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Q1 Chair: Good morning. May I welcome our witnesses to the Committee? For the record, will you please introduce yourselves, starting with Sir Dave?

Sir Dave Ramsden: I am Dave Ramsden, the deputy governor for markets and banking.

Professor Tenreyro: I am Silvana Tenreyro, an external member of the MPC.

Dr Carney: I am Mark Carney, the Governor.

Michael Saunders: I am Michael Saunders, an external member of the MPC.

Q2 Chair: Thank you very much, and welcome. Governor, I think you have a statement to make relating to coronavirus, which will be very helpful. I invite you to make that statement now.

Dr Carney: Thank you very much for allowing this, Chair.

The frontline of combating the challenges of COVID-19 comprises the extraordinary efforts of NHS health professionals, public health officials, carers and volunteers across the country, as well as the exceptional support provided by the FCO to UK citizens abroad. The Bank of England’s role is to help UK businesses and households to manage through an economic shock that could prove large, but will ultimately be temporary. The Bank will take all necessary steps to support the UK economy and financial system consistent with its statutory responsibilities.

We are monitoring the situation closely across all our functions and ensuring that all necessary contingency plans are in place. The MPC is assessing the economic impacts and considering the policy implications of various possible scenarios, including the extent to which supply disruptions have aggregate demand consequences via effects on cashflow, the cost and availability of finance, and confidence effects. The FPC is examining macro-financial impacts, including spillovers to market functioning and how to address any possible constraints on financing to UK businesses and households that might emerge. The PRC and our financial market infrastructure supervisors are reviewing the contingency plans of banks, insurers and FMIs; that includes assessments of operational risks and of the ability of these firms to serve customers and markets with split teams and remote working.

Bank management is reviewing the Bank’s own operations and contingency plans to ensure that the payment systems and sterling money market framework remains operational and resilient. Our critical incident management framework has been meeting for over a month to steer those efforts, and the Chair of Court has been continually briefed on the Bank’s contingency planning. The FPC, MPC and PRC met jointly yesterday to review a range of macroeconomic and financial system scenarios and their implications; they will continue to meet as needed, and we will act as appropriate.

Andrew Bailey and I are in continual contact over the whole range of issues, consistent with our statutory responsibilities, and in order to ensure a smooth transition on 16 March. The Chancellor and I have had a series of discussions, and Bank officials are in regular contact with their counterparts at HM Treasury and the FCA. We are in frequent contact with our international peers, including at the G7, the G20 and the IMF. Our policy committees and the Bank of England will provide further updates as appropriate. Thank you very much, Chair, for allowing me to make that statement.

Q3 Chair: Thank you, Governor. We will come back to coronavirus and the economic challenges a little later in the session, but it is helpful to have had that up front.

Before putting my questions to you, Governor, may I first thank you for the many appearances you have made before the Treasury Committee? I am told that this is your 37th and that that you have given around 90 hours of evidence, including one four-hour marathon session. I do not believe any of that because you look far too calm and collected for that to have been the case. We will see what we can do over the next hour or so, but welcome and thank you.

Can I take you back to when you were appointed and first appeared before the Committee? You told the Committee then that over the next five years one of the main policy challenges would be “to design, implement and, ultimately, exit from unconventional monetary policy”, yet here we are, seven years on, the bank rate is barely higher and the scale of asset purchases has risen, with no sign of withdrawal on the horizon. Are you disappointed that monetary policy has not achieved escape velocity, as I think you used to term it? What might be the explanation for that?

Dr Carney: Thank you for your opening comments. The disappointment is that the global economy remains in a relatively low growth, certainly low inflation equilibrium, verging on a trap, which we may come to. The consequence of that is that bank rate has had to remain very low in order to support activity and achieve the inflation target.

There are major structural forces that have kept down the equilibrium rate of interest—in other words, the rate of interest at which the economy would operate at full capacity and inflation would remain at target, absent any other shocks. Of course, there never is a situation where there are not shocks, but conceptually that is right.

Structural forces, longer-term forces around demographics, the changing nature of the global economy, lower productivity—those factors have weighed on so-called r*, that equilibrium rate. In addition, in the United Kingdom, for most of that period, we have had two additional shorter-term factors: a sustained period of fiscal consolidation, which has provided a headwind, and monetary policy has leant against that; and, for a period, very elevated degrees of uncertainty associated with determining our future economic—full—relationship with the European Union.

As a consequence of those factors, it has been appropriate to keep bank rate at historic lows. The committee made a judgement very early on. My first testimony to this Committee was in February 2013, before I took on the position. In our February 2014 monetary policy report—then called inflation report—we outlined some of these structural forces. Our judgment as a committee, subsequently developed and certainly reinforced, that we expected this equilibrium rate to remain low for a period of time. Hence, there was guidance around limited and gradual rate increases, when and if they came.

One thing that bears consideration is inflation outcomes. We have kept rates very low. Following the referendum, we provided additional stimulus through asset purchases, as you referenced. The combination of all of that has helped keep the economy at equilibrium. The rate of unemployment has been more than cut in half, with 3 million net jobs created over the course of that time period. Real wages have finally started to increase. Average inflation outcomes over the whole of that period is about 1.7%.

I am not talking about any given specific monetary policy decision, but the overall stance of monetary policy has been broadly in the right direction. You could argue that it has been a little tight on average, in retrospect, but it validates the big judgment the committee has made that equilibrium rates are low. As we sit here today, that remains the committee’s view, which I very much share, that they are likely to remain low for some period of time.

Q4 Chair: What would you say were the main successes and failures of monetary policy during your tenure? Do you think we are in a position at the moment where interest rates are so low, with such limited ability to take them ever lower, that monetary policy is a lever that, when you pull it, does not do as much as you would like it to do? How much of a challenge is that?

Dr Carney: If I can speak of things that have worked well and been important, I would emphasise first and foremost something that was changed upon my arrival, which was the clarification of the remit of this committee to note that in exceptional circumstances we should deploy some flexibility in the time horizon over which we returned inflation to target. There was one example given there, which was returning inflation to target from below for potential financial stability reasons. Remember that back in 2013 the Financial Policy Committee was a new committee, macroprudential policy was relatively untested and there was a school of thought that potentially monetary policy would play an important role in achieving financial stability outcomes.

If you wish, we can come to talk about the role of the FPC, but I think the FPC is proving its mettle and has been very active in addressing a series of macroprudential risks. Of course, it has to be ever vigilant, but it has allowed monetary policy to operate and focus on achieving the inflation target first and foremost and—this is my second point—in exceptional circumstances, such as the case following the referendum, to provide stimulus to help to smooth through a period of adjustment.

What we did specifically—this would be my third point on the contributions of monetary policy—is to further increase the transparency of the conduct of monetary policy. After the referendum, we did our best estimate of where we thought the economy would go and where inflation would go, and our view, subsequently validated, was that inflation would remain above target for a period of time.

We faced a choice at that time as a committee. In a strict read and under the old remit, we could have tightened policy in an effort to get inflation back to target in an 18 to 24-month horizon, or we could have done what we did, which was to provide stimulus to help with an adjustment and support stronger growth, better employment outcomes and inflation returning to target over a slightly longer period of time. We did that transparently: we explained what we intended to do up front, and I think it was well understood. It kept inflation expectations anchored and it provided the stimulus that was required.

I apologise, but the second leg of your question—?

Q5 Chair: With interest rates at the level they are and therefore the ability to take them down further being limited, to what degree is monetary policy now a fairly restrictive approach?

Dr Carney: Without question, we have less policy room than historically—certainly than prior to the crisis, when bank rate was up around 5%, its historical average, and there was enough conventional monetary policy space. This is something that Mr Saunders and I have spoken about in recent weeks. The average interest rate cycle, both up and down, averages about 150 basis points or 1.5%, but the average easing cycle over the lifetime of the committee up to the recent period has been about 250 basis points. Obviously, we are at 75 basis points today.

We think we have made some innovations that would allow us to use virtually all that conventional space, but no more—in other words, we would not go to negative interest rates, for various reasons that we can get into. We think that some of the innovations around providing forward guidance and asset purchases provide some more effective monetary policy space, if we were to need it. On some estimates that could stretch in total, between conventional and unconventional, to somewhere between 200 to 250, although I think there is some judgment around those numbers and it is partly situation specific.

The good news is that developments over time have preserved a degree of space. Certainly, there are strategies that could be used to maximise the effectiveness of that space. They could be risk-management strategies, in other words using the space early in order to have the maximum effect, or strategies that use the exceptional circumstances to return inflation to target and not act before inflation comes to target. That is a monetary strategy or tactic, depending on your perspective.

That is the good news, but the basic point there is recognising that the monetary policy space is limited. It exists but it is limited, and it has to be used to maximum effect.

Q6 Chair: In your early session with the Committee you focused on the issue of banks and “too big to fail”, and the aspiration to put an end to that situation. Do you feel that we have now reached that point?

Dr Carney: To be absolutely clear, our objective has been to end “too big to fail”, not to say that we have ended “too big to fail”. In order to do that a series of things had to be put in place. Many of them are now in place, but we are not quite there yet. The objective was to achieve this by 2022 and we are on track. I will underscore a few things.

First, the probability of failure has gone down, as Mr Browne would know. The actual capital of the banks has gone up three and a half times, and we have changed the nature of the capital so that the incentives for bank management kick in much earlier—in other words, as they go into their so-called buffers they have to start restricting dividends and, perhaps to sharpen the mind a little more, their own compensation. That gradually ramps up. Early on, that focuses the mind to take action in order to preserve the viability of the institution.

Secondly and hugely importantly, the banks have been building up so-called MREL or bail-in-able debt. That is debt that will stand in front of the taxpayer, which is one of the core objectives. There is a range depending on the characteristics of the banks, but it averages at around 28%, so the total amount of loss-absorbing capacity is on track to get to 28%, which is about seven times larger than it was prior to the crisis. The UK banks are on track to get there. They are issuing regularly and in the neighbourhood of about 25%. They are on track for that.

The market understanding of this debt—that this debt is at risk—is increasingly clear in terms of market pricing. There are various estimates, but about 90% of the implicit public subsidy—in other words, if you don’t end “too big to fail” then it is on the backs of the taxpayers and the people of this country—has come out of market pricing of this debt. We see the value of this debt moving around with the prospect of those banks.

Thirdly, ring-fencing is in place, as the Committee well knows. Parliament put it in place. The purpose, to put it simply, is to protect the high street bank from the City activities, the wholesale activities, so if there are problems in the latter, services to UK households and businesses continue. That is in place. It was a huge undertaking to get there, but it is there. We have increased the responsibilities and made clear the senior management responsibilities entailed. That is tied to compensation for any “too big to fail”.

Lastly, so that you and others can review it, since the summer a resolvability assessment framework has been in place. We are assessing the resolvability of these institutions, which captures a variety of these aspects.

I apologise that that was a long and detailed answer, but the point is that you have to do all these things. In fact, I left out one thing that I should reinforce, which is the reforms to the derivative market, which have untangled the complex web that existed between the banks. Quite frankly, having lived through the crisis, one of the reasons why Bear Stearns had to be saved, albeit by a private institution with back-up from the Fed, was that the market did not know its interconnection with all other firms, and as a result there was a potential panic. That was a short 12 years ago; it sometimes seems like yesterday.

What we have done is concentrated those risks in so-called central counterparties, the largest and most important of which is LCH in London. That means that you can detach any of the nodes from the central counterparty and the market continues to function, whereas that was impossible prior to the crisis.

Q7 Chair: Could you tell us a bit about the stress tests that you have applied to the banking system? You mentioned the changes in the way in which capital is being held by the banks and the amount of capital they have as a buffer. Could you tell us a bit about the kind of stress tests that you have applied? For example, if we were to go into a very serious situation over the coming months, as a consequence of viruses or otherwise, tell us a bit about that and what the system could take.

Dr Carney: These are hugely important. It is important that, over time, we apply a variety of stress tests so that we are not protecting against any one particular type of risk. That may seem odd, but it is important that we remain humble with respect to potential future crises. We do not know what is going to happen.

Certainly, looking the economic situation that we are entering because of the virus, we did not run a stress test against that specific situation, but we can learn from the stress tests that we have been running since 2014 about the resilience of the institutions against the type of risk that we can begin to anticipate around the virus. That shows the value of it. That is the first point.

Secondly, the types of stress test have ranged from inflationary—a classic economic cycle where the economy overheats and interest rates go up but we go into recession with higher unemployment, lower house prices and real estate and so on, and that cascades through—to deflationary scenarios where the problem is that interest rates are lower, banks earn less on their banking book, but you still have a recession on top of that, to scenarios that have elements of a crisis of confidence in global markets that also affect the UK. Again, that is a different distinct situation where, despite having a recession, the Bank has to raise interest rates because of the scale of the inflationary impulse that comes from a drop in currency and other asset prices.

That mosaic, if you will, of stress tests tells us a lot about how resilient the banks are. The very act of going through the stress test encourages the banks to build resilience, whether that is in capital or liquidity, or by changing risk management processes.

With respect to the current situation, in the last couple of years we have run severe China slowdown and Hong Kong slowdown stress tests. That is the shock—we assume a shock, though not this specific one—that emanates from greater China, propagates through the global economy and has very severe effects on financial markets and different effects from the ones we are having. We have an outright fall in Chinese GDP, to be clear, an outright fall in Hong Kong GDP and falls in asset prices of 50% to two thirds in Hong Kong specifically, where a number of our banks have exposures. Then we have a propagation of that through a global recession, but then not just falls in asset prices but a sharp increase in risk premia, including term premia, on Government debt as well, so the opposite of what we are seeing right now.

As you know, we are seeing Government bond yields falling quite substantially, which provides some stimulus to the economy if it persists, as one example. While we have seen a repricing of risk assets, we have not seen anything like the orders of magnitude that we ran through the test. That does not mean that we sit here complacently and decide that everything is fine because we ran a stress test, but it provides a base to judge the resilience of the institutions.

It is clear that, in this situation, if I can step out of the stress-testing framework—as I briefly mentioned in my opening remarks, we have been doing this for weeks, as have the banks—what matters as much is their contingency plans and how they are going to continue to function. Certainly, a few of our major banks have been operating at the epicentre of this in greater China and have had to have the mixture of split-site, remote working and other contingency plans put in place to ensure that they can serve their customers and keep markets open. There is the stress test and there are the operational aspects that go on top of that.

Q8 Chair: In a situation such as the one we might be in, where you have a supply-side shock and demand problems, you might use monetary policy to try to make the banks lend more, but the banks will still have to take a view as to whether lending is a good idea in those circumstances. Do you see any answers to that conundrum where the effect of monetary policy might be restricted by the banks’ view on risk? They would be able to lend more, if you loosened things up, but they might not be interested in doing that.

Dr Carney: First, on a high level, you rightly note that in this situation there will be elements of supply disruption, but not a permanent impairment of supply. That is a very important point. Collectively, we want to avoid a permanent impact on the capacity of this economy. We do not want viable businesses to go out of business because of the necessary steps that need to be taken to protect and serve the British public in the near future. The effort needs to be, first and foremost, to figure out how to bridge from where we are today to the end of this process. So it is important that we are talking about a supply disruption rather than a permanent impairment of supply capacity.

Secondly, the judgment of the MPC around monetary policy will be around—I will not be there—the relative scale of demand versus supply. It is reasonably plausible that the demand impact could be greater than the supply impact in the near term, in part because of confidence effects and amplifier effects. That is a consideration for the stance of monetary policy. 

Turning to the financial system, which you asked about, there are things that we can do to ensure that those bank balance sheets, which have considerable capital and strength, and which the banks have built up over time, are used as effectively as possible. In the past, we have looked at—we were clear in the contingency planning around Brexit that the FPC would look at this—the counter-cyclical capital buffer and whether some of it could be released to ensure that the banks are able to step in. That is not just for them to lend to businesses for new investment or expansion, but it could be to provide working capital and various other central aspects for businesses, which know that this is a difficult but ultimately temporary situation—again, back to the concept of bridging. We would want the banks to be able to use their balance sheets to support their customers and, by extension, support the economy. We are looking at those types of facilities. The other thing would be to look at facilities that could help to support SME lending and other things. 

I will make one other point in this response. As I mentioned at the start, I am in close contact with the Chancellor, and we are in close contact with the Treasury. We have separate responsibilities, but it is important to understand what each side might do, so that we are complementary in our response where we can be. That is true more widely. The lines of communication, globally, between central banks are wide open. Our lines of communication with the Treasury are operating exceptionally well. It is reasonable to expect a response that reflects a combination of fiscal measures and central bank initiatives. Across jurisdictions, there will be some differences in the exact form of those measures and the exact timing, but the responses will share a common goal, which is to achieve this bridging to support the economy through a potentially challenging period. We are confident that, collectively, these measures will be powerful and timely, both within jurisdiction and across jurisdictions. 

Q9 Chair: Thank you very much. I would like to turn to one other subject very briefly, if I may. I am keen for others to get in shortly and for others on the panel to contribute.

The audio leaks that occurred around Bank of England press conferences seem to have a given commercial advantage to those who received them. I know the Bank of England has referred itself to the FCA over two incidents. Could you outline for us the immediate steps that the Bank undertook after being notified that the audio feed of press conferences was being leaked early to hedge funds? 

Dr Carney: First, can I just clarify for the Committee that we did not refer ourselves? We referred the incident and the parties involved in it, which would include not just the technical party related to the audio link, but the parties that used the information. It is a wholly unacceptable situation and, as you can appreciate, it is subject to an investigation by the FCA, which limits the extent to which I can go into it. As soon as we had established the facts, we obviously disabled the relevant feed and terminated the third-party supplier. We referred to the FCA, as you mentioned, and we initiated at the same time the Chair of Court, which is effectively the board of directors, as you know. I initiated an internal review of the situation and of our controls, procedures and so forth. We expect the Court to receive a report on that in April.    

Q10 Chair: Is that something this Committee might be able to have sight of, confidentially or otherwise?

Dr Carney: We will release the findings of the report and management response, yes. May I make a couple of other quick points? We have also asked the FCA to look at the behaviour of market participants, relative to their responsibilities under both the FX code and the money market code. Do you have advantaged information, or are you knowingly using advantaged information? We alerted our global central bank colleagues. Lastly, we are working with the FCA to take a step back and look at a host of issues with so-called latency in markets, whether it is around economic data, a report from Parliament or something from the Bank of England. What are the right terms to have a level playing field?

Q11 Chair: Does it worry you, though, that it seems to have been press reporting, rather than your internal checks and balances, that brought this to the Bank’s attention? 

Dr Carney: I think I will plead the investigation, if I may. 

Q12 Chair: You might say the same in response to the next question. Are there any other security breaches that you are aware of at the moment or are concerned about? 

Dr Carney: There are not others that we are aware of but are not in the public domain. There is certainly another FCA investigation, which pertains to the behaviour of a media organisation that is alleged to have shared sensitive information such as embargoed speeches—not just from the Bank of England, but from other central banks and other authorities. As you know, it is often the case that a speech by a Minister or a parliamentary report is put out under embargo, with restrictions for the media. Whether that has been followed in this case is the subject of investigation, but we are not aware of other circumstances.

You can rest assured that we are looking at our entire approach to these issues, including the difficult issue of embargoed information. When we have a monetary policy report, interest rate decision or financial stability report, we bring the journalists in and put them in our deepest vault. They are cut off. I assure you that there is no way that any information can get out from that. I thought we actually gave them bacon butties, but apparently we do not even do that; we give them some water. It is rigorously controlled. 

Our judgment at this stage is that we will have to follow that policy for all bank communications, including speeches, which is unfortunate, as you can appreciate. The committee publishes reports and will want core stakeholders to have an embargoed copy of a complex, 80-page report—I suspect; it has been done in the past—so that when the report is released there is informed judgment and commentary on it. It is that balance between transparency and information security that we try to strike. With respect to monetary policy communications, I think we are going to end up in a position in which we have to go for maximum security, which will mean a bit more noise when the initial information comes out, because there will be a quick reaction to whatever is said.

Chair: Thank you very much. I think it is fair to say that this is an area that the Committee will show quite an interest in going forward, as I am sure you are aware. I am conscious that we have a lot more to go through, so I will move on to the coronavirus. I think Liz and Angela have some questions.

Q13 Liz Kendall: Taking you back to your opening statement, since the last monetary policy report was published, we have seen coronavirus spread across the world. Yesterday, the OECD said the world economy is in “its most precarious position since the global financial crisis”, and that even in the best-case scenario, in which it is contained in China and has limited spread across other countries, there will be a sharp slowdown in growth. You have said that the economic shock could be large. How large could it be? Have you changed your assessment of the global and UK economy since January? If you have, can you say specifically what your view about those issues is now?

Dr Carney: We are in the process of changing our assessment. The MPC forms a view on a forecast, and we provide forecasts four times a year. The next one is in the spring, so you should expect a directional update from the MPC, given the fast-moving events—I will not be on the MPC at that point—on 26 March, to give some sense of the directional orders of magnitude. 

The impact is potentially large, as you noted in your introduction to your question. It has spread beyond China, and in a number of jurisdictions it is beyond the contain phase and into the delay phase of mitigation measures. That can be expected. As a consequence of that, it is reasonable to expect that the economic impact in those jurisdictions—the number of those jurisdictions is growing—will be measured in at least one quarter, and perhaps two, depending on the duration and the spread.

Collectively, even stepping back from the potential impact in the UK—I note that the Prime Minister will unveil our strategy within the hour, which will provide some more indication of the types of measures and their potential economic ramifications. I recognise absolutely—I do not think anyone is suggesting otherwise—that health is paramount and economic considerations are secondary. There will be a big impact in those affected jurisdictions. It will persist certainly for a quarter, and potentially two. The UK is one of the most open economies in the world and has been affected as a consequence.

However, I point to a couple of important differences between now and 2008, having lived through 2008. First, where we have direct responsibility for the financial system, it is in an entirely different place; it is part of the solution, not part of the problem. Part of our job is to make sure that we maximise the value of that resiliency with the policy tools that we have, which is what we are thinking through right now.

The second difference is that UK households have worked hard since 2008. They have paid down debt. It is still relatively high, but it is much lower relative to their incomes and their ability to service that debt than it was in 2008. That provides an additional buffer. Again, part of the policy response has to be to not make them draw on all of those buffers that they have worked up. 

The 2007-08 crisis—if I can call it that—caused, as you know, some lasting scarring effects on the economy. The prospect with this situation is that we will have disruption, not destruction. That should and will be the focus of policy so that we can bridge over. Headline: the shock could be large, as I said. I am afraid I am not going to provide a precise figure because we are working through this information; we have not agreed those precise scenarios. However, the persistence of that impact should—I’d like to say “will”, but it depends partly on the reaction, so it is can or should—be different than in 2008.

Sir Dave Ramsden: I want to reinforce a couple of points the Governor made. Looking back to the January forecast, we were clear in the monetary policy report that one of the four key assumptions it was based on was that global growth, having stabilised, was projected to rise. Obviously, as the Governor said, we are reassessing that in real time as we get the indicators both from the very affected areas but also some of the more global indicators. The Baltic dry measure of large shipping costs has fallen very significantly, very quickly, and that is an indicator of these supply effects. You are also seeing some of the demand effects come through. 

The only other point I wanted to add was, again, this contrast with 2008. The Governor has touched on it a couple of times. There was a real issue with the liquidity of the financial system in 2008. We have seen a number of central banks already doing liquidity operations. At the Bank of England, we have completely transformed our approach to liquidity provision. One of the first speeches the Governor made emphasised that we were open for business in late 2013. We have developed a whole range of facilities. The main one we have at the moment is a weekly indexed long-term repo operation: six-month cash that members of the sterling monetary framework can come and get from us every week. As the Governor was saying, we stand ready to look at additional things that we can do, very much with a view to bridging through what ultimately will be a temporary shock from coronavirus, on our assessment. 

Q14 Liz Kendall: That leads me to my next question. We have seen different countries take a range of action we have seen Governments such as the Italian Government have a fiscal stimulus and we have seen other central banks such as the Bank of Japan saying it is looking at how to provide ample liquidity in the system. Are you considering loans to banks, further asset purchases and potentially even cuts to interest rates? How will you know when you get to the point that you need to do that?

Dr Carney: As I think I indicated in my opening statement, we are considering a variety of policy options. We are also sighted on the policy options the Chancellor is considering. As I think we are all aware, there is a Budget in eight days’ time and policy meetings are due for the Bank of England shortly thereafter. We will come to quick conclusions about the appropriate stance of policy and make them at the appropriate time. As I said earlier, from what we know at the moment, both domestically and internationally, we think the collective response will be both powerful and timely. 

Q15 Ms Eagle: Governor, in an economy that relies very much on last-minute delivery and very globalised supply chains, we have already seen the disruption the coronavirus has caused in Japan. Sir Dave, you mentioned the issues of supply coming from Japan and what is happening with shipping costs. How can that kind of supply shock be accommodated without having ongoing effects on our economy here?

Dr Carney: Are you asking me or Sir Dave?

Ms Eagle: I want to hear from Sir Dave as well. 

Dr Carney: I’ll be the warm-up act for Sir Dave.

Ms Eagle: Make your own decision—who’s the headliner?

Dr Carney: You’ve got a future and I don’t, so you go first.

Sir Dave Ramsden: As the Governor was saying, shocks happen all the time. We have not seen a shock like this. We have run stress tests on a range of shocks, but we can look at the indicators we monitor and our experience. Over the last few years, we have been thinking about how the change in our relationship with the EU would feed through the economy, and the MPC has consistently said since 2016 that it would be a mixture of demand, supply and asset prices. That has also helped us within the Bank gear up for understanding and analysing how the economy’s supply side works. The coronavirus then comes along and the clear supply factors can already be seen coming through, but on top of that the nature of the virus and the containment activity are creating impacts on the demand side. Services are not being purchased, and confidence is already being affected. Our job is to weigh up the supply impacts relative to the demand impacts to see if spare capacity opens up, which would put downward pressure on inflation.

Dr Carney: If I may supplement that, the majority of borrowing for businesses—particularly small businesses—is floating rate debts with varying levels of overall interest rates. If we so choose, we can have a direct influence on the cash flow of these small businesses at a time when they have fixed costs, and their turnover—be they online or on the high street—is likely to be lower. We could have that impact through monetary policy but we could also have it through various bank facilities, be it liquidity, a specific facility or changes in the counter-cyclical buffer. That will flow through to the cost of borrowing for small businesses in particular. Households have increasingly fixed their mortgage payments, and the majority of them are now fixed. There will be an impact there as well.

There will be impacts, but we can have impacts on asset prices and we can have impacts through overall support for demand. We cannot lean against all of this, but we can impact through overall support for demand on confidence and second-round effects—behavioural effects as well—and that is what we are weighing up. A consideration is what suite of measures would be most effective.

Q16 Ms Eagle: Governor, are you looking at issues in the labour market that might have secondary effects on demand if significant numbers of people are expected to either work from home or stay at home? Clearly, some who stay at home will not be paid if there are not changes to the way our labour market works. There are also likely to be particular effects in the gig economy, where people are paid as they deliver a service, and they are not paid if they do not deliver the service. Clearly, that will have a second-order effect on demand.

Dr Carney: The short answer is yes. The issue is what are the best policy instruments that would target that. As you move from the overall economy down into specific sectors or specific types of work, the best instruments shift from the monetary authority—the central bank—to the Government, potentially. We all need to take those considerations into account.

Sir Dave Ramsden: Can I just augment that, because—again—if you look back at 2008-09, there was a very different situation? As we have discussed, this could be large, but it will be temporary. However, you can look at the 2008-09 experience and get this sense of the authorities across the piece looking at where their policies can best be targeted. 

Then, we did not have some of the policies that we at the Bank of England now have, so we have a lot broader range of things that we can potentially do, but working—as the Governor stressed, we have been in close contact with the Treasury and with the fiscal authorities—and thinking about what works for the whole economy in this situation. 

Q17 Ms Eagle: Finally, has the Bank made an assessment of whether there are risks to financial services’ operational resilience if people have to work from home or cannot go into work? You mentioned earlier that there had been some actual experience of this in China. Does that have implications for our response in this country?

Dr Carney: Yes, it does. I would say further, though, that we are in daily, indeed hourly, contact with the banks and other major financial institutions on their contingency plans. A number of them have started to put those plans—the first phases of them—into practice. And they include, as you just referenced, both second sites and remote working, and actually a combination of the three. That is because one of the important things is that if you have two sites but if for whatever reason—well, there is an obvious reason; if there is contagion into each of the sites—you do not actually have redundancy, so you need a pool of people who could come into a site if those people in that site have to isolate—self-isolate—for 14 days. This is the nature of the issue, and that has been worked into those contingency plans as well. 

It is an exceptional circumstance, but in general with firms there are these types of pandemic plans, and now is a test of their effectiveness. 

Sir Dave Ramsden: As the Governor was saying, we are also applying those same standards to our own critical services that we provide as the Bank of England: payment systems; RTGS, or real-time gross settlements; but also the sterling monetary framework, which is how we operationalise monetary policy but also all the liquidity facilities we have been touching on. 

Q18 Felicity Buchan: I have been asked to lead on interest rates. You said yesterday that you would take all necessary steps to protect the economy. Could you possibly contemplate a change to interest rates before the March meeting of the MPC?

Dr Carney: I will make two points. One is that the MPC, in its history, has always acted in a timely way, and certainly once it has amassed the information—the analysis—and can form the judgments. I do not want to bind the hands of the committee in terms of any specific timing, but I refer back to my opening statement that Andrew Bailey, who obviously will be taking on this role from the middle of March, and I are in constant contact. The transition will have no impact on the conduct of policy; the committee would make a decision at the appropriate time, but not before. 

Q19 Felicity Buchan: What economic fundamentals would have to change for you to vote for a change in interest rates?

Dr Carney: May I ask that you ask the other members of the committee?

Q20 Felicity Buchan: Yes, absolutely. Sir Dave? 

Sir Dave Ramsden: Back in January—it seems like a long time ago—we had the monetary policy report, and we set out four key assumptions that the forecasts were based on. And I have already mentioned the shock that coronavirus will present to our forecast assumption that global growth will pick up, so I will not repeat that. 

From my own perspective, another of our key assumptions was that over the three years of the forecast horizon, aggregate demand would gradually pick up and strengthen, particularly from business investment, and that would be sufficient to exceed the supply potential of the economy, what we call the speed limit, the rate at which the economy can grow without inflation rising above targets. By the end of the forecast, we had some small amount of excess demand. As I stressed earlier in relation to Liz Kendall’s question, we will have to revisit that balance of demand and supply, particularly in the short term, given that we think this will ultimately be a temporary shock, but what will the profile for the economy look like over that period? There are different scenarios that will run to inform the policy judgments that we will all make individually and then collectively as a committee at the appropriate time.

Q21 Felicity Buchan: Can I ask Professor Tenreyro a question? It was reported in the FT that you had hinted that you may vote at the next meeting for a cut in the base rate. Does that reflect your current view?

Professor Tenreyro: Just to clarify, in my January remarks I made a conditional statement. I set out the likely conditions, which in my view would require a cut in rates versus the conditions that would require a non-policy change. I typically like to communicate my views of the economy and how the incoming data might influence my decision, but I don’t make a decision before I see the data. Certainly I don’t communicate on my votes. Also, I would never be as specific or even speculate about a specific meeting at which I would consider a change in rates. That would be a false position. 

Turning to my vote, in December we as a committee communicated that if global growth failed to stabilise or if uncertainties remained unchanged, then what policy would we need to reinforce a recovery? At the January meeting the key question for me was whether there was enough of a step change in uncertainty and business confidence for the month to recover without further policy support. My judgment in January was that indeed there was a step change. All the surveys to varying degrees, plus the information from our regional agencies, signalled a sharp turnaround in activity. Moreover, global growth had shown signs of stabilisation at the time, and, last but not least, the labour market remained tight, probably close to its peak, so my decision at the time was that no policy change was appropriate. This stance was appropriate. Obviously, the situation is changing now and we will reassess our decisions and our guidance as we go, always framed by our remit, which is very clear, and we will take that as our guidance.

Q22 Felicity Buchan: Can someone comment on the relative effectiveness of cutting the base rate versus quantitative easing, or a stimulus through other means?

Michael Saunders: Sure, I can. Both cutting bank rate or QE are effective forms of stimulus. My own preference would be until we were at or close to the zero bound to use bank rate as the tool. Then QE is an option if you are at the effective lower bound for bank rate and you want to provide further stimulus.

Q23 Felicity Buchan: Thank you. Can I ask one final question? You have alluded to the Budget. There is talk in the press that that may be expansionary. How does that affect monetary policy and what you do to the base rate?

Dr Carney: We take fiscal policy as given. The committee has a tradition, which I am sure it intends to maintain, which is to act on fiscal facts, so, once the Budget is in place, make a quick judgment about its potential impact on the economy, and, as a consequence, the appropriate setting of monetary policy. With respect to the specific situation that we are in, as per the questions from your colleagues earlier, there are, as the Chancellor has indicated, potential measures—I am saying this in the broadest sense—that might be taken related to the specific situation, as opposed to structural measures related to overall productivity and regional balance within the economy. With respect to those, we are in open discussions so that we understand—it is not our decision in any way, shape or form—and so that any Bank of England response can be calibrated and put into effect in a timely manner. I am confident that Bank actions will be timely. As I said earlier, collectively these will be powerful.

Sir Dave Ramsden: I was just going to add to that, because it links back to some remarks that the Governor made earlier. When you think about the structural fiscal position, we had factored into our January forecasts only the September spending statement, which would have given—I put this in my report to the committee—an impulse to the economy by the end of our forecasting horizon of about 0.4% of GDP. In that structural sense, we would factor in anything additional that the Government might have done—there has been lots of speculation—on infrastructure, regional levelling up and other things like that.

That might be one of the considerations that over most of the last 10 years has been holding down equilibrium interest rates in the UK, because fiscal policy has typically been a headwind. It might become more of a tailwind. That is one point. Then you have to layer on top of that anything additional that might come in response to the shock of coronavirus, which would be in response, presumably, to a demand shortfall that the Government felt that they could respond to with more discretionary counter-cyclical fiscal policy on top of anything that they might do structurally. There is quite a lot going on in the fiscal space for us to take account of.

Q24 Anthony Browne: I have been asked to ask about future interest rates and fiscal policy, which my colleague touched on. In terms of future interest rates, I want to ask first about forward guidance. Governor, your predecessor was very clear never to give any indication about whether the next movement in interest rates would be up or down. You came with forward guidance from Canada, and have spent most of your tenure, I think it would be fair to say, hinting that the next movement in interest rates would be up, which is probably a product of their being at historic lows. What has happened to forward guidance?

Dr Carney: Forward guidance is a central tool in the arsenal of all major central banks around the world. Part of the reason for that goes back to one of the Chair’s earlier lines of questioning. I think it is important to take a step back. It is an extraordinary situation that we all find ourselves in of very low interest rates, very low equilibrium interest rates and very low monetary policy space, and the need to make the maximum use of the monetary policy space that is there. To the extent to which, through guidance and other initiatives, we can rely less on asset purchases, and more on conventional forward guidance and other Bank facilities, we will do so.

We had an initial set of guidance when I first arrived, which was about securing a recovery. I think we all remember the situation then, but maybe it bears repeating. The country was just coming out of flirting with a triple-dip recession, at least on ONS figures, which have subsequently been revised. It was an exceptionally difficult period, with unemployment of just under 8%, real wages flat as can be and fiscal policy tightening, so a real fiscal headwind with limited policy room after a long series of asset purchases. 

The economy was just beginning to recover, and the guidance that was put in place was to establish very clearly that the old “reaction function” of the MPC—a reaction function that was suitable for a different time, when there were no major supply issues in the economy and it was all about demand—no longer applied. At the first whiff of growth, we wanted to ensure that growth was firmly established, and we were not even going to begin to think about interest rates until certain thresholds had been met. It was not a promise that we would start to raise interest rates; it was closing the door on even thinking about it, and it helped to secure it.

Subsequent to that, our guidance has been principally about two things. The first is to establish this issue—which is now widely accepted and understood, but was not at the time—that equilibrium interest rates were not going to go up any time soon, and when interest rates had to rise in order to keep the economy in balance, they would rise to a limited extent and at a gradual pace. That seems very obvious now, but it was not obvious then and it was necessary to say it, particularly to UK households and businesses so there was that understanding. You have seen that they got it; they got it in one, basically, in terms of what it meant for the overall level of interest rates, and in our judgment that has been helpful to the recovery.

We have also provided guidance about asset purchases and when we would potentially reduce them, but the thrust of it has been that relatively big‑picture type of guidance that has, certainly in my judgment, served the economy through a period of time. It has contributed to lower interest rate volatility; it is clearly understood by the public; and it has contributed to a broader understanding of the economic situation that we are in, or one aspect of the economic situation, which is that equilibrium interest rates are low and likely to remain so for some time. That has consequences, not just for the conduct of monetary policy, but for broader Government policy.

Michael Saunders: Can I make a point here? There is an audience of people in financial markets who spend a lot of time—it is their day job—trying to make forecasts of where interest rates might go at some future time.

Anthony Browne: Like you used to do.

Michael Saunders: Indeed.

Dr Carney: Now they are lost because he is not there.

Michael Saunders: Thank you. There is a much wider audience of households and businesses who do not spend their time looking at financial markets, and for whom it may be less important if interest rates go up or down in this month or that month, but for whom giving general guidance on the direction of interest rates over the next quarter to few years is very useful, allowing them to make well-informed financial choices. I think of guidance as talking to that wider audience, not just to financial markets.

Q25 Anthony Browne: I very much agree with that. Can I just go back to your most recent guidance? This is really to everyone. You appear to have watered down your collective guidance on whether to expect rises of interest rates. This is obviously before coronavirus, and I totally accept that that changes the scenario, but you had been hinting that more interest rates would come, you mentioned that interest rate rises would be limited and gradual, and so on. Last time around, you had two people voting for a cut, including one of the persons here. I am just wondering what households and businesses should now expect in terms of future movements of interest rates.

Dr Carney: You are right, Mr Browne. We adjusted the language around potential tightening of rates if the economy were to evolve with the forecast. The forecast itself was conditioned, as it always is, on the market curve for interest rates, which actually had interest rates falling slightly and then a modest increase towards the end, just getting back above the current level. In that forecast, inflation went slightly above target in the outer years, so in the situation where the economy tracked the forecast, there would need to be—in the language of the majority of the committee—some modest interest rate increase. The difference between “limited and gradual” and “modest” in this case is that you are only making a decision effectively about one tightening; that is the essence of the distinction.

Q26 Chair: One very last quick comment, if you have one.

Professor Tenreyro: Just to add that from my perspective, one reason for the change in guidance and the outlook for the interest rate was the weakness in inflation relative to wage. We discussed different explanations for that weakness in core inflation. One is that while we have a very tight labour market, labour is not the only input into production. We have seen a weakness in commercial rent inflation, which has been driving down on inflation in recent years. It may be a cyclical, temporary phenomenon that might unwind as the economy recovers, or it may be related to high productivity growth in the retail sector, with the switch to online sales, which lowers the demand for rental space and so on. A key question is how persistent this phenomenon is, and there is a lot of work going on to understand that.

A second explanation is a decline in mark-ups or increasing competition. Again, the question is how temporary or persistent that phenomenon is. A third is that perhaps productivity growth is being mismeasured, so unit labour cost growth is lower than we think it is. Obviously, those three factors are interrelated, so now there is a lot of research at the Bank trying to identify or quantify them and, more importantly, to determine their persistence. Given the weaknesses that we have seen, it was important to highlight that we were not in any rush to hike rates.

Sir Dave Ramsden: I will just add one additional point to Professor Tenreyro’s account, which was really important for us in the MPC and in the Bank more generally in ramping up our research effort. One potential countervailing force is that, just as globalisation was disinflationary, I would argue that de-globalisation, if we can use the term, from trade tensions and trade wars will be inflationary. But again, we need to see the evidence coming through.

Q27 Alison McGovern: Governor, over the past few years it has become my life’s ambition to get you to give a short answer to a question, so once more with feeling. 

Mr Baker: I have always wanted a long one.

Alison McGovern: Just to follow up briefly on a couple of previous questions, you mentioned earlier that in the current situation we have less space in our monetary policy space. Mr Saunders just mentioned that the bank rate ought to be the instrument of choice. We are still dealing with unconventional monetary instruments through asset purchases. Let’s be honest: if we had a really bad situation and an economic downturn, you don’t have a lot of space, do you? There is not a lot you could do from a monetary policy space perspective.

Dr Carney: We have effectively 200 to 250 basis points of space. How’s that?

Q28 Alison McGovern: Not bad.

Professor Tenreyro: Adding in the impact of QE.

Dr Carney: Adding in the impact of QE, asset purchase and forward guidance.

Q29 Alison McGovern: Just explain “adding in the impact of QE” in laypersons’ terms. What does that mean, and why does Mr Saunders say that that is not the preferred instrument?

Dr Carney: I agree with Mr Saunders in that we have conventional interest rates, and we have a very good idea of the so-called transmission channel, whereby when we move bank rate, it affects the relationship between bank rate and various asset prices—it is not absolutely 100% mapped, but it is quite well known. There is a variety of financial products that are closely linked to the level of bank rate, so that flows through. I will give the example again, from the earlier example with Ms Eagle, of businesses and the floating interest rate that they have. That is a broadly direct impact. Using the conventional space, bank rate, first is logical, effective and impactful.

Q30 Alison McGovern: There is not a lot of that, so actually, your short answer to my question heavily relies on the alternative, which is—

Dr Carney: Well, yes, obviously it does. There are 75 basis points of room in conventional space. In part, it is there because the Bank has innovated in the past through something called the term funding scheme, which is necessary for smaller banks and building societies to be able to properly pass on these interest rates cuts. We are taking into account the structure of the financial system in the UK. It is different, apparently, in other economies; they can go negative, but our view is no.

That is one of the strengths of the structure of the Bank of England, because we have direct line of sight, through our supervisors, to their positions. Then one can supplement that through forward guidance and asset purchases. There is a range of assets that we can purchase, but the transmission mechanism of those asset purchases is more complex. Part of the transmission mechanism is that it can change the expectations about the future level of bank rate, which is a supplement to forward guidance, if you look at it that way. It also, obviously, has an impact on the assets we purchase. Displace the seller of the asset, which is what you asked, and the seller of the asset purchases riskier assets, which raises the price of those riskier assets and has a knock-on stimulative effect for the economy.

Q31 Alison McGovern: Other colleagues have mentioned the potential for fiscal policy to change, particularly in response to what we expect we might experience. Given the tension between the Fed and the Administration in the US, does anyone on the panel worry about populism in the UK?

Sir Dave Ramsden: I am not going to be able to give you a short answer to that question, because I think that is probably outside our remit. I want to associate myself—I would see 250 basis points of potential policy action as significant. Alongside what other authorities might do, that can make a significant contribution to the economy.

The point I wanted to stress was to look at these things in the round. Something that I think was very important about the Bank of England’s reaction after the referendum in 2016 was that it put together a package of measures. The Governor has just mentioned a cut in bank rate, the term funding scheme to make sure it was passed on, quantitative easing, a corporate bond purchase scheme and forward guidance. Recently, the Bank for International Settlements analysed the use of unconventional tools and it published a big paper last summer under the auspices of the committee the Governor sits on, but which was produced by a committee I sit on—I think you had to okay its publication, Governor. That showed that these kinds of individual policies work, whether they are conventional or unconventional, across a range of countries, but when you put them together in packages with the correct communications, you get more bang for your buck.

Q32 Alison McGovern: Let’s briefly touch on another thing that we might wish to learn from the 2008 experience. We have mentioned scarring. Governor, you and others giving evidence to us in relation to Brexit have explained the disaggregated impact of the potential economic change on regions such as the north-east. Sir Dave, you might want to comment on this, given what you have just said, as might others. Do we believe that progress has been made on understanding regional economies and how a recession might cause them long-term damage?

Sir Dave Ramsden: I would argue, based on my career at the Treasury and at the Bank of England, that a lot of analysis has been done into the drivers of regional, plus city and town, performance and what might be the kind of policies, therefore, that you look at to tackle those. In terms of understanding the challenges, yes. One of our colleagues, Andy Haldane, has been working on and chairing the Industrial Strategy Council, which has put out quite a lot of analysis of the position in terms of regional inequalities. They have also proposed some policy suggestions, or some of their ideas have been taken up in terms of policy.

One of the great things that we have is the agents network. In terms of our understanding at quite a granular level, on top of the existing picture—remember that this results from decades, if not centuries, of development, and then you have Brexit overlaid on that—we have developed quite a good understanding of the sectors of the economy, regional performance and what that means for regions with different sectoral compositions.

Q33 Alison McGovern: Let me just pursue that point very briefly. The agents network gives evidence to you, the Bank of England, but in terms of economic policy making that might address some of the issues that would inform the way that monetary policy could affect regions such as the north-east should there be another referendum, we really do not have economic policy-making institutions outside the Treasury. How does it really make a difference?

Michael Saunders: We do not have regional policy tools and are not seeking them. I come back to the point about scarring and limited policy space. The issue of scarring, whereby an economic downturn creates lasting damage in the labour market, investments and the capital stock, is obviously greater the longer the period of economic weakness. This is where the issue of limited policy space is important. At the moment we have significant policy space to provide stimulus, but it is relatively limited compared with previous periods. It may be tempting to wait to see more evidence of an economic downturn, but if the economy is going to weaken, weakness can feed on itself, creating scarring effects. Monetary policy works with a lag, and if you end up in that situation you need to act more aggressively to move interest rates by a greater amount. The ability of monetary policy to lift the economy out of weakness—you might run into the constraints of limited policy space, so it would be better to act promptly in those conditions.

Q34 Alison McGovern: And the consequence of not having regional economic policy actors, given the limits you have just mentioned, is that regions such as the north-east and the north-west could be even more screwed than they already are.

Dr Carney: There are well known issues with regional inequalities, but I do not think that follows from what Mr Saunders just said. He made a very important point about the deployment of limited policy space in the circumstances minimising scarring. Whether it is a worker in the north-east, on Merseyside or in Kent, the fact is that one of the biggest scarring events is to be unemployed for a period of time. Lots of studies show that, particularly with school leavers and graduates, you do not make up the shortfall for decades. Those are some of the considerations that we definitely take into account for the United Kingdom as a whole.

Professor Tenreyro: The best we can do is try to address unemployment and inflation, which is what we have tried to do, but we take many structural factors of the economy, such as regional disparities, as given. We do not have an instrument to address them, in the same way that we cannot address low equilibrium interest rates—people are living longer lives and having fewer children, and there is productivity growth in the world. These are structural factors that we cannot address with monetary policy; you need other policies. There is a lot of research in economics. There is a whole field about regional economics that has direct prescriptions, and they use very different tools from the ones we have.

Q35 Alison McGovern: Just briefly—

Chair: Sorry, Alison. Really quick, please. Everyone is getting 10 minutes.

Alison McGovern: Governor, your innovations on climate have been really important, and the Prime Minister has asked you to advise him on this area. Have you met him yet to discuss it?

Dr Carney: Yes, twice.

Q36 Alison McGovern: What can we expect from developments in that crucial area? 

Dr Carney: The area I am focusing on is the private financial sector. I am happy to circulate remarks that I made last week—I can understand you would not have seen them—at a launch of that aspect of the strategy, and I would welcome any feedback and the opportunity to comment further.

Chair: Thank you very much. I want to move on quickly to Brexit and international trade.

Q37 Rushanara Ali: Good morning, Governor. We cannot let you leave your current post without doing the final round on Brexit. Obviously, a lot has happened since our last session. I wanted to start by recapping. From November, you have conditioned your forecast on a specific Brexit scenario: a free trade agreement of a similar scale and depth to that between the EU and Canada—similar to CETA. To what extent is that scenario consistent with the analysis that you supplied to the Committee at the end of 2018—in particular, the less close economic partnership scenario?

To give the background for those watching, a number of scenarios were painted in the past. The close economic partnership scenario would mean that in 2024 UK GDP would be 1.25% lower than it would have been under a pre-referendum trend. You then set out the less close economic partnership scenario, whereby by 2024 it would be 3.75% lower. Then of course, moving on to if we were going for a WTO transition, it would be 5.25% lower than it would have been in the pre-referendum trend in economic growth. Today, we have talked about coronavirus and some of the implications of that, so there have been lots of developments. Brexit uncertainty has not gone away. Could you shed some light on where you see all of this going?

Dr Carney: Thank you for the question. The analysis that we provided at the Committee’s request in November 2018 contained, as you know, scenarios—not forecasts, but scenarios. The less close economic partnership was, in effect, consistent with the questions from the Chair of the Committee. We were looking at a closer economic partnership that would have been on the spectrum towards an EEA-type partnership—we did not use that term, but I use it now for ease of exposition—and a less close partnership, which was broadly consistent with a CETA deal, or Canada-style free trade agreement.

As you say, a lot has happened since then. We have learned more about passporting and the potential nature of equivalence, and more granular, precise analysis around that. We have had greater specificity through the political declaration and elements of the withdrawal agreement in terms of the relationship as well. We have learned a bit more about productivity and growth in the labour force, just through another 15 months’ worth of data.

To isolate the core of your question, which is comparing a Canada-style free trade agreement with a close, deep partnership scenario, in effect they are broadly the same with just a couple of differences, now in a forecast owned by the MPC and subject to those standards. The differences between the two are marginal. If I line up their horizons, it is 0.1% on GDP. The forecast is about 0.1% lower if you just compare the effect of the trading arrangements between the two. Professor Tenreyro used the term “false precision” earlier. That means that in different circumstances it basically ends up being the same.

What is different, though, is the profile of GDP between the two. In the scenario at the time there was an intention for some form of transition between the relationship at present and the ultimate trading relationship. It was modelled and disclosed as seven quarters in that scenario. What we will have now—the Government are very clear about this—is that an agreement of whatever form, whether it is “Australia”, “Canada” or something else, will be negotiated over the course of this year and will then take effect. That has an implication for the forecast: there is a slowing, because of that effect, towards the end of this year and a more rapid adjustment in 2021. GDP is about half a percentage point lower than it otherwise would have been with a smoother transition because the arrangements come into effect immediately as opposed to being smoothed.

Q38 Rushanara Ali: Okay, but isn’t it a big assumption that the arrangements will come into immediate effect and that there will be a smooth transition from the transition period into a trade agreement of any nature?

Dr Carney: I am sorry if I was not clear. We are assuming the arrangements come into immediate effect—that is very clearly the Government’s policy; it is the Government’s negotiating position—so as of 1 January, there are customs arrangements in place. That has the effect of slowing activity at that point in time.

Q39 Rushanara Ali: But that rests on a number of assumptions. If we look at some of the debates and arguments that have already started with EU partners, EU officials have said that the UK’s geographic proximity in Europe increases the importance of level playing field provisions in FTA negotiations compared with those in CETA. Have you accounted for that in your forecast, given that our Government have already said they have a very different view on a level playing field?

Dr Carney: I will make two points here. First, they are not accounted for in the forecast. They are important to the overall trade architecture, if I can put it that way—important to the agreement. Level playing field or not, that influences the issue of goods and product standards, and divergence of standards over time.

In our forecast for the agreement, we have modelled two big economic effects that come in over the latter two years of the three-year forecast. They are, first, the customs arrangements that come into place and some of the frictions that come from that; and secondly, a degree of what I will call loss of passporting—loss of market access—on the financial services side that also comes in over the horizon. What we do not have is divergence of standards in any material way, because it takes time for standards to diverge. We expect that in the fullness of time, with the freedoms that come from leaving the European Union, there would be divergence of standards and different approaches, whether in financial services or in other industries, but it does not have an economic effect.

I mention that because I recognise there are level playing field issues around labour market standards, environmental standards, competition, state aid and so on, but where you would start to map that into modelling would be around divergence of standards broadly speaking. That is the first point.

The second point is that those are negotiating issues for whether or not there will be a deep economic partnership, and that is for the Government. The Government are negotiating it. They intend to get one—that is their policy—so we assume it and we model it.

Q40 Rushanara Ali: Do you think that business and Government are prepared for getting to the end of the transition period without a trade deal in place, or could that represent a new no-deal cliff edge? In the light of the discussion we had earlier about the risks of the virus and reports that global growth could be halved, should we be prepared for a perfect storm, where there is a big row with the European Union, we do not get a deal at the end of the transition that is a smooth leap into a new agreement and we are back where we were over the last few years with the risk of no deal, and that is coupled with the wider international economic impact of coronavirus, with serious ramifications for the world economy? Given this is your last session, perhaps you could share your wisdom on how we should approach the coming year and getting a smooth transition from the transition period into a free trade agreement. What should our Government do to approach the negotiations in a way that does not create more disruption and uncertainty—particularly in the current climate—and take the country back to a cliff-edge situation?

Dr Carney: Well, I think there are a couple of things. First is what the Bank of England can do and has been doing, which is to make sure that the financial services sector is well prepared for whatever arrangements are struck.

Q41 Rushanara Ali: Including another cliff-edge scenario?

Dr Carney: Yes, including there being no agreement with the European Union.

Q42 Rushanara Ali: And including the new situation, with global growth potentially being halved because of the coronavirus?

Dr Carney: Yes, absolutely. If I may distinguish, the second question relates to the resiliency of the sector, the adequacy of capital liquidity, the stance of monetary policy and other Bank policies, and for the Government, the stance of fiscal policy. It is hard to describe the virus as a macroeconomic cycle, but where is the economy relative to its medium-term productive capacity and what can we do about it?

As for the issues related to a sharp change in the relationship between the UK and the European Union, those are the issues that we have focused on basically since the referendum. As you know, we talk about this in our financial stability reports, in which we publish a checklist. We have turned the reds to ambers and then to greens everywhere we can. There are a few outstanding issues around data, and a few issues that were resolved temporarily that will re-emerge, particularly around the over-the-counter derivative markets, which are more of a problem for the EU than for the UK. However, since it is so interconnected, those issues can come back, so we have to work on those, as we intend to.

More broadly, for the economy as a whole, there is still work to do on the preparation of businesses. If you break down our surveys, which are widespread surveys of thousands of businesses across the economy, for about a quarter of businesses these issues have been addressed; they are either not directly relevant, or the businesses feel they have them covered. About 40% of businesses think they have done what they can and are as ready as they can be. There is a continuum within that, with some being as ready as they can be but which will have a problem and some being as ready as they can be. There is a mixture. On the balance, which is about 30%, 5% have not started and 25% of our survey, which we think is fairly representative, say that it is early days in their preparation. Of course, if I may—I will stop on this—that is one point of the Government’s saying that there is now only a 10-month negotiating period, so firms should get on with being ready for that point.

Q43 Ms Eagle: You said that the rapid adjustment at the end of this year, which the Government have announced as policy, will lead to a 0.5% cut in growth rates in your analysis. Do you think that this announcement is wholly sensible, given the other uncertainties around the virus? We will have a Brexit shock, which you talked about, and we now also have the coronavirus shock and increasing trade uncertainty, with trade negotiations just starting. Your assumptions in the cuts in growth that lead from Brexit are all about there being no additional red tape due to lack of preparedness, and that the Government will roll over all their other non-EU country agreements. How likely do you think that scenario is, and how likely do you think it is that this rapid adjustment will lead to an even greater shock to growth rates?

Dr Carney: Two things. First, for absolute clarity, it will be 0.5% lower than it otherwise would be if there were a transition period. By the end of the forecast horizon—

Ms Eagle: It bounces back.

Dr Carney: It bounces back to get to that 0.1%. I say that just so we are talking about the same thing. I know you understand it, but I say it for people watching more generally. What we can do is to make sure the financial system is in the position it needs to be for whatever eventuality. As negotiations progress, and if different outcomes become more likely, I am sure the MPC will of course adjust their forecasts. They are going to adjust their forecasts for coronavirus and other effects. They will adjust their forecasts for the Budget, whatever order of magnitude it is, and we will provide those to this Committee. Each and all of those collectively may have an implication for policy, which obviously I cannot pre-judge at this stage.

Sir Dave Ramsden: Can I just add to that?

Chair: If you make it very brief.

Sir Dave Ramsden: It goes back to something that Silvana said about our conditional assumptions. On the forecasts we have made, based on the assumptions we have made about an orderly move to a trade deal, we think that—this was obviously pre-coronavirus—it would have led to this easing of the intense uncertainty that businesses have had. They would have had some easing in that uncertainty, so they would have started to pick up their spending on investment. That was one of the things that was adding to give some pick-up in growth in our profile. So, yes, we have got more frontloading of the impact of the trade arrangements, but the overall picture for the economy was for it to recover. This is obviously January and the world has moved on, but I just wanted to stress that, because that was what framed the monetary policy decision in January.

Q44 Julie Marson: You are starting to allude to something about business investment, which is what I would like to focus on. You mentioned that the decision maker panel survey pointed to a modest pick-up in investment growth in the coming year, which chimes with what I hear when I speak to businesses. Could you give me your view on the possible extent and sustainability of that pick-up? Again, as we might expect, is it due to the certainty now that the UK has left the EU?

Dr Carney: Yes. Our January forecast had a pick-up in business investment, as you know, steadily through the forecast. We have gone through a period over the course of the last couple of years where business investment has been exceptionally weak, both relative to history and relative to the G7 and peers, because of that uncertainty. In the forecast we have investment growth going from negative to 1.25%, 3.25%, 3.5% consecutively, so rising through the forecast. We think that business balance sheets are in good shape. The financial system is in strong shape, even with adjustments in the cost of finance recently. Financial conditions relative-historically are solid. They have not been investing and there is a need to invest. The conditions are there. We are entering, as we have discussed—rightly so—this immediate period where a new uncertainty has come into play. It is possible, though.

We should caution a bit around this. Our experience has been that when there is a major event that is relatively close, uncertainty is particularly effective, and it makes perfect sense. Why not wait to find out whether we have a Canada or an Australia deal if we are going to find out in a few months’ time? I am abstracting from the virus, but as you progress through the course of this year it is likely that, if this is still quite uncertain, that type of behaviour could well re-emerge, which would dampen this forecast somewhat, because, in effect, this forecast judges that there is a relatively high probability that these arrangements will come into play and that the uncertainty is gradually, not immediately, dissipated over the horizon.

Q45 Julie Marson: Do you have any evidence as to what you think businesses are expecting over the next few months, whether it be CETA or WTO rules?

Dr Carney: Our agents are in the field right now on exactly this issue. You referenced the decision maker panel; you will have seen that 55% had Brexit as one of the top three issues. It has gone down to 45%, so still a material number. Anecdotally, I would slay in terms of industry visits and others, there is still a fair bit of uncertainty about what the trading arrangements will be. Notwithstanding the position of the Government and the intention to have a deal by the end of the year, a substantial proportion of businesses do not expect this to be resolved in 2020.

Q46 Harriett Baldwin: One thing that will be resolved on 1 January 2021 is that we will start a new points-based immigration system. As Professor Tenreyro said, the employment rate is high. I wondered what the members of the Monetary Policy Committee thought would be the impact of moving to that points-based immigration system on wage growth in the UK, particularly for lower-paid roles that are below those thresholds. 

Professor Tenreyro: There is a wealth of academic evidence that immigration does not have a significant effect on wages. That research goes back to David Card in the US, and it is very well known and tested over the years. There is a study for the UK done by former Bank colleagues Jumana Saleheen and Stephen Nickell, which finds very small effects on wage growth. The latest literature is a paper by Ottaviano and Peri; they find that migrants have a slight positive effect on the wages of natives and a slightly negative effect on the wages of previous immigrants. The effect on wage growth is very small, because immigration has a demand and supply effect and is neutral in terms of output gap or inflation effects. From our perspective, in terms of the output gap or inflation we should not expect major effects. It will have an effect on overall GDP and the size of the economy. 

Q47 Harriett Baldwin: Do other Monetary Policy Committee members agree that ending freedom of movement will have no impact on wage growth?

Sir Dave Ramsden: I would certainly associate myself with Silvana’s framing of the evidence base. Given our remit, we will have to see how it plays out in practice. Lots of other things will be going on, as we have been discussing, which will potentially determine population movements over the shorter and longer terms. The evidence base is pretty clear on this. 

Q48 Harriett Baldwin: What will firms do to change their behaviour with the change in the supply of labour into some of the jobs that pay below that threshold in the immigration system?

Michael Saunders: I think you are already seeing firms face that challenge. There is a range of responses. Some firms find that they cannot fill their jobs. For those firms, the future is difficult. In some areas, you are seeing greater automation. I would highlight that in the retail sector, especially in the last few years, there has been a marked rise in the amount of IT equipment per worker. It has gone from being a relatively low-IT industry to being much more IT-intensive. That is paying off with higher productivity growth in that sector. That may not apply to all firms. 

Q49 Harriett Baldwin: Moving on to the question of job-to-job flows, which have been a bit lower than we have seen more recently, what does the committee think is going on in terms of people’s confidence to move to new jobs at the moment? What impact might that have on wage growth in the economy?

Sir Dave Ramsden: In the new format MPR we did a whole chapter on the labour market. We did draw attention to these different indicators, particularly, as you highlight, the flows data. Job-to-job flows are an indicator we watch closely for the degree of confidence that workers have to move, but also the degree of stickiness that employers might feel to hold on to their workers at a time of uncertainty. That was one of the indicators that was quite a bit weaker than it had been, but then there were other indicators that were moving in the other direction that led us to our overall assessment that the labour market remains tight. It might be a little bit off its peak, as Professor Tenreyro was saying, but it seems consistent with wage growth in the 3% to 3.5% range that we have over the forecast period. It is worth remembering that that is materially up on when I joined the committee in 2017, when wages were stuck at more like 2%. Given how weak productivity is, you are seeing quite significant increases in unit wage costs at the moment.

Michael Saunders: It is also worth noting that one of the factors that is happening at the same time as the changes in migration policy is a rise in the share of older people staying in the workforce. Part of that is driven by changes in the state pension age, but also maybe by behavioural changes. I do not think it is caused by a drop in migration; it just happens to be going on at the same time. Labour supply, on that side, has actually been quite strong in the last few years from a rise in workforce participation.

Q50 Harriett Baldwin: So there may be a change in terms of firms making investments in technology. I wonder whether that will feed through in terms of the productivity puzzle. I know that Alison has lots more questions about productivity, but specifically related to the change and the end of freedom of movement of labour in the EU, what does the Monetary Policy Committee think might happen in terms of its impact on productivity specifically? No impact?

Professor Tenreyro: I have not seen any studies that try to estimate that particular effect, but given the lack of effect on average wages, my guesstimate would be that the effect will be relatively small. Obviously, however, that is something that we will be watching and measuring. It would be logical for firms to invest more in automation, but the evidence is not there.

Sir Dave Ramsden: More generally, you can imagine that the investment in general purpose technologies beyond automation—moving into things such as AI and machine learning—in particular sectors such as financial services, will have material benefits over the longer term in terms of productivity growth, depending on whether they become general purpose technologies and are widely utilised.

Michael Saunders: I would add that the UK’s ability to attract highly skilled workers from around the world has been a major magnet helping to attract businesses to the UK. There is interplay between productivity growth and the willingness of global firms to locate here. 

Q51 Liz Kendall: Of course some companies will look at technology, but is technology really going to be the solution in social care or in agriculture? There are whole sectors where we will not be able to get anyone because they are not considered skilled enough and they are nowhere near the threshold. What impact will that have on our economy?

Sir Dave Ramsden: As I think we have tried to stress, a lot of structural changes are going to be made in the UK in the coming period as we change our relationship with the EU. Those are overlaying on to these technology changes that were happening anyway. 

In terms of agriculture, you see quite a lot of moves to automation. I am conscious that, in terms of fruit picking, for example, they do not have the automation that deals with soft fruits yet, but things are being progressed. Social care is an issue globally, and one that I am personally aware of. Yes, you are very reliant on careworkers, but there are also things that could be developed. For example—this is not meant to sound too futuristic—you can use the internet of things and things called cobots that can help people who have dementia to have some ongoing companionship. That is the sort of reading that I have been doing, because that is something that I am personally interested in. 

Q52 Alison Thewliss: Before we leave the immigration proposals, what assessment have you made across the UK on the disproportionate effect that might have? For example, in Scotland we are highly reliant on immigration for our population growth, and in rural areas the wages might not reach that threshold.

Dr Carney: I would say two things. First, we are aware of exactly that issue, in terms of our regional analysis. Secondly, as Professor Tenreyro began by saying, in setting monetary policy we are looking at the UK-wide implications of a change in policy such as this for UK-wide wages, and, ultimately, the CPI inflation target that we are given by Parliament for overall inflation. A variety of these effects, both on the supply and demand sides, mean that even relatively large changes, historically, have led to relatively minor impacts on inflation. We must take it into account, and we model it through, but that is the bottom line. 

Q53 Alison Thewliss: On the issue of productivity, the Bank has once again cut productivity forecasts for the UK, following the MPC’s annual reassessment of the supply side of the economy. Can you tell me a bit more about what factors you had in mind when making that forecast? To what extent is it attributable to the other assumptions about Brexit? 

Dr Carney: Part of it is a painful learning process. Productivity growth has been weak for some time and has left behind some implications. Early on, when I first came here, the view was that much of this related to the scarring effects of the financial crisis. I think there was some truth to that. Secondly, following some work that Professor Tenreyro and others have done around specific sectors, concentrated in financial services and manufacturing, it has run its course with respect to financial services. We can debate the value of the assessments of productivity in financial services prior to the crisis. It did not seem that productive in retrospect, but that impact has worked through. Obviously—I should not say obviously, but it is strongly our view across the Bank that the financial system is not perfect, but it is in a position to fund firms that are looking to invest for growth and improved productivity.

Part of the issue in recent years has been that there has not been that demand for additional funds for investment, whether internal funds or externally, and business investment has been quite weak. There are various ways to measure it, but it is somewhere between 10% and 15% relative to a situation in which we had not had this uncertainty over the future relationship with Europe. Over time that has built up through the capital stock and that has an impact on productivity in and of itself. We cannot see “investment in intangibles”, which is not measured as well, or investment in improvements in business processes and other things, but you can expect that, directionally, it is going the same way. There has also been quite a notable reduction in foreign direct investment, which is a source of productivity. In terms of that slowdown, it is hard to be overly precise, but an important component of it does relate to this period of uncertainty.

In terms of our forecast, we are conscious that we do not have a magical bump in productivity in the short term—a one to three-year horizon is not that long term, and productivity tends to move more slowly than demand. The first reason why we have some pick-up but not a sharp pick-up is partly accumulative—it takes time for the investment to flow through. Secondly, we are likely to have a situation, regardless—these are questions of degree—of the final relationship with Europe, where there is “adjustment in the economy”. There are certain activities that were economic which are not economic under the new arrangements. People and capital must move from where they are today to where they need to get to tomorrow, which is taking out productive capacity before new productive capacity is built. So we have that for all those reasons. I would start with the learning process of how productivity has performed. It has been 13 years since productivity growth was at least measured in the range of 2%, so starting with 0.5% is a reasonable assumption.

If I can link it back to Ms Baldwin’s line of questioning on the labour market and participation, while I have sympathy for and agree with much of what Mr Saunders was saying about some prospect for increased labour force participation, particularly among older workers, the fact is that the UK will be more and more reliant on productivity growth for growth. We have had this huge labour supply surge over the course of the past decade. There may be a bit more to come, but there is not that much more to come, and the report makes it pretty clear that productivity will determine the speed limit of this economy.

Sir Dave Ramsden: May I quickly add that we do have a pick-up in productivity growth by the end of the forecast period? It gets up to 1%. If you imagined what it would be without Brexit, we are allowing for quite a material pick-up in productivity growth. In my report, I highlighted that that was one of the downside risks to the speed limit of the UK economy.

Q54 Alison Thewliss: Professor Tenreyro, you mentioned in passing mismeasured productivity growth. Can you tell us a bit more about what you mean by that?

Professor Tenreyro: There is something that is not working when you think about the weaknesses in core inflation. It goes back to my previous point. We have seen very strong wage growth, but that has not been passed through into prices. Normally, that would be a sign that productivity growth is higher, but we do not see that in the activity data. We see it in some sectors, and retail productivity has gone up quite a bit recently. This is just conjecture, but it is possible that there is more underlying productivity growth there. I am talking about just a couple of basis points, so it is not big, but more than what is being measured. It might be because we have a big services economy and it is much harder to measure productivity. Maybe there is somewhat more, but I am talking about a measure of 0.5% versus 0.8% or 0.9% to bridge that gap between wage growth and the weak price inflation that we have seen.

Q55 Anthony Browne: I have one quick question on the housing market. This is geared to the Governor and the deputy governor. You have both said previously that the rise in house prices was due to a shortage of supply. The Bank of England published a working paper by Victoria Monro and David Miles, a former member of the MPC, saying that the rise in house prices was almost entirely down to low interest rates. I don’t know whether that has changed your minds, but the equilibrium is unlikely to stay at 0.75%. I am not asking you to predict future interest rate rises, but if interest rates do go up, is there a chance that it will lead to a fall in house prices?

Dr Carney: The first thing that Professor Miles’s paper with colleagues at the Bank makes clear—on page 5, I believe, if you want to go back to it—is that this has nothing to do with monetary policy. It goes back to what the Chair began with, the structural level of longer-term interest rates. It is a big shift and, quite rightly, a number of topics that we have touched on this morning have come back to that structural issue. The paper goes through that in more detail. Undoubtedly, if supply had been higher, house prices would not have risen by as much. We also want to recall that, when you look across the country and you look back to real house price levels, particularly relative to income, prior to the crisis, we are only just getting back up. Before this Committee hearing, I took a look at average house prices in your various constituencies, and there is quite a wide variance—in fact, a tenfold variance across your constituencies in average house prices, which tells you something—but, as a whole, that arc has been true. 

Q56 Mr Baker: I refer to my interest in Glint Pay. I need to turn to spare capacity. I have seen that the committee has revised up its estimate of spare capacity—the output gap—in the economy. In your view, does that mean that interest rates might have been too tight over the last period? Perhaps I could start with Mr Saunders. 

Michael Saunders: I think, looking back, you have to base it on the information available at the time. Based on the information available at the time, the decisions that the committee has made in recent years were reasonable. My voting record is public and there have been times when I have differed, but I haven't disagreed in a major way. I think the decisions were about right. 

Q57 Mr Baker: Can I ask the other panel members whether you think you ought to have voted for a cut this time round, if there is some extra capacity in the economy?

Professor Tenreyro: We are always looking at inflation. From my perspective, the reason why I suspect, or suspected, that there was more space capacity is that we had a weakness in inflation. That wasn’t observable for us when we were making the decision. Eighteen months ago, we thought that there would be a gradual and limited increase in interest rates, but obviously we were getting data on prices that were not consistent with that pattern. That is why, ex post, we did not raise rates. From my perspective, the fact that now we put it in a forecast does not mean that we made a mistake in the past, because we had many different checks—let us put it that way—for our decisions. Inflation was guiding, and that is key in our remit, and that is what hinted that there was more capacity.

Sir Dave Ramsden: When I joined the committee, I wasn’t confident that the labour market was tight enough that we were going to see sustained rises in wages moving from 2% to 3%. Actually, through 2018, when we put up rates in August to 75 base points, that evidence was emerging. So, the fact that we have done some analysis that suggests there might have been a bit more spare capacity—back then, I would be wanting to weigh that against these other factors. As Silvana says, we never look at one indicator and that is our north star; we are being guided by a whole range of indicators. As I stressed in my report to you, I was comfortable with the assessment we made on spare capacity in the January 2020 MPR—that there was a little bit of it opening up—but I was comfortable with the Monetary Policy Committee’s decision then on the stance of monetary policy.

Q58 Mr Baker: Bearing in mind your previous experience, I am thinking of the evidence we have heard from the OBR about the importance of the output gap and how it affects the OBR’s work and forecasts. It is a tricky thing to measure, isn't it? Are there any lessons that the Bank and the OBR need to learn about how we measure the output gap?

Sir Dave Ramsden: It is something that everyone involved in this business, in whichever institution, needs to bear in mind. We have touched a couple of times today—well, a lot actually—on these underlying trends in things like productivity that we have learned about over the years and what those imply, along with demographics and other issues, for the long-term equilibrium interest rate, r*. I would argue that these are much more relevant particularly since the financial crisis—although some of them started to emerge before that—than, say, in the first 10 or 15 years or so of the MPC. It is critical for the OBR in thinking about the supply potential of the economy and spare capacity for what is the structural position of the public finances. For us, these are critical considerations, in that we are not just looking at demand moving around, which we did up until the financial crisis—supply now moves around as well. I think we just have to be quite humble and always be updating our thinking and our analysis and doing the best that we can. 

Q59 Mr Baker: I love “humble”—it has come up twice now. Governor, anything else to add on this point about the output gap? 

Dr Carney: Yes. I would humbly add that what has been interesting, broadly speaking, is that the behaviour of the labour market, wages and unit labour costs have been broadly as expected through this period, particularly once you adjust for productivity. The so-called wage Phillips curve has broadly held, if I can put it that way, but the behaviour of prices has not. Professor Tenreyro referred to it earlier.

I won’t make a more complicated point about observability and the price Phillips curve, because of the opposite of humble, which is the credibility of central banks. I won’t make that point with your rejoinder. The issue, which the committee flagged and is looking at, is: given this weakness, under various measures, of core inflation, and given that wages have been behaving, what are some candidate explanations for that? Where could there be other slack in the economy or other pricing pressures, whether it is through elements of globalisation, which still exist, competition from the sharing economy, hospitality and other areas? Are those factors having a material impact? I have given you two candidate explanations but there are more, and that is part of a more intense research focus of the Bank.

Q60 Mr Baker: I might just get away with asking two follow-up questions to subjects that came up earlier. Governor, last time you were before the Committee, I thought it might be my last time. I can’t believe that the time has gone by and it is your last time. It has been a blast. 

I fondly remember sitting in one of these Committee rooms when you were in an MPC hearing with other panel members, and somebody asked about helicopter money. You were the only person who firmly squashed what was quite an academic discussion of the virtues of helicopter money. Who is going to protect us from people who believe in helicopter money once you have gone? 

Dr Carney: The MPC will, and the statutory responsibilities given the MPC by Parliament. I will reiterate that I don’t think it has a role to play in monetary policy—full stop. 

Q61 Mr Baker: The other point I wanted to follow up was this: you talked earlier about fiscal policy and the MPC’s remit. I fondly remember making speeches about monetary activism, which we used to read about in Budget Red Books. 

Dr Carney: I didn’t make any of those speeches.

Q62 Mr Baker: No, I made speeches about that, because I did not like it one bit. It seems slightly at odds with what you said about taking fiscal policy as a given. Perhaps you can speak more freely than you have in the past. What has been the relationship between the Bank of England and the Treasury in relation to monetary activism?

Dr Carney: I think it is, in many respects, as simple as: we have to take fiscal policy as given. As you know, Government policy, even when it is moving quickly, moves more slowly than monetary policy. There is a negotiating period for Budgets, both within Government and, if it is a minority situation, judgments within broader Parliament, and it takes time for the actual initiatives to hit the ground, particularly if they are structural initiatives, such as infrastructure spending and other aspects.

We need to know where fiscal policy is going and then adjust. My experience over these years with successive Chancellors is that there has always been a very open dialogue and mutual understanding of the stances, whether fiscal policy or the various committees of the Bank. There has never been any attempt to influence those committees, but it is important that each knows what the other is likely to do. 

Of course, that mutual understanding and, as much as possible, exploitation—if I can put it that way—of the complementarities between fiscal, monetary, financial sector and macroprudential policies are particularly important in times such as we are facing. I want to assure you and the Committee that the dialogue is in place for that to happen. 

Mr Baker: I also observe that a long time ago you made a speech at Bloomberg in New York on monetary policy. That seemed to me to set out the basic pattern of how monetary policy would work with financial policy and prudential policy to ensure that any side effects of monetary policy were contained. Sir Dave remembers the speech. It seems to me that you very successfully, in your own terms, operated that system. Congratulations.

Dr Carney: Thank you—

Q63 Mr Baker: But you know that I share Bagehot’s view that there should not be any central banks. However, since we’re stuck with them, you have been an absolutely terrific Governor. What I want to know is whether your Jackson Hole speech is going to set the pattern of your coming work over another decade.

Dr Carney: The issues identified in the Jackson Hole speech—the fundamental challenges of the international monetary and financial system—will very much be with us over the course of the coming decade. Yes, it will be part of my focus, but I leave it to others at the core to sort out a system that is fit for purpose, because that does need sorting out.

Chair: I thank all our witnesses for appearing today. Although some of the answers have been long, they have been long for good reason. We have covered a lot of ground in considerable detail, and I think we have all found it extremely informative, so thank you to everybody. 

May I particularly express our goodwill to you, Chancellor, for your future, as you are almost out? I know that COP 26 is something that you will be focused on in the immediate term—[Interruption.] Not Chancellor yet—Governor at the moment. Thank you very much, and I wish you all the very best for the future. That concludes our evidence session on the Bank of England’s monetary policy report.

Dr Carney: Thank you very much, Chair.
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