100 Deposit £100 Deposit £100 Debt
Period 2 — _ _ _

Thus credit money will to a certain extent self-regulate, as it is extended against economic
activity (the source of future revenues) and is destroyed upon the completion of that
activity (the repayment of the debt) (Harvey, 2006, p. 246). Hoarding takes on a new
meaning with credit money, as it is not only the withdrawal of money from circulation as
a shield against uncertain futures or due to lack of profitable employment, but also the
destruction of money through the repayment of debt. A simple way of conceptualising
this is that agents have a hoard which can be either positive or negative. Thus dishoarding

can take the form of expanding debts as much as realising previously crystallised funds.

Hoarding/dishoarding thus emerges within credit money as the regulatory process

of the money supply. However, just as the hoarding of commodity money can risk a crisis
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of money by threatening the moment C—M’, the hoarding/dishoarding of credit risks both
excessive shortages and excessive surplus, threatening both moments. As it is, the hopes
and fears of the future shape the desire to spend today or save for tomorrow. Thus, while
hoarding/dishoarding may emerge as the central link between the production of money
and the economy, it does not bring with it stability, but can be threatened both by excess
and by the credibility of the issuing authorities and thus requires, like all moneys, active

management.

Like fiat, hoarding rests entirely on the credibility of the monetary authority
whose credit is money. But unlike fiat, credit money has a foundation outside of the circuit
of exchange (Lawson, 2016, p. 976). In the case of credit money extended against the
deposits of other money, the credit money is directly backed by an alternative monetary
object. Meanwhile, that extended against private debt generates its own demand as the
means of payment. That being said, for the bearers of credit money it potentially functions
as both a claim on the monetary assets of the monetary authority and as a means of paying
their debt regardless of its genesis. Thus, the issuer of credit money in an environment of
multiple money forms, i.e. where its credit is not the sole money, must mediate current

claims with future revenues or risk the credibility of its issue.

Credit money is capitalist money par excellence. It overcomes the problems of
scarcity and excess funds by linking the production of money directly to the process of
valorisation. It ‘is the child of capitalist production and monetary circulation’(de
Brunhoff, 2015, p. 74). It is created as M on the premise of M'. Thus money is always
available for those that have a sufficiently profitable deployment for it and unavailable
for those that do not. This does not mean that it is a stable money form. It still holds within

it the essential contradictions of money in capitalism. It is prone to moments of excess
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and shortage, as the ‘animal spirits’ of capitalist accumulation drive the demand for credit
and savings (Keynes, 1945, pp. 161-163). At the same time, the problems of
convertibility and credibility remain, but are now not tied to state power and violence but
instead are backed by private claims on the future. It is this instability and the problems
of private banking that form the foundations of the central bank problem as the monetary

authority of the credit structure.

The Bankers’ Problem

So far we have only looked at credit money in general as a process. In doing so, we have
abstracted away from two further important details of credit money as we experience it
as a historical and material practice. Firstly, we have assumed that the issuing authority
is the same authority as that which establishes the money-of-account. In reality, it is not
the state that issues credit money but private banks which have institutionalised the trust
of the credit system and become private monetary authorities (Lapavitsas, 2003, pp. 68—
70). For while there is nothing stopping the state from acting as an issuer of credit money,®
modern credit money developed through private capitalist banking enterprises, which
mediated the web of monetary hierarchy, convertibility and maturity transformation for a

profit (Desan, 2014; Ingham, 1999, 2004).

This profit comes from the second feature we have abstracted away from —
interest. As capitalist enterprises, banks extend credit money in exchange for a share of

future revenues (Marx, 1972, p. 339). Thus, from the moment that credit money is

° The British Treasury attempted this in the early 18™ century and, if it was not for its lack of credibility as
a debtor, it could be treasury bills not bank notes that we pay with today (Clapham, 1944b, pp. 10-13, 38—
39).
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generated, it drives the recipient to seek out surplus, either through profits or through
wages above those necessary to survive (Marx, 1972, p. 381). It disciplines both capital
and labour, both as money and as debt (Bonefeld, 1995b). Thus, interest rates serve to
regulate the circuit of capital by setting the rate at which future surplus must be acquired

in order to justify a current expansion of money.

This separation of monetary authorities between the state and a series of
decentralised banks who rely on interest payments and the enforcement of debt to survive,
like commodity and fiat money, raises specific problems. First, there is the dynamics of
monetary hierarchy and convertibility, where banks need to maintain their reciprocal and
vertical convertibility into each other’s and the state’s money. Second, there is the
inherently speculative nature of credit and capital and the risk of insolvency as
expectations prove unfounded. Finally, there is the risk of over-issue and the need to
maintain the social trust placed in their credit. These form the bankers’ problems of
clearing, returns and credibility, and serve as the foundations of the central bank problem

which mediates these at a systemic level.

Clearing

The most immediate problem banks face is the need to guarantee the convertibility
between their and other moneys. This occurs at two levels: horizontally as qualitatively
different credits circulate as nominal equals, and vertically between the banking system

and other monetary forms.

The first problem of horizontal convertibility stems from the fact that, in order for
a bank to have its credit accepted as money, it must be accepted as a general means of

payment (Moore, 2006, pp. 197-201). This means that other banks and creditors must

88



accept it as a means of discharging their debts (Lawson, 2016, p. 977). This causes
relatively little conceptual problem when credit money circulates outside of the banking
sector as a means of purchase and payment of trade credit; however, it becomes
problematic when we consider the reflux of credit money to the original issuers as the

final payment of their debts.

For simplicity let us assume a banking system made up of two banks, Bank A and
Bank B (although this can be expanded to any number of banks). Each has extended £100
to a firm, Bank A to Firm A and Bank B to Firm B, which then exchanges it for £100 of
the other firm’s product and uses the proceeds to repay its initial loan (we have assumed
away interest for now). This leaves each bank with £100 of the other’s credit, at which
point they can choose to either hold it in reserve or demand payment. Assuming they

choose to settle the outstanding debts, each is met with a reciprocal claim and thus they

“clear”.
Bank A Bank B
Assets Liabilities Assets Liabilities
Period 1 £100 Debt £100 Deposit £100 Debt £100 Deposits
[A] [A] [B] [B]
Period 2 | £100 Deposit | £100 Deposit £100 Deposit | £100 Deposits
[B] [A] [Al [B]
Firm A FirmB
Assets Liabilities Assets Liabilities
Period 1 | £100 Deposit £100 Debt £100 Deposit £100 Debt
[Al [A] [B] [B]
Period 2 - — - —
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If, however, these debts do not mature at the same time (or fail to be repaid) the
result is an uneven distribution of claims. Let us assume that Firm A runs a £25 trade
deficit with Firm B which deposits its surplus with its Bank B. Bank A is thus unable to
meet the claims by Bank B and must either sell the £25 debt owed to it by Firm A or
arrange a loan from Bank B. Failure to raise these funds results in a failure to clear and

thus bankruptcy.

Bank A Bank B
Assets Liabilities Assets Liabilities
Period 1 £100 Debt £100 Deposit £100 Debt £100 Deposit
[A] [A] [B] [B]
Period 2 £25 Debt
[A] £100 Deposit £100 Deposit | £25 Deposit
£75 Deposit [A] [A] [B]
[B]
Firm A Firm B
Assets Liabilities Assets Liabilities
Period 1 | £100 Deposit £100 Debt £100 Deposit £100 Debt
[A] [A] [B] [B]
Period 2 B £25 Debt £25 Deposit B
[A] [B]

Thus the key problem for private banks is managing the various flows of revenues
with their immediate obligations to settle amongst each other (Goodhart, 1995, p. 5). The
result is an overlapping web of reciprocal debts, assets and deposit reserves both between
banks and between banks and the non-banking sectors (Minsky, 2008, pp. 256-261). In

theory, these will balance out over time, but a particular bank must be careful not to run
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persistent or large deficits or risk being unable to sell sufficient assets or raise sufficient

interbank credit to make its payments — destabilising its credit as a means of payment.

Alongside this need to settle internally, banks also face the need to convert at par
their credit into non-credit forms, such as state-backed fiat or commodity money.
Whereas the interbank payments problem is a problem of accessing ‘inside’ money, in
that it is generated by the banking system and thus to an extent fungible (Lagos, 2006),
the problem of external convertibility faces banks as a problem of ‘outside’ money,
money which is exogenous to the financial system (Gurley & Shaw, 1960, pp. 272-274).
The need to maintain convertibility thus forces banks to hold and manage reserves of this
exogenous money (Keynes, 1930, pp. 27-29; see also Chick, 1973, pp. 80-83). This
serves as a partial break on the production of money by the banking system, by forcing
banks to manage the ratio between their credit and their monetary reserves and thus an
increasing marginal cost to credit expansion (Palley, 1991). Otherwise, they would be
able to extend money indefinitely, ‘provided that they move forward in step’ (Keynes,

1930, p. 26).

This need to maintain reserves of the state-issued currency also means that it
emerges as the main means of settlement between banks rather than reciprocal deposits.
So while banking on the one hand serves to undermine the authority of the state as a
monetary authority by removing its monopoly on money creation, the position of its fiat

as outside money still gives the state significant leverage (Bell, 2001). This in turn applies
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State
Large banks
Secondary banks

Non-bank credit

Figure 2. Hierarchy of credit with no central bank

to large clearing banks whose deposits circulate as the means of settlement for smaller or
secondary banks and financial institutions (Goodhart, 1988, pp. 33-35). Thus credit
money is based largely on the existence of a hierarchy of quantitatively identical but
qualitatively different monies, where each layer’s money can be used in payment of the

debts below it and exists as a claim upon those above.

The need to clear outside money thus forms the first and most immediate
constraint on credit money and problem for the monetary authority. Failure to do so risks
the credibility of the bank and thus the acceptance of its credit as money. This ability to

clear, however, is also linked to the second, temporal, problem of returns.

Returns

Banks extend money on the expectations of the return of more money. As capitalists they
face the circuit ‘M—M’, money creating more money, self-expanding value’ (Marx, 1972,
p. 391). This, like all extensions of capital, is an inherently speculative act (de Brunhoff,
2015, p. 112). There is no guarantee that the funds will be returned at a profit if at all.
Bank profits are based on the successes of a range of capitals and thus, while the failure
of a single capitalist is bearable, bank capital is still only a generalised expression of

productive capital which serves as its foundation (Harvey, 2006, p. 271). Banks are thus
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active in the provision of credit, providing and pricing funds with regard to their needs
for liquidity and to insure against losses as well as political economy and regulatory
factors (Goodhart, 1989). The risk of failure, however, is always present and ultimately
the worth of the bank’s credit is backed by the realisation of its assets and the successful

extraction of surplus (Bonefeld, 1995a).

This presents two problems for banks: one immediate and one ultimate. The
immediate problem is that the value of banks assets, and thus their solvency, is based on
their liquidity and their futurity: that is, in terms of expected future money and their
current ability to become money. This is particularly important for banks as they
economise on their cash reserves by actively managing their balance sheets between
reserves, liquid and illiquid assets (Bibow, 2000). These assets are then critical in
accessing the necessary funds for clearing either as collateral for loans of outside money
or through sale (Hardie & Howarth, 2013), especially with the development of ‘market
based banking’ prior to 2007 (Hardie, Howarth, Maxfield, & Verdun, 2013). This means
there is a two-way link between liquidity and solvency as banks and other actors have
liquidity preferences which determine the balance of cash, liquid and illiquid assets they
choose to hold at different prices and thus their willingness to lend (Chick & Dow, 2002).
If an asset class becomes less liquid, this reduces its value — potentially suddenly as
holders seek to sell in illiquid markets (Dow, 2014). Equally, a fall in value of an asset
can threaten the liquidity of the holder as the potential funds that can be raised fall (Gabor,
2016). Both of which risk contagion as the bank’s liabilities (and others assets) become
less stable. Thus market liquidity of key asset classes can be critical both for their value

and for the solvency of an institution.
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At the same time, the market value of assets is based on their futurity (Palan, 2014).
Their current value and liquidity are based on expectations about future profitability and
performance (Dow, 2014), which in turn determine the cost of credit to the economy and
thus shape the actual future performance (Fontana, 2009, pp. 83-84). In the more
immediate sense, however, what matters for the solvency of the bank is that the current
valuation of their assets is sufficient to maintain confidence in them as the counterpart of

the bank’s monetary issue.

Beyond immediate market valuation and liquidity, the underlying debts must also
be paid. Past extensions of money must be actually realised in production as capital
(Clarke, 1988, pp. 91-92) — the moment C-M'. Thus, banks as capitalists face the same
tension between the credibility of their issue as M—C and the need for this issue to be
returned in expanded form, C-M'. Banks essentially mediate the temporal character of
capitalism by using past profits to extend current money against future revenues. In doing
so they require the future revenues of their debtors to be sufficient to meet their debts. If

this is not the case, then the credibility of the banks’ balance sheet comes under threat.

Credibility

The first two problems of clearing and returns thus feed into the central problem of
credibility. This, as argued earlier, is the central problem of any object positioned as
money — it must be credible as money (Harvey, 2006, p. 249). With the case of credit
money, this rests on the system of payments and financial assets that make up bank
balance sheets. These connections are interlinked, as bank money is accepted in payment
today because it is credible as a store of value and it is a credible store of value because

it is accepted in payment and exchange today. In other words, credit money is dependent
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on the integrity of the credit structure, which is in turn based on expectations of future
integrity. Thus, a particular bank’s credibility is based in part on systemic performance

and credibility.

At the same time, credit money must continue to operate as money and thus must
be credible as social command, the moment M—C. In a similar manner to fiat, this requires
that there is a quantitative balance between the money circulating commodities and the
commodities in circulation. Credit money, however, has an inflationary bias due to the
delay between credit expansion and product valorisation (Schumpeter, 1934), the
speculative nature of its advancement (Clarke, 1988, pp. 115-119; Marazzi, 2010, pp.
41-43) and the struggle over money between capital and labour (Burnham, 2006, p. 78).
Faced with these tensions, individual banks, as profit seekers, will tend to over-lend in
order to secure new revenues or market share, securing the necessary reserves post hoc
(Chick & Dow, 2002). This means that, while an individual bank may choose not to lend,

the banking system will tend to accommodate demands for credit (Moore, 1989).

Thus credit money, due to the fractured nature of its production, tends towards
inflationary dynamics. This is not necessarily the same level of threat as to fiat —
although it is still a prescient one. Credit money, as credit, bears a rate of interest just like
any other financial asset. So banks can limit drains on their reserves by raising the interest
rate they pay on their deposits and banknotes. This in turn increases the cost of funding
and leads to higher interest rates on lending (Chick & Dow, 2002). As the value of a
denomination falls in relation to commodities, banks can avert this by increasing the cost
of current expenditure in terms of future revenues (Fontana, 2009, pp. 6364, 83-84).
Thus, while the flow of money into the economy may be relatively unlimited at a given

interest rate, there is a drag on its circulation as it is withdrawn into monetary stocks, both
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as a hoard against an uncertain future and as a means of securing interest payments (see

Arestis & Howells, 1996).

This tension between inflation and the real cost of money leads us back to money
as the stuff of struggle. Until now this struggle has been articulated as one between labour
and productive capitals over the rate of exploitation, profits and the need to valorise. With
the inclusion of interest, this struggle expands to include the cost of money capital (Marx,
1972, pp. 366-368). On the one hand, bank capital needs there to be sufficient funds in
circulation to secure safe nominal returns; on the other hand, as capital it seeks to
maximise these returns to be positive in real terms. Thus, the struggle over wages and
prices extends to the struggle over the price of money as each seeks to make real monetary
gains (see Harvey, 2006, pp. 307-315). The struggle over wages, price and interest, as

we will come to see, sits at the core of the bankers’ problem.

This problem, however, manifests at the systemic level. At the level of the
financial sector, the problem is one of coordination when there is the constant risk of
failure. The need to accumulate and the need for competition undermine the credibility
of credit money, and risks insolvency as returns fail or reserves run dry. For the
maintenance of credit money this requires active management by an authority which is
able to mediate the contradictions of the credit structure. It is here that we find central

banks.

I11.1ii. The Central Bank Problem

So far we have considered credit money as based on the foundation of a set external
supply of commodity or fiat money upon which the credit structure is built. This bears

true for early banking structures, such as the first 100 years of the Bank of England and
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British finance where the Bank of England was in essence an alliance of rent-seeking
merchants (Broz & Grossman, 2004), or the free banking period of the USA (see
McNamara, 2002; Wood, 2005). With its development in the mid-19" century and its
formalisation in the early 20" century, central banking now dominates modern credit

structures.

Central
Bank

Large banks
Secondary banks

Non-bank credit

Figure 3. Hierarchy of credit with a central bank

Central banking developed organically from within the financial system, as
banking capitals sought to overcome the limiting factor of ‘outside money’. Over time
the reserves of state money became centralised into larger and more stable banks, whose
credit in turn circulated as a means of settling transactions between other banks (Goodhart,
1995, pp. 205-207). These reserve banks were then able to exercise significant influence
over money markets and the terms of credit, but in turn saw their balance sheets represent
an increasingly general expression of capital (Hilferding, 2006, p. 180), both directly
through their own loans and indirectly through the loans of their subordinate banks. It
was their reserves that would be drained if there was a run on the currency; it was their
profits that would be endangered if banks lent too freely or could not access the means of

payment (Goodhart, 1988). Thus, increasingly, they took action to regulate and manage
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the credit structure, providing lender of last resort facilities in times of crisis and

exercising restraint on exuberant markets (Timberlake, 1984).

The establishment of a central bank is the completion of this process by
centralising the balances of the financial system onto a single balance sheet. As Forrest

Capie (2010) points out in his opening to an official history of the Bank of England:

No one invented central banking. The earliest central banks emerged from
commercial banks. Any central bank that was a central bank from its inception

was modelled on one of these ancestors (p.1)

This is not to say that states did not play an important role in the development of central
banking (see Broz & Grossman, 2004; Knafo, 2013) or that central banks do not exist
today as part of state structures. Instead, it is to emphasise that the central bank problem
stems from its relationship to capital and the credit structure, not its historical situation
within the state. This enables a reading of the changing role of the Bank of England which
both differentiates between different components of the state and links the changing
strategies and policies of the Bank of England to its position within British credit
structures and British capitalism, thereby providing both a theoretical contribution to the
study of the political economy of central banking and the means of underpinning the

account of the developments of 2006 to 2015.

The argument for now is that the establishment of state-backed central banks in
the early 20" century — either through nationalisation or by construction — served as a
compromise between the increasingly important banking sector and the state over the
production of money, thereby incorporating the management of credit money into the

broader state problem. The implications of this for understanding modern central banking
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will be discussed in chapter four. The focus here is to establish the general central bank
problem as one of mediating the inherent instability of credit and capital. This requires

resolving the problems of clearing, returns and credibility at the systemic level.

Clearing

The problem of clearing manifests for central banks as both an internal and an external
problem. On the one hand, central banks face the aggregation of the need for credit money
to be convertible into other moneys, as identified by the orthodox Marxist approach, and
their possession of the national hoard of reserve currency. On the other hand, they face
the need to maintain the payments system through the provision of the means of payment,

which in turn forms the basis of their power and control.

As the bankers’ banks, central banks sit at the peak of the credit structure and
serve as the final means of reckoning between credit money and other moneys, either as
a national hoard of currency reserves or through the management of money. This is not
to say that they are always successful or that periods of inconvertibility and disparity do
not occur between different members of the same denomination, simply that these periods

are unstable and form a critical problem for central banks and banks in general.

In a similar manner, central banks face the problem of guaranteeing currency
convertibility with other denominations (Goodhart, 1995, p. 207). Here, however, the
problem of parity is less relevant. Instead, it is a political problem of positioning within
the international monetary hierarchy and the preservation of the credibility of the
denomination. This can be done by providing a formal commitment to currency
convertibility, the targeting of a market rate of exchange or by allowing the currency to

float, relying instead on the dominance and size of the domestic circuit to maintain the
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demand for the associated money (see Cohen, 1998). Regardless of the strategy chosen,
the maintenance of the link between the national and international circuits is a concern

for central banks — to a lesser or greater degree depending on historical circumstance.

The position of the central bank at the peak of the credit structure, however, is
dependent on its reciprocal obligation to manage the means of interbank payment. The
position of the central bank is dependent on the stability of the credit structure and the
circuit of capital that underpins it. By managing the means of clearing, central banks sit
at the immediate edge of a bridge of ‘interlocking debt commitments’, linking past,
present and future payments, where ‘failure to make a promised payment can undermine
any number of other promised payments, causing the entire web to unravel’ (Mehrling,
2011, pp. 3-4). This position serves as both a means of control and a problem for central

banks.

As a means of control, central banks are able to shape the willingness of banks to
extend credit by adjusting the cost and supply of reserves to the system. This in turn
shapes the relative demand for other assets and the relative cost of extending credit by
increasing the cost of meeting the corresponding payment (Chick & Dow, 2002). The
central bank is not all-powerful in doing this, however, as market liquidity is a direct
substitute for public or central bank liquidity (Mehrling, 2011, p. 14). The banking sector
can always seek to access funding via money markets rather than come directly to the
central bank. Thus the central bank cannot directly set both the market rate and the market
supply of funds. Instead, it is restricted to either setting the supply and allowing the cost
to vary as supply and demand shift or targeting a market rate and then managing the
supply to meet this target (Moore, 1988). As Keynes (1930) put it, ‘the central bank is the

conductor of the orchestra and sets the tempo’ of money creation (p. 30).
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At the same time, in managing liquidity, the central bank is also directly managing
the relationship between various financial assets and the means of payment. Central bank
money is extended in the same manner as any other form of credit money, through a
double-sided balance sheet expansion: in other words, through the acquisition of financial
assets. This means that the central bank also shapes banking activity through its collateral
policy, shaping the liquidity of various financial assets. Taken together, this means that
central banks are able to intervene in financial markets and shape them by adjusting the
terms of price, demand and convertibility into its credit. This enables the central bank to
set constraints on the credit structure by tightening and loosening the clearing constraint

for private banks in order to shape the growth of credit money.

As a problem, the provision of liquidity to the banking system and the
management of the payments system means that central banks face a tension between
preventing payments failure and the need to discipline unstable credit markets. The most
common articulation of this is the role of the central bank as “lender of last resort”. The
lender of last resort function occurs when, due to systemic stress or bank error, a private
bank is unable to match its obligations with sufficient funds and turns to the central bank
for an emergency loan. In such a situation, the central bank needs to weigh the relative
cost of letting the bank fail and providing the loan and thus undermining the monetary
discipline of the clearing constraint. The common solution, posited by Walter Bagehot, is
for the central banks to ‘advance freely and vigorously ... at a very high rate of interest ...
on all good banking securities’ (Bagehot, 1873, pp. 196-197), thereby securing the
provision of liquidity and preventing downwards spirals triggered by market disruption,

but also penalising banks which failed to show due caution in their activity.
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In a similar manner, Perry Mehrling (2011) has proposed a ‘Dealer of Last Resort’
role, whereby a central bank uses its balance sheets to ‘post a wide bid—ask spread in the
money market and use its balance sheet to absorb the resulting flow of orders’ (p. 28). In
other words, the central bank should stand ready to buy and sell an indefinite amount of
financial assets at prices significantly below and above the market price and thereby ‘put

bounds’ on the market, absorbing extreme liquidity risk (p. 138).

Mervyn King (2016), the governor of the Bank of England from 2002 to 2012,
has proposed a ‘pawn broker for all seasons’ (p. 270), where the central bank would agree
to lend against pre-positioned assets, but banks could take on liquid liabilities (deposits
and short loans) up to the discounted value of these assets (pp. 270-6). In essence, this

would force banks to match liquid liabilities to their access to central bank liquidity.

The Bank of England itself developed a ‘Market Maker of Last Resort” approach
in 2015, where it would intervene at its discretion ‘to improve the liquidity of one or more
markets’ (Bank of England, 2015, p. 6). This formed the culmination of its post-crisis
liquidity reforms. The terms would be determined at the Bank of England’s discretion as
long as they did not expose it to credit risk or interfere with the other goals of monetary
policy. In essence, this would, if used, create a positive liquidity shock to offset shortages,

but provides with no guarantee of such intervention.

Regardless of the actual strategy and policy adopted, the problem is still the same.
Central banks need to secure the credit structure: either now by providing the means of
payment and in the future by exercising monetary discipline. In crisis, this tension is the
first to become apparent, as destabilisation of the credit structure (for whatever reason)

leads financial actors to begin to hoard liquidity — thus undermining it. Equally, an
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overextension of credit can manifest itself in a currency crisis, where the reserves of the
central bank come under threat as money becomes disconnected from the circuit of capital.
Thus there is a trade-off between the liquidity needs of the credit structure and those of
the central bank. Equally, the inherent instability of credit manifests in the trade-off
between current weakening of the clearing constraint to preserve the credit structure today
against the stability of the future credit structure as speculation and overaccumulation

take hold.

Returns

The problem of clearing for central banks is linked to the problem of returns. The current
ability to pay is based on the actual returns of funds from previous extensions of credit
and the ability to raise funds against claims on future revenue streams. Meanwhile, the
international convertibility problem is in part overcome through the stability and
credibility of the circuit of capital associated with a particular denomination. Thus, the
clearing constraint can be understood as the immediate manifestation of the returns

constraint.

Unlike the clearing constraint, which is immediate and based on the current ability
to pay, the returns constraint is a temporal one. It is based on the current mediation of
past, present and future payments. By adjusting the cost of current funds, the central bank
is adjusting the cost of funds available for the valorisation of previously extended debt
and those available to be extended against future claims. This shapes the actual realisation

of past debts and the level of speculation against future revenues.

Credit money exists as capital in motion. It is extended on the expectation of future

valorisation of labour or capital. This means that it is inherently unstable for two
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interlinked reasons. First, as credit is extended now on the expectation of future returns,
it can be used to circumvent market discipline and drive overaccumulation through the
continued employment of inefficient and otherwise unprofitable enterprises (Burnham,
2010, pp. 34-36). If this is left unchecked, prices will become increasingly distorted and
detached from production, undermining the credibility of money (Burnham, 2011, pp.
496-497) and risking a currency crisis (Clarke, 1988, p. 119). Thus, money must be
managed such that productive capital succeeds as capital or face crisis. ‘Failure to turn
credit into effective command over labour involves insolvency and bankruptcy for capital

as a whole’ (Bonefeld, 1995a, p. 196).

Linked to this tendency towards overaccumulation, there is the risk of a crisis
from within the credit structure. Burdens of debt and excess credit are inherently unstable
and asymmetric, leading to the ‘inherent instability of credit’ (Mehrling, 2011, p. 12).
Assuming that monetary discipline is maintained, this can be a good thing, as it forces
failure and provides space for renewal (Schumpeter, 1934). However, it also allows for
speculative bubbles where money is extended in order to purchase financial assets —
claims on future funds — driving up their current value. This can take on a dynamic of
its own, if the rise in market price is higher than the cost of new funds and spreads across
the credit system, as higher asset values mean more collateral and thus cheaper credit
(Mehrling, 2011, pp. 14-15). This opens the risk of crisis, as the market value fails to be
realised and confidence collapses, driving down all asset values and thus the ability to

raise funds for the entire economy (Harvey, 2006, p. 250).

These dynamics, however, are linked and indistinguishable in practice. Crises of
overaccumulation through a lack of monetary discipline lead to an overflow of funds into

financial markets (Bonefeld, 1995a). A speculative bubble in financial markets in turn
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leads to a general cheapening of credit and thus weakens monetary discipline (Mehrling,
2011). Thus the central bank problem, as a general expression of capital through the credit
system, is how to exert discipline on finance in such a way that it does not threaten the
viability of the credit structure by preventing a sufficient level of valorisation — the

tension between M—C and C-M".

In a similar manner to the clearing constraint, this needs to be managed with a
view to both the needs of money as credit and the needs of money as money. In terms of
the credit structure, the adjustment of the cost of funding shapes the immediate solvency
of banks, as funds become more or less readily available for payment. At the same time,
it shapes the demand for different classes of assets and expected returns in the future,
affecting the solvency of banks’ balance sheets as assets rise and fall in value (Chick &
Dow, 2002). Thus monetary easing serves to preserve the credit structure by easing the

cost of funding and raising asset values.

This, however, also accelerates the extension of overaccumulation and speculative
bubbles, as the cost of fresh credit falls. Thus, the cost of facilitating current valorisation
occurs in the future, as more capitals fail to valorise. The problem is that capital failure
presents itself as a trade-off between inflation and default, either the complete devaluation
of some assets or the lower devaluation of assets in general. This is the core of the central
bank problem (Burkett, 1989, p. 85). Central banking requires a balancing of the
immediate demand for the means of valorisation of particular capitals and the need of

capital in general for money to be preserved as social command.

In short, central banks set the tempo of capital accumulation by shaping the level

of expected profits required to secure funding and the intensity of competition to valorise
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product today. In doing so, they are able to curb the instability of credit by forcing current
losses or to ease crisis by facilitating valorisation. Again, this power is not absolute, as
speculative bubbles simply require that the expected rise in asset value remain higher than
the cost of funding. Instead, the rise in the cost of credit serves to force failures in general
to those with the weakest liquidity position — not necessarily those who are driving the
instability — who in turn seek to liquidate their assets (Mehrling, 2011, pp. 16-17). This
drives down demand and forces losses on those exposed and thus results in further
deleveraging, setting a chain in motion which eventually stems the over-extending units.
This indiscriminate nature of liquidity intervention means that the central bank is reliant
upon a circuit that can bear general losses. If the circuit of capital cannot, the stemming
of the destabilising credit cycle can force a general crisis as the circuit is disrupted, putting

at risk the foundation of the credit structure.

Credibility

Finally we come to the problem of credibility. As argued already, the ability for credit to
operate as money is based on both its actual use and its expected future use as such. This
means that current monetary activity — consumption, investment, hoarding/dishoarding
etc. — is based both on current monetary conditions and on expected future monetary
conditions (Keynes, 1930, pp. 159-160). Thus, it is important that strategies are not only
effective but are also perceived to be correct and effective (Kirshner, 2000). This
maintenance of expectations and thus credibility is important at both the nominal and the

real level.

In terms of the nominal level, inflationary dynamics undermine the international

credibility of a currency, as it ceases to be a credible store of value and thus a means of
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extracting surplus. Thus, ‘the search for counterinflationary credibility is of paramount
importance both rhetorically and materially’ (Burnham, 2001, p. 135; see also Begg,
2009). This requires both the enforcement of adequate monetary discipline and the
engagement in strategies that are perceived to be effective by key national and

international financial actors (Cerny, 1994).

Thus, central banks engage in a variety of communication strategies to shape the
expectations and thus the behaviour of economic actors — national and international.
This can take a variety of forms, from encouraging an aura of mystique to the use of
technical language and transparency combined with credible action (Siklos, 2002, pp. 20—
22; see also Solomon, 1995), pushing actors to pre-empt central bank action and thus
make it unnecessary (Jabko, 2009). Each of these is aimed at maintaining the confidence
of financial actors in the central bank as a monetary manager and thus the credibility of
both its issue and the credit structure that it stands behind. A threat to this credibility can

spell the death knell for a monetary system.

In short, the central banking problem faces three interlinked problems: the
immediate problem of monetary payment and conversion as the mediator both within the
credit structure and between it and other monetary forms; the temporal problem of the
inherent instability of credit and capital; both of which are based on and serve to overcome
the problem of credibility of credit as money which is centralised in the central bank.
These problems do not have solutions, but instead are the manifestation of the inherent
contradictions of money in capitalism. Central banks instead form various strategies in
order to mediate these tensions, to various levels of effect. The specifics of the problem
faced and the strategy employed to mediate it are the subject of historical study rather

than general principle. The rest of this thesis is one such study.
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I11.iv. Conclusion

By approaching the study of central banks from the vantage point of money as a capitalist
social relation, this chapter has overcome the limitations of the orthodox Marxist
approach to the central bank problem. Instead of focussing on the problem of
convertibility and the link between national and international monetary circuits, the
approach adopted here includes this within a broader problem of maintaining money as
credit. This broader problem manifests as the systemic problems of clearing, returns and
credibility, which are in turn manifestations of the basic contradictions of money in
capitalism. It is this problem of mediating the tensions between the moments M—C and

C—M’ and the internal instability of credit as money which frames the rest of this thesis.

This theoretical contribution allows for a reading of the crisis and the subsequent
developments as a process of strategy formation, where the Bank of England seeks to
mediate the contradictions of money in capitalism. In doing so, it responds to successive
crises of money. First there was the failure of a particular money in Northern Rock, which
it sought to absorb through its existing strategy of ‘market discipline’, and then a crisis of
money in general with the failure of Lehman Brothers. This transformation meant dealing
with a crisis of money as credit, as the ability for banks to clear and secure funding seized.
Then there was a crisis of money as a means of exchange when the moment C-M’ came
under threat as banks deleveraged and households hoarded. Finally, the Bank of England
encountered a crisis of money as capital, when the UK economy entered a period of slow
growth, high indebtedness and falling wages. Each of these engendered a series of reforms

covered throughout the rest of this thesis.
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It is important to recognise, however, that the central bank problem has been
developed at a relatively high level of abstraction and cannot be directly applied, but
requires a process of deabstraction to the historical specifics of a given central bank.
Indeed, the development of money and central banks has been articulated here largely
independently of the historical interplay between credit structures and state actions,
actions which played a critical role in the development of modern credit structures and
central banking, as states sought to exert control over the excesses of finance, and finance,
in the same manner as any capital, sought to transcend these barriers (Knafo, 2013). The
decision to abstract away from these historical factors was, as articulated at the beginning
of this chapter, to develop the general problem faced by central banks as monetary
authorities (as well as states) before exploring the historically specific crystallisation of

this problem in the UK from 2006.

The subsequent chapter thus situates this problem within the institutional and
political dynamics of 2006. It develops how the Bank of England and the British state
relate as crystallisations of the money and state forms and the implications of the move
to central bank independence in 1997 for the development of monetary strategy. Chapters
five and six explore how this initial strategy of enforcing market discipline both came
into conflict with the political objectives of the British State and reached its limit in 2007—
08. The subsequent reforms to the Bank of England and the development of a new strategy
of discretionary market management are then developed, drawing out how the shifting
strategies of the Bank of England and the British State shaped and were shaped by the
use of ‘extraordinary monetary policy’. Neither of these strategies of market discipline or
discretionary intervention serve as solutions to the problems of credit money. Rather, they

are seen as momentary attempts to delay and overcome the crisis ridden nature of
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capitalism as a mode of production, which will be subject to future challenge and reform

as capital continues to convulse.
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IV. Central Bank Independence and the 2006
Reforms

No one invented central banking. The earliest central banks emerged from commercial
banks. Any central bank that was a central bank from its inception was modelled on one
of these ancestors

(Capie, 2010, p. 1)

Central banks bridge the gap. We represent Whitehall in the City and the City in Whitehall
(George Blunden quoted in Solomon, 1995, p. 33)

The clear separation of responsibility for setting the inflation target (the political decision)
from responsibility for achieving it (the technical decision) also helps to ensure that the
government and the Bank are separately accountable for their respective roles in the
monetary policy process

(George, 2001, p. 73)

The central argument of this thesis is that the reforms of 2006 to 2015 can be understood
as a process of strategy development in response to a series of crises of money. The Bank
of England, as a central bank, faces a distinct problem of mediating the contradictions
and tensions involved in the production and reproduction of money as credit. However,
central banks do not exist in isolation but must contend with other actors, most
importantly the state, in developing its strategies. Equally, the problem itself is highly
abstract and the particular manifestation is dependent upon the historical conditions faced
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by the Bank of England. Thus the highly abstract “central bank problem” must be situated
both theoretically in relation to the state and the “state problem” as well as the historical

conditions of financial management.

Since the early 20" century, central banking has become a central component of
state policy. The development and purview of central banks, however, predate this. The
Bank of England, for example, was only nationalised in 1946. While monetary policy had
become an issue of public concern as early as 1810 with the Bullion Committee, the
1929-31 Macmillan Committee actively sought to maintain the Bank as a private
institution, ‘independent of political influences, yet functioning solely in the public
interest” (Committee on Finance and Industry, 1931, p. 119) understood as ‘the safety of
the financial system and the economic welfare of the country’ (p. 16). Indeed,
nationalisation did not imply complete subservience to broader state structures; rather it
normalised the de facto working relationship between the Bank and the Treasury (Fforde,
1992, p. 4) and leading to no meaningful changes in the Bank of England’s operations

(Hennessy, 1992, p.63).

The Bank remained largely autonomous within state structures until the 1959
Radcliffe Committee and the mismanagement of monetary policy and economic crisis in
the 1970s led the Treasury to assume dominance (Burnham, 2007). This only lasted until
1997, when the Bank was granted operational independence. This independence and the
associated “tripartite” structure then served as the institutional foundations of the
management strategies of the Treasury and the Bank pre-crisis and the development of

the 2007-08 crisis response.
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Despite this mixed history and the relatively brief period of politicised
management and political subservience of central banking, the emphasis of the
independence literature has been on the state. The underlying assumption is that central
banks, as regulatory agents, form part of “the state” broadly defined. The global move in
the 1990s towards central bank independence [CBI] is thus understood as state managers
making a commitment to (Dellepiane-Avellaneda, 2013) or depoliticising (Burnham,
2001) a specific set of monetary policy objectives. The state is positioned as the primary
— or principal — actor which directs the subordinate central bank as its agent (Elgie,
2002; McNamara, 2002b). Central banks are implicitly understood as essentially

politically neutral agents that simply perform the tasks set by state managers.

The consequence of this approach was that questions of correct mandate and
institutional configuration (Berman & McNamara, 1999; Cukierman, 1994; Elgie, 1998;
Issing, 2008; Padoa-Schioppa, 2004; Siklos, 2002) and regulatory capture due to the close
relationship with financial actors (Bowles & White, 1994; Solomon, 1995; see also
Young, 2012) came to predominate. How central bankers may use and interpret this
independence and the implications for broader dynamics of relations between central
banks, states and financial sectors were left relatively undeveloped. Equally, the question
of how independence would form part of and shape central bank and state strategies was
largely developed from a state perspective (e.g. Burnham, 1999; Maxfield, 1997,
McNamara, 1998). This chapter seeks to address this shortfall by taking the longer view
and understanding central banks and states as deeply connected but conceptually distinct
institutions whose relationship shifts over time as a result of internal and external
struggles and strategies. Central banks are understood as active rather than passive policy

actors.
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The implications of the shifting relationship between the British State and the
Bank of England and in particular the impact of the 1997-2000 reforms for the
development of economic management strategies for the British State and the Bank of
England prior to the crisis are the focus of this chapter. Firstly, it is important to
distinguish between the problems faced by central banks and those faced by nation states
in managing capitalist social relations. Namely that the state, as ‘the political form of
capitalist social relations’ (Burnham, 1995, p. 96), exists as a twofold institution. The
state is both the site of open struggle over the current order and the enforcer and regulator
of this order. The central bank, on the other hand, is a monetary authority engaged in the
production and reproduction of credit money and its inherent contradictions. Both of these
sets of relations are riddled with tensions and have underlying preconditions that must be
met in order for a state or a central bank to survive (although this by no means guarantees
that the historic agents engaged in decision making will actually achieve this, or desire
to) or they will cease to exist as states/central banks. Thus each engages in a range of
strategies to limit, resolve and overcome the problems they face and, when necessary,

manage crises.

These strategies are not always complementary. In fact, the management of crisis
can cause sudden divisions between state managers and central banks. Crisis, as either a
sudden event which requires immediate action or a protracted condition which threatens
the existence of the system (Gamble, 2014, pp. 27-32), necessarily reduces the resources,
temporal or material, available to economic managers and thus there may be a lack of
policy space to accommodate conflicting preferences. This often leads to a fracturing of
the system and a breakdown of previous policy consensus (Gourevitch, 1986, pp. 17-22).

Thus states’ broader concerns with containing social struggle and maintaining capital
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accumulation may come into conflict with the central banks’ desire to maintain a credible
money supply and the stability of the credit structure. The implications of this for
conceptualising state/central bank relations is developed as occurring over three
interconnected areas: monetary policy, financial regulation and fiscal policy. Each of
these involves a different power dynamic — other things being equal. Central banks take
primacy in monetary policy, states in the development of regulation, meanwhile a
dynamic of market maker (central banks) and central supplier (states) exists in the market
for sovereign debt and thus fiscal policy. This interdependence leads to the development
of policy either as a compromise or coordination between central banks and states as a

part of broader strategies.

Also strategies are not developed in isolation but are a result of the particular
institutional configuration of state/central bank relations determining the available
strategies in response to underlying problems. In particular, the legal position of the
central bank and its potential politicisation give scope for the state simply to override
central bank objections. Equally, the dependency of the state on finance for funding and
the needs of money may place limits on state power. The second part of this chapter then
looks at the implementation of independence for the Bank of England in 1997 and the
implications for both state and central bank strategy. For, while the Bank gained formal
independence from the Treasury, it remained part of broader state structures (see HM
Treasury, 2002, pp. 96-109). It also lost direct control and influence over the management
of issue of sovereign debt and financial regulation and supervision, which were stripped
from the bank and placed in the Debt Management Office and Financial Services

Authority, respectively (HM Treasury, 2002, p. 50).
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The chapter then closes with an analysis of the 2003-2006 Money Market
Reforms and the development of the Bank’s new strategy under the stewardship of the
new Governor, Mervyn King. This is seen largely as a response to and development upon
the 1997-2000 reforms. The result was a money management strategy orientated towards
the mandated inflation target by making the official bank rate effective. This was achieved
through “market discipline” as the primary governing strategy. The implication was that
banks must be allowed to fail and be penalised for poor business decisions. This set the

foundations for the Bank of England’s approach to crisis management in 2007.

IV.i. Central Banks and the State

This thesis provides an analysis of the changing role of the Bank of England from 2006
to 2015 by focussing on the development of strategies in response to underlying structural
problems faced by both the Bank and the British State. The importance of this approach
is that it allows for historical factors, such as institutional and personal relations, to shape
policy outcomes and play a role in analytical accounts. It does, however, do this without
providing a “one-sided” account where these become the primary causal factor, instead
emphasising the interconnection between different parts of the problems faced by
different social forms — state and central bank — which are then mediated by these other
factors. So before analysing the strategies for monetary, financial and economic stability
under the tripartite system, we first need to develop the particular problems faced by
central banks and states as contradictory social forms, thereby drawing out the
interconnections and potential points of tension and conflict over policy decisions.
Specifically, how does the central bank’s emphasis on maintaining the monetary structure

upon which it rests potentially conflict with the state’s broader concerns about social
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unrest and economic growth? This tension potentially manifests in conflicts over

monetary, regulatory and fiscal policy.

The Central Bank Problem: A Reprise

The raison d'étre of the central bank is based on its position within the hierarchy of money
as the bankers’ bank. Like any bank, the social power of the central bank is premised on
the social acceptance of its credit as money — its credibility as a monetary authority. This
credibility is dependent upon two different and contradictory components. Firstly, there
is the credibility of the money supply in general as a means of social organisation — i.e.
as money. This requires maintaining the links between money as command over the
means of production [M—C] and money as means of valorising the results of production
[C-M"]. This places constant tension between the need for an abundance of money to
ensure the profitability of capital but also the need for a shortage to limit the costs of

production.

Secondly, there is the maintenance of credit money as money. The central bank
sits at the top of a system of credits and debts, which circulate as money. Its credit is the
‘best money’ of a monetary system (Mehrling, 2000b, p. 366) and acts as the ultimate
means of payment and settlement. Central banks, as the bankers’ banks, set centrally the
terms of settlement between financial institutions via the quantity and price of reserves
(Chick & Dow, 2002). Thus they are able to ‘lean into the wind’ of exuberant money
markets and provide liquidity and support in times of contraction or crisis (Goodhart,
1988, p. 55). However, the money supply is predominantly constituted of credits extended
by other banks on the basis of the demand for credit, the availability of adequate collateral

and enterprises and the cost of central bank reserves (Moore, 2006, pp. 201-202). Thus,
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the position of the central bank rests on the stability and functioning of the credit system

and its ability to meet the needs for abundance and scarcity of money.

However, private banks are capitalist enterprises who have been able to position
themselves as monetary authorities (Lapavitsas, 2006). There is also ‘no limit to the
amount of bank money which the banks can safely create provided that they move
forward in step’ (Keynes, 1930, p. 23), as their reciprocal debts cancel each other out.
Thus, the banking system is constantly prone to oversupply credit (Minsky, 2008, p. 278).
This risks crisis, as banks become unable to make their payments to one another, debtors
default and force losses onto banks, and ultimately their credit ceases to become
acceptable as money. Which, due to the interconnected nature of banking, risks not only
the single institution but all others that are exposed financially or through reputation
contagion undermining the credibility of their credit — posing problems of clearing,
credibility and returns. The resulting crisis places at risk the entire structure and thus the

central bank itself.

The problem facing the central bank, then, is one of managing money both as a
social relation and as private credit. In practical terms, this means regulating the liquidity
of financial markets, supporting the credibility of banks and the viability of their balance
sheets. This does not mean that the central bank will necessarily bail-out or support any
bank that fails through lender of last resort facilities [LOLR] or recapitalisation —
although the Bank of England did develop this reputation in the 1970s and 1980s
(Interview, Macpherson, 2017). Rather, the point is that central banks will be
predominantly concerned with these problems with a view to securing the continued

stability of the money relation and the credit structure. As in 2007, the Bank of England
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may choose to make an example of a failed bank (Northern Rock) to discipline others,

rather than provide aid and risk moral hazard.

In practical terms, this leads central banks to be concerned with not only the
setting of the cost and availability of the means of payment but also with financial
supervision and economic management. In the UK, both of these functions predate the
Treasury’s involvement. The Bank of England developed banking supervision as a
condition of its lender of last resort facilities in the 19" and early 20" centuries, through
informal networks (Goodhart, 1988, pp. 7-10) that steadily became formalised between
1947 and 1979 (Gardener, 1986, pp. 70-79). Equally, the 1920s saw the Bank use its
position as the bankers’ bank with private customers to facilitate industry restructuring
and emergency lines of credit to various key sectors (Sayers, 1976, pp. 156-157) and
effectively became ‘the chief regulator of the country’s economic machinery’ (Sayers,
1976, p. 146), a role that was only taken on by the state over a decade later. Importantly,
what this implies is that a central bank draws its position and power from its role as a
systemic creditor, as the bankers’ bank, not from its relationship to the state. It thus in

turn faces a different but linked set of problems to those of the state.

The State Problem

Whereas the central bank’s problem is linked to its position as a monetary authority and
the contradictions of money as a means of social organisation and a credit relation, the
capitalist state draws its position from and thus faces the contradictory problems of the
separation of the political and the economic in capitalism. A key feature of capitalism is
the separation of the state from the relations of production (Holloway & Picciotto, 1977,

p. 79). Feudal society was directly political because the power of the state was directly
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expressed in social and economic relations between the sovereign and the lord, and the
lord and peasant — thus appearing as the particular will of a ruler upon his subjects (Marx,
2009 [1844]). Capitalism, however, is based on the principles of private property and free

exchange between private individuals (Hayek, 1982, pp. 102-107).

In order for the market and money to operate as a means of social organisation,
they must be depoliticised as social relations (Bonefeld, 2012). The notion of exchange
in the market must be between two nominally equal individuals engaging in mutually
beneficial exchange (e.g. Smith, 1910). However, the reality of inequality between labour
and capital places this appearance of mutual benefit and equality at risk and must be
regulated and enforced (Marx, 1934, p. 104). The maintenance of property relations is not
naturally occurring, and in previous societies it would have been maintained internally
through the social practices of production, but in capitalism it must be maintained
externally (Holloway & Picciotto, 1977). It is this dual position of the separation of the
political from the economic and the enforcement of the depoliticised relations of private
property and market exchange as a means of social organisation that sits at the core of the

capitalist state.

Thus the state ‘as the historically specific condensation of the ‘political’ in
capitalism’ (Burnham, 1995, p.93) seeks to define and enforce ‘collectively binding
decisions upon the members of a territorially defined society in the name of their common

interest’ (Burnham, 1994b, p.3). Thus states must:

suture the social order, contain the inherent antagonisms of the social order and

reduce other claims of speaking as “the people” to unarticulated and nonsensical
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noise, by claiming they speak in the name of “the people” as an undivided “one”.

(Swyngedouw, 2014, p.126)

Thus the state faces the constant problem of not only protecting capital from the demands
of labour but also the containment of interclass struggle by subjugating them to the

“general interest” either by co-option or coercion (Ranciére, 2003, pp. 28-29).

It is from this angle that the state approaches the problem of money and financial
management. Whereas central banks are primarily concerned with the maintenance of
money as a social relation, the state is concerned with money due to its effect and role in
capitalist accumulation and class struggle. The tensions between the moments M—C and
C-M' are important for the state, as they are moments of struggle both between capital
and labour and between individual capitals. The tension between the need of an individual
capital to be able to valorise its product in sale [C-M'] due to an abundance of money
conflicts with the need of capital in general to secure cheap means of production [M-C].
At the same time, labour constantly seeks to secure better conditions, placing pressure on
the circuit M—C-M’ by reducing the gap between M and M’ through rising wages, which
must be offset through rising prices (Harvey, 2006, pp. 313-314). Thus capital in general
needs prices and wages to be bound either by money or by state regulation; meanwhile,
individual capitals will seek to overcome this constraint (Clarke, 1988, p. 123). This
thereby places the class struggle over wages and prices in the state rather than the
workplace (Harvey, 2006, p. 315). Thus both money and the state are ‘the object of class
struggle, as capital and the working class confront them as barriers to their own social
reproduction’ (Clarke, 1988, p. 16), but the state faces this directly as a problem of

struggle, while the central bank faces it indirectly as a problem of monetary stability.
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At the same time, money management also poses potential benefits to nation states
as a means of economic management to alleviate the costs of crisis and ease class struggle
through cheap credit for consumption and investment (Clarke, 1988, pp. 144-147). It also
shapes notions of commonality and collective interest through the creation and
articulation of national identity through political symbolism on monetary media (de
Goede, 2005, pp. xvi—xxi). This provides the state with important tools to both mediate

struggle and reiterate its position as the political authority.

Finally, the state is also financially constrained, as it can no longer easily use its
political position to extract resources directly (Clarke, 2003, p. 38). Instead, it must
acquire money through taxation and credit in order to fund its operations, linking its
practical survival to the profitable accumulation of capital. Thus, for the state, money
appears as a central problem of conflict and struggle; both as a means of mediating and

overcoming conflict and struggle and as a constraint on its actions.

In response to this and other sources of social antagonism, states engage in a range
of governing strategies, which include but are not limited to: incorporating antagonistic
or critical institutions into the state structure; engagement in active economic
management; the rule of law and private property; and the (de)politisation of issues in
attempts to relocate the site and forms of struggle between the political realm of the state
and the depoliticised realm of civil society (Burnham, 1999). In this process, however, a
state is also exposed to international capital (and thus international state) relations of
competition, capital movement, war, trade etc., which directly and indirectly impact a
state’s capacity to maintain social relations (Burnham, 1995). In short, the state is
‘essentially a regulatory agency’ (Clarke, 1983, p.118) engaged in the management of

class relations by reacting to, shaping and containing social conflict.
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The development of finance and credit money thus represented a boon and a cost
to states. On the one hand, it presented a new source of resources for wars, public works
and other state functions. On the other hand, the central importance of money in
capitalism as the means of social organisation, and the fragility of credit money as resting
on a private promise to pay the bearer, risked new problems of financial and monetary
stability in bank failure and inflation. The development of central banking practices by
the Bank of England — a private bank — and large central clearing houses (see
Timberlake, 1984) posed something of a solution. The result was that states sought to
capitalise on this by incorporating central bank practices (or even the establishment of
central banks) into their governing regimes. States would grant central banks privileged
positions as the state’s banker, the position of their credit as ‘legal tender’ and other
regulatory and supervisory privileges, in exchange for accepting state intervention in their
policy making. As Broz and Grossman (2004) point out, the 1844 Act, which solidified
the Bank of England as the central bank, was the result of a series of negotiations between
the Bank’s proprietors, who saw the government as a source of economic rents, and the

government, which sought to borrow cheaply.

Modern central banks have largely become incorporated into broader state
strategies and structures, meanwhile also facing distinct and potentially both
complementary and conflicting underlying problems. As part of the state system they
possess legal privileges and powers, most notably the position of their deposits to be used
as the ultimate means of settlement, but also other legal powers of supervision and
regulation. Separate from this, central banks are defined by their position as the highest
monetary authority in a given financial system, where the state is an important but

ultimately subordinate financial entity. This creates an interplay of power between the
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central bank and the state. For, while the state remains in absolute terms dominant, it is
also dependent on the central bank’s credibility as a monetary authority in order to secure
its goals and political benefits of national cohesion, public revenue and economic
management. Furthermore, the central bank sets the broad terms of funding and credit,
which directly impact the fiscal position of the state. Similarly, central banks have become
increasingly dependent upon state regulation and legislation to maintain financial stability.
Thus, the different problems faced by states and central banks combined with their

interdependence open up space for contestation and tension between them.

Points of Tension

In terms of policy objectives, the state and central banks share similar concerns. Both are
concerned with the maintenance of the money form, which requires nominally profitable
economic enterprises in order to generate returns and stable financial institutions to
maintain its credibility. Where they differ is in how they approach these problems and the
trade-offs between different policy combinations. While central banks approach the
problem of money and money management from the view of the internal stability of
money and the credit structure, states approach it from the broader stance of money’s role
as the stuff of class struggle, which must be contained and mediated through economic
and political strategies. To put it simply, the central bank is concerned with the economy
and social struggle to the extent it destabilises money and the credit structure, while the
state is concerned with money and the credit structure to the extent it destabilises the

economy and class struggle.

In terms of policy tools, then, states and central banks have three broad points of

potential contention: the monetary policy of the central bank, the design and operation of
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the regulatory architecture and the use of fiscal policy by the state. Each of these deals
with a different element of the monetary system and mediates different sets of
contradictions and tensions. Monetary policy sets the cost of funding for the system, thus
impacting the capacity to clear and cost of credit for private and public actors. Fiscal
policy, or more importantly the management of government debts, directly impacts the
money supply as well, albeit through a different mechanism, as sovereign debt is both
fresh credit money and the foundations for ‘shadow money’ (Gabor & Vestergaard, 2016).
Finally, financial regulation and supervision are critical for ensuring a stable financial
sector and limiting individual and systemic risks from threatening overall credit creation.
However, they also shape how financial institutions act and how money is created. The
implications of these three policy areas for state—central bank relations is central to this

thesis’ analysis of the changing role of the bank of England and they are outlined below.

Monetary Policy

Monetary policy, understood as the management of the supply of funds to the financial
system, necessarily sits with the central bank as the bankers’ bank. However, as
established, it has sweeping implications for the state, as it shapes the availability of credit
and money for the economy as a whole. However, the central bank views this problem
from the stance of the money form and the contradictions and tensions of money as credit,

while states approach it from their need to mediate struggle and secure their legitimacy.

The decision by central banks to engage (or not) in money market interventions
to ease or contract the availability of funds for different sectors of the economy and the
financial sector is thus open to contestation. Central banks may choose to enforce

constraints on credit practices to discipline financial actors at times when the state seeks
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monetary easing to preserve or secure a political strategy. For example, in 2007, the Bank
of England refused to ease monetary conditions in order to discipline the financial sector,
but this risked the British government’s growth strategy; leading to political criticism of
the Bank of England (Treasury Select Committee, 2008e). Equally, the perception that
the Bank of England was lending too easily and destabilising the global position of
sterling was a key factor in the establishment of the 1844 gold standard (Knafo, 2013).
Meanwhile, the political need for targeted interventions into various economic sectors,
initially resisted by the Bank of England due to its political implications, shaped the 2011
2013 period of Bank/State relations, culminating in the Funding for Lending Scheme (see

Chapter six).

While the details of any potential conflict are the result of their historical
conditions, the financial decision rests with the central bank. While the state may be able
to exercise legal and political power over the central bank to force action, ultimately it is
the central bank that must conduct and operationalise any policy decisions. This stands in
contrast to the realms of fiscal and regulatory policy, where the state is able to wield more

influence.

Fiscal Policy

Alongside potential tensions over the direction of central bank monetary policy, where in
principle the central bank is dominant, the central bank and the state enter into a more
complex point of tension over state funding. The state relies on finance and money to
operate within capitalism and, with the rise of credit money and the diminished status of
the state-controlled mints, states have become dependent upon financial markets to

finance any deficits in expenditure. Deficit financing operates like any other credit
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expansion: it involves the simultaneous creation of deposits and a financial asset —
government debt (Minsky, 2008, p. 37). Thus, any deficit expansion is based on the
conditions of financial markets: markets shaped by central bank monetary strategy. This
creates a potential tension between the need of the state to secure low costs of deficit

financing and the needs of the central bank’s money management strategy.

Furthermore, unlike the creation of most other forms of credit state, debt causes
an indirect monetary expansion and arouses a financial stability concern due to its
privileged position in the credit structure. State debt circulates amongst banks as “almost
money”, due to its lack of meaningful default risk (Minsky, 2008, pp. 39-40). For state
debts are premised not on the revenues of a particular household or capital but on the
revenues of a nation of households and capital (Mehrling, 2000b). Due to this highly
liquid state, banks can also use state debt as a means of rationing reserves thanks to their
ability to use it as collateral or to sell state debt as a means of raising the necessary funds
(Mehrling, 2011, p. 26). With the development of financial innovations, such as repos
and securitisation, government debt becomes the foundation material for ‘shadow money’
and funding operations (Gabor & Vestergaard, 2016), becoming a critical component of
financial stability. Thus, the expansion of sovereign debt has a twofold effect, both
directly and indirectly expanding the money supply and vice versa. It thereby potentially
undermines the monetary policy of the central bank and, through the privileged position

of state debt on bank balance sheets, the stability of the credit structure.

Due to both of these features of state debt, the credibility and size of the state
finances are of critical concern for the central bank. Rising instability within sovereign
debt markets would cause drastic contractions of credit across the economy, as was found

in the Eurozone crisis. Meanwhile, surges in state expenditure result in monetary
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expansion, potentially undoing the work of a conservative central bank. Equally, a
commitment to austerity and budget surplus can cause financial disruption if it creates a
shortage of high-quality collateral for funding operations, such as the market for German

Bunds since 2015 (Reuters, 2015).

Given this interconnection between state debt markets, financial stability and
monetary policy, it is not surprising that central banks are often also the managers of the
state’s debt. This often prized position not only enables the state to raise funds directly
but also enables the central bank to shape and manage the markets for sovereign debt and
thus mediate any side effects of fiscal policy. At the same time, as the government’s
banker, it enables the state and the central bank to coordinate policy, such as in 1939 when
the Bank of England orchestrated low market rates to facilitate the sale of war bonds at
2.5% (Sayers, 1976, pp. 582-585). Or as in the 1920s when the Bank of England
pressured the state into adopting austerity as a means of securing the international
credibility of sterling (Morrison, 2015). At the same time, the use of monetary or
budgetary constraints can serve to externalise the question of state expenditure as a means
of exerting political discipline through austerity rather than political accommodation
through welfare expenditure (Burnham, 2011a). However, there is no guarantee that the
political needs and strategies of the state and the monetary needs and strategies of the
central bank will be in alignment, leaving space for conflict as central banks adjust
monetary policy to offset fiscal policy, discipline states or otherwise attempt to shape

fiscal decisions.
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Financial Regulation

The final point of tension stems from the position of money as credit. Central banks set
the immediate and future costs of extending credit via their control over reserves, enabling
them to curb exuberance and ease tension in a dynamic and temporal fashion (Fontana,
2003). This, however, depends heavily on the credibility of the central bank’s position,
forecasts and interventions with financial actors (Hall, 2008). Credibility can be
maintained in a range of ways, from a process of obscuration and mystification of central
bank practices, creating atmospheres of caution, to highly embedded discretionary
management and “old boys” clubs (Solomon, 1995), to the modern approach of technical
discourse (Baker, 2006), transparency and clear outlining of objectives, means and
responses (Jabko, 2009). Yet these strategies, while potentially maintaining the credibility
of the central bank, are far from being able to ensure the ‘correct’ behaviour of financial

institutions.

The banking sector is predisposed towards over-extension of credit in the long run.
As capitalist enterprises they are competing for profit; their profit, however, is derived
from the repayment of credit, the collection of promises to pay rather than the process of
production itself. Thus, in order to make a profit, they must be continually extending
credit and competing for debtors. As already argued, this leads to rising inflation and asset
bubbles, which undermine the credibility of the currency and the stability of the credit

structure.

This problem of regulating the credit structure is a central feature of central banks,
as they set the terms of interbank payment. However, the development of liquidity

insurance facilities (such as Lender of Last Resort) provokes moral hazard, as financiers
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know they can access funds if necessary (Minsky, 2008, pp. 279-282). At the same time,
the self-feeding nature of bubbles and the delayed impact of increases in the costs of funds
mean that monetary policy alone is limited in its ability to curb financial excess
(Brunnermeier, Goodhart, Crockett, Persaud, & Shin, 2009, p. 32). Thus central banks
face a trade-off between intervening in crisis to preserve the credit structure, and thus
undermining the future credibility of the money supply as implicit and explicit guarantees

are given, or allowing a crisis to unravel.

The risk and reality of crises that threaten the entire credit structure requires that
either central banks intervene or face an existential crisis of money. Thus central banks
through their actions to secure money are also potentially sources of future instability
(Lapavitsas, 2001). In order to offset this, central banks require adequate supervision and

regulatory regimes to curb financial excess and thus mitigate the risks of moral hazard.

The tools and tactics available, however, depend on the position of the central
bank within the broader state system and the broader aims and objectives of the state. For,
as Goodhart (2011) notes, ‘sanctions ... depend on national democratic legislation and
the rule of law’ and so any regulator or supervisor would have to engage with national
governments to set and enforce rulings (p. 149). Although it is possible for central banks
to set and enforce limited supervision and regulatory tools as a condition for being
covered by Lender of Last Resort policies (Goodhart, 1988), this risks aggressive
institutions “going without” and then threatening stability in crisis. Thus the state as the
author and enforcer of the rule of law is required to allocate powers and responsibilities
to financial regulators and supervisors to curtail damaging financial behaviour. In turn,

central banks are dependent upon the state to fulfil their stabilising function.
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Again, there is no necessary correlation between central bank and state
preferences for regulation. Regulatory and supervisory agencies may be placed externally
to the central bank with independent mandates or be located within central banks as part
of their operations. Particular legislation or reforms may be enacted against central bank
wishes in order to achieve various political goals, such as privileging credit to politically
sensitive sectors or limiting (or expanding) the activities of different types of institutions.
In reality, however, there tends to be significant consensus between central banks and
states over the direction of financial legislation. Much of it originates in international fora,
such as the Basel Committee on Banking Supervision or the Financial Stability Board, or
through protracted national consultations and negotiations (see Quaglia, 2010). That
being said, scope for disagreement does exist, such as in 2007-10 in the UK over the
appropriate structure of the regulatory architecture. And within these periods the state is

the ultimate decision maker as legislator.

The importance of these points of tension and conflict over monetary, fiscal and
regulatory policy is historically dependent. The particular form and content of a
contention depend on the circumstances faced and the strategies developed by state and
central bank actors. Critically, what has been left out of this analysis so far is the particular
historical relationship between the state, central banks and financial actors. Due to the
critical role of central banks in managing credit and monetary relations, states have tended
to incorporate them into their structures, either through direct politicisation or through
national ownership and appointment of senior staff. The development of state and central
bank strategies is not conducted in isolation but with constant concern not only for the
other’s strategy, but also for the institutional relationship between the state and central

bank.
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When politicised and incorporated as part of the state, these tensions play out
internally, with the bank seeking to utilise its position of expertise and knowledge and its
capacity to directly access policy makers to shape policy outcomes. But the state
possesses the capacity to command the bank and reserves its capacity to set policy,
thereby limiting the scope for instability arising from a clash between the central bank
and the state. This, however, risks abuse of monetary policy by politicians, the loss of
credibility in the currency and the direct political challenge of monetary policy — all of
which create instability. Thus, the location of the central bank in relation to the state is
both an important part of state strategy and a key determinant of the outcome of these

tensions.

IV.ii. Central Bank Independence

To be clear, the argument here is not that these points of structural tension will necessarily
occur, or that the structural features will dominate. As Lombardi and Moschella (2016a)
clearly argue, institutions matter, as do the particular preferences and goals of actors (see
Adolph, 2013). The argument here is that the problems that they face, and the conditions
for their survival — their preconditions — are determined by their structural position
within the process of capital accumulation and that any resulting conflict will be shaped
by this position. This then plays out within a historically specific configuration of

relations.

The exact nature of this specific configuration is shaped by processes of
(de)politicisation. A key aspect of state strategy is the characterisation of social relations
as political, as subject to the judgement of the polity; or un-political, private or otherwise

not subject to public contention as a form of ‘metagovernance’ (Fawcett & Marsh, 2014,
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p. 180). This can involve the active politicisation of social relations in an attempt to
contain struggle through moral suasion by bringing them under direct state control
(Burnham, 1999, 2007). Or alternatively the ‘placing at one remove’ of policy making
from state managers through institutional reforms and rule setting, thereby limiting
discretion (Burnham, 2001, p. 128; see also Flinders & Buller, 2006b). Equally, processes
of sedimentation, where customs become established and thus uncontested (Jessop, 2014),
and direct challenges to state authority can drive (de)politicisation processes (Burnham,
2014) as can a range of other strategies (see Flinders & Buller, 2006a; Wood & Flinders,

2014).

This process of (de)politicisation is particularly relevant for considering state—
central bank relations. The management of money as a social relation is critical to the
capitalist mode of production and thus the state. So, the ability to directly manage the
money supply, or to resolve issues over its production and reproduction is a critical
resource for the state and leads most states either to nationalise or to exercise some
executive control over their central banks. However, politicisation also risks inhibiting
central banks in their ability to manage monetary relations, as their policies lose
credibility with financial actors (Cukierman, 1994). The risk of political suasion and the
subordination of monetary needs to broader political objectives brings into question the
commitments of the monetary authorities (Maxfield, 1997). Thus, states may seek to
create an arm’s length relationship where control can be exercised while credibility is

maintained (McNamara, 2002Db).

Thus, any tensions over the direction of monetary, regulatory or fiscal policy are
historically played out by state and central bank actors across the historical institutional

framework of the state—central bank nexus. When politicised and incorporated directly
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under state control they play out internally. The central bank seeks to utilise its position
of expertise and knowledge and its capacity to directly access policy makers to shape
policy outcomes (Burnham, 2017) while the state possesses the ability to legitmately
direct central bank policy. Depoliticised central banks become bound by the terms of their
depoliticisation (Dellepiane-Avellaneda, 2013) but gain scope for independent action and

policy development.

Having moved from the abstract central bank problem by situating it alongside
the state’s problem, this chapter continues this process of deabstraction by turning to the
specific configuration of the British State—Bank of England nexus in 2006. This is largely
the result of the 1997 reforms, which granted the Bank of England operational
independence over monetary policy but separated it from governent debt management
and financial regulation. The subsequent strategies developed by the Bank of England
and the British State then serve as the starting point for the study of the changing role of

the Bank of England from 2006 to 2015.

The 1997 Reforms

Since 1997, the potential conflict over the direction of monetary, fiscal and regulatory
policy occurred, in the UK, within the confines of the operational independence granted
in 1997. This had involved the depoliticisation of monetary policy by returning autonomy
to the Bank of England. But it also meant stripping the Bank of England of its role as the
state’s banker and banking supervisor, placing these roles with separate agencies. The
implication of this was that, while the Bank of England regained autonomy over monetary

policy, it lost almost all its power to affect fiscal or regulatory decisions.
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The core change in 1997 was that, while the government would set an inflation
target, how this was to be met was the purview of the Bank of England. For state managers
this was beneficial as it meant binding political opposition to the government’s economic
strategy (Dellepiane-Avellaneda, 2013) with a view to increasing credibility with global
financial markets (Brown, 2001). Meanwhile, for the Bank this offered an opportunity to

extract itself from political considerations regarding its policies:

The clear separation of responsibility for setting the inflation target (the political
decision) from responsibility for achieving it (the technical decision) also helps to
ensure that the government and the Bank are separately accountable for their

respective roles in the monetary policy process. (George, 2001, p. 73)

Furthermore, while the government technically maintained the ability to direct the Bank

in crisis, this was practically impossible, as although:

the Treasury’s always had powers under the [ 1946 Bank of England Act] to direct
the Bank ... that always seemed terribly nuclear. ... [and] if we [the Treasury]
were to direct the Bank we needed to know [precisely] what we were directing
them to do. [a capacity that the Treasury did not possess] (Interview, Macpherson,

2017)

Thus, while the British government may have been able to set the overall direction of
monetary policy, by determining the inflation target and measure, the actual management
of money markets was and remains de facto the sole purview of the Bank of England —
as long as any action can be legitimised in terms of either the ‘general interest’ or the

inflation mandate.
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This enabled the New Labour government to configure monetary policy in a way
to pursue wage restraint alongside asset growth in the politically sensitive housing and
stock markets by excluding them from the measure (see also Hay, 2009; Watson, 2003,
2013). But it also left the British State with little scope to address divergent preferences
over money market operations in crisis, having sacrificed this for increased economic
legitimacy in general. This situation came to a head in 2007-08 when the fall in house
and stock prices caused a political outcry (Watson, 2009) while the Bank of England

sought to enforce monetary discipline.

The second key part of the 1997 reforms was the separation of the Gilt-Edged
department from the Bank of England and the creation of the new “Debt Management
Office” of the Treasury. This stripped the Bank of England of its role as the market
manager for state debt. Combined with the transfer of the government’s operational
accounts to RBS and Citibank in 2008, the Bank of England was left with little scope for
direct engagement in state fiscal affairs, having only the management of the “ways and
means” account and the gold reserve (Bank of England, 2009a, p. 20). This is unlike the
1920s and 30s when the Bank of England could directly engage with the British
government over “appropriate” and “correct” fiscal management. The Bank of England
now had to rely on policies of ‘externalisation’ by giving regular briefings, speeches and
comments on fiscal and regulatory policy in an attempt to utilise its position as an
independent authority to shape and direct the policy debate (Burnham, 2017), but with no

guarantee that the desired decisions would be made.

Finally, the regulatory reforms that accompanied operational independence saw
the Bank of England stripped of its supervisory powers and responsibilities as part of a

process consolidating nine different supervisory bodies into a single Financial Services
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Authority [FSA]. This, for the first time, separated the banking supervision aspect of
financial stability from the market management aspect. This separation of banking
supervision was a contentious point within the Bank of England (Conaghan, 2012, pp.
32-37). For some such as Mervyn King (then Deputy Governor) it was welcomed as it
boosted the Bank of England’s credibility as a monetary authority. Political intervention
was minimised and the potentially conflicting financial stability concern was externalised
(Balls, 2016, p. 301). However, this also cost the Bank of England important intervention
powers and left it almost entirely dependent on the FSA for the mitigation of any moral
hazard caused by Bank operations. This, combined with the loss of debt management
operations, meant that the Bank of England in 2007 had little operational capacity outside

of money market management in the pursuit of its objectives.

Internally this also meant a slight reconfiguring of the Bank of England with the
creation of the Monetary Policy Committee [MPC]. The MPC was comprised of the
Governor, the Deputy Governors, two other executive Bank of England members and
four independent “external” members. It sat within the Bank of England as the decision
making body for monetary policy; specifically they had the task of determining the level
of the base rate required to meet the inflation target. The composition of the MPC meant
that while it sat within the Bank of England, it also had some relative autonomy as a
decision-making body with independent members. However, the Bank of England more
generally was where the policy was developed through regular consultation with the

senior executive so that

in the Bank everybody knows what the Governor’s view is on whatever policy
they are working on. The policy discussions go up and down the management

chain. Some people were complaining about ‘the empire of the sun king’ or
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‘group think’. But actually it’s just natural at a central bank that the final policy
decision is made at the top. And if you’re working on a policy you should take
into account senior people’s views, to give you the best chance of getting your
proposals accepted. The issue was seldom group think, it was nearly always

hierarchy. (Interview, Senior Bank of England Official A, 2017)

Whereas in the Monetary Policy Committee dissent was common and it was constructed
as an arena for debate (King, 2007). However the predominance of the Bank of England
Executive in the MPC’s membership has meant that it has never voted against the
governor’s recommendations. Also the MPC has only been empowered with deciding
‘how much’ of a given tool is to be used, rather than ‘what tools’ (Interview, Miles, 2017).
Leaving the majority of policy design and operations within the Bank of England more

broadly.

Thus while “the Bank of England” may be treated as a relative whole when
discussing policy development, due to its internal integration of policy development, the
MPC, and later the Financial Policy Committee [FPC] will be treated by the following
account as partially autonomous. “The Bank of England” will be used to denote the
broader and cohesive whole whereas the MPC and the FPC will be identified separately,
where appropriate, as semi-autonomous decision making bodies within the Bank of

England.

Thus the Bank of England entered the 2007 financial crisis with limited
competencies compared to previous eras, but with almost complete independence with
regards to monetary policy and money market operations. The argument presented here
is that these reforms were significant in shaping how the Bank of England approached the

financial crisis, but are not significant in explaining how and why the tensions between
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the Bank of England and the British State evolved over the crisis. To do this the reforms
have been situated within the deeper structural tensions between central banks and states
in general and thus how these reforms left the Bank of England isolated. The implications
for this in terms of the Bank of England’s money market strategy and its relationship with
the Tripartite Authorities provide the starting point for understanding the development of

the crisis response and the post-crisis reforms.

IV.iii. The Money Market Review and the 2006 Strategy

The context of operational independence for monetary policy alongside severely reduced
operational competence in both financial stability and government debt management left
the Bank of England with only one set of tools to achieve its objectives — money market
management. These operations had been under review since 2003 and in 2006 had been
largely reformed as the Sterling Monetary Framework [SMF] as part of a complete review
of the Banks of England’s operations under the new Governorship of Mervyn King
(Interview, Senior Bank of England Official B, 2017). The core strategy of this approach
was the use of market discipline as the primary tool for ensuring financial and monetary

stability.

The SMF operated via two corridor systems: one around endogenously set reserve
targets (Figure 4) and another around the base rate for reserves (Bank of England, 2006;
Figure 5). Every month each clearing bank submitted a target level for its reserves in the
forthcoming period (the space between monetary policy meetings) which the Bank of
England would then provide to the market through Open Market Operations, via repos at
or around the base rate (Bank of England, 2006). Over each period banks would then need

to average their target within a margin of £1% by borrowing or lending out funds.
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Deviation from this margin resulted in sizeable penalties. This incentivised banks to lend
reserves when market rates were above the base rate and to borrow when they were below,
resulting in a fluctuation in the Sterling Overnight Index Average [SONIA] around the
base rate. This fluctuation was then contained by the Standing Facilities which were the
rates at which the Bank of England itself was willing to lend or take reserve deposits
overnight. Thus, changes in the base rate would set the overnight cost of reserves which

in turn served as a benchmark for all other asset markets.

The Bank of England both created the market for reserves and set its limits, relying
on the appropriate pricing of risk and fears of penalties to set the terms for all other
markets. This transmission mechanism relied entirely on market discipline and fear of
losses, with a limited safety net of the Standing Lending Facility to prevent market
exuberance. The FSA provided assurance that key institutions were stable though a
complex set of risk assessments determining credibility and solvency (McPhilemy, 2013).
Both systems of governance relied heavily on the credibility of these rules; it was intended

that the Bank of England would not manage markets to prevent the failure of banks.

This did not mean that the Bank of England ceased to have an interest in financial
stability. In fact, this was still a key concern for the Bank of England, as a sudden rupture
in financial activity would drastically affect its ability to govern the money supply and its

position as a monetary authority. By 2007, the Bank of England had begun to warn of:

some significant downside risks over the medium to long term: the aggressive
search for yield had continued, with a further relaxation of lending criteria and a
rapid build-up of complex, potentially illiquid, financial instruments. ... a
possibility that financial risk was being underpriced (Bank of England, 2007a, p.

19)
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However, these were seen as risks in the medium to long term and were not at the forefront
of debates. In fact, in 2006 the Tripartite Standing Committee of the Treasury, FSA and
Bank of England was presented with reports from both the FSA and the Bank of England
that concluded that the British system was, if anything, over capitalised (Interview, senior

Treasury Official, May 2017).

Thus, the Bank of England sought to mediate the internal tensions of money as
credit by exerting market discipline over financial actors. Firstly, the Bank of England
was only active in one market and would only guarantee the liquidity transformation of a
set range of collateral in its market operations, thus limiting the scope of its liquidity
insurance. Secondly, with systemically unlimited and theoretically free reserves, banks
could extend credit as much as they felt profitable on the assumptions that a) the Bank
would act to curb inflationary pressures by raising the base rate and that b) given the need
to clear in the short run, the credit extended would prove profitable. Thus the problem of
profitability and the returns constraint was placed firmly within the individual bank’s risk
management systems. This system of governance therefore relies heavily on the
credibility of rules. Thus, the Bank of England would not step in under crisis to bail out

banks, but would instead enforce losses made by bad investments.

Importantly, unlike the system that predated it, the SMF did not rely on regular
interventions to meet its goals but instead relied on market dynamics and discipline
(Tucker, 2004). The financial stability concern was externalised to banks adequately
pricing risks and being able to take losses when they failed to do so. This relied on
systemic integrity, i.e. that no one market or institution would provoke a system-wide
collapse and that systemic expansion — which would remove the penalty for over

extension — would be stable. In short, it was predicated on both the efficient market
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hypothesis (Turner, 2016, pp. 30—33) and that the regulatory regime would ensure correct

levels of capitalisation. Both of these turned out to be false.

Financial Stability: The Tripartite Authorities

After the separation of money market management from regulation and government debt
management in 1997, the newly formed Financial Services Authority [FSA], the Bank of
England and HM Treasury formed the Tripartite Authorities as a means of coordination
and information sharing. The division of powers was such that the Bank was seen as
responsible for systemic financial stability, reduced to the notion of LoLR and market
liquidity — both theoretically guaranteed under the SMF. The FSA was responsible for
regulation and supervision with the Treasury legislating where appropriate. The result
was three relatively isolated strategies, which while compatible under the “great

moderation” proved to be critically flawed and problematic under crisis.

Bank of England’s Role

The nominal responsibility for systemic financial stability sat with the Bank of England
(Tripartite Authority, 2006; see also Balls, 2016, pp. 301-302). However, the Bank was
not provided with any statutory tools or abilities to exercise this mandate, as it would have
risked the separation of the FSA from the Bank of England (Interview, Senior Bank of
England Official B, 2017). This meant that in the build-up to 2007 the Bank saw its
responsibility for financial stability as extending to the surveillance and reporting on
market conditions, which it did through the regular publication of its Financial Stability

Report (Bank of England, 20073, p. 19).
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This was both a logical response to the separation of powers where the Bank no
longer had the ability to supervise or direct banks but also a conscious strategy of the
Bank under Mervyn King. King consciously sought to disentangle the Bank from
financial supervision and regulation, instead focussing primarily on Monetary Policy as
a means of containing inflation (Interview, Senior Bank of England Official B, 2017; see
also Conaghan, 2012, pp. 106-111). Under the previous governor, the Bank had
continued to be vocal on financial stability matters, with banks ‘trying to sneak round the
back of the FSA to get the Bank to intervene’ (Interview, Senior Bank of England Official
B, 2017). This undermined the FSA’s authority as a supervisor and thus risked the

regulatory regime thus

The Governor when | was appointed [in January 2006] said he “wanted to make
it operational”. But what he meant by that was not that he wanted to facilitate
financial stability operations but to produce good analysis of the financial sector
and its stability or instability. He was very clear that he didn’t want us interfering
in regulatory matters which was the FSA’s role and for which we had no expressed

powers. (Interview, Gieve, 2017)

At the same time, the logic of "placing at one remove" key operations in order to
insulate oneself from either a conflict of interest or external pressures works just as well
for central bankers as it does for state managers. The location of financial stability with
the FSA thus served to remove pressures on the Bank to moderate its monetary policy
due to financial stability concerns. This freed up the Bank to focus exclusively on the
direct maintenance of the money relation, as stability and solvency had been externalised

to a separate agency.
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That being said, the Bank was also aware that, theoretically, its responsibility
could extend beyond this due to its operational responsibility for liquidity provisions and
payments systems. Thus the Bank in 2007 had begun discussions for the allocation of the
necessary regulatory powers to the FSA to regulate the payments architecture (NEDCo,
2007) to limit the Bank’s financial stability exposure. This was an approach in keeping
with not only the Bank’s market-based monetary management but also with the strategic
preferences of the Governor, Mervyn King, for financial supervision and monetary policy
to be completely separated (Balls, 2016, p.301) to prevent policy conflicts and thus loss

in credibility for monetary policy (Conaghan, 2012; see also Solomon, 1995).

FSA’s Role

The FSA’s approach to financial regulation was largely to focus on consumer and

financial conduct, as set out at the beginning of their 2006 Annual Report

Our objectives are:

market confidence: maintaining confidence in the financial system;

public awareness: promoting public understanding of the financial
system;

consumer protection: securing the appropriate degree of protection for
consumers; and

the reduction of financial crime: reducing the extent to which it is
possible for a business to be used for a purpose connected with financial
crime.

Figure 6. FSA objectives statement (Financial Services Authority, 2006, p.1)
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“Market confidence” loosely translated as a system of supervision and regulation that
sought to ‘promote efficient, orderly and fair markets, and to ensure that UK markets are
internationally attractive and sustainable’ (Financial Services Authority, 2006, p.17).

Regulation was based on the ideas:

that financial innovation was to be encouraged because it was likely to expand
investor and issuer choice, and that regulatory interventions had to be specifically
justified by reference to the specific market imperfections they were designed to

overcome (Turner, 2012, p.43)

Thus financial supervision was conducted through a ‘principle- and risk-based regulatory
system’ (Financial Services Authority, 2006, p.8), where firms would be expected to
operate under strict principles of conduct and would be assessed in terms of solvency and
credibility though a complex set of risk assessments (McPhilemy, 2013). This was
designed to provide transparency to the supervisory process while pushing firms to
establish best practice internally though close supervisory relationships and internal
reporting (ibid.), and at the same time encouraging financial innovation and the drive
towards ‘market completion’ through increasingly complex financial instruments (Turner,
2016, pp. 29-30). Thus the FSA’s financial stability strategy focussed on institutional

stability and competitiveness premised on market efficacy.

These premises ultimately proved problematic. Not only did the supervisory
structure of algorithmic risk assessment essentially result in a box ticking exercise with
the performative appearance of credibility, but the FSA, in attempts to reduce regulatory
burden, increasingly relied on the internal reporting and judgements systems of the

supervised in making its decisions (McPhilemy, 2013).
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Thus, in the build-up to the crisis, the systemic provision of stability relied on the
enforcement of the SMF regime and limited LoLR facilities, which were dependent upon
institution-level stability and capitalisation. These were in turn guaranteed through a
process of nominal compliance and self-governance under the purview of the FSA. Both
of these were largely based on the notion that markets were self-disciplining and that what
was necessary was to enforce the “rules of the game” and prosecute those who sought to

distort market pressures.

So when crisis did break on British shores in September 2007, with the collapse
of Northern Rock, the Bank of England’s response was to utilise this opportunity to
enforce market discipline on what it perceived to be as over-buoyant markets. It
maintained its credibility as a monetary authority by letting Northern Rock fail. This
involved the use, or lack thereof, of monetary policy to ease liquidity pressures while still
pressuring and penalising banks that over exposed themselves. This proved contrary to
the analysis of the FSA and the Treasury, which preferred a course of loosening to allow
restructuring and limit the fall-out. The Bank, however, invoked “moral hazard”
whenever challenged by state officials to change course. This hard-line approach ceased

to be credible, however, with the collapse of Lehman Brothers a year later.

IV.iv. Conclusion

In contrast to the prevailing central bank independence literature, this chapter has
presented the case for understanding the 1997 reforms to the Bank of England as more
than a state strategy to depoliticise monetary policy — although this certainly was the
case (HM Treasury, 2002, pp. 93-94). By situating the Bank of England as a distinct

policy actor, facing a related but separate set of problems to the British State, the
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implications of operational independence for Bank policy become more apparent. With
the loss of control over banking supervision and sovereign debt management, the Bank

was limited to its most basic function as the bankers’ bank by 2006.

The strategy developed by the Bank then is in part a logical extension of its
institutional position in response to its underlying problem of managing the money
relation. The problem of individual bank stability had been placed at one remove in the
FSA, freeing the Bank of England to pursue the stability of money in general without
concern for the stability of money as credit. The resulting money market strategy’s
reliance on market discipline and limited intervention to achieve monetary stability which
prevailed in 2006-2008 is thus to a certain extent a logical response to the underlying

money problem in the context of the 1997 reforms.

So in contrast to approaches which have emphasised the scope for drift or arm’s
length control over the Bank of England by the British State, this approach has developed
the shifts in strategy as direct responses to the new institutional configurations. These new
strategies and distribution of responsibilities and powers serve as the starting point for the

rest of the thesis’ analysis of the changing role of the Bank of England.

The Bank of England’s strategy then served as the foundation to the crisis
response, where ‘moral hazard’ and the drive to curb inflation formed the core of the
Bank’s response to financial instability. In essence, this was an attempt to assert market
discipline while attempting to externalise responsibility for individual bank stability. As
this strategy eventually proved untenable for both structural and political reasons in 2008,
the Bank’s response remained framed by the underlying problem of maintaining the

money relation in contrast, and conflict, with the State’s need to mediate broader social
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struggle. The result is a radically reformed Bank, where the problem of financial stability
has been internalised, leading to a fresh series of reforms to the Bank’s strategy under the
new Governorship of Mark Carney. An understanding of the development of these
reforms and the move to interventionist money market strategies is developed in the
following chapters. This remains as a narrative of conflict, cooperation and compromise
between the Bank of England and the British State as they seek to mediate the
contradictory tensions and problems inherent in their existence as capitalist social forms

and their resulting points of tension over monetary, fiscal and regulatory policy.
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V. Managing Crisis: 2007-2008

The independence of a central bank is not just about legislation; it is about having people
in the central bank who will do what is right for the country in their job and not do what
people ask them to do, whether it is the banks or whether it is politicians

(King, Treasury Select Committee, 2008g, Q18)

Your guy Mervyn has a high pain threshold, I hope you do too
(Hank Paulson to Alistair Darling in Darling, 2011, p. 29)

Frankly, the days after Lehman’s it was only a matter of time before the whole thing came
crashing down

(Interview, Darling, 2017)

There is a disconnect between the accounts of the financial crisis provided by practitioners
and contemporary journalists and that provided by the academic literature. While the
former, and much of the evidence presented in this chapter, points to a process of conflict
and compromise between the British government and the Bank of England over the
appropriate response to the crisis (e.g. Brown, 2010; Conaghan, 2012; Darling, 2011;
Treasury Select Committee, 2008e), the academic literature has to date focussed instead
on the subsequent policy mix as a unified strategy (e.g. Bell & Hindmoor, 2015b; Gamble,

2009a; Hodson & Mabbett, 2009; Thain, 2009; Watson, 2009b).
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The main contribution of this chapter is to bridge this disconnect by providing a
clear and theoretically informed account of the development of the ‘British Plan’ (Quaglia,
2009). By situating the Bank of England as a policy actor facing distinct but related
problems to the British State, the approach adopted by this thesis opens space for
understanding the process of conflict and compromise underpinning the crisis response.
By doing this from the vantage point of managing the contradictory forms of capitalism,
this approach also then provides an account which demonstrates the underlying structural
problems faced by the Bank of England and the British State in managing crisis as an
explanatory factor. This chapter thus provides a rereading of the crisis as a logical
response to the underlying contradictions of the state form and credit money in the context

of “operational independence”.

This chapter thus operates at a very low level of abstraction. Its purpose is to
show how the strategies developed since the 1997 reforms resulted in conflicting
preferences over the crisis response. Namely that having been stripped of its purviews in
government debt management and banking regulation in 1997, the Bank of England’s
governing strategy relied on enforcing market discipline to shape financial practices and
curtail the tendency to overextend credit. This meant in conditions of market turmoil
enforcing losses and refusing to ease market pressure on banks to restructure and
recapitalise. While October 2008 heralded a change in strategy as the entire credit
structure came under threat, the Bank of England faced this initial period as a limited
situational crisis of tight money markets and a single failing bank that could be used to
set an example. Thus its strategy remained consistent with the problem it perceived itself

as facing.
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This directly conflicted with both the state’s growth strategy and the political
embarrassment of the first run on a British bank in over 150 years. The New Labour
government had developed an economic strategy based on ‘privatised Keynesianism’
(Crouch, 2009), whereby welfare gains were secured through cheap credit and rising asset
values (Montgomerie & Biuldenbender, 2014), but tied the perceived economic
competence of the state to maintaining these values (Watson, 2013). But more
immediately the run on Northern Rock and its eventual nationalisation were a significant
political embarrassment which the government was keen to avoid a repeat of. These
objectives directly clashed with the Bank of England’s monetary strategy of ‘market

discipline’ and forced restructuring.

In other words, the Bank of England sought to maintain M—C, money as command,
by enforcing losses and making the returns and clearing constraints bind on private banks
to shape credit practices. The British government sought to maintain C—-M’, money as a
means of circulation, to ensure continued economic prosperity and avoid economic
recession; which in turn would undermine government support. Thus the state stepped in
to fill the void left by financial markets and the Bank. The programme of recapitalisation

and dedicated liquidity channels, backed by state debt were the result.

The focus of this chapter is on the rereading of this policy development as one of
conflicting strategies. Thus its analysis remains at a relatively low level due to the
continuity of the strategies deployed from 2006 and focusses on the interplay between
key actors in their attempts to shape outcomes. The shifting problems and strategies
developed in the aftermath are covered in chapters six and seven at a slightly higher level

of abstraction and thus focus more closely on the contradictions of money. This chapter
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instead focusses on the implications of this approach for our understanding of policy

development.

The structure of this chapter is as follows, the first part briefly outlines the system
of financial governance that operated in the UK prior to 2007 and how the strategies of
the Bank of England and the British State related to one another in crisis. The second part
then revisits the fall of Northern Rock in the middle of 2007 and how the various
strategies came into conflict as the Bank sought to enforce market discipline, while the
Treasury and the Financial Services Authority [FSA] sought an easing of the clearing
constraint to facilitate recapitalisation. The third part then revisits the interim period
between September 2007 and September 2008 when the Bank of England sought to use
the financial turmoil as a means of curbing financial excess and inflationary expectations.
This attempt to maintain the credibility of sterling by enforcing market discipline met
significant political pressure to do otherwise. The Special Liquidity Scheme and the
restructuring of the term structure for reserves in 2007-8 are in this light seen as a slight
easing of the clearing constraint by providing liquidity to certain asset markets under
extraordinary stress but they ultimately continued to make the returns constraint bind,
forcing banks to take losses and restructure — continuing the strategy taken a year earlier

with Northern Rock.

It is not surprising, then, that the policy response to the collapse of Lehman
Brothers is similar to Northern Rock: a large state capitalisation and liquidity package
backed by state debt. With the collapse of Lehman Brothers in September 2008, however,
the limits of the Bank’s market-based strategy were met as the crisis transitioned from a
crisis of a particular money to money in general. Thus this chapter concludes with the

implications of this rereading of the crisis and how Lehman signalled a shift in the nature
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of the crisis. This shift led to a process of innovation and reform, discussed in chapters

six and seven.

V.i. The Tripartite Authorities

In 2007, the British system of financial regulation took the form of the Tripartite
Authorities [TPA] of the FSA, the Bank of England and the Treasury. Each was allocated
a specific purview under the memorandum of understanding. The Bank’s primary
responsibility was to maintain the credibility of sterling by meeting the inflation target of
2%. The Bank’s financial stability role had been limited to the production of six-monthly
financial stability reports and the potential provision of a lender of last resort function.
Financial stability and supervision were seen as the FSA’s role and thus the Bank of
England was not to interfere. The Treasury, in principle, formed the lead; providing
legislative reform when necessary and providing a deposit protection scheme to limit the

risk of bank runs.

This configuration had formed a central feature of the Labour government’s
financial management strategy (Darling, 2011). It served to firstly depoliticise the
questions of financial regulation and monetary policy by placing them in external
agencies in a context of a “rules based” economic governing strategy (Burnham, 2001).
Secondly, it unified financial services supervision into a single agency, thereby limiting
the power of the Bank while granting it independence (Burnham, 2017). Finally, the
Treasury would remain the primary decision maker “acting in the light of advice from
both the Bank and the FSA” (Gieve, 2006). However, this power was severely limited by
the practicality of dismissal and the signalling effect of failure to reappoint (Interview

Darling, 2017). Thus the Treasury was in practice limited in its ability to directly
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command either the FSA or the Bank (Interview, Macpherson, 2017). Essentially, the

Treasury relied on consensus in the TPA regarding appropriate policy.

The TPA, however, was often a divided and even ‘venomous’ (Interview, Senior
Bank of England Official B, 2017) environment. The result was relative discoordination
and dissensus and a relative breakdown of relations between the FSA and the Bank within
the TPA (Darling, 2011, p. 20)*. Thus, the arm’s length management strategy quickly
came undone as the crisis broke and nobody was sure either whose responsibility it was
or what the response should be, re-politicising the question of financial regulation and

supervision.

The Bank’s strategy in this environment was to focus on monetary policy as a
means of securing price stability — the ability for money to command the means of
production. ‘[T]he financial stability activity of the Bank of England was a rather sort of
theoretical academic exercise’ (Interview, Turner, 2017) as a part of a strategy that sought
to detach the Bank from financial stability concerns. Instead, the Bank sought to secure
sound money though the Sterling Monetary Framework [SMF], a system of market
discipline where the Bank’s Monetary Policy Committee [MPC] would set the cost of the
overnight unsecured market for reserves against which all other markets would be set
(Bank of England, 2006). This meant that financial stability and bank failure became
subordinate to the need to stem inflationary pressures. Indeed, it was even questionable

whether the Governor would step in as a lender of last resort

101t is worth noting that working relations remained relatively cooperative between the Bank of England
and the Treasury but were constrained by the policy paths set by the Principals (Interviews, senior Bank of
England official A, 2017; Macpherson, 2017; Senior Treasury Offical, 2017)
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Because he had a strong view that ... moral hazard was a substantial risk if you
stepped in to save the banks. And more generally ... he was very keen to
emphasise that we were setting monetary policy for the whole country, he had no
interest for banks as an industry more than any other industry. (Interview, Gieve,

2017)

So bank failure, while undesirable, was to be allowed in order to prevent ‘moral hazard’

from risking the ability for the Bank to make the base rate effective.

The FSA, then, was the sole institution responsible for financial regulation and
supervision for all institutions (HM Treasury, 2002). Its strategy, however, had been to
focus on capital requirements and institution-level risk assessments and ‘was constrained
by a legalistic regime’ whereby it could face litigation if it sought to engage in proactive
action (Interview, Turner, 2017). In particular, it was also largely compliant with the
government’s strategy to develop and maintain the City of London as a competitive
financial sector. Thus the FSA was actively concerned with reducing regulatory burden
(McPhilemy, 2013). Thus, its overarching strategy, like the Bank of England’s, was to
rely on market discipline and good business practice to secure financial stability (Turner,
2012, p. 43; 2016, p. 29). However, unlike the Bank of England, the FSA was also directly
responsible for bank failure, but with no tools at its disposal to handle one (Interview,
Turner, 2017), with the Bank as the lender of last resort and the Treasury as legislator

(Tripartite Authorities, 2006).

The question of crisis management then ultimately rested with the Bank of
England and the Treasury, for, while the FSA had more detailed information about the

state of UK financial institutions, it had very limited interventionist powers. The Bank

157



and the Treasury, however, both had scope to directly intervene. The problem surfaced
quickly, however, as to what the appropriate distribution of responsibilities and actions
was to be, due to the lack of any coherent plan or agreement. While 2006 had closed with
a series of financial “wargames”, concluding that the Bank should act quickly to stem
contagion with the Treasury as a backstop (Balls, 2016), 2007-08 saw the Bank commit
to its strategy for fear of losing credibility and stoking moral hazard. It was only as the
crisis deepened and the money relation itself came to be at risk that the Bank of England

changed path.

The British strategy for managing the immediate banking crisis was thus a result
of compromise and conflict between the Bank of England and the British government.
Where the Bank’s credibility relied on the enforcement of the rules of the SMF and market
discipline through enforced losses, the state was faced with the political implications of a
bank run and ‘[a]rguably ... the worst economic downturn ... in sixty years’ (Darling,
2011, p. 105). This placed the political needs of the state and the monetary strategy of the
Bank of England at odds. The state sought to curb the crisis as quickly as possible to
secure the market structures that underpinned its growth strategy (Watson, 2009a), while
the Bank of England sought to use this opportunity to discipline finance and secure the

relationship M—C in the face of rising inflation.

V.ii. Northern Rock

The failure of Northern Rock in August 2007 and its eventual nationalisation in 2008
served as something of a dry run for the peak of the crisis in 2008. The debate and
compromise formed in the resolution of Northern Rock in effect established the strategy

for all future bank failures and the 2008 Act passed to allow nationalisation was what
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enabled the speedy response nine months later (Interview, Macpherson, 2017). This
strategy of state-backed recapitalisation and liquidity guarantees was thus the direct result
of the conflicting strategies adopted by the Bank of England and the British State in the
face of financial turmoil and economic downturn. The Bank sought to distance itself from
financial stability concerns in favour of market discipline and the maintenance of money

as money; the state sought to curtail the political costs through intervention.

January-July 2007: Inflation, Strong Growth and Under-priced Risk

The beginning of 2007 saw the MPC in a battle with inflationary expectations, due to a
surge in commodity prices (in particular, energy and food wholesale prices), and an
initially robust economy which threatened to spiral (Monetary Policy Committee, 2007b,
2007d, 2007e, 2007f, 2007g) (Figure 7), cumulating in the first ever letter from the
Governor to the Chancellor as inflation reached 3% in March 2007 (Bank of England,
2007e). In response, the Bank was engaging in a series of rate rises to curb inflation and

reduce the exuberance of the economy (see Figure 2).
Meanwhile the Bank had also begun to warn of:

some significant downside risks over the medium to long term: the aggressive
search for yield had continued, with a further relaxation of lending criteria and a
rapid build-up of complex, potentially illiquid, financial instruments. There was a
possibility that financial risk was being underpriced, and previous experience
suggested that markets could move abruptly in the event of a change in sentiment

that could dry up market liquidity (Bank of England, 2007a, p. 19)
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Thus, the global instability caused by the turmoil in US financial markets in early
2007 was to a certain extent welcomed by the Bank of England. It dampened expectations
and forced a repricing of risk. The subsequent market adjustments alongside the rises in
the base rate potentially offered the discipline required to adjust to a more stable path of
monetary expansion and economic growth (Bank of England, 2007d, pp. 6-7).
Implications for systemic financial stability were not of significant concern. Capital levels
were considered good, with the introduction of higher capital requirements under Basel
I1 underway (Bank of England, 2007b, pp. 42-43), while throughout 2006 the Tripartite
Standing Committee had been presented with reports from both the FSA and the Bank
that concluded that the British system was, if anything, over capitalised (Interview, Senior

Treasury Official, 2017).

For Northern Rock, however, the introduction of Basel Il and the steady rises in
the base rate in the context of market instability were disastrous. Northern Rock had
sought to expand rapidly in the property lending business, transitioning from a relatively
small building society to the 5" largest mortgage lender in under 20 years (Walters, 2008).
This was largely achieved through offering competitive rates of interest to borrowers and
securing funds though the interbank and securitisation markets through the ‘originate and
distribute’ model (Treasury Select Committee, 2008e, p. 12). However, the Basel Il
reforms led Northern Rock, in March 2007, to abandon the commercial property market
in favour of residential and buy-to-let lending due to its lower capital requirements
(Walters, 2008). This proved problematic, however, as the commercial loan book was
pegged to the LIBOR while the residential book was not (ibid.). Thus, as market
instability and rate rises began, Northern Rock increasingly saw its margins shrink and
losses mount, forcing a profit warning in June 2007 (Financial Times, 2007) and forcing

it to secure a capital requirements waiver from the FSA; thereby delaying its need to
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increase its capital (Treasury Select Committee, 2008e, pp. 24-26). In short, the hike in
the base rate and the expansion in risk-premia for long-term funding caused by the US
sub-prime collapse meant that Northern Rock was witnessing a “creditor run” on the bank,
as it could no longer find market funding at a profitable rate (Shin, 2009). As the market
became aware of this, the cost of hedging and insuring its assets and liabilities began to

rise rapidly (Hamalainen, et. al., 2012, pp. 83-85).

This creditor run was intensified on the 9" August, when BNP Paribas froze three
of its funds which were heavily exposed to the US sub-prime market. The interbank
market froze, and it became clear that Northern Rock was at risk of failure. This was
escalated to the TPA which met on the 14" and 15" August to discuss solutions (Treasury
Select Committee, 2008e, pp. 24-26). The question of broader financial stability,
however, was not at this point a key Bank of England concern (King, Treasury Select
Committee, 2008g, Q4). Thus, the Bank simply offered to provide lender of last resort
support but only at the appropriate penalty rates, on the condition the FSA declared
Northern Rock solvent but illiquid. No lasting market support was to be provided nor was
the penalty rate of the SMF to be cut, despite pressure from both bankers and the TPA to

do so (Darling, 2011; Treasury Select Committee, 2008e, p. 38).

August-September 2007: The Run on the Rock

With the interbank market freezing up, the FSA had become acutely aware of the risks

facing Northern Rock and three solutions were pursued:

i. Northern Rock resolving its liquidity crisis through its own actions in short-term

money markets and by securitising its debt;

ii. Northern Rock obtaining the “safe haven” of a takeover by a major retail bank;
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iii. Northern Rock receiving a support facility from the Bank of England

guaranteed by the Government.
(Treasury Select Committee, 2008e, p.36)

A fourth option of the Bank of England mitigating the crisis via money market
operations, such as increasing the availability of term funding at the medium and long-
term marks or by expanding the range of capital that was accepted in funding operations,
was rejected outright by the Bank of England (Treasury Select Committee, 2008e, pp. 38-
39). Rather than risk “moral hazard” by implicitly underwriting money markets, the Bank
of England sought to maintain market discipline. To reinforce this stance on the 12" of
September Mervyn King the Governor wrote a letter to the Treasury Select Committee
detailing the Bank’s stance on moral hazard and why it would be inappropriate for the

Bank of England to act:

[T]he provision of ... liquidity support undermines the efficient pricing of risk by
providing ex post insurance for risky behaviour. That encourages excessive risk-
taking, and sows the seeds of a future financial crisis. So central banks cannot
sensibly entertain such operations merely to restore the status quo ante. Rather,
there must be strong grounds for believing that the absence of ex post insurance
would lead to economic costs on a scale sufficient to ignore the moral hazard in
the future. ... If central banks underwrite any [banking activity] that threatens to
damage the economy as a whole, it encourages the view that as long as a bank
takes the same sort of risks that other banks are taking then it is more likely that
their liquidity problems will be insured ex post by the central bank. The provision

of large liquidity facilities penalises those financial institutions that sat out the
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dance, encourages herd behaviour and increases the intensity of future crises.

(Bank of England, 2007j)

Alongside this the Monetary Policy Committee continued to pursue a hard monetary
policy, having raised the base rate again in July, despite pressure from the Treasury and
key financial actors to do otherwise (Brown, 2010; Darling, 2011; Treasury Select
Committee, 2008e). In short, the Bank of England insisted on treating Northern Rock as
an individually failing bank in the context of a strong economy, significant upside risks
to inflation and the need for a dampening in financial markets — entirely in keeping with
its market discipline strategy. In short, the Bank of England’s stance effectively ruled out
option ‘i’ and reduced the probability of option ‘ii’ as the market contracted. Thus option

‘111> emerged as the only viable option.

On the 12th September, Northern Rock was forced to approach the Bank
requesting emergency liquidity support as it was deemed solvent but illiquid by the FSA
(Court of the Bank of England, 2007c). This fact was leaked to the BBC who then
announced it on a prime time news slot on the 13" (BBC, 2007a). Thus while on the 14"
a formal announcement was made (Tripartite Authorities, 2007) the fear had already set
in and a bank run had begun, the first in the UK in over 150 years. This further increased
Northern Rock’s financial hardship and transitioned what was a liquidity problem into
one of solvency, as reserves were drained to cover deposit withdrawals, and funding costs
rose once more. In order to stem the panic, the Chancellor was forced to announce a series
of increased deposit guarantees (HM Treasury, 2007a), eventually providing a full

guarantee for all Northern Rock depositors in October 2007 (HM Treasury, 2007b).
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With the Bank of England refusing to ease the cost of funding and the state eager
to prevent the complete collapse of a deposit-taking institution and stem financial panic,
it became clear that funding would now have to come from elsewhere. The conflicting
priorities of the Bank of England and the British State were readily apparent. Thus, as
Northern Rock transitioned from being solvent to potentially insolvent, it fell to the
Treasury to underwrite an unlimited stream of funding to Northern Rock to prevent a
default (HM Treasury, 2007¢). The Bank consented to operationalise this, but insisted on
a further penalty rate and froze the original collateralised debt scheme (Bank of England,
2007c; Court of the Bank of England, 2007b). This left Northern Rock on liquidity life
support, underwritten by the state, awaiting a private buyer to take the risk. No such buyer

could be found.

October 2007—February 2008: Nationalisation

The core conflict over the handling of the Northern Rock crisis in summer 2007 was over
where the responsibilities lay and what the appropriate course of action was. The Bank of
England, while acknowledging its role as lender of last resort, continued to extract itself
from financial stability concerns in favour of a narrow monetary policy approach. The
Treasury then was left as the only actor able to intervene and thus was forced to carry the
burden of underwriting Northern Rock. Having resolved this division of labour following
the provision of life support by the state to Northern Rock, the working environment eased
and was largely cooperative between the Bank of England and the Treasury in working
out the details and establishing a final resolution (Interview, Macpherson, 2017; Senior

Treasury Official, 2017).
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With the risk of Northern Rock absorbed onto its own balance sheets, the
government approached and was approached by potential buyers between August 2007
and January 2008. The Bank of England, however, remained an obstacle in sourcing a
private solution. Lloyds TSB informally approached the Treasury, on the condition that
Northern Rock would keep its unlimited funds open for two more years, but the Bank
“baulked at this”, again citing moral hazard as a concern (Darling, 2011, pp. 27-28). The
main bidder, however, was Virgin. Virgin was the front-man for a consortium with AIG,
which planned to buy a large stake in Northern Rock at a discount, recapitalising the
failing bank, but only offering a partial repayment of the Treasury loan (BBC, 2007b).
This left the Treasury taking a sizeable risk. This was considered unacceptable, so after a
failed attempt at a state-backed collateralised fund (HM Treasury, 2008b) and with market
conditions worsening, the decision was made, reluctantly, to nationalise Northern Rock

(Darling, 2011, pp. 55-56).

Northern Rock was nationalised in February 2008, with the government passing
the 2008 Banking (Special Provisions) Act. This Act provided an interim bank resolution
mechanism, overcoming any potential legal challenges to the nationalisation of Northern
Rock. It provides for any bank that has either assumed a liability from the Treasury or the
Bank of England or is about to do so to be transferred forcibly either to another private
body or to a publicly owned subsidiary (Banking (Special Provisions) Act, 2008, 2.), with
compensation to be paid out to creditors, shareholders and other parties as if the bank had
been left with no state support at all (Banking (Special Provisions) Act, 2008, 5.,7.).
Under these provisions, Northern Rock was transferred to the publicly owned holding
company UK Financial Investments Limited [UKFI] as a ‘temporary’ measure to ensure

financial stability (HM Treasury, 2008f) and made repayment of all the Bank of
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England’s loans with interest, replacing them with dedicated Treasury funding (HM
Treasury, 2008g). The full risk of Northern Rock was transferred onto the Treasury,

setting the precedent for both the distribution of risk and labour for future bailouts.

The development of the British response, then, was largely the result of conflict
between the Bank’s desire to secure the stability of money and distance itself from
financial stability concerns and the Treasury’s desire to curb the risk of economic
downturn. The rules-based approach adopted by the Bank of England in response to this
sought to use market pressures to discipline market actors, while the SMF set the
underlying marginal cost of extending credit. This meant that financial turmoil was an
important disciplining feature and bank failure could not and would not be met by changes
in the regime. Thus, the response must come from within the credit structure rather than
from the peak; it was not to be met with fresh central bank money but rather a substitution
of credit. The state as the issuer of the most stable credit had to substitute its credit for
that of the failed bank, substituting public debt for private and socialising the risk
(Bonefeld, 2010). The result risked a political crisis as, while the monetary regime was
maintained, the political questions of crisis management and the ‘common interest’” were

now raised.

The Interim Period

The Northern Rock crisis, sparked by the hubris of its proprietors, provoked a political
crisis as the state was found to be unprepared and forced to bankroll a failing bank. This
put at risk substantive amounts of public funds as the British State not only guaranteed at
one point £51bn of Northern Rock liabilities (Treasury Select Committee, 2009f) but now

also all future funding needs of the fifth largest UK lender and largest mortgage lender
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(Walters, 2008). A parliamentary enquiry was launched by the Treasury Select
Committee into the incident. The Tripartite Authorities were individually called to
account for both how Northern Rock could have failed and why it was left to the public

purse to stem the crisis (see chapter seven).

At the same time, the credit crunch was now leading to a collapse in confidence
in asset prices. In particular, the UK property and capital markets fell by over 20%. This
posed a significant political risk to the New Labour government, which had built its
economic strategy on asset-based welfare through cheap credit to households
(Montgomerie & Bilidenbender, 2014) — specifically on share and house prices (Watson,
2013). Thus the government was facing a ‘moral panic’ from the British middle classes
whose political support had been key to winning elections and secured through increased

wealth rather than incomes (Watson, 2009b). However, house prices had been excluded
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from the Bank of England’s monetary policy target since 2003 (see Hay 2009; Watson,
2003). Thus the sharp fall in house and share prices threatened the political credibility of
the government and increased pressure on the Bank of England to take action to secure

these markets.

Despite this increased political scrutiny and discontent, the Bank maintained its
strategy. The Governor was quick to point out that it had necessarily fulfilled its duty for
market liquidity due to the endogenous nature of reserves and had acted appropriately as
lender of last resort (Gieve, Treasury Select Committee, 2008g, Q8-9). Furthermore, it
was quick to point out that the Bank of England had a clear statutory monetary stability
mandate against Consumer Price Inflation but no statutory financial stability mandate
(Parker, Treasury Select Committee, 2008a, Q7). Monetary policy and money market
operations then remained focussed on dampening economic activity and inflationary
expectations, maintaining the base rate at its high of 5.75% until December. The MPC

explicitly rejecting a loosening of monetary policy because:

It was possible that a cut in rates ... could be misinterpreted as a signal that
monetary policy was focused on supporting the financial system and not on

meeting the inflation target. (Monetary Policy Committee, 20073, pp. 8-9)

In short, despite the first run on a British bank in 150 years, the Bank of England remained
committed to its strategy of market discipline and placing at one remove the question of
financial stability. Instead, it sought to exert monetary discipline on a potentially
overheating economy, placing it directly at odds with the political needs of the British

State.
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December 2007: Limiting Contagion
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Figure 10 Sterling reserve target averages and standing facilities use in £m (Bank of England, 2018d)

The problem that the Bank of England did face in achieving this strategy, however, was
how to stop the turmoil caused by the failure of Northern Rock from derailing the Sterling
Monetary Framework. The Bank’s strategy relied on both a liquid market for overnight
reserves and interbank clearing. Prior to Northern Rock this had been maintained by the
standing facilities (see Figure 10). The increased instability and uncertainty caused by
Northern Rock risked undermining the credibility of other major banks. The standing
facilities — intended to deal with operational disruptions - had already attracted stigma for
their use (Interview, Senior Bank of England Official A, 2017) when Barclays was forced
to use the lending facility for sizeable sums due to a technical fault in August, which
sparked a sharp drop in its share price and speculation about its future (Reuters, 2007). In

response, the Bank decided to loosen the reserve corridor in the SMF to allow for market
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imbalances and to provide more funding security by restructuring its market operations

to longer-term funding.

First, to prevent immediate contagion from Northern Rock and the inability for
banks to adjust their market liquidity requests, the Bank injected exceptional levels of
additional overnight reserves to secure market liquidity. This equated to an increase of
25% for 5 days from the 13th of September, followed by an increase of 50% from the
18th of September until the October MPC when new targets could be set (Bank of
England, 20071). This was accommodated within the SMF by an expansion in the range
within which reserves would be remunerated from +1% to £60%. Although in subsequent
months the endogenous reserves targets increased to reflect the higher demand for
liquidity, the bank maintained a £30% range to allow for any future market volatility
(Bank of England, 20071). This removed the reliance on the standing facilities to
accommodate market volatility. This also made it easier for banks to set higher targets
and thus increase market liquidity without increased risk of penalties (Bank of England,

2007K).

This did involve removing some element of market discipline from the Bank’s
approach. A bank facing a payments deficit due to problems in maturity transformation
would no longer be immediately penalised and banks could hoard reserves as markets
gyrated. However, the reform to the SMF also maintained pressure on banks to restructure,
as persistent payments deficits would still result in penalties and it provided no support
to other asset markets. Finally, it was also clearly a temporary measure which would be
unwound as markets stabilised and it largely served as a temporary fix for the now

problematic standing facilities.
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Secondly, the Bank restructured its regular market funding structure to provide
more certainty in funding. It increased the weighting of its regular market operations to
longer-term funds from 30% to 40% between September and November (Bank of
England, 20071, p. 507). In late October, it offered a series of £10bn 3-month Long Term
Repo Operations [LTRO] against a broad range of investment grade assets, including
mortgage backed securities but at the minimum penalty rate of 100 basis points (Bank of
England, 2007i) — which received no market interest (Bank of England, 2007m, 2007n,
20070, 2007p). December then saw a significant rise in market instability due to global
money markets tightening as the sub-prime losses began to unwind and the encroachment
of year-end reporting saw most banks attempt to adjust their balance sheets (Bank of

England, 2007k).

Subsequently the Bank of England took part in a US Fed-led global initiative to
reduce stress in global short-term funding markets (Irwin, 2013, p. 157). This involved
the reestablishment of a US dollar swap line!! with the Federal Reserve and relaunching
the October £10bn 3-month LTROs. However, this time the LTROs were against a
narrower range of collateral at initially no penalty rate (Bank of England, 2007f), which
was raised to a 50 basis point penalty in 2008 (Winters, 2012a, p. 50). This time they were

fully subscribed (Bank of England, 2007g, 2007h).

These Extended Collateral Long-Term Repos [ELTRs] were explicitly aimed at
preserving the liquidity of mortgage lenders, in particular building societies, who were

unable to issue sufficient mortgage-backed securities [MBS] or covered bonds in the

11 The previous arrangement had expired a year earlier (Interview, Cross, 2017).
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capital markets to fund their mortgage books (Interview, Cross, 2017). This served to ease
some of the Treasury’s concerns about the Bank of England’s reticence (Interview,
Darling, 2017). However, the narrower range meant that top-grade MBS would be
accepted at a significant haircut (Bank of England, 2007f), providing respite and
preventing collapse but not a full funding solution. Furthermore, these adjustments to the

SMF were initially announced as only being available for two months.*?

Finally, the Bank introduced outright gilt purchases in January 2008 (Bank of
England, 2008a). These were aimed towards establishing a stock of gilts that could be at
some point lent out to reduce volatility in collateral markets (NEDCo, 2007) and to
provide a more stable backing to the Bank of England’s note issue (Bank of England,
2008h). Purchases remained relatively small, however, with the Bank preferring repos for

funding operations due to their reduced risk (NEDCo, 2008b).

These operations involved a trade-off for participating banks. The long-term
OMOs as well as the October and December LTROs involved paying higher rates of
interest for reserves, turning the reserve averaging from a financially neutral scheme to a
net cost scheme for banks reliant on long-term funding facilities. Furthermore, any initial
liquidity injected by the increase in longer-term funding was drained from the market by
fewer short-term funds. This, in a similar manner to the changes in reserves targets,
maintained pressure on banks to restructure for, while funding uncertainty had been

reduced, persistent imbalance of payments would still result in a clearing crisis.

12 Although they were continued until May 2010 when they were replaced by the permanent Indexed Long-
Term Repo Operations (see chapter six).
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Together these two adaptations of the SMF saw the Bank successfully limit the
scope for the market turmoil associated with the failure of Northern Rock and global
instability from impacting the overnight sterling money markets. It also successfully
removed the issue of international payments emphasised in Lapavitsas’ work on central
banks. By establishing what eventually became a permanent swap line with the US
Federal Reserve, the Bank of England insulated the domestic financial sector from
international clearing concerns. However, this did not mean that the Bank of England was
in the free and clear; it still had both to preserve the credit structure and to exert monetary

discipline.

This left several major banks clamouring for further action, even approaching the
Chancellor directly to complain about the Governor’s reluctance to provide ready cheap
liquidity (Darling, 2011, pp. 61-62). In doing so the Bank maintained its strategy of
enforcing market discipline; charging banks for the increased certainty in funding while
not increasing net systemic liquidity. This strategy of providing, at a price, market
liquidity in a manner which does not ease the fundamentals of the clearing constraint
while preserving systemic liquidity needs remained the central feature of Bank of England

strategy throughout 2008.

January-April 2008: Market Turmoil and the Special Liquidity Scheme

2007 closed with the MPC reducing the base rate by 0.25%. Market turmoil appeared to
be working as credit conditions tightened and inflationary expectations began to fall. This

shift in the underlying economic conditions:

174



6

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

GDP Growth (Quarterly) — ==@==CPI (Monthly)

Figure 11. 2008 UK Growth and Inflation (Office for National Statistics, 2016)
put the [Monetary Policy] Committee in a good position to act pre-emptively to

reduce the risks stemming from the tightening of credit without losing credibility

among wage and price setters (Monetary Policy Committee, 2007c).

Or, to put it another way, the financial contraction had at last turned into the economic

contraction necessary to begin to unwind the tightening begun earlier that year.

Meanwhile, the Bank of England was increasingly concerned over the unfolding
of the US sub-prime crisis both horizontally across international financial markets (Bank
of England, 2008f); and vertically though the interconnection of securities markets
through repo funding chains (Interview, Cross, 2017). This picture began to worsen
quickly in the early months of 2008, as markets continued to deteriorate and the question
of losses on the Asset Backed Securities [ABS] and Collateralised Debt Obligations

[CDO] markets threatened several prominent US hedge funds. This in turn raised
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concerns regarding the exposure, and thus potential undercapitalisation, of UK banks as
an ongoing concern for the TPA (Bank of England, 2008f; Treasury Select Committee,
20099). The result was a rapid deterioration of interbank markets and high-street lending

(Bank of England, 2008d) and by March a credibility crisis was taking hold:

The situation had been grave in March when almost any bank, irrespective of its
fundamental position, was perceived to be at risk because of rumours. The present
position now [April 2008] could not be judged in terms of an assessment of the
fundamentals insofar as market sentiment reflected fear and uncertainty. (NEDCo,

2008c, emphasis added)

Alongside this deterioration in market conditions, there was continued political pressure
for the Bank of England to take further action. The Bank of England was heavily criticised
in the Treasury Select Committee’s report on Northern Rock (Treasury Select Committee,
2008e) and was facing persistent pressure from the government and financial actors to
change stance. This led to the Treasury taking legal advice as to whether it could in fact

command the Bank of England to take further action (Darling, 2011, pp. 57-58).

The MPC initially responded to this protracted deterioration in economic activity
and money growth with two protracted 0.25% rate cuts, ending in April as inflation
resurfaced (see Figure 13 & Figure 11). However, the spread on term funding in the
interbank market became, and remained, elevated, charging a premium for long-term
lending. At the same time, key asset markets had begun to seize up. This threatened the
parallel repo and securitisation funding structures that had come to underpin the

contemporary market-based banking structure (Hardie et al., 2013).
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Figure 13. Sterling Monetary Framework and LIBOR at overnight (SONIA) and longer maturities January—
October 2008 (Bank of England, 2018d)
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With the continued losses on US mortgage debt, and the ABSs and CDOs attached
to them, key asset markets were becoming illiquid and payment structures based on
collateral pools for repos were forcing a contraction of “shadow money” (Gabor, 2016).
This risked significant losses as uncertainty over pricing led to collapsing demand, which,
due to the fall in market price, led to a further collapse in demand as assets could no
longer be used as collateral for further asset purchases (ibid.). This process had caused
UK mortgage markets to completely seize, threatening a core component of credit
provision to the UK economy (NEDCo, 2008c). In response, and after significant
Treasury pressure to act (Interview, Darling, 2017) and Treasury involvement in the
development of the scheme (Darling, 2011, p. 94), the Bank of England initiated the

Special Liquidity Scheme to set a floor on sterling asset markets.

Special Liquidity Scheme

The Bank initiated the Special Liquidity Scheme [SLS] on the 21st of April 2008. This
scheme enabled reserve banks to swap high-grade but illiquid securities at the Bank for a
year for 9-month Treasury Bills minus a ‘haircut’ and a fee, for a year, with potential to
renew twice to a maximum of three years (Bank of England, 2008p). These bills could
then be used on the sterling repo markets to raise funds at a stable rate (see Figure 14).
The scheme's core function was thus to provide what Perry Mehrling (2011) terms a
“Dealer of Last Resort” function. It set the maximum spread between key markets and

guaranteed liquidity, at a penalty rate.

The SLS did this by setting the maximum “haircuts” or discounts applied to each
asset class in relation to the medium-term bill market. Almost any investment grade asset

could be swapped into a gilt at a set haircut, thus, guaranteeing liquidity between markets.
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Figure 14. Liquidity Transformation in the Special Liquidity Scheme

However, by charging a fee on this conversion equal to the spread between the 3-month
LIBOR and Treasury repo rates (Bank of England, 2008p), it meant that in effect any
funds raised via this conversion would be at roughly the unsecured market rate. This
meant that any firm partaking in the scheme would in effect be borrowing at the unsecured
rate through a secured repo transaction. The importance of this, however, is that it allowed
the 9-month bill to be rehypothecated as collateral in repo funding structures (Singh,
2014). Thus, in a similar manner to the lender of last resort function, this dealer of last
resort facility prevented the unwinding of payment structures, which risked complete
system stability. Thus ‘the purpose of the Scheme [was] to finance part of the overhang
of currently illiquid assets by exchanging them temporarily with more easily tradable
assets’ (Bank of England, 20080) ensuring the liquidty and maximum spread beteween

investment grade assets and the T-bill market.

So, while the Special Liquidity Scheme provided funding via the repo market, the
penalty rate and associated haircuts were above the market rate as the Bank of England

was keen to continue to enforce market discipline (Interview, Darling, 2017). Which
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meant that the scheme was only desirable in times of significant funding difficulty.
Furthermore, the construction of the scheme as a swap meant that ultimately the Bank of
England bore very limited risk, as any devaluation in the pledged asset would have to be
borne by the bank that pledged it. This was done in such a way as to make the returns
constraint bind, providing liquidity but at a price which would not be acceptable in normal
conditions. This was entirely in keeping with the existing market-based strategy of using

the returns constraint to discipline market actors.

However, given the environment of fear and mistrust in the markets, the scheme
would only work if there was sufficiently broad take-up. Otherwise, participation in the
scheme could have triggered further deterioration of market conditions for the participant

bank. So:

the big five banks were called into the Governor’s office and the discussion took
the form of the Governor telling them “you will be using this facility whether you
want to or not”, and HSBC said “well we don’t need to use this facility”, and
Mervyn said “well we need you to use it so you’ll be using it” and they said “ok
thank you very much we’ll do it”. And that de-stigmatised the SLS’ (Interview,

Cross, 2017).

While this eased the medium- and long-term funding worries in the interbank
market, it would be a mistake to see this as a significant change in stance by the Bank of

England:

The Bank's view was that the provision of liquidity was necessary but it was only
a “sticking plaster” that provided time for banks to make the adjustments that were

needed (NEDCo, 2008b).
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Thus, although the SLS did correspond with a slow reduction in the base rate, the latter
was premised on an increased risk of economic contraction and the deflationary pressures
associated (Bank of England, 2008i). The SLS was aimed at an ‘overhang’ of illiquid
assets, where markets in MBSs and CDOs had collapsed, preventing them from being
used in funding operations (Bank of England, 20080) and thus causing severe disruption
in the interbank funding markets as confidence began to collapse. The scheme
purposefully left all long-term risk with the banks and to a lesser extent the Treasury and
was meant to provide space for banks to seek recapitalisation and come clean on their
losses. For, while a significant levels of losses had been estimated from the US sub-prime

market, only limited losses had been announced (Bank of England, 2008f).

The Bank of England’s stance towards the costs of the crisis remained the same.
While it was willing to provide liquidity in order to limit the risks of contagion from the
nationalisation of Northern Rock. This risk was conceptualised as an exogenous shock
‘preventing markets from operating correctly’ (Bank of England, 20080), rather than a
feature of market discipline. The need to recapitalise and declare losses was left clearly
at the feet of the financial sector with the stance reiterated that any further failures or
emergency support would be handled on an individual basis. The crux of this is that, while
the bank was willing to ease the pressures facing the British financial system from a
coordination problem perspective, it was not willing to provide a solution to the emerging
systemic solvency problem nor to take radical action to provide space for ‘“safe”
restructuring, as it still feared moral hazard and prioritised its monetary policy mandate
over its financial stability objectives. In the short run, the SLS was successful in reducing

spreads on medium-term funding and several major banks sought recapitalisation after
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announcing losses from the US sub-prime market. The seas had calmed, but now attention

had turned to the state of the ships.

May-August 2008: Recession, Inflation and Recapitalisation

The decision to ease credit conditions through a slow lowering of the base rate and the
launch of the Special Liquidity Scheme largely served to remove the political pressure on
the Bank to take action. Instead, as detailed in chapter seven, the political debate had
moved on to reforms to the financial stability framework and what the role of the Bank
would be post crisis. However, there were still two immediate concerns for both the Bank
and the state: the risk of inflation with continued commodity shocks forcing CPI to above

the target range from April, and the problem of Bank recapitalisation.

Once again, the storm broke in the US before being rapidly transmitted to the UK.
Bear Stearns had run into difficulties in March 2008, requiring US government
intervention to secure a takeover, which sparked market volatility and a demand for extra
reserves, accommodated by the Bank by a 25% increase for three days (Bank of England,
2008I). However, markets had begun to stabilise to the extent that the Bank reduced the
remuneration range from 30% to 20% in July, as the banks increased their capital (Bank

of England, 2008m).

2008 saw four of the Big 10 UK banks seek market recapitalisation to
accommodate the losses accrued from the fallout of the US sub-prime market (see Table
1). However most of these failed to raise funds on the market, leaving underwriters with
the majority of the issues (the exception being RBS; see Table 1). In short, while banks
were starting to address their issues, the market was not willing and was not able to invest

as liquidity was still scarce, if stable. Also markets were waiting for the other shoe to drop,
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Issuer Price (p) Size£Em | Take-up | Start date | End Date

Bradford & Bingley plc 55 455.2  27.84% 13/04/2008 | 18/07/2008
HBOS plc 275 4,159.0 8.29% | 05/04/2008 | 27/06/2008

The Royal Bank of

200 12,246.0  95.11%  28/03/2008 | 15/05/2008
Scotland Group plc

Barclays plc
— Open Offer 282 4,000.0  19.00% | 29/06/2008 | 22/07/2008
— Placing 296 500.0 N/A 04/07/2008

Table 1. Rights Issues from UK Banks in first two quarters of 2008 derived from (London Stock Exchange, 2017; Rights
Issue Review Group, 2008, p. 51)

as only an estimated 10% of losses had been announced and there was a lot of uncertainty
as to where the rest fell (Bank of England, 2008f). This lack of market appetite and the
continued unwinding of complex debt instruments led to a slowly intensifying

capitalisation crisis.

Facing deterioration in market conditions, both the City and the Treasury began
to pressure the Bank of England to ease market conditions to ensure funding and provide
further space for recapitalisation, deleveraging and return to normal lending (Brown,
2010, p. 34; Darling, 2011, pp. 94-97). The Bank, however, turned to its mantra of moral
hazard and inflation management as taking precedent. The Bank of England thus refused
to take any further action in financial markets beyond the SLS, with inflation reaching
over 3% for nine months due to a rise in food and oil prices (Bank of England, 2008k).
The Bank instead insisted that liquidity had ceased to be the problem and that any further
action would risk inflationary pressures becoming unacceptable (Treasury Select
Committee, 2008h, Q.80, Q.83) as inflation continued to rise (see Figure 11). This forced

the Governor to write a series of letters to the Chancellor explaining the rise in inflation
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(King, 2008b, 2008c, 2008d). In fact, the Governor saw the market contraction as

beneficial as:

the rate of increase of other prices and domestic costs, notably pay, must remain
low.... [thus] we [The Bank of England] believe that a slowdown in the economy
this year, creating a margin of spare capacity, will be necessary to dampen price
and wage pressures and ensure that we fulfil our remit by returning inflation to

the target. (King, 2008e)
And:

that the MPC is prepared to take whatever action is needed to return inflation to
the 2% target and to keep expectations of inflation in the medium term anchored

to the target (ibid.)

Thus, in a similar manner to Northern Rock, the Bank of England sought to
externalise the question of financial stability onto the Treasury and the FSA. Despite
pressure for the Bank of England to take a more active financial stability role (Treasury
Select Committee, 2008a) and an impending statutory mandate to do so (Treasury Select
Committee, 2008b; this is covered in more detail in chapter seven), the Bank of England
sought to subordinate this to its monetary stability objective (NEDCo, 2008a). Thus in a
similar manner to the summer of 2007, the Bank of England began tightening funding
conditions with the end of the SLS window planned in October and advocated, whenever
pushed about market deterioration, that the banking sector should use this opportunity to
restructure and recapitalise, even three days before Lehman filed for bankruptcy
(Treasury Select Committee, 2008c, Q.42—46). In other words, the Bank of England

continued to advocate market discipline despite deteriorating financial markets
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throughout 2008. This strategy reached its limit in September 2008 when Lehman

Brothers filed for bankruptcy.

V.v. Lehman Brothers

The failure of Lehman Brothers represented a significant shift in the nature of the crisis.
The preceding year had been characterised by a steady pressure on British banks to
recapitalise and restructure, whereby market discipline could be used effectively. The
failure of Lehman Brothers triggered a panic that triggered the failure of five British banks
(see Table 2) and the destabilisation of the entire credit structure. Market discipline in this
context would have resulted in the implosion of the entire system. Thus it ceased to be a
credible strategy (see Dellepiane-Avellanda, 2015, pp. 228-229) and forced the Bank of
England to change course in order to maintain its credibility as a central bank. Given the
speed of this transformation, however, the immediate resolution was conducted under the

same paradigm as Northern Rock.

Since the failure of Northern Rock two smaller banks — Alliance and Leicester
and Bradford and Bingley — had been monitored by the Bank of England and the FSA
as ‘causing some concern to the Tripartite authorities’ (Court of the Bank of England,
2007a). Meanwhile the larger banks Halifax Bank of Scotland [HBOS] and Royal Bank
of Scotland [RBS] were at the centre of the push to restructure. They remained reluctant
however, to announce losses and had attempted to exercise political muscle to ease
liquidity concerns (Brown, 2010, p. 31; Darling, 2011, pp. 61-64). By September, it had
become clear the initial recapitalisation was insufficient, but conditions had now

worsened as markets lost confidence in British banks (NEDCo, 2008a). Before anything
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could be done, however, the renewed turmoil turned into a fresh storm. Lehman Brothers

filed for bankruptcy on September 15th. Markets collapsed.

In response, the Bank further extended the SLS drawdown window and ELTR
operations and expanded access to the US dollar swap line established earlier in the year
(Bank of England, 2008c), while providing direct liquidity, at a premium, under
emergency liquidity assistance [ELA] conditions (see Plenderleith, 2012). Under the
aegis of the 2008 Banking (Special Provisions) Act and the established division of labour,
the Treasury then sought to find solutions to the four at-risk banks. Alliance and Leicester
was already in the process of being sold to the Spanish bank Santander (Financial Times,
2008b). Meanwhile, the FSA declared that Bradford and Bingley ‘no longer met its
threshold conditions for operating as a deposit taker’ and was split into a “good” bank —
again sold to Santander — and a “bad” bank which was taken into national ownership

(HM Treasury, 2008c).

The main problem remained HBOS and RBS. Together these accounted for
approximately 40% of domestic deposits and 26% of mortgages (HBOS plc., 2008; RBS
Group, 2008). HBOS had engaged in aggressive expansion in property lending, in
particular on commercial property, which as the economy contracted was suffering heavy
write-downs. Meanwhile, RBS had engaged in a deeply problematic takeover of ABN
Amro which left it taking on significant losses and a highly leveraged funding deficit
(Treasury Select Committee, 2009b). With uncertainty over losses and volatile funding
markets, it quickly became clear that they could not survive on their own — despite

protestation to the contrary (Darling, 2011, pp. 146-147, 159).
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Before the government could construct a more lasting solution, however, it
became clear that HBOS was at risk of immanent failure. Within two days the HBOS
share value had fallen by 33%. This led the government to sign off on a previously
rejected takeover by Lloyds TSB — another major UK bank — despite a potential breach
of competition legislation (Darling, 2011, pp. 118-129). 13 days later HBOS had
exhausted all avenues of action and was facing imminent default without ELS, despite
the impending takeover (Court of the Bank of England, 2008b). Meanwhile RBS’s
international scope and highly leveraged strategy left it taking significant losses with
limited capital (Treasury Select Committee, 2009b) and ‘was short of some $36 billion
after regular operations’ and needed emergency access to dollars via the Bank of England
swap line (Court of the Bank of England, 2008a). This was provided as part of an ELS
package on the 7" of October after a phone call to the Governor from the Prime Minister
to guarantee that RBS made it through the week while a more lasting solution was

implemented (Brown, 2010, p. 54).

On the 8" of October the government finalised its plan to secure both liquidity
and capital for the UK banking sector. Facing markets unwilling to lend or invest and
banks in desperate need of recapitalisation, the government decided to take it upon itself
to recapitalise the banks. The Treasury offered unlimited funding guarantees to any bank
that the FSA considered to be adequately capitalised; meanwhile, offering capital in
exchange for equity for any bank that failed the meet the threshold (HM Treasury, 2008a).
In short, the state stepped in to replace the Bank of England as both lender of last resort
and investor of last resort in a manner similar to Northern Rock’s nationalisation nine
months earlier. As the crisis unfolded, this required not only a second round of

recapitalisations in November 2009 (HM Treasury, 2009d) but also the launch of the
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Asset Protection Scheme to insure the legacy assets of Lloyds/HBOS and RBS against
losses as they continued to struggle (HM Treasury, 2009a, 2009b, 2009¢). Meanwhile,
the Bank of England was again relieved of its loans to HBOS and RBS as fresh Treasury

funds were used to repay them (Bank of England, 2009a).

This division of labour whereby the Bank of England would provide initial ELA
at a significant penalty, which would then be replaced by the Treasury’s direct
intervention as both a lender and investor of last resort, resembled a streamlined version
of Northern Rock. This saw the Bank of England attempt to disentangle itself from
financial stability concerns in favour of its Monetary Policy mandate, with a subordinate
financial stability mandate (NEDCo, 2008a). Thus, while the 2008 bank failures were
conducted with reasonable consensus and cooperation between the Treasury and the Bank
of England (Interview, Senior Treasury Official, 2017), the paradigm upon which it was
conducted was one developed under conditions of dissensus and reticence on the part of

the Bank of England.

The result saw the British State directly substitute £125.2bn of its debt for bank
capital and take on the risk for over £200bn of bank funding and assets (Table 2). This
risked politicising the state’s role in the banking sector as the majority shareholder of two
banks — Northern Rock and RBS. Although this was largely resisted by the arm’s length
control of UKFI Ltd, which managed the government’s stake, recurrent scandals in
bankers’ pay (Financial Times, 2010a) and lending practices (Financial Times, 2008a,
2009c, 2010Db) threatened the politicisation of the state’s capital stakes. The ultimate result
of the 2007-08 financial crisis was thus to threaten the entire existing paradigm of
depoliticised financial management. Questions of liquidity provision, credit growth,

financial regulation and now state-owned banks became pertinent. These issues and their
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Capital Injections

(Direct Cost)

Guaranteed assets
(Potential Cost)

Initial Additional Asset Protection
Bank Ce_lpngl Ca_tplta_ll Credit Guarantee | gcheme
Injection Injection Scheme L
(% stake) (new % stake) (Potential Liability)
Northern £20bn
Rock (100%) N/A N/A N/A
£37bn
Bradford N/A N/A N/A
and Bingley (100%)
£3.75bn
Royal Bank £20bn £25.5bn $9.50bn £281.9bn
of Scotland (58%) (84%) ' (£199.71bn)*
€4.85bn
£1.80bn
/ HBOS (44%) (41%) '
€1.00bn
£3.00bn
Barclays N/A N/A $2.35bn N/A
€3.00bn
£3.125bn
Other N/A N/A $-.-- N/A
€0.75bn
£293.575bn (£211.385bn)
Total £125.2bn $11.85bn
€9.6bn

Table 2. Summary of British State Bailouts (DMO, 2011; HM Treasury, 2009f; House of Commons Library, 2010)

13 The Asset Protection Scheme operated as an insurance policy where the state was exposed only to losses
over £60bn at 90% of value.
14 The recapitalisation of Lloyds took the form of Treasury-underwritten public rights issues that watered
down the government’s stake, while increasing its volume.
15 Lloyds Banking Group withdrew from the scheme after one month, instead raising capital through a
Treasury-guaranteed rights issue.
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impact on the role of the Bank of England form the content of the subsequent chapters,
as the Bank of England engaged in sweeping reforms, eventually abandoning the market

discipline strategy which shaped the initial response to the crisis.

V.vi. Conclusions

Two key conclusions can be drawn from this chapter. Firstly, in contrast to the orthodox
Marxian approach, the key concerns of the Bank of England were not about international
balance of payments. Swap lines with other major central banks were easily established
and the Bank of England was able to lend sizeable amounts of USD as part of its ELA.

Instead, the problem facing the Bank of England was the internal contradictions of money.

The initial crisis presented itself as one of clearing and returns, as the financial
sector realised that it had mispriced assets and engaged in dangerously leveraged
positions. The Bank of England sought to make these constraints bind in order to secure
the credibility of sterling: first as money by dampening inflationary pressures and then as

credit by forcing the banking sector to recapitalise and restructure its operations.

Secondly, by approaching the question of crisis management from a disaggregated
view of “the state” which identifies the Bank of England as a policy actor, this chapter
has provided an account of the crisis which accounts for the conflict and compromise
between the state and the Bank. In doing so this chapter has shown how the development
of the British paradigm of state recapitalisation and funding was the result of the dissensus
between the Bank of England and British government over the correct policy response.
This dissensus in turn was the natural extension of the Bank of England’s market
discipline strategy, developed in response to the 1997 independence reforms, which was

predicated on banks self-insuring against both potential losses and liquidity risk, where
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failure must be a credible threat for those that did not. Financial turmoil and restructuring
thus served to preserve inflationary expectations by disciplining financial exuberance.
This was directly opposed to the British State’s desire to ease funding conditions in an

attempt to stave off deeper crisis and economic contraction.

Thus, despite the relative cooperation in the management of the 2008 crisis, where
consensus had formed over the need for recapitalisation, the strategy deployed was one
formed through extended contestation of roles and responsibilities. The protracted failure
of Northern Rock and the reluctance of the Bank to significantly ease funding concerns
established the Treasury as the ultimate lender and investor of last resort. So, while the
crisis did represent a recomposition of the relationship between the state and finance, as
emphasised by some authors, this chapter has challenged the implicit assumptions that
this was the result of unified “state” strategy. Instead, as the result of the conflicting
problems, priorities and strategies of the British State and the Bank of England derived
from the foundational contradictions of the political and money in capitalism, this chapter
has argued that the “British Plan” was developed and deployed by the state to overcome

the reticence of the Bank of England.

This chapter has made the case for reassessing the crisis and the subsequent
developments to financial regulation and monetary management as one of competition,
conflicting and cooperating strategies as the Bank of England and the British State sought
to mediate the contradictions of capitalism. The following chapters develop this
reconstitution of state—central bank—finance relations by focussing on the reforms to the
Bank of England’s monetary strategy and the development of its financial stability

operations.
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VI. Monetary Reforms

The longer term cause is that banks lost confidence in each other ... Suddenly people
thought, yes banks can fail

(Darling, 2008a)

Banks are ... on a massive scale, posing the paradox of thrift
(Cable, 2010, p. 136)
[T]here was a hope that the banking system would heal itself and bank lending would be

a bit stronger by 2012 and it wasn’t
(Interview, Miles, 2017)

The collapse of Lehman Brothers changed the nature of the crisis for the Bank of England.
While previously the crisis had manifested as the failure of particular monetary authorities,
and thus risked only particular credit moneys, the failure of RBS, HBOS and Lloyds
threatened money in general. The crisis transitioned from a situational crisis of a failing
bank to the systemic existential crisis of money as credit. At the same time, the crisis had
ceased to be one of liquidity and became one of credibility and confidence both in the
financial sector and in the future of British capital as a whole. This meant that the strategy
of enforcing market discipline ceased to be feasible, as falling expectations led to falling
asset values and insolvency. Thus the Bank of England was forced to innovate and

develop a new strategy.
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Prior to 2008, central banking across the Western world had developed as a largely
detached technical practice. It focussed on the use of a single policy tool — the base rate
— to hit a single macroeconomic target — normally inflation (Begg, 2009; Borio, 2014).
This was conducted in an environment of operational independence, where the central
bank would conduct its monetary policy in relative isolation from other state activities
(Goodhart, 2011). This was legitimated through the use of scientific and technical
discourse around operational decisions alongside a clear political mandate — the inflation
target (Jabko, 2009). The underlying premise of these operations was that market forces
would transmit decisions regarding a narrow instrument across other markets and thus the

economy, in an efficient manner (Turner, 2012).

The events of 2008 directly challenged this model and began a period of policy
innovation and implementation that saw the Bank of England assume increasingly
important roles. It set the limits to market discipline through the new Sterling Monetary
Framework [SMF]. directly targeted asset prices and economic activity though
‘exceptional” monetary policy and as the crisis transformed into a structural crisis took
increasingly active stances on the government’s fiscal policy and broader economic

management. In short, it abandoned the pre-crisis policy paradigm.

The range of new operations, schemes and ‘exceptional’ monetary policies
conducted by both the Bank of England and central banks globally has already attracted
significant attention from finance and central banking scholars. However, these accounts
tend to be piecemeal, focussing on either the response of central banks to the changing
dynamics financial structures (Dow, 2017; Gabor, 2014a, 2016; King, 2016; Mehrling,
2011; Turner, 2016) or on the efficacy of these reforms (Bridges & Thomas, 2012; Churm,

et. al., 2015; Lyonnet & Werner, 2012). While some have pointed to the potential political
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economy implications of these reforms — especially in terms of the risks to central bank
independence (Borio, 2014; Bowman et al., 2013; Gabor, 2014a; Gabor & Ban, 2016),
these approaches have tended to treat this as either a consequence of or a factor external

to the reforms, rather than as a part of the policies themselves.

The political economy literature, meanwhile, has tended to focus on the lack of
change within state strategy as a whole, emphasising the continuity of narratives and
policies that focussed on marketisation of the state (e.g. Gamble, 2014; Hay, 2013b;
Hodson & Mabbett, 2009), as well as the continued reliance of economic development
on house price and financial asset growth (Green & Lavery, 2015; Hay, 2013a).Within
these studies, central bank actions have been viewed as part of the necessary socialisation
of private losses inherent within neoliberalism (Gamble, 2014). While these approaches
correctly identify the much deeper problem facing British capitalism — the lack of a
coherent growth model — their analysis understates the drastic change undergone at the
Bank of England and the importance of relationships with the British State in shaping the

post-crisis policy process.

This chapter instead approaches the development of the Bank of England’s
policies as the development of a strategy to overcome a sequence of crises of money. By
focussing on the central bank problem as the core issue facing the Bank of England, this
chapter provides an account of the political economy of the Bank of England’s deepening
engagement with financial markets and actors and with the British state system. In doing
so, it reveals how the structural features of both the credit structure and the Bank of
England’s exceptional monetary policy were in part predicated on the continuation of
neoliberal state strategies through austerity politics. It also reveals how the Bank of

England’s monetary policy played an important role in the restructuring of class relations
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in the UK by shielding capital from the costs of crisis, thereby leaving labour to bear the

necessary costs of restructuring.

This chapter is structured around the three crises of money faced by the Bank of
England: the existential crises of money as credit and money as means of exchange
triggered by the collapse of Lehman’s brothers and the ongoing structural crises of money
as capital experienced since 2010. Each brought with it a move towards a deeper
engagement with financial structures: first, in an attempt to secure liquidity and the
vertical stability of the credit structure; second, to shore up asset values and prevent a
negative spiral of insolvencies, as falling expectations led to systemic deleveraging and
hoarding of money as money; and finally in an attempt to restore profitability to UK
finance and the economy by actively subsidising credit and banking. Each brought with
it a deeper engagement with both the British State and the British economy as a whole,
as the Bank of England developed its new role as an active economic manager and

subsequently reached the limits of its ability to do so.

V1.i. Crisis of Money as Credit

The failure of Lehman Brothers and the need for state bailouts of the banking sector
caused market confidence to go into freefall. Markets for corporate debt and asset-backed
securities froze. This prevented them from being used in funding operations, risking
further default, as financial institutions could not raise cash and their asset values were
questioned (Bank of England, 2008g, pp. 8-13), or further losses as illiquid markets were
forced to meet debt and collateral obligations (Gabor & Ban, 2016). This led to a second-
level credit crunch in the real economy, as debt originators could no longer find buyers,

preventing successful securitisation of risk in an unstable environment (Bank of England,
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2008g, p. 37). The internal collapse of the credit structure led the Bank of England to
drastically redesign its liquidity operations, eventually guaranteeing the liquidity of

almost all asset classes in order to preserve the ability of credit to function as money.

This crisis of money as credit led the Bank of England to restructure its money
market operations, both expanding and deepening its involvement. The new facilities and
operations that became incorporated into the SMF involved the Bank of England both
setting the bounds of market discipline through liquidity insurance and actively
intervening in markets as the “market maker of last resort” [MMLR] (Bank of England,
2013a, 2013f). These reforms came in two phases. First, there were the reforms developed
from already-existing facilities and implemented immediately after the collapse of
Lehman Brothers in October 2008. These marked an initial shift in strategy from ‘market
discipline’ to ‘bounded market discipline’. The second phase came as a more protracted
review of the Bank of England’s money market strategy post-crisis and worked to solidify

this new strategy and expand the Bank of England’s role as Market Maker of Last Resort.

October 2008: ‘Bounded Market Discipline’

In the aftermath of the fall of Lehman Brothers, the Bank of England launched a drastic
reform of its Sterling Monetary Framework. The state of the interbank market and the
deterioration of the credit structure, however, led the Bank of England to engage in two
immediate reforms — the rebranded Operational Standing Facilities and the Discount
Window Facility. These set out ‘for the first time, ... the way the Bank’s market
operations would provide liquidity insurance to meet its financial stability objectives’
(NEDCo, 2008b). This marked a significant shift in the Bank of England’s approach to

the maintenance of the credit structure from 2006, normalising previously ‘exceptional’
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policies and formally embracing liquidity insurance as an operational component of its

operations.

Operational Standing Facilities

The Operational Standing Facilities were launched in an attempt to reverse the
stigmatisation of the Standing Facilities (NEDCo, 2008b) and reduce volatility in the
overnight market by narrowing the corridor to +25 basis points from +100 (Bank of
England, 2008b). Since August 2007, the short-term liquidity support component of the
SMF — the Lending Facility — had been significantly stigmatised and left unused. With
the collapse of Lehman Brothers, the interbank markets froze. This left participants, other
than those in receipt of government liquidity lines, unable to access short-term funding.
Institutions left holding excess reserves deposited them in the Deposit Facility (see Figure
16) rather than lend them in the market. This caused significant instability in the short-

term money markets and a widening of spreads (see Figure 17).

The Operational Standing Facilities were designed to combat this problem. First,
they reduced the cost implications of access. Ideally, this would both reduce overnight
volatility to a tight £50 basis point range and facilitate increased use by firms facing
“frictional” issues, as the penalty for doing so was significantly reduced (Bank of England,
2008e, p. 21). Second, the rebranding as “Operational” was meant to remove the
implication that firms accessing overnight funds were doing so due to underlying funding
problems, as opposed to short-term operational complications. This would also allow
firms to state higher reserves targets with lower risk implications for shortfalls due to

market instability. Finally, the facilities were significantly less transparent, as average use

198



Overnight
Deposits

Bank of England Short Term OMO

Overnight

: Bank of England Short Term OMO
Lending ©

Figure 15. Flow of funds implied in Operational Standing Facilities

data would only be released after the end of each period (Bank of England, 2008n, p. 380).
This proved relatively successful when in February and March the Lending Facility was

utilised with no market disruption (Figure 16).

The implication of this reform, however, was that the Bank of England was going
to engage more readily in active management of funds. Under the reserve averaging
system, funds deposited or lent through the OSF would be injected or absorbed through
short-term OMOs of up to one month (Bank of England, 2008h). In short, the Bank would
engage in on-demand maturity transformation between the overnight and one-month

horizon (see Figure 15).

Thus, as the reserve target tightened in an insecure market environment, the Bank
ended up as a dealer of last resort between reserve lenders and reserve borrowers, thereby
bearing the counterparty risk for reserve lending and acting as a market maker for reserves
by transforming overnight into longer-term funding. In other words, this reform also
involved the Bank becoming more embedded and active in short-term funding markets,
as it encouraged the use of the OSF and was forced to take on more risk in conditions of

market friction.

Thus, the OSF represents an initial step away from the ‘market discipline’ strategy
towards a more ‘bounded market discipline’ strategy, as the market continued to serve as

the primary form of funds allocation but within narrower constraints. It also represented
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a shift towards a more cooperative stance with financial actors who had requested this
reform since November 2007 (Bank of England, 2007k). It is worth noting, however, that
the OSF also brought the SMF into line with the initial proposal from 2003 (Tucker, 2004),
that it operates in a similar manner to the SF and with the abandoning of reserves targeting
in March 2008, has become relatively redundant. So, while this indicates an important
step in Bank of England strategy, especially when considered alongside other reforms, it

is a limited one.

Discount Window Facility

The second main reform in 2008 was the introduction of the Discount Window Facility
[DWF]. This was launched as an explicit liquidity insurance facility, aimed at replacing
the financial stability component of the Standing Facilities and placing them in a separate
facility (Bank of England, 2008e). In doing so, it sought both to provide clarity and a
backstop to institutional liquidity and to reduce the stigma of the OSF, by emphasising
the two different functions of overnight funding to cover technical difficulties and to set
bounds on the interbank market and the provision of lender of last resort funding (NEDCo,

2008b). The DWF formed the latter.

Operationally, the DWF was a permanent replacement for the Special Liquidity
Scheme, which was due to close its drawdown window on the 21% of October (Bank of
England, 2008p). It allowed registered institutions to swap, at a set haircut and interest
rate, a wide range of potentially illiquid assets for liquid Treasury bills as a means of
securing bilateral funding (Bank of England, 2008b) in the same manner as the Special
Liquidity Scheme (see Bank of England, 2008p). The DWF, however, differed in three

respects. Firstly, the range of collateral accepted was significantly wider than the SLS
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(Bank of England, 2008q), eventually expanding to cover almost all forms of collateral,
including the raw loan book (Bank of England, 2011i). Second it charged a variable rate,
depending on the proportion of the asset book leant rather than on a market determined
rate (Bank of England, 2008b), which in principle would be more expensive in a “steady
state” (Fisher, 2010b). Finally, it was initially only at a shorter term of 30 days rather than
nine months, although this was extended to 364 days in January 2009 for an additional
25 basis point fee (Bank of England, 20091). These served both to limit the potential
exposure of the Bank of England to the counterparty risk and to act as a disciplinary force

on participants.

The DWF was designed to provide institutional level support rather than market
support, as the range of potential participants was limited and the rate charged was
institutionally dependent (Bank of England, 2008b). Furthermore, the collateral would be
valued at market price where possible, and when not would receive a higher haircut (Bank
of England, 2008b). Thus the scheme only set the limit on liquidity premia for assets,
guaranteeing upwards convertibility of collateral as a dealer of last resort facility (see
Mehrling, 2011). Thus, markets would continue to set the price of assets and make the
returns constraint bind, while the Bank of England mitigated the clearing constraint by

guaranteeing convertibility.

However, by making the terms of these facilities explicit beforehand, the Bank of
England effectively set bounds on the markets’ liquidity premia, as certain key
institutions could always borrow at a set maximum. Thus, unlike the SLS which simply
guaranteed convertibility based on the market rate, the DWF shapes the market rate,
especially as the Bank sought to reduce the stigma of the DWF through its regular use in

funding operations (Bank of England, 20090, p. 8), effectively making it an active market-
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shaping facility. This became even more pronounced when in 2014 the Sterling Monetary
Framework was expanded ‘to include broker-dealers and Central Clearing Counterparties
(CCPs), giving non-banks access to our permanent liquidity insurance facilities for the

first time’ (Shafik, 2015).

Although the DWF remains unused due to the significant stigma attached to it as
a lender of last resort facility (Interview, Senior Bank of England Official A, 2017;
Winters, 2012, pp. 60, 98), it represented a significant transition in Bank of England
strategy alongside the OSF. The Bank of England, in the face of critical payments and
clearing problems, which placed at risk the credit structure and thus money, was forced
to shift away from ‘market discipline’ towards ‘bounded market discipline’, where
liquidity was guaranteed but asset values were not. Thus financial institutions would no
longer have to actively hedge against liquidity risk and develop secure funding strategies,
as the Bank guaranteed institutional liquidity at pre-announced rates and thus bought
proxy market liquidity, thereby bounding the market. By securing money as credit
through the provision of institutional liquidity against an increasingly wide range of assets,
the Bank of England was laying the foundations for an increasingly expansive approach
to liquidity insurance. This was a strategy in which the Bank of England was to become
an increasingly discretionary actor, and market discipline became increasingly bounded,
as fears of ‘excessive self-insurance’ (Winters, 2012, pp. 62—63) took precedence over
the moral hazard of intervention, a shift which coincided with the Bank of England’s

concerted push to enhance itself as the primary financial regulator (see chapter seven).
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2010-2015: Market Liquidity Insurance

Alongside the crisis reforms of the OSF and the DWF, the Bank of England also launched
a review of its market operations in October 2008 (Bank of England, 2008e), followed by
a sequence of further reviews (Plenderleith, 2012; Winters, 2012). The result was a
continued process of deepening and widening the Bank’s involvement in the liquidity of
both money and asset markets, eventually adopting interventionist rather than passive

facilities as a “Market Maker of Last Resort” (Bank of England, 2013a, p. 11).

Indexed Long-Term Repos [ILTRS]

The first of these reforms was the introduction of the Indexed Long-Term Repos [ILTRs].
This, like most of the early reforms, was the formalisation of a previously “exceptional”
policy. ILTRs replaced the Extended Collateral Long Term Repo Operations [ELTRS]
launched in December 2007 (Bank of England, 2010b), thereby permanently expanding
the range of collateral that could be used in the Bank of England’s funding operations. In
a similar manner to the ELTR, the ILTR is conducted once a month at a set maturity —
either 3 or 6 months — and with a set sum on offer (Bank of England, 2010c). Unlike the
ELTRs, however, the Bank of England would differentiate between the “narrow” or
normal funding collateral pool and the “wide” pool of additional accepted collateral
(Bank of England, 2010b). Each pool was charged a different interest rate, expressed as
a spread against the base rate, and had a different sum advanced against it. The precise
sums and price were ‘based on the pattern of bids received and the Bank’s preferences
for supplying funds against each collateral set’ (Bank of England, 2010c). In other words,
the Bank of England actively managed the spread and liquidity between the two collateral

pools.
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Thus the Bank now actively provided liquidity against a wider range of collateral
as part of its ordinary operations. This was initially only against a collateral pool of ‘high-
quality debt securities that, in the Bank’s judgement, trade in liquid markets’ (Bank of
England, 2010b) and was thus narrower in scope than the DWF. But this proved
insufficient when the market turmoil of the European Sovereign Debt Crisis led the bank
to launch the Extended Collateral Term Repo Facility [ECTR] in December 2011 (Bank

of England, 2011g).

The ECTR was an exceptional liquidity facility, that allowed banks to use any
DWEF collateral (Bank of England, 2011f), which, on the recommendation of the Winters
Review, was then normalised by expanding the collateral allowed in the ILTR facility
(Bank of England, 2014h). Thus, while the DWF provided a penalised backstop to
individual banks’ collateral liquidity, the ILTRs saw the Bank of England attempt to

actively shape the market for this collateral.

That being said, the ILTR was still a passive scheme. For while the Bank of
England set the sum available, the distribution of funds and the price at which they were
lent, when conducting ILTRs the Bank of England did not directly enter markets but
instead made funds “available”. Thus, the extended sum was also dependent upon the
market demand for funds. Indeed from 2012, ILTRs remained relatively unused, as the
second round of Quantitative Easing and the launch of the Funding for Lending Scheme
led to a surge of liquidity and collateral (discussed below). Thus, the ILTR offered
‘liquidity insurance’, allowing the Bank to mediate between markets in times of stress
(Bank of England, 2014c) securing the vertical convertibility of debts and thus the

liquidity of the credit structure, two operations the Bank of England actively sought to
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avoid undertaking in 2007, as they provoked moral hazard but explicitly embraced by the

Winters Review in 2012.

The Winters Review of the SMF, commissioned by the Court of the Bank of
England in 2012 (Bank of England, 2012i), concluded that, while the SMF was functional,
it did not extend far enough. In sharp contrast to the narrative of ‘moral hazard’ of 2007
and 2008 the Winters Review was concerned with ‘excess liquidity self-insurance’, which
might limit credit extension (Winters, 2012, pp. 62-63). The review thus recommended
that the bank further extend its operations, allowing more actors to access its facilities and
a wider range of collateral to be accepted (pp. 85, 92-97), policies which, as noted above,

were subsequently implemented.

Crucially the Winters Review also recommended that the Bank of England openly
establish itself as a “market maker of last resort”. This meant the establishment of a
permanent discretionary facility with the explicit purpose of directly intervening in
markets perceived as stressed to ease pressure (Winters, 2012, pp. 85-86). This had
initially taken the form of the ECTR, but became formalised in the Contingent Term Repo
Facility [CTRF], whereby the Bank of England reserved the right to intervene in any
market on any terms. This represented the final step in the development of the bounded
market discipline strategy, as the Bank of England continued to expand its operations

from lender, to dealer and then, finally, to market maker of last resort.

Market Maker of Last Resort: From ECTR and CTRF

The development of MMLR functions at the Bank of England came in response to the
market turmoil caused by the European Sovereign Debt Crisis. While UK banks were not

directly exposed and had built up their capital levels (Bank of England, 2012e, p. 6) the
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fear of contagion was causing significant stress in funding markets (Bank of England,
2011h, pp. 280-285). Thus, with the deepening turmoil in 2011, the Bank of England

launched the ECTR.

The ECTR was a facility whereby the Bank of England would announce
additional repo auctions against almost any collateral at its discretion (Bank of England,
2011f). This was specifically ‘to make liquidity available against the least liquid collateral,
to the market as a whole’ (Fisher, 2012). There would be no penalty rate or imposed

spread between types of collateral as in the DWF and ILTR (Bank of England, 2011f).

Thus, the ECTR saw the Bank of England declare, and in June 2012 activate, its
intention to secure the vertical convertibility of almost all asset markets. Unlike the DWF,
which provided a backstop to markets by guaranteeing the convertibility of any asset at a
set penalty, and the ILTR, which sought to actively mediate the spread between different
collateral pools, the ECTR saw the Bank of England step in to support any market in an
emergency. In other words, the Bank of England declared its intent to secure market

liquidity by stepping in as a universal buyer.

In January 2014, the ECTR was renamed the Contingent Term Repo Facility. It

had the specific aim of allowing:

the Bank to provide liquidity against the full range of eligible collateral at any
time, term and price it chooses, in response to actual or prospective exceptional
market-wide stress. Its terms will be set by the Bank, and announced via a Market
Notice, each time it is deployed, in light of prevailing market conditions. (Bank

of England, 2014h)

In other words, the Bank of England now explicitly reserved the right to intervene in any

market at any price if it expected or believed it is experiencing exceptional stress. This in
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effect completed the development of the Bank of England’s strategy of bounded market

discipline.

Both the ILTR and the MMLR facilities continued to operate under a logic of
‘bounded market discipline’. The pricing of assets and, in ‘normal’ conditions their
liquidity premia, would be determined by financial markets. Thus, financial actors would
still be bound by the returns constraint and the need to lend. Furthermore, the Bank of
England was not actively entering markets and directly setting up repo transactions.
Instead, both the ILTR and the MMLR facilities saw the Bank of England position itself
as a passive counterparty, willing to engage in transactions up to a certain amount on
certain terms. Financial actors would still have to choose to take part in these open
operations. Thus, both the ILTR and MMLR facilities acted to set bounds on the market

— points at which it no longer made sense to engage in market transactions.

Bounded Market Discipline

These reforms of the SMF involved the Bank of England abandoning its strategy of strict
market discipline to one of bounded market discipline. This meant abandoning the
previous paradigm of single market intervention with efficient financial arbitrage
distributing the impact, a strategy whereby over-issue of credit was curtailed by the threat
of bank failure if excessive risks were taken, theoretically leading banks to self-insure

their positions and limit exposure.

The failure of three of the four main retail banks in September of 2008 led to the
logical limits of this strategy. Facing a total collapse of the credit structure, it ceased to
be viable to allow market discipline to take its course. To do so would have risked money
as credit and destroyed the credibility of the British banking system, the Bank of England
along with it. Instead, the Bank of England, alongside most other central banks, had to
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abandon the efficient market hypothesis and adopt increasingly discretionary facilities to

secure the credit structure (Turner, 2012).

The Bank of England’s new strategy of bounded market discipline allows market
forces to set certain key factors — most importantly asset value — but other factors are
limited, most notably market liquidity and the spread between markets (see Figure 18).
Operationally, this is achieved through four new elements to the SMF. The OSF tightly
binds the overnight lending rate by engaging in maturity transformation between the
overnight and one-month horizons in high-quality collateral markets. The DWF sets the
maximum interest rate, spread and haircut between almost all asset classes. The ILTR
then mediates market tensions by shifting distributions of funds and spreads between
different asset classes. Finally, the ECTR sees the Bank of England explicitly adopting a
discretionary toolset, allowing it to engage actively with markets to secure liquidity when

deemed appropriate.

These transformations, however, bring with them new political and economic
implications. Firstly there is the problem of moral hazard. While the unlimited lender of
last resort facilities, such as the DWF, continue to carry a significant penalty rate, the
range of collateral accepted in ILTRs and the CTRF explicitly guarantee the liquidity of
all assets with no penalty. This reduces the short-term risk of holding them, and thus of
generating fresh assets through credit expansion. While this did not pose an immediate
problem, especially given the concern with excessive self-insurance and stagnant credit
growth in 2010-2014, the Bank had significantly reduced its ability to credibly invoke
market discipline in future scenarios. Thus it is increasingly dependent on adequate
financial regulation and supervision to secure stable credit expansion, as it now stands

ready to bail-out market failure (c.f. Dow, 2014).
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Secondly, the development of discretionary facilities in both the ILTR and the
CTRF exposes the Bank of England to the politicisation of its decisions. By stating that
it would intervene in a period of market stress and mediate between different asset classes,
the Bank simultaneously increases market stability due to the expectation effect'® and
opens itself up to challenge as the definitions of “exceptional market stress” and
“appropriate distribution” of funds are open to question. Action or refusal to act thus have
significant potential distributional impacts in times of increased stress (Gabor, 2014a).
The Bank of England now risks being attacked either for acting too quickly or for not

acting quickly enough.

Finally, the expansion of the range of collateral that the Bank is willing to accept
exposes it to political questions regarding the exact boundaries between the different asset
classes, and exposes the Bank of England directly to broader economic activity. By
expanding the range of collateral accepted in its standard funding operations from a single
relatively homogenous class of sovereign debt to include two further classes, the Bank of
England actively delineates between a wide range of assets (Borio, 2014). Given the
different fees, haircuts and sums advanced against each class, this has the potential to
significantly impact the market value of these assets. As these assets are in turn different
groupings and securitisations of credit extended to households, firms and governments,
this has the potential to shape credit expansion, with the associated political implications

(Gabor, 2014a). In turn, by accepting this broader range of assets, the Bank of England

16 By creating the expectation that the Bank of England will step in to secure market liquidity, market actors
are less likely hedge against liquidity in event of a shock, thus reducing the likelihood of a liquidity
shortage.
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also directly exposes its balance sheet to the performance of different sectors of the

economy. Sweeping sectoral failures now pose direct risks to the Bank of England.

The development of a bounded market discipline strategy as a response to the
crisis of money as credit thus has two broader implications. Firstly, it involved
abandoning the pre-crisis strategy of placing at one remove the responsibility for financial
stability by normalising liquidity insurance operations. In contrast, the shift to bounded
market discipline required an enhanced regulatory and supervisory regime to offset the
moral hazard involved. Indeed, it is not a coincidence that the expansion of collateral and
counterparties came after the Bank of England had secured itself as the primary financial
stability body (see chapter seven). Secondly, it represented part of a broader shift in Bank
of England strategy towards active economic management by managing the funding costs
of different asset classes with the cost of UK sovereign debt as the key benchmark asset.
This deepening of the Bank of England as an economic manager and its exposure to the
state’s fiscal position was continued in the development of its ‘exceptional’ monetary
policy of Quantitative Easing and the Funding for Lending Scheme, launched in response
to the two further crises of money as the means of exchange and money as capital. The
exposures ultimately led to the Bank assuming an increasingly close relationship with the

British Treasury on the premise of fiscal responsibility.

V.ii. Crisis of Money as Means of Exchange

The second existential crisis faced by the Bank of England was a crisis of money as a
means of exchange. Faced with uncertain futures and debts borrowed on the premise of a
more exuberant future than the one realised, firms, banks and households began to

withdraw money from circulation en masse. Money was deprived ‘of its function as
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medium of circulation’ and granted “the character of the “absolute commodity”’ (de
Brunhoff, 2015; see also Marx, 1974, p. 138). The process of circulation, M—C-M', was
fractured as money was sought as money. What was previously a ‘slowdown in the
economy’, welcomed as necessary to dampen inflationary expectations (King, 2008e),
was now ‘the worst banking crisis since the outbreak of the First World War’ (Monetary
Policy Committee, 2008a), one which risked a deflationary spiral and increased debt
encumbrance as the money supply contracted, increasing competition for the means of

repaying debt.

Rising unemployment, bankruptcies and the liquidation of firms ensued (see
Figure 21), with 3.5% of active UK firms entering liquidation in 2009 (The Insolvency
Service, 2014). This forced further writedowns on banks’ balance sheets®’ further
restricting the willingness of banks to lend as the returns constraint began to bind, driving

up the cost of credit.

The surviving firms found the expected returns on their product and the value of
their stock to be less than expected and cut back on future investment, production and
employment (Bank of England, 2009p, p. 6). Workers and firms thus found themselves
with labour and product to sell but with nobody able or willing to buy it, as hoarding
processes of debt repayment and savings took precedent over consumption. This

continued the spiral of devaluation and hoarding of money.

17 The implied market-to-market losses in the last quarter of 2008 exceeded the entire recapitalisation of
that year (Bank of England, 20090, p. 6).
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Figure 21. Company liquidations and personal insolvencies (The Insolvency Service, 2014)
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The Bank of England’s response to this breakdown in the circulation of money
was to drastically reduce the cost of funding, drastically expand the supply of “high
powered money” and bid up the value of financial assets, shielding their holders against
further losses. In doing so, the Bank of England came to assume a direct role in financial
markets by seeking to influence the price of both public and private debt, further deviating
from the ‘market discipline’ paradigm and weakening the returns constraint which was
now driving a downwards spiral. In doing so, the Bank of England not only continued its
transition towards taking a more active role in economic management but also
necessitated a closer working relationship with the British State. While the initial
intervention was conducted alongside the fiscal expansion of the British State in 2008—
09, the targeting of UK sovereign debt in the APF, and its importance at the peak of the
credit structure, led the Bank of England subsequently to endorse deficit reduction and
austerity politics to secure the eventual repayment of the debts of which it now secured
the market value. This in turn set the foundations for the structural crisis of money as

capital.

A Coordinated Response

Throughout the initial period of financial instability, the Monetary Policy Committee was
attempting to balance the downward pressures of credit contraction with rising inflation
in the hope that the former would dampen the latter (Bank of England, 2008j, p. 10). With
the failure of Lehman Brothers, the deflationary risks of a deep recession now outweighed
the inflationary risks. Thus, as part of a nationally and internationally coordinated crisis
response in late 2008, the MPC began a series of rate cuts, despite rising inflation

(Monetary Policy Committee, 2008b).
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Figure 23. GDP growth, CPI inflation and unemployment 2008-2010 (Office for National Statistics, 2016)
A series of drastic cuts in the base rate ensued as part of a global commitment by

central banks to reduce the cost of credit (Federal Reserve, 2008), driving the base rate
from 5% in September 2008 to 0.5% in March 2009. This was a shift in strategy which
had been long awaited by the British government and which worked in tandem with a
fiscal expansion to drive expenditure: nationally through temporary tax cuts (HM
Treasury, 2008e), brought forward capital expenditure (HM Treasury, 2008d) and a series
of, largely ineffective, temporary subsidies and credit guarantees (National Audit Office,
2010); internationally through a commitment to global fiscal stimulus to cut short the

crisis and prevent global deflation (G20, 2008, 2009; see also Brown, 2010, pp. 113-132).

The explicit target of the monetary component of this strategy was to reduce the
cost of credit and thus restart monetary expansion not to stabilise the financial sector
(Monetary Policy Committee, 2008b). Financial stability concerns were subordinated to

the need to secure monetary growth and the targeted rate of inflation. Thus, while the
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Markets Division of the Bank of England moved to secure money as credit, the MPC
moved to secure money as the means of circulation. However, by March the MPC had

reached the effective zero lower bound!® — the limits of its single instrument strategy.

The risk of reaching the zero lower bound had been recognised in November 2008
and a team was put together to investigate alternative tools to drive credit growth in a low
interest rate environment (Interview, Yates, 2016). Approximately six different policies
were discussed'®. However, the decision was made by the Bank of England Executive to
engage in Quantitative Easing in December 2008, as it was the closest to “ordinary”
monetary operations (Interview, Yates, 2016) — what the Governor termed ‘conventional
unconventional purchases’ (Mervyn King, Treasury Select Committee, 2009a, Q10). The
facility was subsequently designed in coordination with the Treasury which would
indemnify the scheme (Interview, Darling, 2017). Thus, in late January, the Chancellor

announced:

a new £50bn fund [to] help increase the amount of funding available to companies
— by purchasing corporate assets from the banks — enabling them to invest

(Darling, 2009¢).

Through an additional exchange of letters (Darling, 2009a, 2009d; King, 2009b, 2009¢),

this became the Asset Purchase Facility.

18 The point at which further reductions in the base rate would not result in monetary expansions.

19 Namely — forward guidance; the direct purchase of private sector assets; foreign exchange intervention;
reform of banking practices to allow negative interest rates; “helicopter money” and Quantitative Easing
(Interview, Yates, 2016).
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The Asset Purchase Facility

The Asset Purchase Facility was comprised of two separate sets of operations. One
focussed on securing markets for private debt and direct lending to UK corporations and
a second sought to achieve monetary policy objectives through the purchase of UK
sovereign debt — a policy known as Quantitative Easing. Both of these operations sought
to stop the downward spiral in UK financial markets by securing asset values and to drive

credit growth to the British economy through the direct purchases of financial assets.

The initial design of the facility was for it to function via four different
mechanisms — Active Management, Circulation, Direct Purchase and Expectations
Management (Benford et.al., 2009). Active Management meant that, as the market supply
of assets was reduced, their price would rise and thus their yield would fall. So firms
would need to invest in higher-risk, higher-yield assets, such as commercial debt or
increased high-street lending. Alongside this, the purchase of assets from a broad range
of counterparties (Bank of England, 2009m) meant that firms were left with funds to be
reinvested in other assets, leaving another firm with funds to be reinvested etc., bidding
up a range of assets beyond the initial purchase (Dale, 2009). This Circulation effect
would then cause a second wave of Active Management as more asset markets rose (Bank
of England, 2009p). Meanwhile, the private market schemes would be ready to purchase
up to £50bn of corporate debt, directly injecting funds into non-financial firms. The

cumulative effect would be to anchor expectations towards lower long-term interest rates.

The design, size and impact of the facility heralded a signifcant shift in Bank of
England strategy. At the general level, the Bank of England was now seeking to directly

impact the price of financial assets, further abandoning ‘market discipline’ as a strategy,
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as the current market values of assets were secured alongside the SMF’s liqidity insurance.
Secondly, the Bank of England was now involved in supporting private debt markets and
direct lending to the UK economy though its private market schemes, exposing the Bank

of England to the economic performance of private firms.

The scale of Quantitative Easing also threatened the independence of the Bank of
England (Dow, 2014). The targetting of UK sovereign debt meant that the Bank of
England now needed to coordinate its interventions both operationally and strategically
with the fiscal management of the British State. So the shift to monetary activism meant
that the Bank of England and the British State were in alignment over the need for
monetary activism. The operational design of Quantitative Easing and its focus on the
sovereign debt markets necessitated closer cooperation but also provided new scope for
conflict over fiscal strategy. Thus, while the changes to the SMF represented a shift in
strategy towards a ‘bounded market’ for financial assets, the APF represented a larger
shift, whereby the Bank of England became directly involved in setting asset values,
driving economic activity and questions of sovereign debt — relingishing its previously

detached and deopliticised approach to monetary management.

Private Market Schemes

The first component of the APF was the three facilities purchasing the debt of ‘companies
(including their finance subsidiaries) that make a material contribution to economic
activity in the United Kingdom’ (Bank of England, 2009c, 2009d) and short-term
securities directly based on the supply of UK credit (Bank of England, 2009k). These
facilities — the Commercial Paper Facility, the Secured Commercial Paper Facility and

the Corporate Bond Facility — formed the initial £50bn facility announced by the
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Figure 24. Commercial Paper and Secured Commercial Paper purchases in £m (Bank of England, 2018e)

Chancellor in January 2009. They then became co-opted into the Quantitative Easing
operations in March as the “direct purchase” component of the strategy. They also
represented the first shift by the Bank of England towards direct economic management

by securing the markets and market value of private firms’ debt.

The Commercial Paper and Secured Commercial paper (from July 2009) facilities
operated along broadly similar lines. Both offered to buy short-term paper (up to 3 months
to maturity) from both the primary and the secondary market (Bank of England, 2009d,
2009k). In both markets the Bank of England acted as a price maker, setting the price at
which it would buy each asset class ‘at spreads which were significantly below those in
the market at the time, but which were significantly above those expected to prevail in
normal conditions’ (Fisher, 2010a). This occurred either directly in the primary market

— allowing corporations to in effect borrow directly from the Bank of England at a set
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Figure 25. Corporate Bond Scheme offers and purchases in £m (Bank of England, 2016b)
price — or indirectly in the secondary market where it would buy at the lower of the

primary market rate and the market rate. Thereby declaring the market open and offering
liquidity (Interview, Senior Bank of England Official A, 2017). Thus the CP and SCP
schemes secured short-term credit directly for corporations, and indirectly through the

securitisation process for smaller firms and households.

In contrast, the Corporate Bond Facility was an active dealer of last resort facility

whose focus was:

to facilitate market-making by banks and dealers, to help to reduce liquidity
premia on corporate bonds, and so remove obstacles to corporate access to capital

markets. (Bank of England, 2009f)

Thus, it would only buy from ‘firms that are market makers’ (Bank of England, 2009c)

and from a list of approved bonds (Bank of England, 2009g, 2009j). The Bank of England
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also acted as a price maker, buying at a price determined by a reverse auction — subject
to an undisclosed minimum spread over the risk free rate (Bank of England, 2009c). From
January 2010, the Bank of England also stood ready to sell its portfolio through a similar
process ‘aimed at improving secondary market liquidity’ (Bank of England, 2009i). Thus,
the Bank of England acted as a dealer of last resort, standing ready to drain and inject
bonds from the secondary bond markets by standing behind the market makers as a
counterparty to guarantee the equitable trading and liquidity of corporate bonds. By
guaranteeing the tradability of corporate bonds, the Bank of England effectively declared
the secondary market open and increased the liquidity of the primary market, facilitating
long-term funding for UK corporations (Interview, Senior Bank of England official A,

2017). This effectively subsidised their debt in the stressed conditions.

These schemes represented a significant shift in the Bank of England’s approach
as it now both directly provided short-term funding through the CPS and SCPS to firms
and secured the debt of UK corporations in the SCBS, whereas the SMF secured the
vertical convertibility of the credit structure in funding operations, guaranteeing the
liquidity of asset markets but not their value. The private market aspect of the APF not
only guaranteed the liquidity of a select set of markets but also placed the Bank as a
counterparty in sales and securitisation processes, thereby driving credit expansion and
stabilising asset values, relaxing the returns constraint on financial actors, the disciplining

component of the revised SMF.

Thus it represented the continuation of a change in bank strategy, which ‘was
essentially a U-turn as the scale of the crisis unfolded, [and] the imperative to save the
financial system became more acute’ (Interview, Yates, 2016), and did not sit well with

certain parts of the Bank of England, most notably the Governor:
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who entered that period [2007—09] with the sort of attitude that over my dead body
would he buy private sector assets, expose the bank to reputational or financial

risk, get involved in private credit. (Interview, Yates, 2016)

It is not surprising, then, that the schemes remained relatively minor, only ever amassing
just over £2bn of the £50bn allocated to it (Bank of England, 2018e), before becoming
reframed as market maker of last resort facilities rather than direct market interventions
(Bank of England, 2010a; Fisher, 2010b). Instead, the Bank of England’s focus was on
the gilt purchases which dwarfed the private market operations. Whereas the private debt
schemes sought to secure credit lines for the real economy to secure money as a means
of exchange, the gilt purchase component sought to drive credit growth by driving up
asset prices and generating a wealth effect. Thus, where the private schemes largely acted
to open and secure markets for private debt, the gilt purchases sought to increase the value

of private debt.

Gilt Purchases — Quantitative Easing 1

Operationally, the sovereign debt component of the APF initiated by the MPC differed
from the private sector schemes in two respects. Firstly, the focus of the scheme was to
drive up asset prices rather than secure credit access. Secondly, the Bank of England acted
as a price taker in gilt markets, taking non-competitive offers and using a competitive
bidding process to fill an allotted purchase size (Bank of England, 2009m). Thus, while
the paper and bond schemes stood ready to provide funds at a given price, the gilt scheme

absorbed a set quantity at a variable price.
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Figure 26. QE1 gilt purchases under the APF 2009-2010 in £m (Bank of England, 2016a)

The focus on driving up the price of gilts by draining the market was predicated
on the injection of central bank reserves in their place. These would then circulate, driving
the Circulation effect while the higher gilt prices drove the Active Management effect.
This meant that the reserve averaging component of the SMF had to be abandoned, as the
supply of reserves was now largely set exogenously by the APF (Bank of England,
2009m). This, combined with the explicit intent to secure asset prices, directly
undermined the notion of market discipline as a regulatory factor. The Bank of England
now stood ready to secure and drive up asset prices in order to stimulate credit growth,
limiting the downwards, disciplinary, effect of markets, and had also removed the penalty

for relatively overextending credit.

Market processes did still play a central role, however. By focussing on the
quantity of assets to be bought rather than on a particular asset price, market sentiment

around government debt continued to play an important role in price setting. Also, by
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limiting the range of assets bought to long-term gilts, initially 5-25 year maturity (Bank
of England, 2009m) then 3+ (Bank of England, 2009h), the Bank did not directly impact
short-term reference rates but relied on market arbitrage to distribute the impact. In a
similar manner, the paper and bond purchases were limited to a small range of markets
(the Corporate Bond Scheme being open only to 60-120 different companies at a given
time) (Bank of England, 2009b, 2014b). Thus, while the APF significantly weakened the
returns constraint by securing and bidding up the value of select assets, Active
Management and Circulation effects also relied on market dynamics to redistribute the

surplus reserves, allowing for certain markets to continue to discipline.

Overall, this was relatively successful in reopening debt markets and preventing
a downwards cycle of credit contraction by securing asset values by mid-2010 (Bank of
England, 2010d; Bridges & Thomas, 2012) and raising economic expectations (Boneva,
Cloyne, Weale, & Wieladek, 2016), although it proved less successful at driving broad
credit growth as the economy contracted and bank lending remained restricted (Lyonnet
& Werner, 2012). In short, it stemmed the tide and delayed the problem of deleveraging
for the financial sector and certain aspects of the British economy by shielding current
asset values and balance sheets from market losses by driving up demand. It failed,
however, to drive a resurgence in bank lending and the associated fresh investment and

consumption.

The more immediate implication of Quantitative Easing, however, was the need
for operational and strategic coordination between the Bank of England and the British
State. QE necessitated both a closer operational cooperation through the exchange of
letters, the scheme’s indemnity and the management of government debt markets, and a

strategic interconnection as the government’s fiscal stance came to bear directly on the
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efficacy of the Bank of England’s policies and threatened its operational independence
(Borio, 2014), reopening points of conflict between the Bank of England and the British

government.

Operational Cooperation

The size of the APF meant that it required a government indemnity or risked bankrupting
the Bank of England. So, while theoretically the Bank of England did not need permission
to engage in this operation, outright purchases being added to the SMF in October 2008
(Bank of England, 2008h), the necessary size of the scheme posed serious risks.
Specifically that the potential size of the losses on the scheme could potentially wipe out
the Bank of England’s capital, leading it to technical default and undermining both the

credibility of the scheme and the Bank of England (Interview, Miles, 2017).

In order to prevent this risk the Bank of England negotiated that the APF would
be a special purpose vehicle fully indemnified by the Treasury, thereby allowing the Bank
of England to conduct its policy freely without fear of facing its own crisis of
undercapitalisation?’. The result was that the Treasury gained the power to limit the Bank
of England’s use of this facility as ‘in a sense it wasn’t in any material sense owned by
the Bank, but was formally’ (Interview, Yates, 2016). Thus, the APF operated through a
regular exchange of letters between the Governor, on behalf of the MPC, and the

Chancellor, requesting and authorising expansions of the scheme as the MPC

20 As it turned out, the APF ran at a significant profit of over £42bn which the Treasury then chose to extract
as revenue in exchange for its indemnity (Office for Budget Responsibility, 2018) and one member of the
MPC to joke at their leaving do that if they ‘had been a hedge fund manager their leaving gift would have
been a share of the profits, say £1bn’ (Interview, Miles, 2017).
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successively came up against the limits provisionally set by the Treasury (Darling, 2009a,

2009b, 2009c; King, 2009b, 2009d, 2009e).

At the same time, the purchase of large amounts, approximately 20%2, of
sovereign debt bought by the Bank of England’s Market Division required close
coordination with the Debt Management Office, largely in order to prevent undue market
disruption and accusations of monetising the government’s debt (Interview, Senior Bank
of England Official A, 2017). This involved letting the Debt Management Office [DMO]
repo back out gilts bought by the APF to ease market liquidity (Bank of England, 2009h)??,
and the bank coordinating its purchases with the DMO auctions so that each issue would

have to be held for a month before being sold on to the Bank (Bank of England, 2009m).

Strategic Conflict

Strategically, however, the APF, especially considered alongside the SMF reforms, left
the Bank of England significantly exposed to the government’s fiscal strategy and debt
management. The main risk of Quantitative Easing was the risk of moral hazard on the
part of the government, which could use the improved borrowing conditions to ease its
fiscal discipline (Borio & Disyatat, 2009; Gabor, 2014a). This in turn would then
effectively reverse the impact of the APF as the net supply of gilts remained stable or

increased while the MPC targeted only gross purchases (Interview, Yates, 2016).

2L Public sector net debt was £1,012bn in the first Quarter of 2010 when the APF reached £200bn (Office
for National Statistics, 2016).

22 Thereby benefitting the government twice, as it would gain from the reduced borrowing costs and then
again from the interest earned on repoing out the gilts.

227



Thus, the Bank of England sought an assurance from the Treasury that it would
take into consideration the needs of monetary policy in its debt management strategy and
that it would not seek to monetise its debt via the APF (King, 2009b). The Treasury’s
response, however, was somewhat contradictory, stating that it would continue to seek to
secure stable and cheap funding for the government’s debt — i.e. directly respond to the
effect of the APF on gilt markets — but it would also not alter its strategy due to the asset
purchases (Darling, 2009a). In practice, however, ‘there was extra long-term issuing

[which] would have acted to undo QE’ (Interview, Yates, 2016).

Thus, as Bernanke and Reinhart (2004) suggested, Quantitative Easing had a
quasi-fiscal impact by reducing the cost of the government’s debt, which in turn left the
policy open to abuse, as states faced reduced pressure to restructure (Borio, 2014). Thus,
the operational cooperation was superseded by the structural need for the Bank of England
to secure an appropriate fiscal strategy from the British State: namely, a commitment to
deficit reduction in the face of growing speculation over the sustainability of European

sovereign debt.

The 2010 Election and the Sovereign Debt Crisis

This relaxation of the funding constraint on the UK government was potentially
problematic in a context of falling tax revenue and soaring government expenditure, as
Quantitative Easing was premised on lowering gilt yields. This risk of government policy
undermining Bank of England policy led the Bank of England to engage in a strategy of
“externalisation” through public and private briefings on the sustainability of the
government’s debt position. Thus, while the Bank of England welcomed the large fiscal

response to the crisis in late 2008 and early 2009, as the government’s debts position
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continued to worsen and the Bank of England’s position became more dependent on it

through 2009-2010, this narrative began to change.

Although the fiscal and monetary expansion of late 2008-2009 ultimately
succeeded in mitigating the recession, it also meant UK sovereign debt doubled as a
proportion of GDP from January 2008 to January 2010, and net public sector borrowing
in the first quarter of 2010 reached 10% of GDP (Office for National Statistics, 2016).
This meant that, throughout mid-to-late 2009, the debate shifted from the solvency of
banks and the UK economy to the solvency of the state (Gamble, 2012; Hay, 2010). In
May 2009, the government received a downgrade warning on its credit rating (Reuters,
2009) and, as the Greek crisis began to break in late 2009, the reality of a European
Sovereign Debt Crisis and fear of contagion further weakened the position of UK
sovereign debt. While this did not raise any significant immediate risks to the
government’s ability to raise funds, due in part to the long average maturity of its debt
(Interview, Senior Bank of England Official A, 2017), it did place at risk the future

credibility of its debt strategy and thus its current value.

Meanwhile, the direction of the government’s fiscal strategy was unclear. The
governing Labour Party became increasingly divided about the appropriate path to take.
Relations between the Treasury and the Prime Minister’s Office had worsened
significantly over the course of the crisis (Darling, 2011, pp. 73-76, 216-219, 224-232,
266-270). As a result, divergent policy preferences were developing. The Prime Minister
Gordon Brown advocated a narrative of ‘investment versus cuts’, where the government
would continue to expand expenditure in line with the G20 announcements (Darling,
2011, pp. 217-218). Meanwhile, the Chancellor sought to develop a policy of moderate

budget cuts to foster growth but also secure the credibility of the government’s debt by
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halving the deficit over four years (Darling, 2011, pp. 228-229; see also Dyson, 2016)
but ‘not put the recovery at risk by reckless cuts to public spending this year’ (Labour

Party, 2010, pp. 3-4).

Furthermore, an election was due in May 2010 and the opposition Conservative
Party sought to position itself as the party of ‘fiscal responsibility’ (Osborne, 2009a),
emphasising the declining condition of the state finances and advocating an approach of
‘monetary activism, fiscal responsibility, and supply side reform’ to restore both growth
and the state’s finances (Osborne, 2009b). The election manifesto of the Conservatives
thus declared that they would ‘safeguard Britain’s credit rating with a credible plan to
eliminate the bulk of the structural deficit over a Parliament” (Conservative Party, 2010;

see also Gamble, 2012).

In this context of competing agendas, both within the government and in an
upcoming election, and deteriorating credibility of sovereign debt, the Bank chose to
begin a strategy of ‘externalisation’ (Burnham, 2017) to push for austerity. While the
Bank of England had a record of commenting on the government’s fiscal position, this
had previously taken the form of relatively neutral comments regarding inflation and
monetary policy implications (for example, Bank of England, 2007d, p. 20), or theoretical
comments on the need for credible fiscal commitments for monetary policy regimes to
work (for example, Bean, 2007; King, 2006a, 2006b; Tucker, 2007). The convention was
that operational independence meant that ‘that ministers wouldn’t comment on interest

rates and they wouldn’t comment on financial policy’ (Interview, Darling, 2017).

However, the limiting of governorships to two terms in the 2009 Banking Act and

Mervyn King’s reappointment in April 2008 left the Governor significant leeway to
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become more proactive. King began 2009 by praising the government for responding to
the collapse of Lehmann Brothers ‘decisively and boldly with large fiscal injections’
(King, 2009f), but as 2009 progressed and the risk of sovereign moral hazard increased,

the narrative became increasingly critical.

In particular, the Governor used the regular Treasury Select Committee hearings
to pass comment on the government’s fiscal decisions. He initially warned against further
discretionary fiscal expansions in March (King, Treasury Select Committee, 2009g, Q97),

before pressing for more drastic budget cuts in June:

There will certainly need to be a plan for the lifetime of the next Parliament ... to
show how those deficits will be brought down if the economy recovers to reach

levels of deficits below those that were shown in the [recent] Budget figures.
(King, Treasury Select Committee, 2009d, Q5, emphasis added)

This stance was reiterated in November as the election campaigns developed (King,
Treasury Select Committee, 2009¢, Q14), and in certain keynote speeches he argued for
significant state restructuring (King, 2009a, 2009g): in short, that there was a ‘need —

now widely accepted — to eliminate the large structural fiscal deficit’ (King, 2009f).

This attracted significant political backlash as the Governor was seen by some as
politicising the Bank of England and overstepping his brief (Blanchflower, 2010; The
Guardian, 2010a), especially as his comments on fiscal policy and also financial
regulation were seen as implicit support for the Conservative Party’s policy agenda (Irwin,
2013, pp. 284-288). Meanwhile the Governor, for his part, felt frustrated at the lack of
scope to comment on fiscal policy compared to other major central banks (Interview,

Senior Bank of England Official A, 2017).
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At the same time, in anticipation of the 2010 general election, the Governor began
holding private briefings with key members of the Conservative Party (Conaghan, 2012,
pp. 240-241). The Governor continued to express his concerns over the need for drastic
reductions in government spending, and the Conservatives ‘listened carefully to what the
Governor was telling them ... and drew up their plans accordingly’ (Wilson, 2010, p.
107). George Osborne, in particular, was keen to develop a close working relationship

with the Bank of England (Interview, Senior Treasury Official, 2017).

The Governor, however, was readily privately briefing that he did not feel that
any elected government would be able to achieve the restructuring necessary: the
incumbent because it was not willing to tackle the political challenges of doing so (Irwin,
2013, pp. 84-85); the opposition because they were perhaps too inexperienced to
overcome the political cost that would leave whoever won the election ‘out of power for
a whole generation because of how tough the fiscal austerity will have to be’ (The
Gaurdian, 2010b). So he was disheartened by the opposition’s lack of clear planning on

how they would achieve the necessary fiscal reform (Conaghan, 2012, pp. 242-244).

Thus, when the 2010 election returned a hung parliament, the Governor stood
ready to brief the more moderate Liberal Democrats about the needs for strong
government and spending cuts (Laws, 2010, pp. 95-96; Wilson, 2010, pp. 107-109).
Although this was not needed, as the negotiation delegates from the Liberal Democrats
had already embraced this policy stance (Laws, 2010, pp. 95, 110; Wilson, 2010, p. 109),
the Governor’s briefings and warnings, expressed at one remove through senior Treasury
officials, played an important role in swaying the more left-leaning Liberal Democrat

Shadow Chancellor Vince Cable (Cable, 2015, pp. 8, 181; Darling, 2011, p. 304).
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Then, a matter of days after the coalition government had been secured around a
sharp austerity programme, the Bank issued an inflation report which sought to support

and solidify this agenda, stating:

A more detailed and demanding path of fiscal consolidation than set out in the
[previous government’s] March 2010 Budget may therefore be needed in order to
avoid unnecessary increases in the cost of issuing public debt. (Bank of England,

2010d, p. 45)

This effectively endorsed the hard line of the Conservative Party against their more
moderate Liberal Democrat partners. This move invoked the chagrin of some MPC
members who wished to avoid politicising the committee (Posen, Treasury Select
Committee, 2010a, Q5-Q10). Especially when the Governor announced that the
Committee supported the statement unanimously, which was not the case (Interview,

MPC Member A, 2017).

The argument here is not that these interventions from the Bank of England, and
the Governor in particular, were causally significant in determining the outcome of the
2010 election or the coalition settlement (c.f. Irwin, 2013). That would be far beyond the
scope of this study. Rather, the shift in strategy in order to protect money as credit and
then money as means of circulation involved a reconstitution of the Bank of England’s
relationship with broader state structures. The exposure to the state’s fiscal position and
the broader concerns about the stability of the credit structure led the Bank of England to

significantly re-orientate itself at both the operational and the strategic level.
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Abandoning ‘Market Discipline’

While the crisis of money as credit necessitated a restructuring of how the Bank of
England engaged with the credit structure, the crisis of money as means of circulation
necessitated a complete reorientation of the Bank of England’s relationship both within
the broader economy and within broader state structures. By lowering the base rate to the
effective lower bound and engaging in QE, the Bank of England sought to drive down the
cost of credit and drive up the value of financial assets. This further weakened the market
discipline component of its market management strategy. Considered alongside the SMF
reforms, the APF saw the Bank of England transition from a detached lender of last resort,
setting the market for a single short-term asset — overnight reserves — to a deeply
embedded discretionary market manager, shaping not only the vertical convertibility of
credit but also driving its underlying value, and thus the value of the financial sector’s

balance sheet.

At the same time, the Bank of England became directly involved as an economic
manager, transitioning from setting, at several removes, the underlying cost of credit —
the base rate — to directly lending to corporations and intervening in markets for private
debt. This more embedded approach was then made explicit as part of the Governor’s
attempt to secure sharp fiscal consolidation, when he argued that the state should aim at
the medium to long-term stability of its finances and leave short-term fluctuations in
demand to the Bank of England’s monetary policy operations (King, Treasury Select
Committee, 2009g, Q97; see also King, 2010b; Sentence, 2009) — a view supported by

some in the Treasury (Interview, Macpherson, 2017). The Bank of England was now
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casting itself as an active economic manager to allow the state to retract and secure the

future value of its increasingly important debt.

This process of reconstituting the Bank of England’s role in the British political
economy was completed by its active engagement with both the operational and the
strategic elements of the state’s fiscal strategy. Where the 1997 reforms had removed
these from the Bank of England, the Bank of England now sought to develop operational
cooperation and effective externalisation strategies to regain influence, thereby deepening
and broadening the Bank of England’s engagement with state structures at both

operational and strategic levels.

The result of the abandonment of the Bank of England’s market discipline strategy
was thus a more active role and exposure to broader economic and state processes. At the
same time, the consequence of the Bank of England’s operations was that asset values
remained stable and easily convertible. All that was left was for the underlying debt to be
realised. Thus, as the UK economy entered a period of protracted stagnation, the Bank of
England faced a new structural crisis of money as capital. While the Bank had flattened
the trade-off curve between the present and the future, this only served to “buy time” (see
Streeck, 2014, pp. 164-172) for the British economy to restructure and return to profitable
accumulation — and thus for the repayment of its debts. The Bank of England now had
to take an active role in this process as an economic manager and policy partner to the

Treasury.

V.iii. Crisis of Money as Capital

Through reforms to the SMF and the APF, the Bank of England had stepped in to secure

the liquidity and value of financial assets. But these assets must still be realised as debts
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are repaid. Firms and households had borrowed against expectations of exuberant futures
and, while circulation had resumed as growth returned, there remained the problem of

reconciling past promises with current circumstances.

The easiest way to resolve this problem of debt encumbrance or ‘debt overhang’
(Turner, 2016, pp. 74-75) is to inflate the debt away though negative real interest rates
(Reinhart & Rogoff, 2009, p. 127). This would theoretically reduce the real cost of debt
repayment and thus the relative burden on debtors. However, this only applies if the
inflation is driven by rising nominal wages and profits, as the individual faces the problem
of debt repayment as one of cash-flow not relative values. Thus, as Turner notes, this
would require the further extension of credit to create the funds to drive inflation (Turner,

2016, p. 124), simply redistributing the debt spatially and temporally.

In this sense, then, the irony of the household narrative employed by conservative
politicians to justify austerity is not that the state is qualitatively different from the
household. It is that the state faces the same problem as the household. Debts can only be
paid out of income and income in capitalism requires the profitable deployment of
resources, whether that is through possessing profitable labour or deploying profitable
capital. Thus, the problem faced by the state, the capitalist and the labourer in 2010 was
the need for rising revenues to allow the easy repayment of debt. This was compounded
by the need for banks to recapitalise as debts were repaid, until which they remained
reluctant to extend credit without adequate security. The problem post-2009, however,
was that profitable enterprises were scarce. The British economy, like that of much of the

Western world, was entering a period of deflationary stagnation (Gamble, 2014).
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In short, what was needed was broad money growth to drive up wages and profits,
facilitate repayment of debts and thus restore banks’ balance sheets. This would either
have to come from a surge in state expenditure in the hope of future revenues as demand
growth stimulated business and tax returns, or from increased lending against private
projects and their profitability. The former was rejected in order to preserve the credit
structure as a Sovereign Debt Crisis wracked Europe. The latter would only happen if
there were sufficiently profitable investments to be lent against. That is, any new money

created would have to be able to operate successfully as capital.

This placed the Bank of England in an increasingly difficult position. It had taken
extraordinary steps to secure the credit structure, which left it without much policy space
to engage in further operations. Thus it needed a return to growth, broadly defined, to
allow it to unwind its asset purchases and raise interest rates. Rising wages and profits
were needed to pay the debts that formed as the foundation for the assets that comprised

the credit structure.

Secondly, it was committed to an inflation target of 2%. While this did provide
space for negative real interest rates as the base rate sat at 0.5%, it also meant that a certain
level of monetary discipline would apply to firms and households. An inflationary spiral
would be met with an interest rate rise, reducing the deleveraging benefits of inflation as
credit costs rose. Thus, increased revenue would have to come from improvements in real

economic performance, leading to real rather than nominal wage and profit increases.

Finally, the Bank of England was now committed to a role as an active economic
manager in exchange for securing the austerity programme of the coalition government.

Thus the Bank of England faced a policy conundrum — it needed to reverse its
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exceptional policies to buy policy space and it needed to extend its policies to facilitate
growth as fiscal expenditure contracted. The result was a series of compromises between
the Treasury and the Bank of England over the management of credit practices. This led
to the Bank of England providing a decade of subsidy to commercial credit through the
Funding for Lending Scheme and an attempt to guide the economy through Forward
Guidance. The developments completed the abandonment of market discipline as a
governing strategy, as the Bank of England actively subsidised and sought to shape credit
practices in an attempt to restore competitiveness. The developments also came to reveal

the limits of the new strategy of subsidised credit.

This section reviews the development of these strategies both as part of a broader
strategy of restructuring of class relations in the UK and as part of a changing political
economy of monetary policy between the Bank of England and the British State. First, it
summarises the overarching strategy of the British State and the role of the Bank of
England as an economic manager within it. Secondly, it covers how the strategy of
medium-term monetary discipline placed the onus of adjustment on households, as short-
term price shocks could be passed on to consumers as long as they did not result in a rise
in wages, while Quantitative Easing stood ready to shield asset holders from any further
shocks. Finally, it then provides an account of the tension over to what extent the Bank
of England should engage in active management of credit practices as a part of its role as
an economic manager. There was a resulting renegotiation of traditional roles, as the
British State sought to actively shape lending practices in favour of capital, while placing
downwards pressure on wages. This task was eventually taken on by the Bank of England
in the FLS and then through ‘Forward Guidance’. It is concluded that these developments

were both the logical continuation of the compromise of fiscal austerity and reveal the
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limits of this new strategy, as lack of growth and low productivity continue to plague the

British economy.

‘Expansionary Fiscal Contraction’

Mid-2010 saw the Bank of England in a significantly more secure position than in 2007—
09. The economy had stabilised and the credit structure was largely secured via the APF
and SMF reforms. At the same time, the return of a coalition government in May 2010
saw George Osborne appointed as a Chancellor, who — in contrast to the increasingly
strained relationship between the previous Chancellor and the outgoing Premier —
actively sought to form a positive relationship with the Governor and had been elected on

a mandate of sweeping fiscal cuts.

Thus the coalition government developed a strategy of ‘expansionary fiscal
consolidation’ (Dellepiane-Avellaneda, 2015), largely in keeping with the prevailing
neoliberal focus on the marketization of state and society (Gamble, 2009b, 2014). The
core of this strategy was a return to profitability through the suppression of labour (Radice,
2014). Reductions in state welfare provision and regulation alongside low interest rates
would reduce business costs and thus allow for an ‘enterprise-led recovery’ to take hold
(Osborne, 2010b). Meanwhile, the previous year’s concern over the need for a credible
fiscal strategy had also seen the Governor of the Bank of England explicitly argue that
‘[m]Jonetary policy should bear the brunt of dealing with the ups and downs of the

economy’ (King, Treasury Select Committee, 20099, Q97).

Thus, the Bank of England’s monetary policy played a critical role in this strategy
as the source of effective demand. Having secured a more cooperative government post-

2010, which in contrast to the increasingly strained relationship with the outgoing Premier,
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Figure 27. UK yearly GDP growth, CPI and unemployment rate (Office for National Statistics, 2016)

actively sought to form a positive relationship. Indeed ‘Osborne and the Governor were
pretty aligned on the force of fiscal policy’ (Interview, Macpherson, 2017) and a policy
culture formed such that, ‘if the Bank had really pushed for [a particular tool] it would
have gotten it’ (Interview, Senior Treasury Offical, 2017). Furthermore, the Treasury’s
commitment to a ‘credible plan to restore the public finances to a sustainable path’ was
premised on the fact that it would drive down interest rates (Osborne, 2010a); that the
reduction in nominal demand would lead to continued and further monetary expansion
triggered by the Monetary Policy Committee’s commitment to 2% inflation (Osborne,
2009b). Meanwhile, the increased credibility of the government’s debt would secure low
long-term interest rates for both the state and British business (ibid.). This strategy
directly mirrored the monetary policy of the Bank of England, which sought to stimulate
demand through low short-term interest rates and the high value of UK sovereign debt

via the APF, but left the burden of driving demand on the Bank of England.
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Thus, while the Bank of England had been able to secure a state strategy of
securing asset values through debt repayment and low interest rates, this came at the
political price of increased monetary activism. This was problematic, however, as
inflation rose to over 5%, unemployment remained obstinately at 8% (Figure 27) and
growth fell, leading to a double-dip (Financial Times, 2012a) or even triple-dip recession
(Financial Times, 2013). Meanwhile, the Governor, although having promised monetary
expansion, was reluctant to move beyond the current policies of low interest rates and
Quantitative Easing (Interview, Macpherson, 2017). The Bank of England’s response was
to “look through” the immediate inflation, to the medium-term horizon of two to three
years (Interview, Bean, 2017). This strategy was premised on the underlying
fundamentals, most importantly the “slack” in the labour market remaining deflationary,
allowing businesses to pass on increased costs without driving up inflationary
expectations. Meanwhile, Quantitative Easing remained available to shield asset prices

against the impacts of the Eurozone crisis as it peaked throughout 2011 and 2012.

However, the Eurozone crisis worsened and attempts by the Treasury to drive
lending to British enterprises had failed and funding concerns returned, risking a
destabilising spiral of credit contraction (Financial Policy Committee, 2012d, p. 4). The
developments led the Bank of England to recommend that the Treasury step up its
contingency plans for an eventual bank failure (Financial Policy Committee, 2011c, p. 5).
Thus, the Bank of England eventually agreed to provide an explicit funding subsidy to
the British banking sector — the Funding for Lending Scheme. This move represented
the end of the market discipline strategy towards a strategy of ‘central bank led capitalism’

(Bowman et al., 2013).
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Medium-Term Monetary Discipline

The strategy of the Bank of England in response to the crisis was largely in keeping with,
and to a certain extent a logical extension of, its pre-crisis mandate of inflation targeting.
The transition to inflation targeting in 1992 was an attempt to secure wage discipline and
the international credibility of sterling in the wake of the exit from the Exchange Rate
Mechanism (Bonefeld & Burnham, 1998). As Watson (2003) points out, this was
constructed in such a way as to exempt capital and house price inflation: aptly
summarised as ‘“retail inflation bad, house price inflation good™’(Hay, 2009, p. 474). The
strategy was replicated by the attempts to secure the credit structure, leading to a slight
reformulation as “‘asset price inflation good, wage inflation bad’” (Green & Lavery, 2015,

p. 905).

From 2010 to mid-2012, the UK experienced a long period of elevated inflation,
peaking at over 5% in October 2011 (Figure 27). This was the result of a series of price
shocks in the form of two rises in VAT in 201023 and 2011, rising energy costs and a fall
in the exchange rate (Bank of England, 2011a, p. 14; 2012b, p. 14). In short, the British
economy experienced a series of one-off cost increases. The Monetary Policy Committee,
however, chose to do nothing and then, as inflation began to fall in 2012, it introduced
another wave of Quantitative Easing. This permissive stance towards inflation was part

of a broader strategy of medium-term monetary discipline.

The purpose of inflation targeting was never to achieve short-term price stability.

This was too easily impacted by exogenous factors, as in 2007 and 2010-2012. Instead,

23 The first as the result of a temporary reduction in VAT in 2009 as a part of the coordinated fiscal stimulus.
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its aim was to shape expectations and thus target inflationary dynamics: namely, attempts
to secure wage increases (Begg, 2009). In the words of Gordon Brown (2001),
‘Unacceptably high wage rises will not therefore lead to higher inflation but higher
interest rates’ (pp. 134-5). This focus on the medium term allowed business to absorb the
additional costs by passing them on to the consumer. The MPC was permissive to short-
term price disruption on the condition that higher prices did not in turn lead to higher

wages (Interview, Bean, 2017; Interview, MPC Member B, 2017)%.

In 2010-12, this was possible because of the level of “spare capacity” in the UK
economy (Dale, 2010; Miles, 2012): most importantly the level of “slack” in the labour
market (Fisher, 2011) as unemployment reached 8%2. This meant that labour was in a
weak position relative to capital, as welfare cuts and high unemployment saw competition
for limited jobs, placing downwards pressure on wages and limiting the ability of workers
to secure wage rises. At the same time, the slack in the economy meant that attempts to
turn price rises into increased profit could be easily met by increased supply as idle

resources became deployed. Thus price increases would not lead to spiralling costs.

Asserting monetary discipline in the medium term thus allowed the Bank of
England to preserve the profitability of UK capital by allowing it to pass on external cost
increases, on the condition that neither labour nor capital sought to use the situation to
secure relative gains, which would risk undermining the credibility of sterling. This

strategy of shielding capital from the costs of crisis was continued when inflation began

24 Indeed, the risk of wages rising did lead to three members of the committee voting for a rate rise thought
2011 as wages partially rose to meet inflation.

% Although there were dissenters to this view, who argued that the level of spare capacity was being
overestimated (for example Sentance, 2011).
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to fall in 2011 as the Eurozone crisis intensified, undermining UK financial markets and
export demand. This led to an additional £125bn of Quantitative Easing over fourteen
months from October 2011, shielding financial capital and assets from the instability

triggered by the ongoing European Sovereign Debt Crisis.

Eurozone Crisis and Quantitative Easing 2

2011 saw the Eurozone crisis spread from Greece to other “periphery” nations, with
Greece risking being forced to leave the Euro and Portugal, Italy and Spain receiving aid
from the ECB to stabilise their debt markets (Buiter & Rahbari, 2012). The result was
renewed tensions in UK funding markets as the City of London was exposed to
counterparty risk in Euro markets (Bean, Bank of England, 2011b, Q9) — although not
to the same extent as French and German banks (Howarth, 2013; Thompson, 2015). This
led to both a tightening of domestic credit conditions, as banks faced higher funding costs,
and a decline in demand, as firms and households again lowered their expectations (Bank
of England, 2011e). By November, as the Eurozone entered another recession, the
expectation was that, once the price shocks wore off, UK inflation would significantly
undershoot its target (Bank of England, 2011d). Thus to shield financial markets from the
turmoil, and hopefully ease credit conditions, the MPC requested permission to increase
its asset purchases (King, 2011a; Monetary Policy Committee, 2011). Which, in the same
manner as QE1, served to secure asset values and increase financial liquidity (Churm et
al., 2015; M. A. S. Joyce et al., 2013), effectively shielding financial capital from the
destabilising costs of crisis (Bowman et al., 2013). Subsequently, inflation stabilised at

2.7% until late 2013, while unemployment remained at 8% and growth remained low.

244



£400.000
£350.000
£300.000
£250.000
£200.000
£150.000
£100.000

£50.000
NN NN - N
Sep Oct Nov Dec Jan Feb Mar Apr May Tun Jul Aug
2011 2012

LG
w
¢ 4
=1
g4
[#]
o
Z,
g 1
=

EXXIPurchases s Stock
Figure 28. Asset Purchase Facility gilt purchases and stocks 2011-2012 (Bank of England, 2018e)

The consequence of this strategy of medium-term monetary discipline was thus to
shield capital from the costs of crisis: first, by allowing firms to pass on additional costs
to consumers; then by shielding financial assets from the effects of the Eurozone crisis.
This left labour to bear the costs of adjustment. As the Bank of England continued its
permissive stance towards inflation in an environment of high unemployment and
austerity, firms continued to pass on increased costs to labour, which saw its ability to

secure any offset in wages diminish.

Labour was in effect under a threefold attack facilitated by the Bank of England.
Firstly, the economic narrative of austerity advanced by the coalition government served
to place downwards pressure on wages. This in turn allowed the MPC to adopt a
permissive stance to inflation increasing the cost of living. Finally, the recession and

ensuing stagnation forced households to revise their expectations downwards in relation
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to their ability to borrow and repay debt, which was reinforced by the ongoing austerity

narrative (Stanley, 2014).

Thus, the strategy of medium-term monetary discipline facilitated a restructuring
of the UK economy towards overcoming the structural crisis of capital by suppressing
labour. This improved the relation M—C, money as command, within the circuit of capital
as money could command increasing amounts of labour. This in turn increased captial’s
ability both to repay debts and to attract fresh credit, stabilising the credit structure. The
problem with this was that it was a restructuring within the already existing, and relatively
impoverished, conditions of production. Economic and monetary growth remained
depressed, significantly below the needs of the British government’s fiscal consolidation
agenda. Meanwhile, many firms were experiencing increased borrowing costs, as the
financial sector continued to use the additional funds to recapitalise and sought more
secure investments. However, while the Treasury expected the Bank of England to take
further action to stimulate monetary growth, the Bank of England was reluctant to become
involved in managing the lending practices of banks. Thus, the Treasury began to take
the lead on stimulating money growth, until the Bank of England agreed to take on a more

active role as an economic manager.

Managing Credit Practices

The Bank of England’s strategy of permissive monetary policy combined with
Quantitative Easing served to protect capital in general terms from the immediate costs
of crisis and to extract gains from labour. However, this was not evenly distributed. The
main beneficiaries were financial actors and publicly listed companies and the 250

corporations that could directly access public bond markets (Bank of England, 2012c).
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Small and Medium Sized Enterprises that were dependent on bank lending, while able to
pass on additional costs to consumers, were facing significant funding difficulties
(Franklin, Rostom, & Thwaites, 2015). As banks sought to restructure their balance sheets
and recapitalise through increased profits (Bank of England, 2012f, pp. 24-28), they were
now both asking for more collateral and charging higher spreads against the base rate as
banks now sought either higher security or higher returns for their funds (Bank of England,

2018a).

This posed a political problem for the British government, which sought to drive
growth, and thus its own deleveraging, through cheap credit for British business, of which
SMEs represented 98.7% (Department for Business Innovation and Skills, 2013). Despite
this, the Bank of England was largely unwilling to become involved in the lending
practices of private banks (King, Treasury Select Committee, 2011, Q22 & Q96), having
withdrawn the Commercial Paper Facility in 2010 (Bank of England, 2009e). Instead, the
Bank of England noted the deflationary pressures of the lack of credit growth but also the
need for the financial sector to recapitalise and ‘retain profits as a cushion against possible
losses’ (King, 2012a). This raised a new point of tension between the Treasury and the
Bank of England, albeit a congenial one, as the Treasury felt that the Bank of England
should be doing more to increase growth (Interview, Senior Treasury Offical, 2017),
especially as monetary policy formed the expansionary correlate to the fiscal contraction
in the government’s strategy — a point reiterated in the open letters to the Governor

(Osborne, 2011b, 2012a).

This reluctance to act meant that the Treasury began to develop strategies of
bypassing the Bank of England to encourage bank lending and stimulate broad money

growth: first, through the use of lending targets under Project Merlin and then through
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government subsidies in the National Loan Guarantee Scheme. These schemes, however,
proved at best limited in their ability to expand bank lending. So in 2012, the Governor
of the Bank of England was called to a meeting of the “Quad” where it was agreed that
the Bank of England would have to take action. The result was the Funding for Lending

Scheme.

Project Merlin

In late 2010 and early 2011, as inflation soared above the Bank’s inflation target and the
Eurozone crisis took hold, the Treasury engaged in a series of negotiations with the UK’s
largest high street banks — Barclays, HSBC, Lloyds Banking Group, RBS and Santander.
The result was an agreement on the 6 of February, whereby the banks agreed to exercise
some constraint on the politically contentious topic of bankers’ bonuses and to set targets
for increased lending to UK SMEs (alongside some smaller commitments to higher taxes
and capital for government projects) (HM Treasury, 2011c). In return, the government
made a commitment not to harm the international competitiveness of the City of London
in the ongoing reregulation programme and to engage more positively with its

representatives (HM Treasury, 2011d).

In contrast to the lending panel set up in 2008 by the previous Chancellor, the
agreement was largely performative. While the 2008 agreement involved the Treasury
using its position on the boards of Lloyds Banking Group and RBS to create lending
agreements on the premise of further government guarantees (HM Treasury, 2009a),
Project Merlin was largely performative as the banks self-declared their targets according
to their own accounting practices, and the agreement contained no repercussions for

failure to comply (Macartney, 2014). Thus, while the project ultimately failed to boost
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2011Q1 2011Q2 2011Q3 2011 Q4

'Project Merlin® data

Gross lending facilities 47.3 53 57.4 57.2
o/w gross lending facilities to SMEs 16.8 20.5 18.8 18.9
Alternative measures of lending (Trends in Lending basis)

Gross lending 26.7 24.3 23.9 25.0

Net lending —2.8 -3.7 -0.1 -3.0

Table 3. Lending to UK businesses by the five major UK banks (£ bn) (Bank of England, 2012a)

SME lending in 2011 (in fact, the corporate money supply shrank in 2011), it saw the

Treasury take on responsibilities for the transmission of monetary policy.

While the 2009 agreement came as a “quid pro quo” for the further extension of
government support and thus risk to the Treasury, the 2011 agreement was an attempt to
make effective the permissive stance of the MPC — a task clearly within the Bank of
England’s remit. Indeed, the act of using moral suasion to shape lending practices had
long been an important role of the Governor of the Bank of England (e.g. Capie, 2010,
pp. 264-266 & 492-432). This strategy of the Treasury taking responsibility for shaping
lending practices was continued in the National Loan Guarantee Scheme [NLGS], as the
Bank of England continued to focus on systemic and-market level responses through

further Quantitative Easing

National Loan Guarantee Scheme

The NLGS was launched in 2011 as part of a £40bn ‘major programme of credit easing
to help small business’ (Osborne, 2011a), matched by a £40bn reduction in the Bank of

England’s disused, private asset purchase indemnity (Osborne, 2011a), thereby
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reallocating the Treasury’s indemnity risk from the Bank of England to an active scheme

run by the DMO.

In essence, the NLGS was a revisiting of the 2009 Asset Protection Scheme
agreements, but with a legally enforced cost if banks subsequently failed to comply. It
operated by providing a significantly discounted guarantee to bank funding on the
condition that the whole funding benefit was passed on to SME borrowers — at a
minimum rate of a 1% discount — within six months (HM Treasury, 2012b). Failure to
do so would result in penalty fees and exclusion from further guarantees (DMO, 2012b).
In short, the scheme directly subsidised lending to SMEs in an attempt to reduce the cost

of up to £20bn of business loans.

The reality, however, was that only two banks — Lloyds and Barclays —
participated in exchange for guarantees on £1.4bn and £1.5bn credit instruments,
respectively (DMO, 2012a). This amounted to approximately 10% of their 2011 SME
loan books (Barclays Plc, 2011a; Lloyds Banking Group, 2011). In other words, it did not
drive credit expansion but simply subsidised already existing credit lines, easing the

pressure on the SME sector to restructure and firming some bank balance sheets.

The implications of the NLGS were thus twofold. Firstly, it represented a
continuation from Project Merlin of the Treasury taking a proactive stance in attempting
to facilitate monetary expansion. Unlike 2008-09, this was undertaken not to prevent the
sudden deleveraging of major UK banks but to try to shape their lending practices. It also
directly replaced Bank of England capacity to perform similar functions through its

private asset schemes and reallocated them to the Treasury controlled DMO. However,
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the constraints of state aid rules on the DMO to engage in markets left the scheme partially

used and to little overall effect (Interview, Macpherson, 2017).

Despite this limited efficacy, both Project Merlin and the NLGS represent the
Treasury attempting to fill the gap between the narrative of monetary expansion driving
growth and the reality of rising costs, deflation and stagnation. The Bank of England
remained reluctant to become involved in the practicalities of lending, despite having
readily assumed the mantle of monetary-led growth in exchange for austerity. However,
the Chancellor and the Governor remained on amicable terms and as the crisis developed
an agreement was reached that the Bank of England would take further action to secure
credit growth (Interview, Macpherson, 2017). The result was the Funding for Lending

Scheme, announced in principle in June 2012 (King, 2012b) and activated on August 1%,

Funding for Lending Scheme

The Funding for Lending Scheme [FLS] was the result of several factors. Firstly, it served
a political agenda of meeting the Treasury’s desire for more proactive measures from the
Bank of England (Interviews, Bean, 2017; Cross, 2017). Secondly, the backdrop was the
ongoing Euro crisis and the apparent lack of a strong UK recovery from the crisis, which
was widening out both sovereign and bank CDS spreads which had spread to the money
markets (Figure 18). Finally the Special Liquidity Scheme, introduced in 2008 to give the
banks some breathing space, had closed in January 2012, forcing banks back into private
funding markets. So, at a time when the Bank was trying to keep interest rates down,
commercial bank deposit rates were actually going up as they competed for retail funds

(Interviews, Bean, 2017; Cross, 2017; Senior Bank of England Official A, 2017).
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The FLS was based on a similar technical model to the SLS. However, unlike the
SLS, it did not seek to charge market rates — which were wider spreads than normal - but
instead to explicitly provide a funding discount (Interview, Senior Bank of England
Official A, 2017). Under the FLS, any institution with access to the DWF could use any
of its pre-positioned collateral to borrow 9-month Treasury bills on renewable terms of
up to four years at the universal SMF haircut and a fee of 25 basis points (Bank of England,
2012h), a rate significantly below the market rate (Bank of England, 2013e, p. 11; Churm,
Radia, Leake, Srinivasan, & Whisker, 2012). This enabled UK banks to access cheap
high-grade liquid collateral to use in funding operations. The catch, however, was that to
keep this discount an institution must maintain lending to the UK non-financial sector,
and to increase the amount they could borrow they must increase their lending (Bank of
England, 2012h). Failure to maintain lending would incur penalties of up to 150 basis
points against any borrowed bills (Bank of England, 2012h), a rate still significantly

below the stressed market rate (Bank of England, 2013c, p. 13).

By setting the rate charged on the borrowed bills in relation to the institutions’
lending practices, the FLS sought to directly incentivise credit growth on a large scale.
However, unlike the Treasury schemes, it did not set any conditions on the terms of this
lending. While NLGS set a limit on the associated interest rate and a floor to the level of
new lending, the FLS only required that there was no reduction in lending. Furthermore,
the credit risk of any lending would remain with the banks, as the scheme only reduced
the funding and liquidity risk (Bank of England, 2012d). This system of incentives but
lack of any direct involvement in lending practices was key to gaining the Governor’s

agreement (Interview, Macpherson, 2017).
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Figure 29. Sterling LIBOR and OSF 2010-2015 (Bank of England, 2018¢)

However, with a change of Governor in January 2013, the Chancellor took the
opportunity to appoint a more proactive Governor. Subsequently the FLS saw a tapering
and more targeted implementation of its subsidies. At the request of the Financial Policy
Committee, which was concerned about the level of household debt, from 2014 the pool
of assets against which the subsidy was awarded was narrowed to exclude lending to
households and expanded to include non-bank credit providers (Bank of England, 2013g).
Then from 2015 it excluded lending to large corporations, with only SME lending
counting for the subsidy calculations (Bank of England, 20141). In essence, it served as a
continuation of the Project Merlin and NLGS — which was now redundant (HM Treasury,

2012a) — in attempts to directly steer lending practices.

In practice, however, the effects of the FLS are much more questionable. Against
its own stated goals of increasing lending conditions for the UK economy, its results were

ambiguous. While it proved relatively successful in reducing the cost of credit to
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Figure 30. Cumulative % change in net lending to FLS targeted sectors (Bank of England, 2018b)

borrowers (Figure 31), it was not until 2015 that the targeted lending pool showed
persistent growth (Figure 30). By this time broad economic growth, increased
profitability and thus increased corporate money growth were already improving the
creditworthiness of UK enterprises in general, as they increasingly funded operations
through retained profits (McCafferty, 2014). The main success of the scheme was calming
financial markets after its initial announcement in June 2012, two months before its

implementation (Churm et al., 2015).

The FLS, like the Quantitative Easing programmes that preceded it, served largely
to subsidise and secure both funding for the financial sector and market demand for
financial assets. It served to replace the end of the SLS and the demand for liquid high-
quality collateral shielding finance, and some borrowers, from the effects of the Eurozone
crisis rather than driving growth. Unlike QE, however, the FLS was overtly designed to

subsidise capital. At its launch the Bank of England acknowledged that the subsidy may
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Figure 31. Credit Conditions Survey 2012-2015, positive implies an improvement in credit conditions. (Bank of
England, 2018a)

simply be used ‘to boost profits and capital rather than lowering lending rates, although
healthier capital positions would still yield a longer-term benefit’ (Bank of England,
2012g, p. 15). Meanwhile, the tapering of the scheme towards a focus on lending to
corporations rather than the household sector was an explicit subsidy to capital, leading

corporate money growth to drive aggregate demand.

Finally, while the FLS provided political cover for the Bank of England from
increasing pressure from the Treasury to act, it also further deepened the Bank of England
policy conundrum and further reduced its policy space and the distance from “normal”
conditions. By providing a blanket funding discount to the banking sector, the Bank of
England had in essence revoked the last component of its market discipline strategy. The
only remaining condition was that debtors continued to service their debt and did not
default. Thus, as growth returned in 2014 and 2015, the Bank announced a staggered
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closure of the scheme, whereby the last drawdown could be no later than December 2018
(Bank of England, 2015d, 2015i)?® — after which the liquidity could be rolled over for
four more years. Thus the FLS provided a subsidy to British banks for a decade, with

increasingly discretionary features.

This deepened the political/policy problem facing the Bank of England. It was
now not only nominally but actively engaged in driving lending practices and thus was
exposed to political challenges as an active economic manager making executive
discretionary decisions, especially as the FLS was designed and managed by the Bank
executive with no input or oversight afforded to either the MPC or the newly created
Financial Policy Committee (Interviews, Bean, 2017; Miles, 2017; Turner, 2017) —
despite driving money growth and securing bank liquidity. The political problems of
discretionary action and subsidy were left with the Governor — no longer shielded by the

policy committees.

This reallocation of responsibility for demand management away from the
Treasury and to the Bank of England was increased with the change of governors in 2013.
The appointment of Mark Carney as a replacement to the outgoing Mervyn King was a
key opportunity for the Chancellor to exercise power over the Bank of England. He used
this opportunity to appoint a Governor with a more “post-Keynesian bent”, who was
happier to innovate and push demand. This coincided with a change in mandate for the
MPC, which increased the focus on economic growth, subject to inflationary concerns,

and a Treasury mandated review of “Forward Guidance” as a potential policy tool. These

2% It is worth nothing that the Term Funding Scheme superseded this by drastically expanding the FLS
subsidy in order to offset the financial turmoil of ‘Brexit” (Bank of England, 2016d).
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further pushes into economic management coincided, however, with the rise of

deflationary pressures as the limits of monetary policy were met.

Deflation and the Limits of Monetary Policy

By the end of 2012, the critical juncture of the Eurozone crisis had passed and, while
growth on the continent remained subdued, the British economy began a steady path to
recovery. Credit expansion increased as banks slowly recapitalised (Bank of England,
2013b, pp. 13-15). Domestic demand grew steadily through increased mortgage lending
(Bank of England, 2013e, 2014i), subsidised first through the FLS and then through a
series of Treasury schemes, such as the “help to buy” and the extension of the “right to
buy” discount (House of Commons Library, 2014; Osborne, 2013a). Meanwhile, UK
firms were able to expand on subsidised credit and increasingly cheap labour in real terms

leading to a steady fall in unemployment (Figures 27 & 33).

Despite this return to growth, concerns continued over its stability. Firstly, the
new growth was coming largely from absorbing labour market slack rather than increases
in productivity, which remained stagnant (Figure 34). Meanwhile, real wages fell, as the
quality of employment became increasingly precarious and low paid (Green & Lavery,
2015). Thus, while the return to growth facilitated a faster deficit consolidation (Figure
14), it was premised on a growth of household debt without increased household income
potential, essentially by extracting a form of rent from previously unindebted households
(Marazzi, 2010). Thus, it served to “buy time” (Streeck, 2014) in a repeat of the
“privatised Keynesianism” (Crouch, 2009) of the pre-crisis era. The growth in net
household income and GDP was being matched by a proportionate increase in household

debt, which stabilised at 150% of disposable income (OECD, 2018a) as the saving rate
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fell to under 0.5% of income (Figure 21). This risked a sudden return to inflation as the
slack in the labour market reached its limit and wage pressures began to undermine
profitability (Bank of England, 2014j, p. 6). This would force a rise in interest rates just
as households increased their indebtedness, which would risk a sudden collapse in
domestic demand as revenues stabilised but costs increased (Bank of England, 2013d, pp.

22-23; 2015h, p. 15).

The return to growth was thus the result of the falling real cost of labour and
subsidised credit, not an improvement in fundamentals. This meant that the capacity for
the UK economy to accommodate external shocks was limited. Firstly, there was the
continuing problem of household indebtedness (Bank of England, 2015h, p. 15), which
required real wage rises to alleviate and provide policy space for the Bank of England to
raise interest rates. This was linked to the second problem of low productivity growth, as
firms increased their profitability through lower wages rather than increased productivity
(Figure 34). Without increases in productivity, wage rises would have to come from either
higher prices or reduced profits. The former would potentially cause a rate rise and the
latter would risk future growth as money as profitability fell — especially as current

expansion was based on subsidised credit.

Thus, despite the return to growth, the Bank of England faced a threefold problem.
Firstly, the credit structure needed outstanding debts to be paid and the subsidised values
of financial assets to be realised. This, however, required firms, households and the state
to have sufficient surpluses to repay debts. This was tied to the second problem of the
needs of capital to valorise its product and thus pay wages, taxes and commercial credit.
This was predicated on the ability to pay lower real wages than had been expected by

indebted households (the moment M—C). This left households limited in their ability to
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purchase goods and thus valorise product (the moment C-M’). This structural problem
was also increasingly becoming politically assigned to the Bank of England itself, as the
narrative of expansionary fiscal contraction — and the repayment of state debt — also
tied the hands of the British State. However, this threatened not only the independence of
the Bank of England but also its future policy space, as it was forced to deepen its
‘exceptional’ policies and thus stray further from the ‘normal’ conditions it sought to
return to. The Bank of England was thus caught in a three-way requirement of the needs

of money as credit, money as capital and the political economy of the British State.

Monetary policy, however, is ill equipped to deal with this broader economic
situation of low productivity, low employment and low wages. Its ability to shape demand
was through the cost of credit and thus it could ease the need to save and repay debts. It
did not shape the way the funds were put to use or the opportunities for their deployment.
Monetary policy thus faces a form of policy spiral. Cheap credit not only allows firms to
restructure but dis-incentivises them from doing so, leading to further cheapening of
credit to prevent recession — a potentially infinite spiral of deflationary stagnation (Borio,
2014). The British State, however, was keen to continue the process of substituting
monetary policy for fiscal policy as demand management (see Green & Lavery, 2015, pp.
906-907), and utilised the change in governorship in 2013 to allocate further

responsibility for economic management onto the Bank of England.

New Governor, New Mandate

2013 saw significant changes at the Bank of England. Despite a growing feeling in some
parts of the Bank of England that ‘the Treasury should do more’ to stimulate demand

(Interview, Yates, 2016), at the political level the Treasury was committed to the need for
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austerity — albeit at a reduced rate as the economy stagnated and undermined tax
revenues (Interview, Macpherson, 2017) — and sought to continue the policy of
substituting monetary policy for fiscal policy. Thus, with the end of the second and
maximum term of the relatively conservative Governor Mervyn King, the Chancellor

took the opportunity to assert direct influence over the direction of the Bank of England.

First, there was the question of successor. The Bank of England’s increased
reluctance to take more radical action peaked in 2012 when the Governor criticised those

who sought to move beyond broad market interventions:

It is strange that those in Parliament and the press who feel the central bank should
not talk about fiscal policy are often the most enthusiastic to see the Bank actually

do it. (King, 2012b)
This was seen by some as a clear indication that:

“we’ve done all of this QE, we’ve done as much as we can do, fiscal policy needs
to step in”, you know and Osborne had a fit. And I think that was the single speech
that made Osborne appoint Mark Carney and not appoint Mark Tucker. He was
just like “well if you guys can’t do anymore I'll get someone in who can”

(Interview, Cross, 2017)

Mark Carney, the incumbent Governor of the Bank of Canada, was chosen, who had a
more activist “radical” reputation (Financial Times, 2012b). Second, the Chancellor used
the change in leadership to impose a new mandate on the Monetary and Financial Policy
Committees that emphasised their obligation to support the government’s economic
growth strategy: specifically that the committees should be actively seeking policy

strategies that would enable them to meet this end (Osborne, 2013b).
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The appointment of an activist Governor largely served to complete the path
deepening the Bank of England’s involvement not only with Treasury strategy but also
with economic activity in general. Thus, while the departing Governor went on to
advocate the Bank of England becoming a “Pawn Broker of Last Resort”, providing only
broad financial assistance against any adequate collateral (King, 2016) — the Bank of
England began not only to target specific lending practices through the FLS but also
continued to expand the range of collateral accepted in the SMF (Bank of England, 2015b).
Thus the change in Governor served to facilitate the continuation of the Bank of
England’s trajectory towards proactive collateral and credit management and to remove

potential political hurdles from this path.

At the same time, the transition process between Governors provided a point of
weakness for the Bank of England, where its leadership would find it difficult to resist
broader reforms. The incumbent, King, was a “lame duck”, as he would not be responsible
for any of the reforms. Meanwhile, the successor, Carney, was still not Governor and was
thus unable to resist any reforms. Thus, the Chancellor used the 2013 budget as an
opportunity to revise the mandate of the Monetary Policy Committee to provide more

consideration of economic activity and the need for growth.

The reformed mandate itself did not involve a significant shift in wording.
Whereas the previous mandate simply states that the target was ‘2 per cent at all times’
and that deviations of more than 1% would require a letter explaining why (Osborne,
2012b), the revised mandate stated that ‘The inflation target is forward-looking” and that
deviations were to be expected — but still required explanation (Osborne, 2013b). What
was different was the explicit inclusion of ‘monetary activism and credit easing’ as a part

of the subordinate mandate ‘to support the economic policy of Her Majesty’s Government’

262



(Oshorne, 2013b).The effect, then, was that the external members of the MPC were under
the clear impression that they must include broader economic concerns in their decision
making (Interview, MPC Member B, 2017). Furthermore, the accompanying letter
required the Bank of England to investigate further policy tools to meet both its inflation
target and the subordinate mandate for monetary activism, starting with a full review of

“forward guidance” as a new policy tool (Osborne, 2013b).

Forward Guidance

Forward Guidance was a strategy previously employed by the new Governor during his
time at the Bank of Canada. It involved explicitly binding the future decisions of the Bank
of England and its policy committees to future conditions — whether the passage of a
certain period of time or a specific future condition (De Vita & Berger, 2015; Weale,
2013). This then would shape the future expectations of economic actors regarding
current and future costs of credit etc., ideally leading financial markets to stabilise low

long-term interest without having to change policy variables (Bank of England, 2013h).

This strategy was, after a formal review, introduced in August 2013, largely to
combat the rise in longer-term interest rates, as the return of global growth and stabilising
inflation had led to expectations of a potential rate rise being priced into long-term credit
markets (Monetary Policy Committee, 2013). Thus at its August 2013 meeting, the MPC

issued the explicit declaration that:

The Committee intends not to raise Bank Rate from its current level of 0.5% at
least until the Labour Force Survey (LFS) headline measure of the unemployment

rate has fallen to a threshold of 7%. (Monetary Policy Committee, 2013)
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This was subject to the “knockout” conditions that inflation was not expected to rise
above 2.5% and that the Financial Policy Committee did not perceive a financial stability
risk from low rates (Bank of England, 2013c). Although unemployment was only at 7.8%
at the time, the Bank of England did not expect any significant reductions in the short run,
as growth prospects remained depressed and there was an expectation that currently
underemployed?’ workers would pick up most of the immediate demand for labour

alongside productivity gains (Carney, 2013).

While this did have the immediate effect of reducing long-term interest rates
(Bank of England, 2013e), the fall in unemployment was significantly sharper than
expected and by early 2014 unemployment had reached 7% (Figure 15). This caused
Forward Guidance to backfire, as rate rises were now priced into markets sooner rather
than later (Bank of England, 2014i, p. 11). This forced the MPC to backtrack and focus
on the vaguer guidance of the need for less “slack” in the economy and most importantly
wage growth though productivity gains in order for interest rates to rise (Bank of England,

2014i, pp. 8-9).

While Forward Guidance has thus had a dubious beginning, it continues to remain
a part of the Bank of England’s monetary policy framework. As such, it is also a
significant repositioning of the Bank of England as an economic manager. It serves to
explicitly link monetary policy decisions and frameworks to non-monetary economic
variables, such as wages or unemployment, which in turn links Bank of England activity

to broader economic concerns as a persistent feature of its operations and their framing.

27 Workers who are technically employed but are only on part-time or casual contracts or otherwise are
working below potential.
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In short, it represents the Bank of England taking on responsibility for broader economic
concerns as part of its monetary operations. While it is not actively targeting these
variables (Carney, 2013), their inclusion in its framework and their relevance in the

MPC’s decision making are now open to question and challenge.

Furthermore, what Forward Guidance does is lay bare the core problem facing the
Bank of England — the need for non-inflationary wage rises though productivity growth.
The targeting of unemployment and then “labour market slack” were premised on the fact
that low wage growth was now the main deflationary factor inhibiting demand growth
and that anchoring interest rates to the labour market would incentivise pre-emptive
investments to boost productivity. Thus Forward Guidance, by providing clarity to the
MPC’s thinking, sought to shape the business decisions of British capital. Without stable
improvements in wages through improved productivity, the ability of households to repay
and thus take on credit was limited, a fact that had forced the Bank of England’s new
Financial Policy Committee to take action to limit the financial stability risks of
household debt levels (see chapter seven). Meanwhile, real wage rises without increases
in productivity, while potentially inflationary, would threaten to spiral and undermine the

profitability of capital and the credibility of the currency.

The effectiveness of this strategy of advocating investment and stable wage
increases was limited. The expected productivity growth remained elusive as
unemployment continued to fall, despite a concerted research agenda at the Bank to tackle
the “productivity puzzle” from a monetary perspective (Bank of England, 2014a, p. 14).
Furthermore, the weak fundamentals of UK demand — premised on rising low-quality
employment and household debt (Bank of England, 2015g, p. 25) — meant that the

economy was unable to mitigate external price shocks. Thus, as sterling rose and
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commodity prices — most notably oil — fell in 2014 and 2015, domestic demand was
not able to compensate for the downwards price pressures (Bank of England, 2014k,
2015f). The result was inflation falling to —0.1% in September 2015. Between a quarter
and a third of the deflationary pressures which led to this fall were attributed by the Bank
to ‘the past weakness of domestic cost growth, and unit labour costs in particular’ (Bank
of England, 2015e, p. i). Thus, despite a pickup in business investment and some
productivity growth in 2015 alongside an improvement in wages, expectations for future
inflation fell (Bank of England, 2015h). So, as 2015 drew to a close, the Bank of England,
while seeking to “look through” this new challenge of deflation (Interviews, Bean, 2017,
MPC Member B, 2017), was increasingly predicating its strategy on the rise in

productivity and real wages stabilising as an upward trend (Bank of England, 2015h).

This struggle to resolve the problem of productivity and the valorisation of
commaodities reveals the limits of monetary policy as an economic management strategy.
Monetary policy serves to mediate the tensions between past obligations, current
economic activity and future revenues. In doing so, it is able to shift the temporal
requirements of restructuring and reform, raising and easing the pressure both on the
economy as a whole and on certain sectors (such as through the FLS). What it cannot and
does not do is to create the fertile soil for credit expansion to occur, the demand for new

debt or the profitable application of fresh funds.

Despite this the political economy of the austerity programme secured, in order to
stabilise the credit structure, required the Bank of England to bear this mantle. The Bank
of England finds itself in an impossible situation. It has been tasked with the management
of the UK economy, but can only do so at the cost of future policy space to resolve future

situational crises. Without external action or innovation, the Bank of England now faces
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a potential crisis of re-politicisation in the face of future economic shocks as it reaches

the limits of monetary policy to ease the passing of the structural crisis of British capital.

V.iv. Conclusion

In terms of the Bank of England’s monetary policy and its broader financial and economic
responsibilities, the post-2008 period has seen an almost complete reversal in strategy.
Compared to the ‘narrow’ monetary policy of 2006, where a single tool — the base rate
— was used to meet a single target — CPI inflation at 2% — the Bank of England in
2015 was at the opposite end of the spectrum. The strategy of market discipline as a means
of shaping credit practices had been all but abandoned in the face of existential crises of
money as credit and of money as means of exchange crises, which led the Bank of
England to take increasingly interventionist stances to set bounds on market discipline;
and then to subsidise credit operations. The consequence was to expose the Bank of
England both structurally and politically to the broader needs of the British State, placing
into question the “independence” of the Bank of England, as monetary and fiscal policy

became increasingly intertwined.

The use of Quantitative Easing and government bills in market making operations
alongside a weakly capitalised banking sector directly linked the Bank of England’s
operations to the value of UK state debt. Meanwhile, the British State needed demand
growth and economic credibility to legitimate itself. The resulting compromise of
securing the value of state debt in exchange for monetary activism saw the Bank of
England forced to continue along the path of active economic management, as it secured
the liquidity and values of almost all debt and became involved in discretionary subsidies

to different parts of the economy.
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The consequential attempt by the British State to depoliticize the question of
demand growth to the Bank of England through a focus on fiscal responsibility and
monetary activism has now placed the Bank of England in an almost impossible position.
Having shielded capital from the ravages of crisis throughout 2008-2013, by preserving
market values of assets and facilitating a fall in real wages and a rise in relative operating
surplus, the Bank of England was left waiting for the return to productivity growth, which
would allow credit practices to stabilise around rising real wages. Firms, however,
appeared to be happy to use the subsided credit to discount costs and raise profits, rather
than engage in restructuring and wage growth. Thus, while the Bank of England hopes to
“return to normal” by unwinding its “exceptional” monetary policies such as the APF and
the FLS, it now bears significant responsibility for this recovery, and can only influence

it by moving further away from “normal”.

This analysis does not necessarily disagree with the key findings of the crisis and
growth literatures that the recovery has been based on regressive state strategy (Green &
Lavery, 2015) and the continuation of neoliberal credit-based growth strategies (Crouch,
2011; Hay, 2013a, 2013b; Streeck, 2014), and indeed the solution may be ‘the politics
stupid’ (Gamble, 2014, p. 25). However, by disaggregating the state and focussing on the
internal contradictions and crises of money in capitalism, it has shown how these

developments have involved a significant restructuring of state—central bank relations.

Furthermore, it has shown how these developments are also the result of struggle
and compromise over the different needs of the Bank of England as a monetary authority
and the British State as a political authority. By approaching this from the inherent
contradictions of money in capitalism, this chapter has provided a unified approach to the

Bank of England’s changing role. The needs of money as credit, means of exchange and
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capital provided a clear path for analysing the shifting stances of the Bank of England and
the British State as well as the limits to the emergent strategy, placing the question of

money at the centre of analysis of the current crisis of British capitalism.

By expanding on the competing political and monetary needs, the struggle over
monetary and fiscal policy as financial markets and the economy convulsed is brought to
the fore. And its doing so has shown how the eventual compromise between the state and
the Bank of England is central to understanding the Bank of England’s role as an active
monetary and economic manager today. So, in contrast to much of the central banking
literature, the development of new collateral and monetary policy is shown to be both the
result of, and influenced by, the development of the British political economy, rather than
simply technical fixes to financial and economic problems with political implications (c.f.

Dow, 2014; Gabor, 20144, 2016; Mehrling, 2011; Singh, 2014).

This implications of this shift in strategy towards monetary activism and market
management extends further than the development of an economic management mandate.
Alongside these changes in monetary and economic management, the Bank of England
was also engaged in a conflict over the responsibility and operationalisation of the UK’s
financial stability. The final chapter thus completes the assessment of the changing role
of the Bank of England from narrow monetary manager to active economic and financial
manager, by reviewing the development of the financial stability debate from 2008 to
2015 and the development of the Bank of England’s new financial stability mandate, as

it developed in tandem with its changing economic and monetary role.

269



270



VII. Financial Stability Reforms

In exchange for being allowed to profit from taking the risks inherent in providing
liquidity, or monetary and credit, services to the economy, banks have been subject to
prudential regulation; given access to liquidity insurance at the central bank; and required
to finance industry-wide insurance schemes to protect depositors. All three components
have needed to be redesigned

(Tucker, 2009b)

the UK’s plans to ring-fence the more basic retail banking business will help to protect
the core payments system in the event of a crisis ... It effectively separates the domestic-
intermediation part of banks’ activities from the entrepot, wholesale business centred in
the City of London

(Tucker, 2013, p. 209)

[Macroprudential interventions] were intended as a complement to monetary policy by
insuring against risks arising in specific sectors and therefore seeking to make the central
projection in the MPC’s forecast more likely

(Financial Policy Committee, 2014c, pp. 10-11)

The events of 2007-2008 revealed systemic weaknesses within the regulatory
architecture of the UK. The first run on a British bank in over 150 years and the
mobilisation of vast sums of public money to part nationalise two of the largest banks
forced the question of financial regulation and regulatory failure into the political domain

(Bell & Hindmoor, 2015b). The subsequent process of reregulation saw the Bank of
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England assume complete responsibility for the prudential regulation and supervision of
the financial sector. The Bank of England was forced to abandon its pre-crisis strategy of
distancing itself from financial stability concerns, placing them solely in the FSA, and by
2015 had come to embrace its new role as complementary to its significantly expanded
monetary operations. This radical transformation of the Bank of England’s strategy of
market discipline, with a minimal financial stability role, to discretionary regulator is the

focus of this chapter.

Within the political science literature it is this realm of regulation and regulatory
reform which tends to be emphasised as the place where central banks wield most
influence (McNamara, 2002a; Widmaier, 2007), where they utilise technocratic language
which excludes outsiders from engaging in debate (Marcussen, 2009), exercising
significant influence over state actors as a result (Baker, 2006; Engelen et al., 2012). The
findings of this chapter, however, qualify this finding. While it is certainly true that central
bankers form important ‘epistemic communities’ and can shape regulatory outcomes
through their predominance in international fora and expert advice, this can only happen

if the state chooses to delegate responsibility to these realms.

The key reforms to the UK regulatory architecture — namely the abolishment of
the FSA and empowerment of the Bank of England — were driven and decided by
political processes of statecraft. That is, they were the result of key politicians engaging
in ‘the art of winning elections and achieving some necessary degree of governing
competence in office’ (Bulpitt, 1986, p. 21). It was within rather than through these
debates over the regulatory architecture and the role of the Bank of England that the Bank
of England developed its approach to macroprudential regulation. The Bank responded

to the 2009 Banking Act, which forced it to accept a statutory financial stability mandate,
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and the party political debate that followed, a debate where the opposition Conservative
Party sought to challenge the credibility of the government’s flagship tripartite structure
and proposed its own alternative. Thus, the future of the Bank of England’s role was

dictated at the polls in 2010.

In a similar manner, the subsequent coalition government’s reform initiatives in
the 2012 Financial Services Act and the Independent Commission on Banking [ICB] saw
the Bank of England relatively side-lined within the political process of reform. However,
these processes served to depoliticise the regulatory debates over the content of regulation
(rather than the architecture of its implementation), allowing the Bank of England to
exercise more influence. This process of delegation towards the Bank of England was
completed with the 2012 Financial Services Act, which came into full force in 2013. From
this point on, the Bank of England had almost full autonomy over the development of its

strategy as a financial regulator.

This chapter argues that this strategy can be characterised as follows. First, it
focussed on securing the production and reproduction of money as credit through the ring-
fencing and then the application of significantly higher capital and leverage regulations
on retail banks and systemically important actors, while allowing the non-systemic
elements of the wholesale and investment banking of the City of London to remain
relatively unimpeded. Secondly and subject to the first goal, the regulatory strategy
sought to mitigate the destabilising effects of the changes in monetary strategy by
requiring higher liquidity and capital standards, actively intervening in domestic asset

markets to stem bubbles triggered by the relaxed monetary environment.
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Thus, by approaching the Bank of England as a monetary authority and situating
the regulatory reforms in the context of its monetary reforms, this chapter argues against
the conceptualisation of the Bank of England as largely an advocate of financial interests.
(e.g. Engelen et al., 2011; Solomon, 1995; Zysman, 1984), or the notion that the changes
are largely due to the rejection of pro-banking narratives (e.g. Bell & Hindmoor, 2015b,
2017). Instead, they are seen as a strategic response to the changing needs of money and

the credit structure.

This chapter is thus structured around two parts. The first focusses on the
politically driven reforms to the regulatory architecture, detailing the Bank of England’s
initial resistance as it was forced to abandon its market discipline strategy in the money
market and became more actively involved in the reform debates. The results, however,
were determined by the 2010 election rather than any sway or discursive power of the
Bank of England. The second part then focusses on the national and international
development of the regulatory approach and the Bank of England’s position and role in
developing and implementing these reforms into a coherent strategy aimed at securing

money as credit.

VI1.i. The Regulatory Architecture

The changes to regulatory architecture began with the New Labour reforms of 2008-2010,
which, while largely superseded by the coalition’s, are an important moment in the
changing role of the Bank of England. Firstly, they set the foundations of the subsequent
reforms by forcing a statutory responsibility for financial stability onto the Bank of
England. Secondly, they coincide with the shift in market management strategy away

from market discipline towards ‘bounded market discipline’. Thus, they form a key
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moment in the internal shift in the Bank of England, as it was forced by both the structural
and political implications of the crisis to develop a new strategy for regulating the credit
structure, a strategy that came to be defined in the initially nebulous ‘macroprudential’

toolkit.

Finally, what they reveal is the limitations of the Bank of England’s discursive
power. While much of the political science literature on central banks points to their
power as technical authorities able to frame and shape policy debates (e.g. Marcussen,
2009; McNamara, 2002a; Widmaier, 2007), the main shifts in the regulatory architecture
were decided by the political needs of the state. Firstly, the Bank of England’s attempt to
reject any financial stability obligations in the wake of Northern Rock, as it sought to
enforce market discipline, failed due to the politicisation of the Bank of England’s
financial stability role. Secondly, the Bank of England’s attempt to limit any subsequent
reforms to a narrow mandate with explicit powers failed, as the government wanted to
force the Bank of England to take more assertive action to secure financial stability —
defining the role after the fact. Finally, the changes to the regulatory architecture sought
by the Bank of England after the collapse of Lehman Brothers were decided by the politics
and statecraft of the 2010 election. It was within these spaces not through them that the

Bank of England developed its new financial stability strategy.

Blame for the Rock

The aftermath of Northern Rock saw the Bank of England attempt to distance itself from
financial stability concerns, in keeping with its existing strategy of enforcing market
discipline. This strategy, however, proved to be problematic as a political inquiry into the

regulatory failures that allowed the occurrence of the first bank run since 1866 showed
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(Treasury Select Committee, 2008e). An inquiry which led the Treasury Select
Committee and the British government to make explicit their expectation for the Bank of
England to take responsibility for systemic factors such as liquidity, and that they would

legislate to this effect.

Since New Labour’s election in 1997, the British government had sought to
depoliticise the question of financial regulation (and monetary policy). Financial stability
was placed at one remove in the Financial Services Authority (and to a lesser extent the
Bank of England) while theoretically coordination and influence were maintained through
the Tripartite Authorities [TPA] structure. The public failure of Northern Rock signalled
the end of this strategy. Financial practice and regulation became subject to public debate
and parliamentary enquiry in late 2007 and early 2008 (Treasury Select Committee, 2008a,
2008e). Two key questions formed the foundations of this initial debate: who was to

blame for the crisis? and what reforms were needed?

The Bank of England’s response was first to externalise the blame by pointing to
its lack of a formal mandate or tools for managing financial stability and the FSA’s
primacy in this area (Gieve & King, Treasury Select Committee, 2008g, Q9 & Q14). Then
when pushed on its lack of action post-hoc to warn against the risks of moral hazard,
instead it asserted that its role was to step in once a bank had failed and required lender

of last resort support (Bank of England, 2007j).

In terms of reforms, the Bank of England was initially keen to maintain the

separation between monetary stability and financial regulation as:
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I just do not believe that one institution — a central bank — can manage in today’s

world both monetary policy and the entire range of financial supervision. (King,

Treasury Select Committee, 2008g, Q.90)

It would, thus, keep external to the Bank any potential conflict between the needs of the
credit structure and the needs of money. Instead, it emphasised the lack of certain
technical features, such as a resolution regime and coordination in the TPA, which had
caused the crisis to become protracted, rather than the need for broader reform

(King, Treasury Select Committee, 2008g, Q2).

The Treasury and the FSA, on the other hand, while acknowledging the role of
regulatory oversight in allowing for the failure of Northern Rock (McCarthy, Treasury
Select Committee, 20089, Q271) also indicated the systemic problems of liquidity — the
role of the Bank of England (Treasury Select Committee, 2008g, Q285-295, Q1753,
Q1182-1845). Thus, a key reform was to clarify the financial stability role of the Bank

of England alongside the technical reforms to bank resolution.

The parliamentary inquiries found largely in favour of the Treasury and the FSA:
namely, the significant empowerment of the financial stability wing of the Bank as a full
macroprudential authority alongside the formalisation of a process for bank resolution
(Treasury Select Committee, 2008e, pp. 118-123). While the actual proposal for creating
a full financial stability branch in the Bank of England, semi-autonomous from the
broader bank and responsible for the FSA (Treasury Select Committee, 2008e, pp. 118—
123), was rejected (Treasury Select Committee, 2008f), the principle that the Bank of
England would have to accept responsibility for systemic stability was accepted

(Tripartite Authorities, 2008c).
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Thus, while the Bank of England sought to maintain its strategy of market
discipline and price stability, unencumbered by financial stability concerns, the political
authorities desired action and culpability. The debate thus turned from whether the Bank
of England should have a financial stability mandate to what the mandate was to be. At
the same time, the unwinding of the financial crisis was forcing the Bank of England to
revise its market discipline strategy as the crisis transitioned from a crisis of liquidity to

a crisis of money.

The 2009 Banking Act

The second period saw the Bank of England seek to extract relative gains from the
legislative process, simultaneously trying to minimise its responsibility and increase its
relative powers. The Bank of England sought to gain the ability to direct the FSA, directly
access institution specific information and activate bank “resolution” while only receiving
a mandate that was directly tied to a specific target. Again, this failed, as the government
sought to empower the FSA as the primary regulator and mandated the Bank of England
to secure financial stability, broadly defined, with no additional powers. Meanwhile, the
development of the crisis meant that the Bank of England was rapidly losing its ability to
discipline the financial sector and was thus dependent upon successful supervision and

regulation.

The main reform of the New Labour government was the 2009 Banking Act.
While the core of the Act served to formalise the special resolution regime set out in the
2008 Banking (Special Provisions) Act, due to the presence of a sunset clause (Banking

Act, 2009, 2(8)). The government, however, used it as an opportunity to solidify other

278



reforms identified in the aftermath of Northern Rock: namely, the inclusion of a statutory

financial stability mandate for the Bank of England.

Thus while the Act began as a Tripartite discussion paper on deposit guarantees
and bank resolution in October 2007 (Tripartite Authorities, 2007), it quickly developed
into a full discussion on the regulatory architecture in January (Tripartite Authorities,
2008c) and July 2008 (Tripartite Authorities, 2008a, 2008b), before being presented to
Parliament in November. Although this process focussed largely on the technicalities of
depositor protection and bank resolution, there were two key points of discussion
regarding the Bank of England: firstly, what was to be the Bank of England’s broader role
in maintaining financial stability? and, secondly, what was the role of the Bank of

England once a bank had failed?

It is important to remember that these discussions were held prior to the major
shift in Bank of England monetary operations in October to December 2008. In this period
the Bank of England was still attempting to make market discipline bind in order to force
private bank recapitalisation and dampen inflationary expectations. And so the Bank of
England largely sought to minimise the risk of conflicting mandates by limiting the scope
of any mandate while also enhancing the position of the Bank of England within

regulatory debates and decisions.

Specifically, the Bank of England sought only to receive a mandate if it came with

corresponding additional powers, and thus did not undermine its current operations:

The key thing is not so much the general words; the key thing is to decide what

powers, if any, the Bank of England should be given in this area. Once you have
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answered that question, I think we can find some words to describe it. (King,

Treasury Select Committee, 2008d, Q43)

It also sought to enhance its powers over the FSA as part of its market surveillance and
warning operations (NEDCo, 2008a) and with regards to bank resolution to gain the
power to initiate the resolution process by declaring a bank insolvent as part of its role as
lender of last resort (King, 2008a). In short, it sought to limit any reforms to simply
increasing the power of its existing operations, or through the creation of a specific facility

with a set goal independent of other operations.

The government, however, preferred to bind the Bank of England into taking a
more proactive stance, while securing the FSA — a political flagship innovation (Darling,
2011) — as the primary financial regulator (Treasury Select Committee, 2008b). Thus,
as the debate developed, the government intentionally chose to grant the Bank of England
an ambiguous financial stability mandate (Pearson, House of Commons, 2008, Q33) to
‘contribute to protecting and enhancing the stability of the financial systems of the United
Kingdom’ and that in doing so the ‘the Bank shall aim to work with other relevant bodies
(including the Treasury and the Financial Services Authority)’ (Banking Act, 2009, 238
(2)). This was to be defined more clearly post hoc and agreed indirectly with the Treasury.
This mandate would then form the guiding principle of the new Financial Stability
Committee, which would then formulate a strategy and toolkit for achieving it (Darling,

2008D).

In terms of new powers, the Bank of England was again left wanting. The ability
to initiate bank resolution was left to the FSA, which would then pass the administration

of resolution on to the Bank of England, as the institution most familiar with banking
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operations.?® Meanwhile, the Bank of England did not gain any additional access to
information about institutions prior to their failure. Although the Act formalised the right
of the Bank of England to request information, the FSA would still have be satisfied by
the request ‘which would inevitably involve [the Bank of England] using political capital
in some debates in order to obtain the data the Bank judged it needed” (NEDCo, 2009).
The sole gain was limited additional powers of oversight and regulation of key payment

systems (Banking Act, 2009, 185-206).

Thus, at the beginning of 2009, the Bank of England had been forced to abandon
its pre-crisis strategy. Firstly, its focus on market discipline and arbitrage to limit the
excesses of the credit structure was no longer viable, due to the immediate crisis of money
as credit. Thus, it was forced both to set bounds on and to intervene in market processes
through changes to the SMF and the launch of the APF?°. Also, it was forced to abandon
its strategy of placing at one remove financial stability concerns, due to the political
implications of crisis for the state. It now had to develop a new strategy which would
secure the future regulation of the credit structure and the credibility of the Bank of

England as a monetary authority as:

the Act and the debate around it would inevitably lead to an expectation that the
Bank would now be more involved in discussions about financial institutions.

However, it remained the case that the FSA alone would decide if an institution

28 |n any case other than immediate nationalisation or bankruptcy.

29 See chapter six.
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should be put into the Special Resolution Regime. Up to that point the Bank would

not have a single additional power. (NEDCo, 2009)

at a time when the Bank of England was reliant on a credible financial regulation and

crisis resolution framework for securing the credit structure.

So although the system continued to work through 2009 and 2010, the interests of
all the authorities were aligned to ensure there weren’t future crises. It didn’t really
resolve the issues of a) who was really in charge in a crisis and b) whether the
Bank of England could instruct the FSA, or at least they weren’t resolved to the

Bank of England’s satisfaction (Interview, Macpherson, 2017).

This was compounded by the continued loss of credibility in the FSA as a financial
regulator (BBC, 2009; Financial Times, 2009a, 2009b; The Telegraph, 2009; see also
Treasury Select Committee, 2009c¢). Thus, as 2009 developed, the Bank of England was
increasingly at odds with the British government over the direction of both systemic
reforms and the detail of banking regulation, as it sought to establish itself as a financial
stability actor. This debate, however, was again more straightforwardly political, with the
New Labour government’s strategy coalescing around the FSA’s Turner Review and the
opposition Conservative Party’s around the alternative Sassoon Review, limiting the

scope for the Bank of England to shape the debate

Turner and Sassoon Reviews

The 2009-10 period thus saw the Bank of England openly discontented with the existing
reforms and the solidification of a strategy that would embrace financial stability
obligations. This was done by attempting to lever the new Financial Stability Committee

and the statutory mandate to impact the regulatory debates. The government, however,
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continued to regard the FSA as the primary regulator, while its credibility as such came
into question and the opposition Conservative Party adopted a tactic of blaming “Gordon
Brown’s FSA” for the crisis (Interview, Macpherson, 2017). So the future of the
regulatory architecture was thus largely a political issue determined by the 2010 election,
but a debate in which the Bank of England sought to position itself and develop a coherent

new strategy as a macroprudential regulator.

2009 to 2010 saw the direction of financial regulation develop around the
questions of exactly what systemic or ‘macroprudential’ regulation would entail and the
potential redesign of the regulatory architecture. Both of these questions were critical to
the Bank of England, as it was now highly exposed to corporate and sovereign debt
markets due to the APF and had received a statutory financial stability mandate with few
powers to utilise outside of its money market operations. However, the crisis had also
meant that there was opportunity for more sweeping reform than that conducted by the
2009 Banking Act. The range of actions taken by the Bank of England and the Treasury
to stem the crisis had called into question the separation of powers and thus the new roles

of the FSA, Bank of England and the Treasury (Gieve, 2009)

This broader question of the role of the Treasury, Bank of England and FSA was
to be conducted, however, in the shadow of an election in 2010. In the build-up to this,
the government commissioned a review by the new Chairman of the FSA, Adair Turner,
to propose a path forwards for UK regulation (Financial Services Authority, 2009),
published in March 2009. Meanwhile the opposition Conservative Party commissioned
their own review by James Sassoon, a former senior Treasury Official, to formulate an
alternative proposal (Sassoon, 2009) which was published a week prior. Both then

became formal party policy as the government published its white paper on financial
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stability (HM Treasury, 2009e) in July, matched by an opposition alternative white paper

(Conservative Party, 2009).

The Turner Review

The focus of the Turner Review was on the regulatory failings that resulted in the crisis
and the appropriate action to be taken by the authorities to prevent future banking crises
(Financial Services Authority, 2009, p. 5). Its proposals largely revolved around a need
for a more systemic approach to financial regulation and higher, counter-cyclical, capital
and liquidity requirements as well as the potential introduction of maximum liquidity

ratios (Financial Services Authority, 2009, pp. 61-79).

These new regulations and tools were positioned as naturally sitting with the FSA
as the regulator. The Bank of England’s macroprudential role was, in contrast, largely
positioned as conducting analysis and the ‘ultimate arbiter of judgements relating to the
position in the economic cycle and the definition of macro-prudential risks’ (Financial
Services Authority, 2009, p. 84). Any action to be taken on these judgements would be
by the FSA. Whether the Bank of England could instruct the FSA to act in a disagreement
was left open, with the Treasury posited as a final arbiter in disagreement through the
TPA structure. The preferred option for the FSA, however, was that the Financial Stability
Committee would be a joint committee between the Bank of England and the FSA, which
would collectively decide on macroprudential issues (Financial Services Authority, 2009,

p. 85).

In short, the proposals of the Turner Review were to continue on the established
path of the Banking Act by empowering and reforming the approach of the FSA, while

leaving the Bank of England with the responsibility for assessing systemic risks, but only
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the power of voice in changing them. While this may have been a desirable outcome for
the Bank of England a year earlier, as it continued the strategy of externalising the
operational responsibility for financial stability, the events of 2008 meant that this was

no longer adequate. The Sassoon Review, however, offered a clear alternative.

The Sassoon Review

Whereas the Turner Review took as given the existing institutional arrangements, the
Sassoon Review took these as its primary subject of enquiry (Sassoon, 2009, p. 3).
Coming to broadly similar conclusions about the reforms to the regulatory toolkit
(Sassoon, 2009, p. 32), the Sassoon Review instead focussed on the systemic regulatory
failures of the FSA, the Bank of England and the Tripartite system (Sassoon, 2009, pp.
23-26). Its conclusion was that the Bank of England should be significantly empowered
as the primary macroprudential regulator and the FSA significantly reformed, or even
abolished, in favour of a system that separated prudential and conduct regulation (Sassoon,

2009, pp. 19-22).

While the review was critical of the lack of action by the Bank of England prior
to the crisis and its strategy of downsizing its financial stability operations, it did
recognise that the Bank of England had spotted the systemic flaws that underpinned the
crisis (Sassoon, 2009, p. 31). Thus, like the Turner Review, the Sassoon Review
recommended that the Bank of England assume a much more expanded role in analysis
of systemic financial stability concerns. Unlike the Turner Report, however, it
recommended that the Bank of England be given powers over the FSA: namely, the
statutory right to instruct the FSA to provide it with information relating to its

macroprudential work (Sassoon, 2009, p. 42); to take the lead on all international
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negotiations on macroprudential regulation; to be given control over any systemic
countercyclical capital or liquidity tools; and the establishment of an exchange of open
letters where at least twice a year the Bank of England would state its opinion on the
stability of the financial system to which the FSA must respond with what action it was

taking.

The Sassoon Review also recommended significant reforms to the structure and
practice of the FSA: that the prudential and conduct operations should be separated, so
that the prudential component would liaise directly with the Bank of England. This would
potentially take the form of empowering the Bank of England to direct the FSA on
prudential concerns or the separation of the prudential wing from the FSA into the Bank

of England (Sassoon, 2009, p. 60).

This approach to the structural reform of the financial architecture and the
empowerment of the Bank of England as a regulator essentially replicated key parts of
the Bank of England’s policy stance. The subsequent narrative of the Bank of England
was to repeatedly focus on the disunity between the macro and micro elements of
supervision (King, 2009a); the lack of a firm macroprudential toolkit (Bean, 2009), which,
if implemented as a precautionary tool, should fall under the purview of the Bank, given
its already existing mandate and expertise in market management (Tucker, 2009c); and
thus the need for systemic reform of the regulatory system. The Governor went so far as
to declare that ‘[t]he Bank finds itself in a position rather like that of a church whose
congregation attends weddings and burials but ignores the sermons in between’ (King,
2009g; see also Treasury Select Committee, 2009h, ev.306). It effectively rejected the

notion that the Bank of England’s role should be restricted to analysis and voicing concern
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— it was ‘a naked attempt to wrest powers from the FSA. ... it was a direct challenge to

government policy, and therefore to me’ (Darling, 2011, pp. 254-255).

At the same time, the FSA was steadily losing credibility as a regulator. The
failure of the Dunfermline Building Society in March 2009 proved the new resolution
regime to be effective (Interview, Darling, 2017; Macpherson, 2017) but attracted a
damning report from the Parliamentary Select Committee (House of Commons Scottish
Affairs Committee, 2009). Meanwhile, the Bank of England’s response to the events of
autumn 2008 and lack of prior mandate had effectively insulated it from bearing the blame
for the bank failures of 2008 (see Treasury Select Committee, 2009b). Thus, the debate
focussed instead on the regulatory failures of the FSA. This constellation of events was
seized on by the Conservative Party when it published its white paper on financial

stability reform.

The White Papers

In July 2009, both major political parties formalised their stances on regulatory reform
by publishing white papers, which served as the foundations of their eventual stances a
year later. The government’s essentially followed that proposed by the Turner Review.
The Conservative Party’s built on the Sassoon Review by directly attacking “Gordon
Brown’s FSA” as the primary culprit for the crisis. The Conservatives’ proposal was

instead to:

abolish the FSA and the failed tripartite system and create a strong and powerful
Bank of England with the authority and powers necessary to ensure financial

stability. (Conservative Party, 2009, p. 4)
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This would involve the creation of a Financial Policy Committee to mirror the Monetary
Policy Committee, which would have responsibility for directing the new Financial
Regulation Division of the Bank of England (Conservative Party, 2009, pp. 24-28). The
Bank of England would also thus receive responsibility for capital and liquidity regulation
with an enhanced toolkit. In essence, this applied the full range of reforms recommended
by the Turner Review but placed them all in the Bank of England, in keeping with the
most radical proposals of the Sassoon Review (Conservative Party, 2009, pp. 30-36).
This was all constructed as an intentional political attack on the current government and
served to place the blame for the crisis on the regulatory system implemented in 1997—

2000.

These proposals, however, went beyond those advocated by the Bank of England,
which was still wary of taking on complete responsibility for financial stability
(Conaghan, 2012, pp. 44-48). However, the debate was no longer one of regulatory
preference or ‘best practice’ but of electoral politics and statecraft. The Labour Party
sought to defend its regulatory legacy by continuing to empower the FSA in the 2010
Financial Services Act and in its election manifesto (Labour Party, 2010). Meanwhile,
the Conservative Party sought to leverage the perceived mismanagement of the crisis by
the TPA, and in particular the FSA, to press the attack in its own manifesto (Conservative

Party, 2010).

The common ground of these two approaches, however, was that the Bank of
England would be the body primarily responsible for macroprudential policy. The debate
was over what this meant in terms of power. As it became clear that the architecture was
to be decided at the polls in May 2010, the Bank of England shifted its focus to the content

of the new regulatory regime.
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With the loss of its capacity to use market discipline as a credible regulatory tool
in October 2008, the Bank of England now sought to use more traditional regulation to
regulate the credit structure. Public speeches from July 2009 shifted towards the question
of ‘too big to fail’ (King, 2009h) and the appropriate levels of capital and liquidity
requirements (Alessandri & Haldane, 2009; Tucker, 2009a), as well as the need for
change in banking governance and structures towards a more stable format (Haldane,
2009). This culminated in November 2009 with the Bank of England’s own take on the
macroprudential debate (Bank of England, 2009q), which served as a foundation for its

further national and international discussions.

This push towards more stringent capital and liquidity requirements, as well as
the need to restructure banking to prevent ‘too big to fail” (King, 2009g; Treasury Select
Committee, 2009c¢, Q113, Q125-7), potentially by ring-fencing activities (Bank of
England, 2009n, p. 55; Haldane, 2010), can clearly be seen as an attempt by the Bank of
England to leverage its new mandate and traditional role to guarantee, regardless of the
results of the 2010 election, both its prominence in regulatory debates and that any new
regulation would be sufficient. In particular, the assault on structurally significant, or “too
big to fail”, banks and the contagion between speculative banking and retail banking can
be seen as an attempt to pave the way towards a return to market discipline by establishing
a system where some banks could fail by separating the higher risk activities from the
production of money as credit. It is this approach that served as the foundation for the
Bank of England’s new regulatory agenda with the return of a Conservative-led coalition

in 2010.
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The 2012 Financial Services Act

The election of a Conservative-led coalition in May 2010 largely determined the fate of
the regulatory architecture for the UK. The reforms proposed in the white paper in 2009
were passed into law in the 2012 Financial Services Act. Having won the election with a
clear mandate for structural reform, the Conservative-led coalition now had to reconcile
their proposal with the practicalities of financial governance. There was the contentious
question as to how the Chancellor and the potentially over-mighty Governor would relate
to one another. Would the Bank of England have to accept more Treasury authority in

exchange for its increased powers?

The proposed reforms were largely in keeping with the white paper a year earlier.
The difference was that The FSA was to be dissolved into a Prudential Regulation
Authority [PRA] and a Consumer Protection and Markets Authority (later renamed the
Financial Conduct Authority [FCA]) rather than into a new division of the Bank of
England. The PRA would then be a subsidiary of the Bank of England, while the FCA
was to be independent under the supervision of the government, but still accountable to
the FPC on certain tasks (HM Treasury, 2011b, p. 6). This decision, while welcomed by
the Bank of England, as it kept some separation between itself and any future bank
failures, was largely due to the technical difficulties of merging the pay scales and benefit
packages of the FSA and the Bank of England, as they had diverged significantly
(Interview, Macpherson, 2017). The FPC, as part of the Bank of England, would still form
the centrepiece of the system as the supervisory and discretionary body responsible for

financial stability as a whole (HM Treasury, 2011b, p. 18).
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Initially the Chancellor sought to use this opportunity both to externalise the
responsibility for financial stability and to gain influence over the Bank of England by
placing himself as the Chair of the Bank of England’s Financial Stability Committee.
However, keen to avoid conflict with the Governor and to develop a positive working
relationship, the Chancellor backed down due to Bank or England resistance (see Hungin
& James, 2018). The formal consultation launched in July saw the responsibility for
financial stability sit with a new Financial Policy Committee, which mirrored the

structure of the Monetary Policy Committee (HM Treasury, 2010b).

Instead, the Chancellor opted for a statutory Memorandum of Understanding
between the Bank of England and the Treasury to be established separately from the
legislative reforms (HM Treasury, 2011b, p. 40), and the requirement for more public
hearings on the topic of financial stability under the Treasury Select Committee system

and private meetings with the Chancellor (HM Treasury, 2011b, pp. 31-33).

Critically, the Memorandum of Understanding established that the Bank of
England would have complete autonomy until public funds were put at risk. This included
the provision of Emergency Liquidity Assistance, such as that provided to Northern Rock.
As soon as any public funds were put at risk, the Treasury would have the power to direct
the Bank of England to provide systemic or institutional liquidity support, as determined
by the Treasury, or to implement a particular bank resolution plan (HM Treasury, 2013a).
In essence, once a crisis required action beyond already established Bank of England
facilities, the Treasury would assume control, which was seen as a significant win for the

Chancellor (Interview, Macpherson, 2017).
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Meanwhile, the actual powers of the FPC, other than the ability to direct the PRA
and the FCA on matters of financial stability, were to be decided separately. The provision
in the Financial Services Act was that any powers would be provided by statutory
instruments. (HM Treasury, 2010a) The clear intention, however, was that the FPC would
largely inherit the discretionary tools developed in the ICB and the Basel 111 negotiations
(HM Treasury, 2010b; 2011b, p. 40). This allowed the technicalities of policy to be

developed separately from the political debate over the regulatory architecture.

Thus, the passing of the 2012 Financial Services Act represented a minor victory,
given the political context, for the Bank of England. For it had been able to secure
significant increases in its power to regulate the credit structure but with only marginal
losses in autonomy. The Bank of England was now able to push for whatever tools it
wanted as part of its macroprudential strategy. Meanwhile, the supervision of specific
institutions was left at arm’s length in the PRA and the FCA, which had their own
governance and accountability structures. However, this victory was again largely due to
the political position of the state vis-a-vis the Bank of England. It was the conflict-adverse
Chancellor who allowed for the continued autonomy, and the technical difficulties of pay
which left the PRA as a separate organisation. In contrast, the development of the content
of the new regulations was largely delegated to external authorities, allowing the Bank of
England both to exercise more influence and to establish more firmly its regulatory

strategy.

VIL.ii. The Macroprudential Toolkit

As Baker (2013) notes, the notion that what was missing from the pre-crisis regulatory

toolkit was a systemic or macroprudential approach was quickly identified, but lacked

292



content. Within the UK context, this meant that, while the political debates dominated
over the regulatory architecture, forcing the Bank of England to take an increasingly
broad financial stability mandate, the content of this mandate was delegated to external
arenas. Thus, despite fighting the election on the mandate of tackling financial excess and
the regulatory failures of the crisis (Conservative Party, 2010, p. 29; Osborne, 2010b), the
strategy adopted by the government once elected was to delegate this task to external
bodies (Johal et al., 2012). Nationally this took the form of the Bank of England’s Interim
Financial Policy Committee, set up by the request of the Treasury in February 2011, and
the Independent Commission on Banking [ICB]. However, the core reforms were
developed at the international level at the Basel Committee on Banking Standards and the

Financial Stability Board (Interview, Turner, 2017).

Within this, the Bank of England was able to position itself as something of a
nexus point. Since mid-2009, the Bank of England had been steadily increasing its
capacity as an advisor on financial stability matters. In particular, it has remained a key
actor in the international regulatory debates since 1997, and had adopted a strategy of
limiting legislation to the terms agreed in the international fora within which it was
present (Interview, Gieve, 2017). It was thus a key negotiator, alongside the FSA, at the
Basel 111 negotiations and a founding member of the Financial Stability Board alongside
the Treasury and the FSA. Thus, with the formation of the Interim FPC in 2011,
comprised of senior FSA officials, Bank of England officials and four external members
appointed by the Treasury (HM Treasury, 2011b, p. 7), the UK’s strategy was congealed
within the Bank of England. In a similar manner, while the ICB’s membership was
constructed to reflect the political needs of the coalition partners and their respective

commitments (Interview, Macpherson, 2017), it drew its secretariat of 14 from the Bank
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of England, the Treasury, the Financial Services Authority, the Department of Business
Innovation and Skills and the Office for Fair Trading (Vickers, 2011). This allowed the

Bank of England to wield some influence in an otherwise relatively closed process.

That being said, these arenas only had the power to recommend policy changes:
these would then have to be transposed into legislation. Thus, while the Bank of England
was not dominant in any of these arenas, it could leverage its posting within them to shape
the national discourses and policy process. In doing so, the Bank of England developed a
strategy towards macroprudential regulation that sought first to separate the question of
price stability from the question of financial stability (Bank of England, 2009q, pp. 10—
11); then to develop a series of regulations that would secure the stability of the credit
structure and insulate the production of money from the risks of wholesale finance. This
was to be achieved through structural reform of the banking sector; higher and
countercyclical capital requirements; compulsory liquidity ratios; and leverage ratio
limits (Financial Policy Committee, 2011b). Specifically, it demanded a tough regulatory

stance on core banking activities.

Several of these moves were heavily opposed by key actors in the City of London,
to which the Bank of England paid relatively little heed. Thus, in contrast to much of the
political economy literature on the Bank of England, which posits the Bank of England
as an advocate for UK financial interests (Engelen et al., 2011; Goodhart, 2009; Solomon,
1995), these reforms appear to be a deviation from this role. This section argues that this
shift is not simply the ideational rejection of banking narratives by regulators (e.g. Bell
& Hindmoor, 2015b, 2017), although this is clearly important. Instead, it presents the case
for understanding these reforms as based on the Bank of England’s relationship to the

production of money as credit, within which the City of London plays an important but
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not determining role (Ingham, 1984). Thus, the regulatory shift was an attempt to secure
the credit structure and the production of money as credit, as it abandoned its market
discipline strategy. In short, the ideas changed because the problems faced had changed,
forcing a search for a new strategy. This took the form of increased liquidity insurance
for financial institutions and money markets, but at the same time tougher regulations and

a more discretionary approach to supervision and regulation.

Ring-Fencing

The Bank of England had been relatively positive about the idea of structural reform of
the banking sector since 2009 (Bank of England, 2009n, 2009q), especially as a way of
reducing the risk of too big to fail and the reality of implicit guarantees to structurally
critical financial actors, such as deposit taking banks (Treasury Select Committee, 2010c,
ev. 25-6). The Governor even appeared to advocate a complete separation of retail and
investment activities (King, 2010a) with the Executive Director for Financial Stability

actively advocating it (Haldane, 2012b).

Thus, when the ICB recommended a relatively ‘high’ ring-fence separating the
retail and wholesale banking operations within banking groups (Independent Commission
on Banking Standards, 2011, pp. 54, 69-75), the Bank of England was broadly positive
(Bailey, 2012). This would essentially separate ‘the domestic-intermediation part of
banks’ activities from the entrepdt, wholesale business centred in the City of London’
(Tucker, 2013). This would stabilise the production and reproduction of credit money, as
it would require more stringent capital, liquidity and leverage restrictions on those
institutions that produced money for the broader economy and reduce exposure to

international shocks (Bank of England, 2011c, pp. 54-56). The primary concern on the

295



part of the Bank of England was that the ring-fence be constructed in such a way that it
would not be undermined by regulatory capture but would be enforced through legislation
(Parliamentary Commission on Banking Standards, 2012, Q1144-1152), not on the
banking sector’s outcry against this reform as inhibiting their business and damaging the
City of London’s position (Barclays Plc, 2011b; Standard Chartered, 2011; TheCityUK,

2011).

Despite initial signals that the Chancellor was tempted to delay reforms to the UK
banking sector (Financial Times, 2011a), political pressure from the Liberal Democrat
coalition partners and the opposition saw the ICB report “accepted in full” (Financial
Times, 2011b) with a few minor amendments (HM Treasury, 2011a). This in turn formed
the foundation for the 2013 Financial Services (Banking Reform) Act, which required the
separation of deposit taking institutions from proprietary and wholesale trading
operations by 2019. This move has remained firmly defended by the Bank of England’s
Financial Policy Committee (Taylor, 2015) and Prudential Regulation Authority (Bailey,

2012, 2016).

Liquidity Ratios

The significant structural reform of ring-fencing was complemented by a broader range
of international reforms stemming from the Basel 11l agreements in 2010 and 2013. One
of the key reforms of Basel 11l was the introduction of a liquidity ratio, whereby banks
would be expected to meet liquidity requirements. The liquidity coverage ratio required
banks to hold enough high-quality liquid assets to cover their forecast funding needs for
the next 30 days, which would serve as a countercyclical buffer by setting a minimum for

liquidity self-insurance. Meanwhile, the Net Stable Funding ratio was aimed at changing
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the funding structures of banks away from short-term money markets (Basel Committee
on Banking Supervision, 2010a, pp. 8-10). This was a significant step away from the
previous Basel Il agreements, which only required a minimum standard of capital to the
be held against the “risk weighted assets” of a bank’s balance sheet (Basel Committee on
Banking Supervision, 2004). But broadly speaking it was one welcomed by the banking
community (Goldman Sachs, 2010; HSBC, 2010; RBS Group, 2010; Santander, 2010),
although there were some key dissenting voices (Citi Group, 2010; JP Morgan Chase,

2010; Standard Chartered, 2010).

The introduction of more liquidity regulation was also a consistent feature of the
Bank of England’s regulatory strategy. Liquidity and funding risk from maturity
mismatch was seen as one of the key causes of the crisis (Financial Policy Committee,
2011b, p. 8), which the Bank was now mitigating through the APF and the reforms to the
SMF. Thus, the development of a mandated liquidity buffer on banking balance sheets
would limit the risk of large liquidity risks being absorbed by the Bank of England in
crisis (Tucker, 2009c), thereby mitigating the potential moral hazard of public liquidity

insurance.

This was also posited as a potentially discretionary buffer, allowing the FPC to
increase and decrease the level of self-insurance that financial institutions were required
to take at various points in the cycle (Bank of England, 2009q, p. 19). So, while there was
no formal liquidity tool added to the FPC in the initial consultation, due to the difficulty
in establishing a measure, it was seen as an important future addition (Financial Policy
Committee, 2012b, pp. 8-9). In the meantime, the FPC sought to use its power of advice
and recommendation to shape how the regulators and banks were using the buffer

(Financial Policy Committee, 2012d, pp. 9-10; 20133, pp. 8-9), advocating its drawdown
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by banks in the wake of the Eurozone crisis to ease their liquidity constraints (Financial
Policy Committee, 2012d, pp. 9-10), as fears mounted that banks were over-insuring and
thus creating a shortage of market liquidity (Financial Policy Committee, 2012a, pp. 5—
6). In doing so, the Bank of England was beginning to develop its more discretionary
approach to financial regulation by shaping regulatory pressures and guidance in order to
invoke specific responses from the banking sector. This approach was more firmly
solidified with the reforms to bank capital and the development of the initial discretionary

toolkit.

Capital Requirements

The core of the post-crisis reforms, however, has been significantly increased capital
requirements. These have taken two forms: a series of static requirements largely laid out
in Basel Ill and a set of discretionary controls designed to impact the credit cycle,
although the FPC sought to have the systemic reforms embedded in legislation, only
taking control of tools ‘suited to targeting systemic risks that varied over time’ (Financial
Policy Committee, 2012b, p. 3). The perceived inadequacy of Basel 111 by UK regulators
and the complexities of its implementation in EU law have seen the Bank of England,
through the PRA, take an active and time-variant role in setting base capital requirements.
Thus the development of the Pillar 2 capital requirements and the macroprudential toolkit
has been one of the areas in which the Bank of England was most active in shaping the

new regulatory regime.

Systemic Requirements

The Bank of England’s diagnosis of the crisis was from the beginning that it was a crisis

of undercapitalisation. This remained the central issue of the Bank of England’s post-
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crisis regulatory strategy. While the changes to the money market operations had been
able to ease funding and liquidity constraints, the problem of undercapitalisation relied
on banks either taking action proactively or in response to regulatory requirements. Thus,
increased capital requirements and the ability to vary them over time to shape banking
activity and risk taking was the central policy point of the Bank of England’s strategy
(Bank of England, 2009q; Financial Policy Committee, 2011b). Indeed, the primary
activity of the interim financial policy committee was to use its power of voice and advice
to both secure higher legislative capital requirements (Financial Policy Committee, 2011b,
2012b) and to push the FSA to require banks to increase their core capital either through
retained earnings or by issuing more shares (Financial Policy Committee, 2011a, 2011c,

2012a, 2012c, 2012d, 2013d).

Thus the Basel I11 accord was a key regulatory step for the Bank of England. Basel
I11 built on Basel 11, but sought to remove the pro-cyclicality of its implementation, which
saw banks forced to de-leverage as their assets were revalued, further driving down their
value (see Kashyap & Stein, 2004). At the same time, it sought to narrow the range of
capital accepted to predominantly common equity capital [CET1] with a smaller
allocation for other Tier 1 capital [T1] and Tier 2 subordinated debt [T2]. This core
requirement was complemented in 2011 with an agreement by the Financial Stability
Board that Global Systemically Important Banks would have to carry an additional 2.5%
of common equity. These would be held against the Risk Weighted Assets [RWA] of the
bank’s balance sheet (Basel Committee on Banking Supervision, 2010a, p. 12). This core
requirement was then complemented by two countercyclical components. Firstly, all
banks were expected to build up a 2.5% CET1 capital conservation buffer which could

be drawn down under stress conditions, with a requirement to rebuild it from reduced
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distributions to shareholders (Basel Committee on Banking Supervision, 2010a, pp. 54—
57). This static buffer could then be increased through a discretionary countercyclical
capital buffer of 0-2.5% CET1 in order to regulate credit (Basel Committee on Banking

Supervision, 2010a, pp. 57-60).

This limited move to higher capital requirements was broadly accepted by the
British banking community, the exception being the Lloyds Banking Group (2010).
However, the Bank of England considered them inadequate (King, 2010a) and sought to
expand them further through their transposition into UK law. The ICB held a similar view,
stating that ‘In sum, the Commission believes that the Basel baseline is by some margin

too low’ (Independent Commission on Banking Standards, 2011, p. 27).

The ICB proposal was first to treat the ring-fenced retail banks in the same manner

as globally systemically important banks [G-SIBs], requiring them to hold an additional
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3% CET1 ‘ring-fence surcharge’ in lieu of the G-SIB surcharge. Both G-SIB and retail
banks would then also be required to carry an additional 3.5-4% of capital that could be
drawn down in crisis, potentially in the form of ‘bail-in bonds’, allowing regulators to
trigger conversion from debt to equity under stress. Finally, to be considered structurally
important all banks would be required to carry up to an additional 3% of this extra tier of
capital, depending on the extent of their systemic importance (Independent Commission
on Banking Standards, 2011, pp. 120-122). In total, this increased the capital requirement
for retail and systemically important banks by 50% (see Figure 35). These levels of capital
were broadly rejected by the British banking community, as risking both their ability to
extend credit and their international competitiveness by deviating from international
standards (Barclays Plc, 2011b; British Bankers’ Association, 2011; HSBC, 2011;

Standard Chartered, 2011).

This approach of distinguishing between the international and domestic orientated
banking sectors was a key part of the ICB proposals and one welcomed by the Bank of
England (Bank of England, 2011c, pp. 54-56). If applied, this would have seen those
banks with systemic importance, either due to global impact or their role as monetary
authorities, become significantly more stable with a limited impact on the global presence
of the City of London. However, the process of applying new capital requirements, unlike
ring-fencing, was inhibited by EU law, which would take primacy in transposing the

Basel recommendations.

This took the form of Capital Requirements Directive [CRD] IV and the Capital
Requirements Regulation, both of which sought to water-down, rather than increase, the
Basel recommendations, to favour French and German banking practices (Howarth &

Quaglia, 2013). Crucially, the Commission sought to impose “maximum harmonisation”
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in this area, which would prevent the UK from going further than the minimum set by
Basel I11. This was a significant concern for the interim Financial Policy Committee
(2011b, p. 11; 2012b, p. 4; 2013a) and the Bank of England (King, 2011b), which was
not the primary negotiator but instead reliant on the Treasury, which shared a similar view

(Osborne, 2011c).

The result of the CRD negotiations was mixed. While the definitions of capital
were weakened to allow for German and French variations of banking, the UK was able
to extract the ability to increase its national capital requirements®°. Specifically, under
Pillar 2 of the Basel framework, national regulators would be allowed to impose higher
capital requirements on banks under their supervision (HM Treasury, 2013b, 34). This
meant that the power to vary the core capital requirements sat directly with the FSA/PRA
at an institutional level as the supervisor. This was then overseen at a strategic level by

the FPC (Bank of England, 2014d; Financial Policy Committee, 2015d).

The subsequent strategy largely followed the proposals of the ICB by de facto
grouping ring-fenced banks with G-SIBs and imposing higher capital requirements on
them, plus setting systemic targets for core CET1 capitalisation at 9.5% plus conservation
buffers (Financial Policy Committee, 2015d, pp. 12-16). Meanwhile, the Bank of
England also sought to continue to secure the position of the City of London by allowing
investment firms to hold only the Basel 111 minimum, even waving the conservation and
countercyclical buffers for those considered to have no systemic impact by the FCA (HM

Treasury, 2014). The result was an approach which fell short of the ICB proposals

30 See James (2016) for a full account of the negotiations.
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(Vickers, 2016), but was still significantly higher than that desired by the banking

community (British Bankers’ Association, 2015).

Dynamic Requirements

The other main innovation of Basel Il was the introduction of a discretionary
‘countercyclical capital buffer’. This would allow the appropriate authority to impose an
additional countercyclical CET1 buffer of up to 2.5% against all RWA, which would
operate in a similar manner to the capital conservation buffer. This approach, however,

was seen as deeply problematic by the Bank of England.

In fact, the headline approach had been rejected by the Bank of England’s initial
discussion paper on macroprudential tools. This was because simply adjusting the
headline rate would force banks to make allocation decisions between different sectors.
If there was a bubble growing, this could cause an acceleration of the bubble as banks
divested from stable but lower return sectors into the problem sector (Bank of England,
2009q). Thus, the central proposal of the interim FPC was the inclusion of the ability to
direct the PRA to apply a sector specific capital surcharge of up to 2.5% on financial
assets (Financial Policy Committee, 2012b, pp. 4-6). The proposal was readily welcomed
by the Treasury, which had adopted a stance that the Bank of England could have what it
wanted in terms of regulatory tools (Interview, Senior Treasury Offical, 2017). Thus, the
first tool granted to the FPC when it became fully active in 2013 was the ability to direct

the PRA to set sector specific capital requirements (Bank of England, 2014d).

The countercyclical buffer was introduced later as part of European level
agreements to coordinate macroprudential regulation (HM Treasury, 2014). Under these

agreements, the countercyclical “headline” buffer would be reciprocated across the EU
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to prevent foreign banks becoming substitutes for constrained domestic banks (Basel
Committee on Banking Supervision, 2010b, 2014b; European Systemic Risk Board,
2015). Thus, if the UK raised its countercyclical buffer, all EU banks would take on
increased capital requirements on UK assets and vice versa. So the countercyclical buffer
would be used to target disconnections of broad credit growth in relation to the economy
as a whole — measured as a ratio of credit to GDP, while the SCRs would be used as part

of targeted interventions to curb asset bubbles (Bank of England, 2014d).

Leverage Ratios

The final tool recommended by the interim FPC was the introduction of a leverage ratio
(Financial Policy Committee, 2013d, p. 7). In contrast to the capital requirements, which
were determined as a ratio of RWA, the leverage ratio was set as a hard maximum ratio
between the size of the bank’s balance sheet and its T1 capital. The inclusion of this in
the Bank of England’s toolkit and eventually as part of the Basel agreements was seen as

a key victory by the Bank of England’s financial stability division.

Alongside the belief that Basel Il did not go far enough in terms of capital
requirements, the Bank of England and the FPC were also sceptical of the method of
calculating the WRA against which the capital levels were set (Financial Policy
Committee, 2011c, p. 9). The Basel accord was configured for these to be set by models
constructed by banks and approved by the regulator. The result was an increasingly
divergent and complex set of models utilised by different banks, which resulted in
radically different outcomes in terms of capital requirements (Financial Policy Committee,
2012c, pp. 5-8). This potential for gaming and the inconsistency of the associated capital

levels led the Director for Financial Stability to advocate the use of simpler models of
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measuring risk exposure that could be easily calculated and thus avoid the social cost of
complex calculations, regulatory negations and arbitrage (Bank of England, 2009n, p. 48;
Haldane, 2014).This approach was endorsed by the FPC, which discussed two potential
solutions: the ability to set minimum margin requirements on transactions (Financial
Policy Committee, 2012b, p. 9) and the ability to set a maximum leverage ratio (Financial
Policy Committee, 2012b, p. 7; 2013d, p. 7). The latter had seen significant support from

other quarters and formed the third part of the FPCs toolkit.

While the idea of a maximum leverage ratio of 33x had been agreed in principle
at Basel 111, this was left open to further consultation (Basel Committee on Banking
Supervision, 2010a, pp. 60-61). The exact conditions of the leverage ratio, however, were
ambiguous. Within the UK debate, the notion of a leverage ratio had long been established
as a key reform (Bank of England, 2008g, p. 44; Financial Services Authority, 2009, pp.
68-69; Treasury Select Committee, 2010b, pp. 30-33). The ICB had again declared the
Basel level insufficient and instead proposed a ratio of approximately 25x for banks
required to hold higher levels of capital due to their systemic importance (Independent
Commission on Banking Standards, 2011, pp. 98-99), an approach and level supported

by the Bank of England (Haldane, 2012a).

Thus when the Basel Committee formally reported in 2013 with a more detailed
version of the initial recommendation (Basel Committee on Banking Supervision, 2014a),
the Bank of England had already requested that banks publicly declare their leverage
ratios (Financial Policy Committee, 2011c) and formally set limits for systemically
important banks (Prudential Regulation Authoirty, 2013), as well as having begun the
development of a national framework that would apply the Basel recommendations in a

manner in keeping with the ICB model (Bank of England, 2013b, pp. 69-70).
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Figure 36. UK leverage ratios as a % of T1 capital to total assets (Bank of England, 2014e, p. 19)

The approach adopted was that initially the systemically important but eventually
all banks would have to adopt a minimum 3% leverage ratio of Tier 1 capital®! to all assets
plus variable supplemental and countercyclical leverage ratios (see Figure 36). These
were calculated as a percentage of the systemic and countercyclical capital surcharges
and set by the FPC (see Financial Policy Committee, 2014b). Thus the leverage ratio
would automatically move with the countercyclical buffer, or independently as the FPC
adjusted the surcharges (see Bank of England, 2015c), which were initially set at 35%
(Financial Policy Committee, 2015b, p. 1), leading to results only slightly lower than the
ICB recommendations due to the lower systemic capital charges, but replicating the

approach of distinguishing between ring-fenced retail and investment banking.

31 75% of which must be CET1 (Financial Policy Committee, 2015b).
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Taken as a whole, this strategy of imposing restrictive regulation on the banking
sector makes sense when we consider the problem faced by the Bank of England as a
monetary authority. The global position of sterling and thus the Bank of England has long
rested on its use as a funding and reserve currency through the City of London’s wholesale
and equity markets (Ingham, 1984). However, the crisis had forced the Bank of England
and the British State to subsidise and recapitalise major UK retail banks after the failure
of a systemic investment bank (Lehman Brothers) due to their centrality in the production
and reproduction of money as credit. It was no longer possible to utilise a simple market
discipline strategy to curb financial excess due to these explicit and implicit subsidies.
Thus, the process of ring-fencing and divergent capital requirements serves to mediate
the problem of securing money as credit and the position of the City of London. In a
similar manner, the Bank of England’s relative resistance to EU legislation aimed at
curbing capital, insurance and securities markets (Quaglia, 2017) can be seen not as the
relative power of City actors over regulators (James & Quaglia, 2017) but as the
coincidence of their goals. This strategy continues when we consider the development
and implementation of these tools as part of the Bank of England’s broader strategy after

the changes to the regulatory architecture came into effect in 2013.

VI1.iii. Macroprudential Regulation in Action

The development of the Bank of England’s role as a prudential regulator thus took place
in two stages. The first, which saw the FSA dissolved and the Bank of England granted a
statutory mandate for financial stability and formal control over regulatory powers, was
characterised by the political need to take action on financial regulation. The latter, where

the content of the new regulatory regime was developed through national and
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international fora, saw the Bank of England begin to develop its new strategy as a
regulator. This final section of this thesis now turns to the strategic implementation of this
strategy through the Financial Policy Committee. In doing so, it continues to present the
case that the development of the regulatory strategy of the Bank of England largely served

to offset the financial stability implications of its monetary strategy.

This largely focussed on three key areas: the problem of bank recapitalisation and
the setting of the Pillar 2a requirements; the systemic risks of persistently low interest
rates and artificially high asset values; the problem of high private indebtedness and the
housing market. These were met with a range of measures largely relying on changes in
direction and tone of regulation rather than on formal macroprudential tools. Regardless,
the strategy that developed was one of discretion and market management to offset the

new risks of the new monetary strategy.

Mandate and Operations

The Financial Policy Committee formed the main decision-making body of the Bank of
England’s financial stability operations. As part of the 2013 Act, the FPC had been
granted a dual mandate, similar to the MPC, first to contribute ‘to the achievement by the
Bank of the Financial Stability Objective’ through ‘the identification of, monitoring of,
and taking of action to remove or reduce, systemic risks with a view to protecting and
enhancing the resilience of the UK financial system’. Subject to which the FPC was to
support ‘the economic policy of Her Majesty’s Government, including its objectives for
growth and employment’ (“Financial Services Act 2012", .4(1) 9C). In other words, it
was to identify and take action on financial stability concerns in a manner that did not

harm or risk economic growth.
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The makeup of the Committee was the Governor and Deputy Governors, the Chair
of the FCA, a member nominated by the Governor, four members appointed by the
Chancellor and a non-voting Treasury official (Financial Services Act 2012, .4(1) 9B).
Thus, in a similar manner to the MPC, the Bank of England Executive held the majority,
but with considerable input from external members. The Committee itself had three sets
of powers. First, it had the power of voice as it would approve the six-monthly Financial
Stability reports and give speeches and presentations on financial stability issues. It also
had the power of recommendation, whereby it could “recommend” an action or strategy
to either the FCA or the PRA on an “explain or comply” basis, or to other institutions on
a more general basis. This allowed it to set strategic goals and approaches to almost all
aspects of regulation. Finally, it had the more limited range of powers of direction, where
it could force either the FCA or PRA to immediately apply or change a policy tool (see

Murphy & Senior, 2013).

In contrast to the MPC, however, this involved the discussion of and design of
new policy instruments. Whereas the MPC’s new tools were designed by the Bank of
England executive and then granted to the MPC by the Treasury, the FPC would be
responsible for actively requesting new powers (Financial Services Act ,2012, 4(1) 9P).
The threshold for adopting new directional tools was that they must be clear and the FPC
must be able to explain and justify their use and purpose with regular revisions and
updates (Financial Policy Committee, 2013b, pp. 10-11) and they could be used only
after public consultation and the production of a policy document (Financial Policy
Committee, 2015c, p. 11). Thus, while the initial scope considered for review was wide

(Financial Policy Committee, 2011b, pp. 10-11), the initial toolkit was intentionally
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narrow and limited to clear tools, to be updated over time (Financial Policy Committee,

20120, p. 4).

At the operational level, the full FPC differed from the Interim FPC in that it
actively coordinated with the MPC (Bank of England, 2014a, p. 24), due to the overlap
and potential clash of short-term interests between the MPC and FPC (Financial Policy
Committee, 2013a, p. 3). This formed part of the new Governor’s “One Bank Strategy”
which sought to ‘fully integrate the skills and resources [the Bank of England]
possesses ... to better support each policymaker and every policy decision’ (Bank of
England, 2014a, p. 14 ). While the formal design initially saw this coordination as being
conducted through the Executive, and the committees not directly coordinating, the One
Bank Strategy saw the FPC and the MPC meeting jointly on a regular basis for briefings.
Thus, while they would seek to meet their objectives independently of one another, they
would also be working in tandem to minimise policy clashes (see Shakir & Tong, 2014).
The limitation of these joint MPC and FPC briefings, was that rather than being a fruitful
exchange of knowledge and concerns between the committees, they tended to be staff
briefings on one common denominator — the housing market (Interview, Senior Bank of

England Official, 2017).

Meanwhile, at the core of the FPC’s tools were its ability to shift capital
requirements and leverage ratios on the core banking sector. Critically, there was its
ability to set the strategic targets of the Pillar 2a regulatory capital and to direct the PRA
to set the countercyclical capital buffer, sectoral capital requirements and the leverage
ratio, which as the primary macroprudential tools necessarily formed a central feature of

discussion.
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At the same time, some Bank of England staff were keen for the FPC to focus less
on banks and have more have time for what was actually happening more broadly in
financial markets (Interview, Senior Bank of England Official, 2017). So with the focus
on systemic financial stability, which was specified in legislation to include ‘risks
attributable to structural features of financial markets, such as connections between
financial institutions’ (Financial Services Act 2012, .4(1) 9C(a)), market dynamics were
included as a central point of strategic discussion. This view was consolidated by the
appointment of a new Deputy Governor for Markets and Banking in 2014 (Bank of

England, 2014m).

The result was that the FPC’s discussions focussed largely on setting capital levels
and the dynamics of asset and housing markets. However, within these discussions, the
FPC actively sought to mitigate the various risks and problems posed by the exceptional
monetary policy of the MPC by tackling the subsequent risks (Financial Policy

Committee, 2014c, pp. 10-11). It is to these risks and the actions taken that we now turn.

Capital Requirements

With the continued crisis in the Eurozone in 2012-2013, the FPC was primarily
concerned with the ability for banks to recapitalise to withstand any shocks. However,
the rising costs of funding could trigger a wave of defaults, threatening banks’ capital
further (Financial Policy Committee, 2012d, p. 4). Meanwhile, the slow growth of credit
meant the banking sector could not raise capital from retained profits, incentivising them
to meet their requirements through deleveraging (Financial Policy Committee, 2012a, pp.
2-3; 2012c, pp. 8-9). In response, the FPC asked, and once possible formally

recommended, that the PRA should ensure that regulated banks did not meet their capital
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requirements by deleveraging or restricting further credit growth, reducing payments to

shareholders if necessary (Financial Policy Committee, 2013d, pp. 6-10).

This problem of undercapitalisation and the systemic risks of slow credit growth
posing a potential paradox of thrift meant that the FPC chose not to implement any
additional countercyclical tools. But at the same time it pushed for the rapid and high
capitalisation of the banking sector not only to reduce the risk of another crisis of money
through bank failure but also to increase the capacity of banks to lend to the economy
(Financial Policy Committee, 2012d, pp. 1-2). Thus the FPC pushed for a faster
accumulation of capital than the Basel 11l implementation timetable required (Financial
Policy Committee, 2013d, pp. 7-8), meanwhile developing a process of stress testing in
order to assess the inadequacies of the Basel Il standards and set higher requirements

through Pillar 2a.

Thus, the UK came through the Eurozone crisis relatively unscathed and with
improved capitalisation of banks (Financial Policy Committee, 2013b, p. 7) and a falling
leverage ratio (Financial Policy Committee, 2015c, pp. 7-8). The move to stress testing
to set capitalisation strategy became a medium-term and recurring feature of the FPC
strategy (Financial Policy Committee, 20144, p. 7; 2014d, p. 9; 20154, p. 9; 2015b, p. 11,
2015c, p. 7), a strategy whereby the FPC attempted to directly shape the dynamics of the
banking system by setting crisis scenarios and preferred strategies to assess regulatory
requirements. It thereby directly offset the loss of market discipline by explicitly stating
and setting requirements which were aimed at preventing future financial crisis from

becoming a crisis of money as credit.
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Stress Testing

While Pillar 2a capital requirements formally sat with the PRA, the FPC assumed a
strategic role in setting the system-wide targets and the stress test scenarios which would
be used to assess capital adequacy (Financial Policy Committee, 2015c, p. 10). However,
these assessments were very stylised events with important performative elements as to
what the scenarios were to be, how capital was to be calculated and what responses the
banks could take. The implicit assumption was that banks should be sufficiently
capitalised to be able to absorb shocks directly without recourse to reducing the money
supply.

The decision to begin stress testing was made in 2013 to be conducted in 2014
and was steadily refined into a more rigorous approach (Financial Policy Committee,
2013a, pp. 5-6; 2013d, pp. 4-9). The scenarios selected served to reflect the concerns of
the FPC at the time, housing markets in 2014 and global exposures in 2015, but were not
to be seen as predictions but rather extreme or ‘tail end’ scenarios (Bank of England,
2014n, p. 5). The purpose was both to inform the FPC about the actual risks involved to
bank balance sheets and to demonstrate the resilience of the system in general by pushing

it to its limits (Financial Policy Committee, 2014d, pp. 4-6).

The first stress test in 2014 thus focussed only on the eight major UK banks and
involved both a European level test of a downturn in global economic conditions and a
UK specific test which assumed a sharp fall in the housing market, an increase in
unemployment to 12%, a contraction in GDP and a sharp rise in the bank rate to 4% (Bank
of England, 2014f, pp. 60-61). These were then assessed against a ‘more prudent

calculation of risk weights’ (Financial Policy Committee, 2013d, p. 6), reflecting the
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Bank of England’s scepticism of the Basel standards. At the same time, bank managers
could propose ‘strategic’ management actions to increase their capital ratios; however,
these needed to be plausible and could not include actions that would risk reducing the
supply of bank credit (Bank of England, 2014f, pp. 62-63). The results of the test acted
to confirm the Bank of England’s scepticism of the Basel standards and the RWASs proved
to be procyclical and the buffers established insufficient for three of the eight banks
assessed (Bank of England, 2014n, pp. 67, 13-14), leading the FPC to continue to push
for higher capitalisations as part of its review of the UK banking sector (Financial Policy

Committee, 2014a, pp. 5-6).

The 2015 stress tests followed a similar approach, but instead focussed on sudden
and protracted global downturn over five years and included a requirement to meet the
leverage ratio (Bank of England, 2015j, p. 12). Again, banks were not allowed to propose
actions that would risk the supply of money. Instead, the three actions considered were a
reduction in payments to shareholders, staffing cuts — especially by reducing bonuses —
and the conversion of contingent capital (Bank of England, 2015j, pp. 27-28). The result
was better than 2014, with most banks passing with only minor reforms to their capital

(Financial Policy Committee, 2015d, pp. 11-12).

These two tests then formed the foundation for future stress tests launched in
October 2015. The use of stress tests to set and review the Pillar 2a approach was to
become a yearly occurrence. The scenarios were to be set by the FPC and the PRA board
and would require that banks meet both their own risk models and the PRA’s standardised
model without deviating from a set path of bank lending (Bank of England, 2015a, p. 10).
This would then form part of the FPC’s discussions of broader systemic risks as the

system evolved as various exposures were assessed independently of the cyclical risks
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(Bank of England, 2016c¢, pp. 10-11). The focus, however, was to remain on the core UK
banks, thereby safeguarding the production of money against financial risks while

maintaining the competitiveness of the City of London’s asset markets.

Stress testing at the Bank of England thus forms an important discretionary
strategy. The design and implementation of stress tests and their results allow the FPC to
signal its concerns, force banks to develop specific crisis response strategies by declaring
some unacceptable for regulatory purposes, justify additional capital requirements and
extract information about the exposures of core banks. The problem with this approach
to systemic risk and associated capital regulation is that, while it allows for changes in
the structure of the financial sector to be accommodated, it also means that regulators at
the FPC and the PRA especially, are at risk of regulatory capture because the levels of
capital and their assessment are not on the legislative footing initially advocated. Indeed,
the justification for setting the level of capital targetted for the banking sector below the
ICB recommendations was that there was a cost in continuing to push for further
capitalisation and that the risks were now offset through the regulatory and structural
reforms (Financial Policy Committee, 2015d, pp. 13-14). Additionally, the focus on the
core banking sector, while fringe practices in the City of London were left relatively
unregulated, was a practice which played a role in undermining the previous regime (see
Thiemann, 2014). This was especially the case where the persistent low-interest
environment pursued by the MPC was leading to an ‘excessive search for vyield’

(Financial Policy Committee, 2014c, p. 4).
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Market-Based Finance

While the banking sector was increasingly well capitalised and regulated by the PRA,
hedge funds and asset management firms were not. These were instead placed with the
FCA, as they were seen as being of minimal prudential risk, having simpler balance sheets
(Interview, senior Treasury policymaker, 2017). However, the persistence of a low
interest rate environment from 2008 onwards was raising concerns with the FPC.
Specifically, a ‘search for yield” could be causing liquidity risk and credit risk to be under-
priced (Financial Policy Committee, 2013a, pp. 6—7; 2014c, pp. 2-3; 2015c, pp. 4-5).
This could cause sudden large losses if confidence fell or if funding costs rose
significantly, potentially leading asset managers to sell en masse (Bank of England, 2014g,

pp. 28-29).

This scenario of low interest rates and excess liquidity with an aggressive search
for yield, however, was the explicit goal of the Bank of England’s monetary policy. The
purpose of the Asset Purchase Facility in particular was to drastically increase liquidity
and artificially force up key asset prices to spark a search for yield and thus fresh lending.
Forward Guidance meanwhile sought to push down long-term liquidity and funding
concerns to make long-term credit cheaper. Thus, the concerns raised by the FPC were

the direct and intended result of the monetary activism of the MPC.

The FPC, meanwhile, was concerned that activities of asset managers could pose
a systemic risk. But recognising the MPC’s strategy (Financial Policy Committee, 2015d,
pp. 3-4), and in keeping with the broader strategy of facilitating the City of London while
regulating core banking, the FPC did not take formal action (Financial Policy Committee,

2014c, p. 13; 2015b, pp. 13-14). But it commissioned a series of investigations by the

316



FCA and PRA into the structure of asset markets and potential risks and solutions
(Financial Policy Committee, 2013b, p. 10), concluding that there was sufficient
resilience to warrant observation rather than formal action (Financial Policy Committee,
2014d, pp. 3, 10). Instead, it chose to advise that the FCA include in its regulatory
dialogue the risks of under-pricing and compressed spreads on assets (Financial Policy

Committee, 2015d, pp. 19-21).

Alongside this over-buoyant market, there was also the emerging problem of the
rising current account deficit in 2014-15, as slow domestic credit growth and slow
economic activity continued (Financial Policy Committee, 2015b, p. 6). This meant that
‘the United Kingdom’s overall net reliance on external finance [was] around 5% of GDP
in 2014’ (Bank of England, 2014f, p. 29): in particular investment in the commercial real
estate sector, which was prone to bubbles (Financial Policy Committee, 2015d, p. 7). Thus,
as the crisis of capital continued and the UK domestic economy stagnated, the rise in
growth was potentially linked to a rising bubble in commercial real estate. However, again
rather than take action and risk the position of the UK’s credit growth3? and the
competitiveness of the City of London (Financial Policy Committee, 2015a, pp. 10-11),
the FPC advised that the Treasury act to stabilise this flow of capital through a continued
commitment to fiscal surplus and the ‘openness’ of the UK economy (Financial Policy

Committee, 20154, p. 4; 2015d, p. 7).

In other words, as the push to recapitalise and secure the core banking sector

continued, the FPC remained reluctant to take action on emerging financial risks, as to do

32 With some members of the FPC even arguing that there was no substantial reason for concern.
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so would risk the credit structure as slow credit growth continued. This returns us to the
core argument of this thesis and the limits of the Bank of England’s new regulatory
strategy. The continued crisis of money as capital and the need for debts to be repaid at a
profit were necessary not only for the successful recapitalisation of the banking sector but
also for money to work as capital. This meant that, even though the growth of domestic
demand was increasingly premised on unstable credit practices, deviation from this path
would risk the credit structure, preventing the FPC from taking action. Meanwhile, the
privileged position of the City of London as a financial centre was critical to maintaining
the capital inflows that supported the domestic cycle. Without this, the global position of

sterling would be at risk, as would the domestic production of money.

It is also worth remembering that the reliance on foreign capital inflows, low
interest rates and compressed yield spreads were the factors that the Bank of England saw
as the causes and warning signs of the 2007-08 crisis. The lack of action now, albeit for
structural reasons, raises significant issues around the sustainability of this strategy. That
being said, the FPC was taking action in other areas to offset the risks and implications
of the MPC’s strategy, specifically in the housing market and the rising concerns over the

levels of private indebtedness.

Housing Market

The UK housing market had started to grow steadily again from 2013 onwards. While
this was welcomed to a certain extent, it also posed a significant risk to financial stability
due to the already elevated levels of private indebtedness (Financial Policy Committee,
2013c, pp. 3-4; 2015b, p. 6). Mortgage lending made up ‘the largest single asset class on

major UK banks’ balance sheets and mortgage borrowing accounted for the largest share
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of household debt’ and so was the focus of the FPC’s attention (Financial Policy
Committee, 2014c, p. 3). However, the concern was the rising levels of private debt and
the risk of sudden deleveraging if there was a raise in interest rates or an economic shock,

rather than the actual price of housing (Financial Policy Committee, 2015b, p. 6; 2015d,
p. 6).

This problem of growing household indebtedness was again seen as the result of
persistently low interest rates (Bank of England, 2013b, pp. 25-26). But the purpose of
low interest rates was to drive growth through private credit expansion, again placing at
odds the monetary and financial stability strategies of the Bank of England. However,
unlike the risks in markets for financial assets, the housing market could be restrained
without affecting global competitiveness or cross-border financial flows. Thus, the FPC

chose to take action to mitigate the risks of the monetary policy environment.

First, it requested that the FLS be restructured to remove the subsidy for the
housing sector, to prevent a weakening of assessment criteria for borrowers (Financial
Policy Committee, 2013c, pp. 4-5). Then, as the number of high loan to income [LTI]
mortgages rose, the FPC took pre-emptive action. Rather than impose sectoral capital
requirements which would have dampened the whole market, the FPC chose to shape the
market by setting quotas on the number of high LTI (4.5 or higher) mortgages that could
be offered to 15% of total mortgage lending (Financial Policy Committee, 2014c, pp. 8—
10). This was initially a recommendation, pending the power to direct, which was

requested in September 2014 (Financial Policy Committee, 2014e, pp. 9-15).

Thus, the FPC continued to support the general strategy of rising levels of private

debt, recognising the financial stability implications, but requiring credit growth to

319



facilitate debt repayment. Instead, the FPC chose to take action to limit the concentration
of debt, attempting to encourage a more even distribution of household debt, thereby
reducing the risk of sudden household deleveraging and default from those with
insurmountable debts. This, however, only serves to delay and relocate the problem, as
household debt to income levels continued to rise, increasing the general rather than the

specific risk of indebtedness.

At the same time, the housing market continued to boom as buy-to-let landlords
began to speculate on asset values in the low interest rate environment (Financial Policy
Committee, 2015a, pp. 6-8; 2015b, pp. 7-8). This had a higher risk of deleveraging and
thus financial stability issues, as the dynamics took the form of a more traditional asset
bubble based on speculation rather than need (Financial Policy Committee, 2015d, p. 6)
Thus, the strategy served to relocate the problem both temporarily and sectorally, as house

prices and private debt continued to be the driving force of the UK economy.

Taken together, the Bank of England’s financial stability strategy has emerged
since 2008 on two levels. The first has been to distinguish between domestic and
international financial circuits, regulating the former but seeking competitive advantage
in the latter. The second has been to offset the developments in monetary strategy through
regulation of actors and markets, subject to the first. These strategies, however, only serve
to mitigate not overcome the inherent contradictions of money, and have already begun
to show their limits as the unregulated fringe and household debt come under strain.

Whether or not they will be overcome or breached is a question for the future.
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VI1l.iv. Conclusion

By 2015, the Bank of England had established a financial regulation strategy that sought
to insulate the production and reproduction of money from financial risks, mitigating the
potentially destabilising effects of its monetary strategy, but at the same time maintaining
the global position of sterling through the City of London’s wholesale asset and funding
markets. This has involved the development of a discretionary toolkit aimed at curbing
financial excess in the core banking sector and domestic asset markets, such as housing,
but leaving relatively untouched the globally orientated markets as an important source

of funding for the fragile broader economy.

This chapter has mapped the development of this strategy and in doing so has
presented two subsequent arguments. Firstly, while central banks may wield significant
influence as technical authorities, they are ultimately constrained by their relationship to
broader state structures and the political needs of state actors. Thus, while the Bank of
England was empowered and did develop a financial regulation strategy in the immediate
aftermath of the crisis, this was within the constraints of the political debates and reforms,

culminating in the 2010 election and the 2012 reforms.

The second is that the Bank of England’s strategy of significantly higher
regulations for core banking and the split of retail activity from wholesale banking was a
strategic response to the crisis of money. The reforms ran contrary to the wishes of the
domestic financial sector and were significantly above the international accords,
questioning the notion that the Bank of England is primarily a representative of financial
interests. However, they were more than just a rejection of pro-banking narratives or a

response to the domestic composition of forces. Instead, by approaching the Bank of
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England as a monetary authority and considering the material reforms to its monetary
operations, this chapter has argued that they were a strategic response to both the crisis

and the Bank of England’s monetary reforms.

The contradictions of money as credit in capitalism had forced the Bank of
England to secure the credit structure at great cost. It was now dependent on the profitable
deployment of credit to overcome the crisis of money as capital. This, however, opened
new risks to the stability of money as credit, as moral hazard and the risk of future banking
crises became a real risk with no solution. The response was the development of more
stringent and discretionary regulation of core banking activities. The crisis of money as
capital and the attempt to restart profitable deployment were causing concern, as
households faced falling incomes and rising debt levels. The response was an attempt to
distribute the debt overhang through housing market interventions. Thus, by approaching
the question of the Bank of England’s new financial stability role from the stance of
money in capitalism, these strategic shifts become revealed as attempts to offset the costs

and contradictions of maintaining money as credit.

Thus, the Bank of England in 2015 was a central bank that had steadily become
directly involved in the discretionary management of money and finance. On the one hand,
its central banking operations served to secure the credit structure through market
liquidity, cheap funding and high asset values. On the other hand, the regulatory branch
sought to offset the moral hazard, improve resilience through higher capitalisation and

directly mediate asset bubbles caused by cheap credit.

However, like the monetary strategy, the regulatory strategy does not overcome

the contradictions of money and credit but mediates them to a limit. The continued
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structural need for the UK to secure foreign financing as it runs a current account deficit
and the importance of the City of London for sterling’s international position leaves
financial stability exposed to international shocks. The reliance on yearly stress tests
serves to ease this somewhat by adjusting capital requirements, but leaves the regulators,
especially at the operational end in the PRA, exposed to regulatory capture. Finally, the
continued slow domestic credit growth and the reliance on rising household debt levels
to drive consumption have only been redistributed by the Bank of England’s housing
market interventions. Thus, while UK banks may be more resilient to financial shocks,
their debtors, the foundations of their wealth, are increasingly less so. Crisis remains

forever on the horizon.
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VIII. Conclusion

The period 2006 to 2015 saw the Bank of England undergo a radical transformation. It
began with a single objective, to achieve price stability of 2% CPI. It now has an
additional web of interconnected and potentially contradictory objectives of securing
market liquidity, managing effective demand and the regulation of finance at both the
systemic and the institutional levels. As a result, the Bank of England has moved from a
simple framework of setting the terms for just one market — the overnight interbank rate
— to an increasingly expansive range of interventions and tools. In doing so, the Bank of
England has abandoned its original ‘market discipline’ strategy, through one of ‘bounded’

discipline, towards its current active management of funding and credit structures.

The purpose of this thesis has been to map this transformation through an analysis
of Bank of England documents and elite interviews with policy makers. This account was
underpinned by the development of a revised historical materialist approach to the study
of central banking. The result has been a theoretically rich and cohesive account of the
changing role of the Bank of England from 2006 to 2015, as it attempts to mediate the
contradictions of money as credit. Theoretically, the thesis has sought to situate the Bank
of England as first and foremost a monetary authority, which is historically situated within
the British state system. This approach understands the changing role of the Bank of
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England as the result of a series of complementary and contested strategies over the

management of money and the economy with the British State.

Thus this thesis can provide an answer to the original research questions of [Q]
How has the role of the Bank of England changed from 2006 to 2015? [Q(a)] What is the
relationship between the Bank of England and broader British State structures? And [Q(b)]
What is the relationship between the Bank of England and the British financial sector? It
is that the changing role of the Bank of England from an isolated “narrow” central bank
towards a “wide” and “deep” central bank has been the result of the Bank of England’s
need to maintain and regulate the credit structure as a central bank. This need placed it in
regular conflict with the state’s broader concerns as the crystallisation of the political in
capitalism. The resulting strategies and developments did not, and will not, overcome the
inherent contradictions of the money and state form, but instead served to relocate the
pressures structurally and temporally. This in turn required new processes of policy
development, as the crisis unfolded from a liquidity crisis, to a crisis of money as credit

and a crisis of money as capital.

This final chapter serves as a pause before what Bertell Ollman (2003) refers to
as the “jump” at the end of each research process where we return to the starting point at
a higher level (p. 169). It serves both as a reflection on the key findings and contributions
of the project and as an initial survey of the intellectual landscape about where to go next.
It begins by reviewing the key findings of the project and its main contribution [C1] as a
cohesive and clear account of the changing role of the Bank of England from 2006 to
2015. Part two then reflects on the limitations and implications of the study, both with
regards to its ability to speak directly to the research question and its second theoretical

contribution [C2] of providing a historical materialist conceptualisation of the Bank of
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England and central banks in general. Noting that, while this study has been skewed
towards the Bank of England in its use of sources and theoretical focus and is only a
single case study, it still has implications for the future study of central banks, the British
political economy and Marxist monetary theory. It closes by suggesting future avenues
for research, placing this project as the foundation and beginning of a larger investigation

into the production and reproduction of money in contemporary capitalism.

VIIL.i The Bank of England Today

The main contribution of this thesis has been to situate the changing role of the Bank of
England from 2006 to 2015 both in relation to the management of the UK financial sector
and the British State. It has drawn on a range of previously untapped records and
documents, as well as elite interviews to delve behind the formal accounts into the
processes and decisions that underpinned them. In doing so, it has bridged the gap
between the political science and central banking literatures and the limitations of the
contemporary literature’s tendency to emphasise one aspect of a central bank to the
detriment of others. Instead, it drew on the historical materialist tradition and emphasised
the structural position of the Bank of England in the production and reproduction of

money as credit and the broader, but interdependent, political needs of the British State.

The theoretical contribution of the thesis built on the existing historical materialist
approaches to the study of central banks by first situating them in relation to money.
However, by focussing on money first as a social form and then as a social object, the
approach adopted by this thesis has overcome the limitations of the traditional Marxian
accounts. Instead, it has shown how central banks draw their raison d’étre from the

production and reproduction of money as credit. This poses a specific problem for central
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banks, as they attempt to overcome the contradictions of money and the credit structure
in capitalism. This allowed the development and reading of the changing role of the Bank
of England as one of strategic shifts and developments in the face of a series of crises of
money as credit, strategies that were not necessarily in alignment with either the political

needs of the state or the preferences of financial actors.

The reading of the crisis and the subsequent reforms are thus seen as a process of
strategic shifts between the Bank of England and the British State, as they attempt to
manage the credit structure and the broader economy. Thus, the initial strategies of
depoliticisation and market discipline from the state and the Bank of England came under
pressure in 2007 and 2008, as the state struggled to deal with the politicisation
consequences of bank failure, while the Bank of England sought to enforce market
discipline on the British economy. Thus, the development of the ‘British paradigm’ for
responding to the crisis was shown to be the result of the division of responsibilities in

the 1997 central bank independence reforms.

With the failure of Lehman Brothers, the Bank of England was forced to abandon
its passive approach and to comply with the requests from the state to intervene. The
subsequent reforms to the Sterling Monetary Framework and the launch of the Asset
Purchase Facility combined with the government recapitalisation and funding plans
served to stabilise the balance sheets of the banking sector. This only served to delay the
problem, however, as the stability of the banking sector, and thus the production and
reproduction of money as credit, were now premised on the stable value of UK sovereign
debt and the return to growth in the broader economy. Furthermore, in order to secure this

stability, the Bank of England now had relatively few tools for disciplining the financial
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sector. This opened new points of conflict and negotiation between the British State and

the Bank of England over the direction of the post-crisis regime.

This process of strategy development played out over two broad areas — the need
for a new growth strategy and the new regulatory architecture. Both saw the Bank of
England assume sweeping powers and responsibilities, further expanding its role. With
the introduction of austerity under the coalition government, the Bank of England’s
concerns over the stability of government debt were largely appeased; however, this came
at the cost of positioning monetary policy and low interest rates as the driver of effective
demand. As the economy continued to stagnate, this meant that the Bank of England was
forced to adopt an increasingly discretionary approach to subsidising credit expansion. In
doing so, the Bank of England served to facilitate the resuscitation of the ‘finance-led’
growth model that predominated pre-crisis by forcing the costs of adjustment onto labour,

either through falling real wages or the continued expansion of household indebtedness.

The development of the new regulatory architecture was similarly the result of
complementary strategies at the Bank of England and the British government. With the
blame for the crisis successfully shifted to the Financial Services Authority by 2010, the
coalition government built on the previous government’s reforms and granted the Bank
of England both the powers and the mandate it desired, thereby making the Bank of
England responsible for the entirety of the credit structure. The subsequent development
of the new macroprudential toolkit was largely left to the Bank of England. This saw the
development of a discretionary but limited package of reforms, as the Bank of England
sought to limit the exposure of the banking sector to crisis, but also to encourage new
lending and the global competitiveness of the City of London, factors which would secure

the Bank of England’s position within the global monetary hierarchy.
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Looking forward, these reforms have placed the Bank of England in an
increasingly powerful but exposed position. The coalition strategy of placing at one
remove the political character of financial regulation, supervision and credit strategies in
the Bank of England raises the important question of how the next crisis will be managed.
The Bank of England has been forced to take further action to subsidise UK asset values
and credit since 2015, with the launch of the Term Funding and the Corporate Bond
Schemes (Bank of England, 2018c), further reducing the space available to act in crisis
and undermining the credibility of any attempts to set limits to its interventions.
Meanwhile, the process of “Brexit” is threatening to weaken the global position of the
City of London, as other financial centres attract the ‘low hanging fruit’ of asset
management, clearing and “fintech” companies (SPERI, 2017). Furthermore, the future
of British growth remains uncertain, as political actors remain committed to austerity
politics (BBC, 2018) and monetary activism in the wake of Brexit (Financial Times,

2018).

With responsibility for financial stability and economic growth and contracting
policy space, the Bank of England may find itself facing expectations that it is simply
unable to meet, especially in crisis, thereby leaving the Bank of England exposed to the
political consequences of perceived failure, and placing at risk the political independence

of the Bank of England and more importantly its credibility as a monetary authority.

VIILii. Implications for Future Study

This contribution of a clear narrative and the conceptualisation that underpins it are
limited, however, by the scope of this study. Namely, it is only a single case study whose

evidence is skewed towards the Bank of England. The implications of this study are thus
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suggestive and require further research to develop fully. Thus, it forms the initial step in

a broader research agenda, rather than a definitive or conclusive account.

It is important to recognise that the findings of this study are limited by the
evidence utilised in its construction. These come predominantly from the Bank of
England and are not totalising: there is always the risk that there is something left unread
and unanalysed. Equally, the focus on the changing role of the Bank of England has meant
that the focus of the analysis has been on Bank of England policy documents and reports,
which were then triangulated and set in the context of key reports from other actors, such
as the Treasury, which provided similar narratives. Similarly, the respondents to interview
were predominantly from the Bank of England; however, key Treasury and government
officials were also interviewed and again provided similar narratives. Regardless, this
skewing of the evidence towards the Bank of England, with other agencies’ documents

reviewed to a lower level of analysis, privileges one element of a complex story.

However, the purpose of this study was to focus more clearly on the operations of
the Bank of England — in relation to other actors — in order to develop an account of its
changing role. Thus, the skewing of documentary analysis and interviews towards Bank
of England staff and policies was inevitable and in keeping with the purpose of the study.
In a similar manner, the key findings of tension with state structures and the shifting
relationship between the state, the Bank of England and the UK financial sector as one of
strategy development around the needs of the credit structure, while developed through
the analysis of Bank of England documents, were corroborated by outside sources. It
would still be beneficial, however, for a similar analysis to be done, focussing on how the

Treasury or key financial actors developed in relation to the Bank of England, to provide
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additional vantage points to this period. This, however, was beyond the scope and

viability of this study.

Equally, it is important to recognise that, as a single case study, the ability to
directly generalise any claims about the essential character of central banks or the Bank
of England is limited. Instead, the results of this study are to be interpreted as initial
findings, which would require verification, development and refinement through further
studies of central banks and the Bank of England. In particular, the process of
empowering the Bank of England raises questions about to what extent the Bank of
England’s role in 2015 is particularly new. Thus, even within the study of the Bank of
England, there would be significant benefits to comparing the Bank of England today to
its previous roles and transformations in the early to mid-19" century and the restrictions
on banknotes (Clapham, 1944b); the 1920s and 30s and the role that the Bank of England
played in both bailing out productive firms and restructuring industries (Sayers, 1976);
and the 1970s and 80s when the Bank of England was first granted a clear legal framework

for banking regulation (Capie, 2010).

However, there is good reason to think that the findings of this study serve as a
secure foundation. Firstly, the Bank of England serves as a paradigmatic case (Flyvbjerg,
2006) due to the position of sterling as a reserve currency, but without an exceptional
relationship either to its broader state structure or to the global monetary system. Equally,
the 20062015 period was one of crisis and change revealing the relations and dynamics
of policy development in an ‘extreme’ case (Yin, 2009). While risking an over-emphasis
on policy conflict, this serves to demonstrate the potential for dissensus between the Bank

of England and the British State and thus provides space to theorise this. This does,
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however, leave the study open to the challenge that its findings are the exception rather

than the rule, something that would need to be refuted through further study.

That being said, there are several key claims that can be made from this study,
which speak directly to other debates. Firstly and most importantly, this thesis has shown
that it is important to disaggregate between the state and the central bank when analysing
financial and economic policy. They do not always share the same objectives and may
act to undermine one another. This appreciation of central banks as active policy actors
is missing from much of the literature on central bank independence, which tends to see
the central bank as passively receiving independence and mandates (e.g. Burnham, 2001,
Cukierman, 1994; Elgie, 1998; McNamara, 2002b; the exception being Burnham, 2017).
Equally, the literature on the British growth model has tended to assume the complete
authority of the state, to the detriment of engagement with the importance of the Bank of
England’s preferences and the credit structure (Bell & Hindmoor, 2015b; Gamble, 2009b;
Hay, 2010; Hodson & Mabbett, 2009; the exceptions being Green & Lavery, 2015; Hay,

2013).

In a similar vein, this study has shown the importance of understanding the
interconnections between the production of money and economic activity. Modern
money’s existence as private credit creates structural implications for the study of
economic policy making. Problems of debt encumbrance, asset values and financial
regulation are not simply questions of good or bad business decisions, but are directly
tied to the way in which money enters and flows through the economy. This problem
shows itself most directly in the central bank problem, but has implications for economic
policy making in general. While this is implicitly acknowledged in much of the central

banking literature (e.g. Borio, 2014; Dow, 2017; Goodhart, 2011), the political
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implications of this for the development of economic policy making are only recently
being developed (e.g. Gabor & Ban, 2016; Turner, 2016) and is a development that this

thesis seeks to speak to.

Thus, despite its limitations as a single case study of a single institution, this thesis
makes its core contribution of developing a clear and cohesive account of the Bank of
England from 2006 to 2015, which has a bearing on both existing literatures and future
research in political economy. These are tentative and must be developed further, but
serve as a starting point for future analysis. The final section looks forward to this and

closes by suggesting next steps both for research and practice.

VIILiii. Going Forward

Two things come immediately from this project. The first is the need to politicise
monetary policy and financial regulation. As Berman and McNamara (1999) clearly argue,
monetary policy will always have distributional affects, both the objective set and the
means used to achieve it (see also Watson, 2003). The use of monetary policy as a way
of managing economic phenomena, most importantly as a means of securing wage
repression, bears implications for the lives of everybody. In a similar manner, financial
regulation and supervision have important implications as to how and on what terms
money can be accessed, which shapes the economic activity of landlords, employers and
individuals through the ability to access the means of social production and reproduction.
Thus, there is an important agenda to be set out of challenging and rejecting the technical
and exclusive language of central bankers and financiers and to lay bare the realities of

their actions for everyday life.
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This is especially important now due to the level of power and autonomy that
central banks such as the Bank of England wield. Within the Bank of England this rests
largely with the Executive, which decides what policies are to be adopted, only devolving
the decision to implement to the public committees. Clarifying this process and
articulating alternative possibilities for a more equitable future remain important tasks for

critical scholars.

Finally, a significant proportion of this thesis has focussed on the problems and
contradictions of money as credit. Money as credit is inherently capitalist and premised
on growth. It requires the production of surplus to be extracted in interest. This means
that the development of low or no growth economies, such as those advocated by many
ecologists, or the successful overthrow of capitalism requires new money forms. The
multiple fringe monetary practices, such as Local Exchange Trading Systems,
cryptocurrency and ‘shadow money’, thus need to be investigated as potentially
subversive monetary practices. It is money that serves as the means of control within
capitalism, both as a relation and as a credit object. The realisation of socialism thus
necessarily requires its subversion and the praxis of this is the next step in this research

agenda.
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Appendix A: List of Interviews

All interview participants were asked how they would like to be referred to in my notes
and published work.

Named Participants

Professor Sir Charles Bean, Bank of England Deputy Governor for Monetary Policy
from 2008 to 2014, Chief Economist from 2000 to 2008

Lord Alistair Darling of Roulanish, Chancellor of the Exchequer from 2007 to 2010

Dr Michael Cross, Head of Bank of England Market Intelligence from 2005 to 20009,
Head of Sterling Markets from 2007 to 2009, Head of Foreign Exchange and Reserves
from 2009 to 2015

Sir John Gieve, Deputy Governor for Financial Stability 2006-2009

Lord Nicholas Macpherson of Earl's Court, Permanent Secretary to the Treasury from
2005 to 2016

Professor David Miles, member of the MPC from 2009 to 2015, non-executive member
of the FSA board 2004-2009.

Lord Adair Turner of Ecchinswell, Chairman of the FSA from 2008 to 2015

Professor Tony Yates, Senior Advisor, Monetary Analysis Division from 2008 to 2013

Anonymised Participants
Senior Treasury Official

Senior Treasury Policy Maker
Senior Bank of England Official A
Senior Bank of England Official B

External MPC member A

External MPC member B

Interviews Conducted off the record: 1
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