
    [image: ]

  
    
      
         
         
 
         
            THE BANK
 
            INSIDE THE BANK OF ENGLAND
            
 
            DAN CONAGHAN
            

         
 
         
            
               [image: ]
               

               
                  
               

            

         

      

      
    

  
    
      
         
         
 
         
            For Florence
            

         
 
         
         

      

      
    

  
    
      
         
         
 
         
            CONTENTS

         
 
         
            Title Page
            
 
            Dedication
            
 
            Acknowledgements 
            
 
            Introduction 
            
 
            
                

            

            Part I (1997–2003)
            

             I. Independence 
            

            II. Paper Against Gold 
            
 
            III. The Governor 
            
 
            Part II (2003–2009)
            
 
            IV. The ‘MA Way’ 
            
 
            V. The Long Run 
            
 
            VI. A Crisis of Confidence 
            
 
            Part III (2009–2010)
            
 
            VII. The Paradox of Policy 
            
 
            VIII. The New Boys 
            
 
            Part IV (2011–)
            
 
            IX. An Overmighty Citizen 
            
 
            X. The Last Governor 
            

            
                

            
 
            Notes 
            
 
            Index 
            
 
            Copyright
            

         
 
         
         

      

      
    

  
    
      
         
         
 
         
            ACKNOWLEDGEMENTS

         
 
         I am deeply indebted to the many people who have given me assistance with the research and writing of this book, especially those employed at the Bank of England, past and present, and at HM Treasury. Necessarily, most must remain nameless. Many others in Westminster, Whitehall, the City of London and further afield provided valuable insights into the Bank of England’s work, also on the condition of anonymity. Other senior figures, including Jean-Claude Trichet and Professor Charles Goodhart, were also generous with their time. A large number of people very kindly effected introductions and helped arrange interviews. The press offices of the Bank of England, HM Treasury, the UK Debt Management Office and the European Central Bank were helpful in answering a large number of questions. I am very grateful to my agent James Wills and to his colleagues Mandy Little and Alison Sutton at Watson, Little for their enthusiasm and hard work; and, in equal measure, to Sam Carter, my editor at Biteback Publishing, and to his colleagues Iain Dale, James Stephens, Namkwan Cho and Emma Young. I would also like to express my gratitude to my cousin Andrew Taylor, who was instrumental in bringing this book to publication, and to the following for their assistance, support and encouragement in divers ways: Antonia Aldous, Charlie Barton, Tim Butcher, Matthew and Johanna Carse, Gina Coladangelo, Nadia Crandall, David and Penny Cunningham, Nicholas and Nicola Cunningham, Alan and Meg Darby, Alexa de Ferranti, Claudia Downes, Jacqueline Duncan, David Dunsmore, Philine Euler-Rolle-Dumba, Orlando Finzi, Violet Fraser, Natasha Garnett, Allan and Louise Hayward, Hannah Hayward, Shaun and Gabrielle Hullis, Mark Inglefield, Red Johnson, Alastair King, Jonathan King, Robert Kirby, Tom Lywood, Graeme Macdonald, Jack Meaning, Catherine Milner, Rupert and Mary Montagu-Scott, Toby Mott, Jay Patel, Christopher Peacocke, Nick Pedgrift, James Quartermaine, Patrick and Alison Roberts, Tim and Frances Robinson, Jamie Ross, Florence Saumarez, Richard Shepro, Tom and Susanna Stourton, Richard Symington, Heather Taylor, Glafkos Tombolis, Monica Vögele, and Ben Wegg-Prosser.
         
 
         
         

      

      
    

  
    
      
         
         
 
         
             

         

         
            ‘First, the only certainty is that there is no certainty. Second, every decision is a matter of weighing probabilities, or the balance of risks, as we say. Third, despite uncertainty we have to decide and act. Fourth, decisions should be judged not only on the results but also on how they were made.’
 
            Sir Mervyn King, quoting Robert Rubin’s ‘principles for decision-making’, the Queen’s University, Belfast, May 1999
            

         

      

      
    

  
    
      
         
         
 
         
            INTRODUCTION

         
 
         
            ‘Our job is to create a background of stability which enables other people to do interesting things. They will be interesting; we will not be and we will be faceless … But that outcome is really very important, that we will not be interesting or new or newsworthy and that will be a sign of our success.’
 
            Mervyn King, Economic Affairs Committee, 27 January 2004
            

         
 
         In the early morning, Chris, the chauffeur of the dark green Daimler allocated to Sir Mervyn King, the Governor of the Bank of England, drives him from his flat in Notting Hill through the City of London to the Bank. As the car slows to a crawl in Gresham Street, it is possible to glimpse King in the back, studying his papers under the reading light. A small, well-upholstered, dark-suited man in late middle age with silver hair and spectacles, he retains the slightly quizzical air of an academic. But after twenty-one years of making the daily journey to the Bank, King has also acquired the frown of a central banker. True to this peculiar species, he exudes not so much power as influence.
         
 
         As the Governor’s car approaches Lothbury, the Bank itself looms into view; the gilded-bronze statue of Ariel, perched high on the cupola above Tivoli Corner, provides the only splash of colour in the grey façade. Sir John Soane’s great Portland stone curtain wall protects the towering citadel, which is King’s workplace and that of his 1,850 staff. ‘Pinks’ – stewards in pink waistcoats, tailcoats and top hats – greet the Governor as he arrives. He pads along halls paved with mosaics, hung with the heavy portraits of his predecessors and lined with eighteenth-century furniture. To left and right are cavernous rooms, filled with flickering computer screens and Bloomberg terminals, which resemble nothing so much as the dealing floors of an investment bank. Everywhere there are reminders of a 300-year history, but also of a very modern role at the heart of Britain’s economy and the global capital markets.
         
 
         In the Parlours, the Bank’s inner sanctum, a book-lined anteroom gives way to the palatial Governor’s Office, guarded by a double set of doors to prevent eavesdropping. Here, and in the grand committee rooms which flank it, the affairs of the Bank come together. Here, amid the uncertainties, as King might say, probabilities are weighed, risks balanced, decisions made and actions taken.
 
         First and foremost, this is Britain’s central bank, banker to the government and manager of the country’s official reserves, including its gold bullion. The Bank is both the guardian of the nation’s money and, thanks to its monopoly on the issue of banknotes in England and Wales, the very source of much of it. It is banker to Britain’s commercial banks and, in extremis, their lender of last resort. Soon, after the impending abolition of the ‘Tripartite’ arrangements between the Bank, the Treasury and the Financial Services Authority (FSA), the Bank will be handed full regulatory authority to oversee the entire banking sector. Inherent in the Bank’s considerable powers is its control of monetary policy, with the ability to tighten or loosen it with the levers of interest rates – ‘Bank Rate’ – and, more recently, with the alchemy of Quantitative Easing.
         
 
         The decisions taken in its committee rooms affect every citizen in Britain and, in a global economy which is now infinitely interconnected, many elsewhere around the world. And while the Bank’s powers are channelled in increasingly sophisticated ways, the famous ‘Governor’s eyebrows’ can still be used to devastating effect in directing a deputy or swatting an MP. The Bank of England remains, as it advises its own staff, ‘uniquely influential’.1
         
 
         Influence, as well as power, comes with accountability. The Bank defers to Parliament, although decidedly not to politicians, and to HM Treasury, its sole shareholder; technically, the Bank’s capital stock of £14.6m is held by the Treasury Solicitor, Paul Jenkins QC. The Bank’s Governor has, on at least one occasion in recent times, had to explain himself to the Queen. But despite these claims on its time, the Bank remains a remarkably autonomous institution, with almost total immunity in its capacity as a monetary authority. It is protected by its Royal Charter, certain subtle exemptions from quotidian legislation and by the Official Secrets Act.
 
         Secrecy, or at least discretion, is the Bank’s watchword and its staff are still required to sign a ‘Declaration of Secrecy’ on joining. A brutish physical presence and an ill-disguised distaste for the Press has made it somewhat paranoid. In its upper echelons, there is an obsessive regard for ‘the record’, which generates a vast quantity of letters, memoranda, notes and minutes made in triplicate; there are strict rules governing the use of the internet and email and warnings that these ‘may be monitored’.2
         
 
         The Bank’s public pronouncements are made mostly in the form of carefully honed speeches; indeed, it has pioneered Speechonomics. Hardly a day goes by without King or one of his elite Executive Team making a speech. There has occasionally been a danger of the Bank running out of audiences. As it is, unsuspecting groups of businessmen and women in remote areas of Britain are often regaled with lengthy discourses on the Bank’s latest economic theories. (Sir David Lees, chair of the Bank’s Court, told the Treasury Committee: ‘I am afraid we have so many speeches in the Bank that it is almost impossible to keep up with them all, even the Governor’s.’3) Many of them are larded with what King himself has referred to as ‘tortuous circumlocutions expressed in that special language known as “Bankese”’.4 The Bank chooses its words with infinite care, however. Accordingly, every utterance is analysed and every nuance weighed: in May 2011, the Governor said the views of the Monetary Policy Committee (MPC) were ‘wider than usual’, in August there was ‘a wide range of views’. Bankers, brokers and journalists have learned that such subtleties move markets. King’s impish humour – the stuff of a peculiarly post-war, British upbringing – often breaks through (although it is noticeable that he alone gets to make the jokes at the Bank). In a speech to civic worthies in Newcastle in January 2011 his quotation of a line by Ken Dodd – ‘When it comes to measuring success, don’t count money, count happiness’5 – travelled instantly around the world, no doubt baffling central bankers in Frankfurt and bond traders in Tokyo alike.
         
 
         Besides an idiosyncratic sense of humour, the Bank has a long collective memory. Founded in 1694 as nothing more than a private bank, nationalised in 1946 and finally granted its independence – with strings attached – in 1997, it has weathered more than three centuries of economic ups and downs. Within the Bank, periods of crisis are known as ‘war’ and relative normality ‘peacetime’. In recent times, ‘war’ has been more common. Under King’s stewardship, the Bank has witnessed one of Britain’s greatest financial calamities, in which the entire financial system came perilously close to collapse. In October 2008, the chief executives of Britain’s leading banks who found themselves in the Bank’s secure, underground conference room across a table from a grim-faced Governor were left in no doubt that they were on the edge of an abyss. Catastrophe was avoided only by massive, unprecedented and often reluctant interventions by the Bank. A crisis of credit and confidence, expressed in both the bond and the equity markets, has turned into one of sovereign debt, concentrated in the Eurozone. Its continuing effects have put the Bank back on a ‘war’ footing in recent months as it grapples with the Doomsday scenarios which may yet unfold.
         
 
         The Bank has also had to defend itself at home. It has continued to have opprobrium heaped on it by politicians and the media. The Bank’s mystique, carefully cultivated by generations of governors, does it no favours. Even after all the travails of the period from 2007 onwards, it was astonishing, for example, that in June 2011 King had to offer the Treasury Committee a one-page summary of what exactly the Court of Directors, the Bank’s somnolent governing body, actually does and how it holds the Governor and his staff to account. The Bank’s critics are not all strangers to Threadneedle Street, however. A growing number of its MPC alumni have formed a sort of economists’ awkward squad, lining up to harangue their former paymaster. Former – indeed, founding – members such as Willem Buiter have been joined by the likes of David Blanchflower, Kate Barker and Sushil Wadhwani to take pot shots at the Bank. Buiter has been the most trenchant of its critics, describing its conduct before the 2007 crisis as ‘a night at the improv for about three years’.6 Even Bank loyalists such as Sir John Gieve, a former deputy governor, acknowledged that when banking supervision was moved out of Threadneedle Street in 1997, the Bank became a ‘one-and-a-half-purpose Bank’,7 with an increasingly heavy emphasis on monetary policy; financial stability ‘slipped down the agenda’.8 More recently, Alistair Darling, the former Chancellor of the Exchequer, has laid out the frustrations of dealing with the Bank – and, in particular, with the Governor – in his memoir. The charge sheet is led by the Bank’s failure to address stresses in the market which prefaced the credit crunch, its handling of the crisis and its disdainful reluctance to conduct any sort of internal inquiry when the dust had finally settled. In time, its rollout of Quantitative Easing, in which £275bn – eventually perhaps as much as £350bn – has been dropped into an unsuspecting gilts market, may also be questioned; it has certainly been the subject of much withering comment from people interviewed for this book.
         
 
         The Bank’s uneasy relationship with the outside world is partly because it is congenitally out of step with it. In many ways, although open-plan offices have long replaced labyrinthine corridors and cell-like rooms, it still resembles an academic institution, with Professor King as its unbending principal and an elite corps of economists as his star students. A senior Treasury official discerns this schoolmasterly character in many of the Governor’s communications, rolling his eyes as he recalls a recent King memo beginning ‘Let us consider…’ The Bank may move vast sums of cash, bonds and bullion around the market every day but, in its upper echelons, there is still an air of the senior common room, with its petty rivalries and fractious staff meetings. Not for nothing do the Governor and the deputy governors have private secretaries, respectively ‘GPS’ and ‘DGPS’. As one of them puts it: ‘we make sure the organisation still works when the governors aren’t speaking to each other’. Even when they are speaking to each other, a dysfunctional air often hangs about the Bank’s marbled corridors. In his submission to the Treasury Committee during its 2011 inquiry into the accountability of the Bank, Professor Bob Garratt, for one, noted:
 
         
            Despite the high status, even grandeur, in which The Bank is held nationally and internationally, I am puzzled that, in the papers I have before me, the mindset of The Bank as an organisation seems to be missing. The papers read more like a fight for national macro-economic power…9
            

         
 
          
         The victor in this fight has invariably been King himself, who is universally addressed as ‘Mr Governor’ within the Bank (and equally universally referred to as ‘Merv’ by the staff), and has stamped his own strong and often inflexible character on the institution. Intellectually rigorous, he is nevertheless obstinate, particularly about the supremacy of monetary policy, and intractable. Former Chancellor of the Exchequer Alistair Darling has famously described King as ‘incredibly stubborn’, while Professor Charles Goodhart, who has known King since the mid-1980s, admits he is ‘a perfectionist who finds it difficult for things just to be “satisfactory”’. Indeed, once the Governor has made a decision, according to other colleagues, there is no persuading him otherwise. And when his senior team have wanted to promote initiatives which are not directly related to monetary policy they have had to smuggle them past him. Further, King’s character has often engendered Machiavellianism among them. Frequently, as the dicta have flowed from the Governor’s Office, through the Parlours and into the Bank’s many departments there have been exasperation, despair and tears before bedtime. More prosaically, he did not endear himself to his staff when, in December 2007, he is said to have swiped the Bank’s Christmas tree, which by long tradition stood in its entrance hall (and had graced its Christmas cards), to have it installed in the Governor’s Office.
 
         More worryingly, it is widely acknowledged within the Bank’s upper echelons and elsewhere that the relationship between King and Paul Tucker, his deputy governor and a veteran of some thirty years at the Bank, has deteriorated over the past few years. One very senior figure at the Bank describes it as being, at times, ‘a battleground’, where the battles over policy, direction and structure are common. Another senior official at the Treasury concedes that they ‘do not get on, to put it mildly’. Both men, arguably two of the most powerful in Britain, are complex characters – King at the pinnacle of his career with a deep sense of his own legacy, Tucker expert at playing the long game but hugely ambitious and facing a momentous last push to reach the summit. It is an explosive mix, bound up in personality, intellect and their respective visions for Britain’s central bank, what responsibilities it should bear and how it should conduct itself. Indeed, throughout the Bank, there has long been deep division over whether the Bank should be led by economic theory or pragmatic central banking as the champion of the City.
         
 
         For his part, King is not a man to wear his emotions on his sleeve and has only ever made one comment about the psychological consolations of his job: in a somewhat valedictory interview with the Daily Telegraph in March 2011, Charles Moore, former editor of that newspaper, posed the question ‘does he enjoy it all?’ King replied: ‘Enjoyment is the wrong word, because of the pressure.’10 Some of his most senior colleagues go further, openly questioning whether the pressure, combined with an autocratic style – government by ‘fiat’ in the words of one – has not become too much for the Governor. They note, too, that he is ill at ease in a large staff of young men and women, many of whom are accustomed to a less formal working environment. King’s internal critics say his social interactions at the Bank are invariably ‘scripted and endlessly rehearsed’ and that ‘he simply can’t deal with a lot of people around, in an unstructured environment’.
         
 
         Fatally, perhaps, King has never been – or wanted to be – a City insider. Despite the Bank’s historic role as ‘the bankers’ bank’, he has little time for schmoozing with chief executives. When the head of one of the world’s top three investment banks visited London recently and asked for an audience with King, he was offered a junior instead. Such snubs hurt and are remembered long afterwards. Although King understands more about risk, let alone quantitative economics, than most of his peers at the large commercial and investment banks, he regards such institutions – particularly the latter – as irredeemably short-termist, not to say downright greedy and irresponsible. The notion of ‘too big to fail’ – or ‘too important to fail’, as King prefers – has received short shrift from the Governor: let them fail and let them fear failure has been his mantra. Rather, it is the honest and hardworking manufacturing companies of the Midlands or the North East which the Governor is drawn to and which he regards as infinitely more deserving of the Bank’s attention. Equally, King has become shackled to a code which has at its core the dangers of ‘moral hazard’, in which risks are taken in the knowledge that they will be mitigated by another party. It has been his constant refrain in the Bank’s dealings with the banking sector.
         
 
         Soon, much of this will change. The culture of an idiosyncratic personality which King has unwittingly imposed on the Bank will be challenged in 2013, when a new Governor takes over and Hector Sants, the current chief executive of the FSA, arrives at Threadneedle Street with his Prudential Regulatory Authority battalions. But it will be a difficult transition, particularly as there are still many at the Bank who have bought into the supremacy of Monetary Analysis – King’s single-minded ‘MA Way’ – and who thought they had seen the back of banking supervision when that division was banished to Canary Wharf in 1997.
 
         As they look ahead into 2012 and beyond, the Bank of England’s staff, who retain a quiet, collective pride in their work, speak of a rather defeated atmosphere in Threadneedle Street and not simply because of the combined effects of a two-year pay freeze and, as they know all too well, inflation at double the 2 per cent target. Rather, their despondency derives from cynicism that the Conservative government’s early decision to hand back powers to the Bank was rather more of a political move than many originally suspected; having promised the Bank the tools for the job, there is a growing suspicion that the government will bind its hands.
 
         The Governor, for his part, must prepare for the handover as best he can. His successor will likely be named in the autumn of 2012 and will, perhaps, throw into relief King’s own character as ‘the Last Governor’ in the scholar-economist mould. None of the likely candidates to follow him in that office have King’s brilliant, analytical mind; nor do they have the worldliness to invoke Ken Dodd and Leo Tolstoy in the same speech, or quite the same insistent way of reminding the here-today-gone-tomorrow MPs on the Treasury Committee of their Parliamentary responsibilities. It is difficult to imagine Paul Tucker or Sir John Vickers, let alone Lord Sassoon, indefatigably gladhanding the great and the good of Merthyr Tydfil, Wakefield and Portsmouth, swapping statistics of long-forgotten cricket matches with Henry Blofeld on Test Match Special or finding time to indulge – indeed, seeking out – the editors of the Hebden Bridge Times and the Bolton Evening News, as King has done. He will leave a peculiarly Mervyn King-shaped hole at the Bank.
         
 
         At the time of writing, in early 2012, however, the Governor is still at the crease, despite many appeals from his critics to sundry umpires. He has plenty on his desk and in his diary to keep him busy between now and the end of his term. The MPC must meet each month to try to direct monetary policy to meet the inflation target; the Bank’s prodigious stock of gilts, sitting existentially on the Asset Purchase Facility’s balance sheet, must be tended to; and the banking and financial services industries, so vital to the wider British economy, must be nurtured back to health. For King, it has been a long journey to create what he has described as the ‘modern’ Bank from a ‘fractured system’11 and, while that process has definitely begun, it is not over yet.
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            INDEPENDENCE

         
 
         
            ‘There should be no delicacy about altering the constitution of the Bank of England.’
 
            Walter Bagehot, Economic Essays
            

         
 
         Something was afoot in the Parlours of the Bank of England. In the spring of 1997, an air of intrigue hung about the Bank’s inner sanctum, which comprises the offices of the Governor, his deputies and his most senior advisers. Although it was firmly out of bounds to the rest of the Bank’s staff, many sensed that Eddie George was up to something. The Governor, a neat, stocky man rarely parted from a cigarette, spent long hours closeted with Howard Davies, his deputy governor, Mervyn King, then the Bank’s chief economist, and Paul Tucker, one of its rising stars. They were noticed leaving the Bank for meetings which went unrecorded in their private secretaries’ diaries. The secrecy which pervaded the Bank’s gloomy corridors ratcheted up a notch.
         
 
         On Monday 17 March, when the incumbent Prime Minister, John Major, announced he was calling a general election for 1 May, some at the Bank realised that this was the moment that George and his colleagues had been secretly preparing for. It was widely acknowledged that a change in government might have implications for the Bank. The Labour Party’s election manifesto, published a few months earlier to showcase a raft of ‘New Labour’ policies, had included the following paragraph:
         
 
         
            We will reform the Bank of England to ensure that decision-making on monetary policy is more effective, open, accountable and free from short-term political manipulation.12
            

         
 
         This had struck a chord at the Bank. After all, the phrase ‘shortterm political manipulation’ reverberated down its 300-year history. Ever since its founding in 1694 to raise money for an impoverished William IV, the Bank had been at the mercy of the government of the day. The Old Lady of Threadneedle Street, a nickname coined by James Gillray in Political Ravishment, a cartoon depicting the Bank being stripped of its gold by William Pitt the Younger, had suffered many indignities at the hands of self-serving politicians. In modern times, she had been subordinated to the Treasury, nationalised by a post-war government and seen her officials subjugated to Prime Ministers, Chancellors and permanent secretaries. As long as the government continued to direct Britain’s monetary policy – in particular, the setting of interest rates – the Bank was its servant and consigliere, giving it advice and guidance, but no more.
         
 
         Now, at last, there was a chance to change things. The secret meetings between George, Davies, King and Tucker – and their equally clandestine ones with senior Labour politicians well away from Threadneedle Street – were to plan for this eventuality under a Labour government. At the same time, the four men worked on the confidential draft of a paper laying out the Bank’s position and its case for a degree of autonomy. At the heart of their deliberations was the question: how far would Labour go? Not, surely, as far as full independence for the Bank, but further than the incumbent Conservative administration, which still regarded the Bank as its underling.
         
 
         Kenneth Clarke, the Chancellor of the Exchequer, had already granted the Bank some small freedoms, inviting George, Davies and King along with their counterparts from the Treasury to monthly meetings at which interest rate decisions were taken. The minutes of these meetings were published, after a decent interval, to allow the public to see the decision-making process. This had the side-effect of making George, in Clarke’s words, ‘a public figure’:
         
 
         
            Suddenly his views were known when you read the minutes. This was most useful because, apart from anything else, heaven forbid that any political pressures were put upon me in order to adjust interest rates against the governor’s advice.13
            

         
 
         Outwardly, at least, Clarke and George got along famously. Indeed, the ‘Ken and Eddie show’ seemed to embody the optimism of recovery after the recession of the early 1990s. In fact, the term had been coined by Clarke in a moment of irony; in reality, the government and the Bank often disagreed. Although Clarke recalled later that, on interest rates, ‘Eddie and I never got more than twenty-five basis points [0.25 per cent] apart’,14 King and Davies were sometimes ‘great outliers’. Clarke took a particularly dim view of the complex econometric models which King, the quintessential technocrat, brandished under his nose.
         
 
         This access to Clarke’s meetings merely tantalised and frustrated George and his colleagues. They wanted a bigger role for the Bank and to escape the day-to-day interference of politicians. The Tories had promised much to the Bank and delivered little. Successive Chancellors had talked of full independence for the Bank since the late 1980s. In 1988, Nigel Lawson raised the question with Margaret Thatcher, sending her a long memo drafted by Michael Scholar, a senior Treasury official. She demurred, fearing that the public would conclude that the government was abnegating responsibility for its monetary policy. Four years later, in the autumn of 1992, Norman Lamont broached the idea of independence for the Bank to John Major. Major was sceptical. ‘I disliked this idea on democratic grounds,’ he wrote later, ‘believing that the person responsible for monetary policy should be answerable for it in the House of Commons. I also feared that the culture of an independent bank would ensure that interest rates went up rapidly but fell only slowly.’15 Lamont did not pursue the idea, but, according to Major, ‘it simmered on, unloved by me, unsupported by Terry Burns at the Treasury, but not surprisingly, it received enthusiastic backing from the Bank itself.’16
         
 
         As time went by, the Bank’s leadership lost patience with the Tories and began to look elsewhere for support. In Labour they observed a new corps emerging from the traditional, hidebound party and one which had its own strong views about the direction of the country’s economic affairs. While Tony Blair was outlining New Labour’s vision, Gordon Brown, his putative Chancellor, has assembled a precocious team to take charge of the economy. A garrulous young economist called Ed Balls, formerly a leader writer at the Financial Times, and an even younger one called Ed Miliband, fresh from Harriet Harman’s office, joined Brown’s team. Balls was already known as the author of a pamphlet published by the Fabian Society entitled Euro-Monetarism: Why Britain Was Ensnared and How It Should Escape in December 1992. It was a robust analysis of what Balls saw as twenty years of economic failure, and argued for a redefined approach to Britain’s role in Europe. It also argued for an independent central bank. By the time of the approaching election, Brown and his team had also looked further afield for comparisons. In February 1997, they were in Washington to meet Alan Greenspan, chairman of the Federal Reserve, to canvass his opinion on what a restructured Bank of England might look like.
         
 
         In London, the initial contacts between the Bank and Brown’s team were limited to informal and ad hoc conversations. Surprisingly, these had been sanctioned by Kenneth Clarke as early as 1995, when George had asked whether he might be allowed to have meetings with opposition politicians. For the next two years, George met Brown, Balls and, occasionally, Tony Blair. ‘It was important in two respects,’ George said in a later interview.17 ‘In the structure and in giving me the opportunity to gain confidence in Gordon. I knew I wouldn’t gossip with the other side. I didn’t press irrelevant questions like “when will you do it?”’ While George was gaining confidence – misplaced, as it turned out – in Brown, King was getting to know Ed Balls. They were unlikely partners in such skullduggery, but King would slip out of his office for discreet discussions with Balls on the detail of a possible way forward to a more independent Bank of England.
         
 
         That was the rub. The ‘it’ George referred to was still a great unknown, but as the general election neared, the conversations between the central bankers and the politicians became more urgent. The Bank’s ambitions were still modest. George, Davies and King envisaged an arrangement whereby the Bank formed an ‘advisory committee’18 to advise Chancellor Brown on monetary policy; if this was seen to be doing well, the reasoning went, the new government might look favourably, in time, on the idea of handing the Bank the ultimate prize: independence to direct monetary policy altogether, including the setting of interest rates. As it was, Brown asked George and his colleagues to work up a proposal for the advisory committee. Sitting in the Governor’s Office, George, Davies and King gathered their thoughts, sensing history in the making. This was, at the very least, a first step to independence. As they discussed the possible structure, constitution and modus operandi of a group to lead, influence, perhaps even direct, monetary policy, they asked their young colleague Paul Tucker to draft the paper. It was Tucker, then head of the Bank’s Monetary Assessment & Strategy Division but with his gaze firmly fixed on much greater things, who, as he put it later, ‘held the pen’.19
         
 
         The Bank’s inner circle watched and waited as the general election campaign unfolded over six scrappy and bad-tempered weeks. The Conservatives were a spent force and increasingly riven by internal squabbles over Europe and whether Britain should join the single currency. The party was unable to shake off the accusations of ‘sleaze’, some entirely justified, which had dogged it for years. In his autobiography, Major noted drily that ‘team spirit was absent’ during the campaign. He spent most of the period trying to stop his Cabinet fighting each other and his junior MPs succumbing to the attentions of the tabloid press. Sir James Goldsmith’s Referendum Party, which ultimately proved a damp squib, was another distraction and was seized on by the media as another sign of the Tories’ imminent demise. Labour, for its part, was busy reinventing itself as ‘New Labour’ and successfully positioned its leader, Tony Blair, as a youthful and energetic visionary. On the economy, which singularly failed to climb the agenda during the campaign, the electorate was reluctant to give credit to the Conservatives for the recovery from the recession of the early 1990s. Brown was seen as a credible putative Chancellor and a suitably dour alternative to the freewheeling Clarke. The campaign became increasingly rancorous. Outwardly at least, the Bank of England played no part in these blood sports. At its citadel in Threadneedle Street, it maintained a dignified silence, punctuated by occasional announcements concerning the issuance of Treasury bills.
 
         George waited anxiously for Brown’s thoughts on the paper outlining the role of a possible advisory committee. While he studied it, Brown’s mind turned to more Machiavellian matters. Should he keep George at the Bank at all? Several others were considered for the Governor’s job: the most favoured candidate was Gavyn Davies, a close friend and adviser of Brown’s and one of Goldman Sachs’s most senior economists. Other City figures, including Martin Taylor, then chief executive of Barclays, and Sir David Scholey, former chairman of SBC Warburg, were also suggested. In the final analysis, Brown bridled at the idea of forcing George to resign, a move which would have risked seeming peremptory. Brown decided that the Governor could stay, at least for the time being. His first five-year term of office was, in any case, due to end in June 1998, giving Brown time to see how well the Governor performed and to scout for a replacement if necessary.
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         As the 1 May election day – a Thursday – dawned, George and his three colleagues reflected that the Bank was once more at a critical moment in its history. In 1997, it was still weighed down by that history and desperately in need of reform and realignment. Although it had shrunk considerably from the hugely bloated bureaucracy it had become in the 1970s, when it employed nearly 10,000 staff, it was still a shambling beast. Some 3,000 people were spread across five sites, including the sprawling headquarters at Threadneedle Street, and many beavered away in anonymous departments run on Dickensian lines. For better or worse, the Bank retained an air of Victorian paternalism: a job for life, generous salaries, index-linked pensions and innumerable perks. Away from Threadneedle Street, the Bank’s staff could enjoy the expansive green acres and much-discussed cricket fixtures of the Bank of England Sports Club, join the Bank’s Operatic and Dramatic Society or enter a ballot to secure its box at the Royal Albert Hall.
         
 
         While the Court acted as the Bank’s board, meeting around a doughnut-shaped mahogany table in the ravishing eighteenth-century surroundings of the Court Room, the Governor was expected to be its paterfamilias. Stocky, dapper and with a famously gruff voice, Eddie George played the role perfectly. ‘Steady Eddie’, as he was known to the Press, was one of the Bank’s many ‘lifers’. He had joined the Bank as a ‘Third Class Clerk on Probation (Special Entrant)’ back in 1962, when the Earl of Cromer was Governor. George’s lowly title, with its echoes of an antediluvian bureaucracy, belied a strong academic record – a county scholarship to Dulwich College and an economics degree from Emmanuel College, Cambridge – and a gimlet eye. His superiors at the Bank had quickly recognised his talents:
         
 
         
            In conversation he radiates intelligence and shows an exceptionally attractive balance of confidence and modesty. His interest is considerable. He appears to be a man who should be trained immediately for a position of trust where a sense of responsibility, hard work, vision and a high level of intelligence are required. It is clear that he wishes to live by high ideals and is probing for sure foundations from which they can rise.20
            

         
 
         By 1980, George he had become head of the Bank’s Gilt-Edged Division and was senior enough to be grilled by Margaret Thatcher. In the following decade, he became the acknowledged authority on the money and foreign exchange markets, being described by Nigel Lawson as ‘the Bank’s real monetary expert’. In 1990, he was appointed Deputy Governor, serving under Robin Leigh-Pemberton, a patrician former lawyer and banker. Two years later, it was announced that George would succeed him as Governor. His appointment did not meet with universal approval. Peter Hain, then the young backbench Labour MP for Neath, tabled an Early Day Motion in January 1993, which robustly declared:
         
 
         
            That this House has no confidence in the newly appointed Governor of the Bank of England, Mr Eddie George, who has been part of the Bank’s anachronistic and inefficient culture since 1962, was a senior official while the Bank failed abjectly to discharge its supervisory and regulatory responsibilities, leading to a series of banking scandals such as Johnson Matthey, Blue Arrow and, above all, BCCI … and further believes that Parliament should be invited to endorse a fresh appointment of Governor who will ensure that the Bank discharges its supervisory responsibilities in an honest and effective way to protect both the reputation of British finance and the interests of ordinary citizens.21
            

         
 
         Hain was in a minority, but the references to Johnson Matthey, Blue Arrow and BCCI were fair comment. They were scars on George’s back. The Bank had been forced to rescue Johnson Matthey, a much overextended bank, in 1984. Three years later, in 1987, Blue Arrow, a large recruitment company, became embroiled in a financial scandal with its advisers County NatWest; and the fall of BCCI (Bank of Credit and Commerce International) was a major regulatory imbroglio which would continue to occupy George – and subsequently Mervyn King – until the middle of the next decade. Besides these brawls, there was a similarly bruising experience when Britain exited from the Exchange Rate Mechanism in September 1992.
 
         Although he still had to fight its corner, George had largely protected the Bank’s reputation. He moved easily in the company of City grandees, but maintained a self-deprecating sense of humour: he delighted in relating the occasion on which a journalist had overhead him confiding to a lunch companion in Cornwall that ‘we are going into the euro’; when the national newspapers got hold of this sensational story and asked him whether it was true, George had to disappoint them: he had actually said that he was intending to go ‘into Truro’.
         
 
         In March 1995, George had the unedifying task of presiding over the Bank’s first sex scandal, which attached itself to his deputy governor, Rupert Pennant-Rea. Pennant-Rea had his first stint at the Bank in the 1970s, left to edit The Economist newspaper and returned to Threadneedle Street in 1993. His ignominious fall is well recorded. In a spectacular lapse of judgement, this unlikely lothario had allowed his mistress, the Irish-American journalist Mary Ellen Synon, to visit him at the Bank. On one of these occasions, he had allegedly made love to her on the carpet of the Governor’s dressing room. (The Governor, it was said, later had the carpet cut up.) Unsurprisingly, after this Hogarthian liaison was revealed in the Press (‘The Bonk of England’ was the tabloids’ gleeful refrain), resignation was the only option. George was diplomatic about the debacle, Synon less so. ‘If you are going to dump,’ she told the newspapers, ‘don’t dump a financial journalist if you are the deputy governor of the Bank of England. That’s dumb.’
         
 
         The Governor and the Chancellor of the Exchequer played safe with Pennant-Rea’s replacement, appointing Howard Davies as the new deputy governor. Davies was an outsider but a safe pair of hands. He had come to the Bank via the Foreign Office, the Treasury, McKinsey & Co., the Audit Commission and, finally, from 1992 to 1995, a stint as director of the Confederation of British Industry. He had been warned that the Bank was a somewhat different proposition to his previous employers:
 
         
            The Treasury invited me in for a briefing, which amounted to a lengthy catalogue of complaints about the Bank’s obsessive secrecy and its constipated working methods, whereby all issues of any substance had to be elevated to the governor’s office before a view could be expressed.22
            

         
 
         When Davies arrived in April 1995, he found Mervyn King, the Bank’s chief economist, hovering at the Governor’s elbow. King, then forty-seven with a slightly intimidating professorial air, had been at the Bank for five years (a mere warm-up for many of his colleagues) after a successful career as an academic, latterly at the London School of Economics. After a brief period as a non-executive director at the Bank, King became chief economist in 1991, a role which he originally viewed as ‘an interesting secondment’ from the LSE. At the Bank, he had quickly won Eddie George’s confidence. Indeed, George was later to say that one of the first things he had done on his appointment as Governor in 1993 was to persuade King, technically on secondment from the LSE, to stay on at the Bank; George held King in sufficiently high regard to maintain that he might have been a contender for a Nobel Prize for Economics.
         
 
         Paul Tucker, the man who had drafted the paper about the ‘advisory committee’, had also been admitted into the Governor’s inner circle. In 1997, Tucker had already been at the Bank seventeen years. Having taking a degree in maths and philosophy from Trinity College, Cambridge, he had cut his teeth at the Bank in the Banking Supervision Division, overseeing ‘small banks and problem banks’. Tucker made his mark as someone who saw the Bank in the wider context of the City, of which he had some first-hand experience. In 1985–1986, he spent the best part of two years on secondment to Baring Brothers & Co., joining the famously blue-blooded bank’s corporate finance department. In 1985, ten years before the bank was brought to its knees by Nick Leeson, one of its securities arm’s star traders, Barings was busy with mandates such as the government’s privatisation of British Leyland. Tucker’s detailed, typewritten account of his secondment provides a fascinating glimpse of the gulf between the antiquated Bank and the go-getting City firm. While Barings ostensibly practised so-called ‘gentlemanly capitalism’, it was still bloodthirsty work – ‘I am conscious that this is a delicate area,’ Tucker wrote – and he found himself struggling to make sense of it:
         
 
         
            My initiation into the mysteries of corporate finance proved far from easy. I knew even less than I had expected and it was clearly the case that, with four years of Bank experience under my belt, junior and middle management (at least) expected me to make a contribution from arrival. Thus, on my first day, I was asked by a manager to prepare [a] briefing on Company B and on whether B would be a suitable target for Company A, a client, including an assessment of commercial fit and whether A’s shareholders would suffer earnings dilution etc for a range of offer terms. My only guidance was a precedent note and a deadline of the next morning. With the help of a rapidly purchased primer and an old friend in the department, I missed the deadline, completing the work in three days.23
            

         
 
         Tucker went on grimly: ‘The learning curve was therefore steep and the consequent feeling of giddiness persisted for around a month.’24
         
 
         Besides being thrown such carnivorous tasks, Tucker also had to grapple with Barings’ new-fangled information technology, which was rapidly changing the face of modern investment banking in the City of London. In his report, Tucker admits that systems such as Topic, Textline, Datastream and even Lotus Notes, which was widely used in the financial community, were ‘all completely foreign’. Despite these travails, Tucker stuck it out and returned to the safety of the Bank of England at the end of 1986. His report, delivered on 30 January 1987, concluded (somewhat prophetically, given Barings’ spectacular collapse eight years later):
         
 
         
            I hope that the secondment helped me to develop. If it did, it would be largely due to having to make judgements, take decisions and assume responsibility for issues and people, and having to cope with a series of near emergency situations. To some extent, corporate finance is continual crisis-management.25
            

         
 
         Tucker’s report was widely circulated among his superiors at the Bank; the late Rodney Galpin scribbled on it: ‘Very interesting and clearly a worthwhile secondment. Have you handed a copy to Sir John Baring?’ Tucker’s stint at Barings stood him in good stead. By the 1990s, he was also rather more at ease with his City counterparts. He became particularly devoted to the Bank’s market intelligence function, sallying forth from the Bank to do the rounds of City firms and gathering their views on the market. Like his colleagues, Tucker realised the significance of the move to an independent Bank and noted the shift in power it represented. Looking back in 2007, he recalled: ‘It really was a novelty – in a way, a constitutional departure, foreshadowed perhaps only by the judiciary – to give such a politically sensitive lever to a body of unelected technicians.’26
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         The ‘unelected technicians’ in Threadneedle Street held their collective breath as power rumbled and rolled around Whitehall in the last few days of April 1997. The election ballot on Thursday 1 May delivered a landslide victory for New Labour, with 419 seats compared to the Conservatives’ paltry 165. A clutch of leading Tories – Rifkind, Portillo, Lang, Forsyth and Lamont – lost their seats and the remainder were left to lick their wounds. Tony Blair became, at forty-three, the youngest Prime Minister of the century, his youthful exuberance exemplified by the party’s raucous victory celebrations, held at the Royal Festival Hall to the accompaniment of D:Ream’s ‘Things Can Only Get Better’.
         
 
         As the Friday morning dawned, Gordon Brown, the new Chancellor of the Exchequer, was already at the Treasury, brandishing detailed plans for the Bank’s future. Sensationally, Brown had decided that the Bank should be given its independence. The idea of an ‘advisory committee’ had been swept aside in favour of a full Monetary Policy Committee (MPC), chaired by the Bank’s Governor, which would direct monetary policy and set interest rates without, as it were, fear or favour.
 
         At the Treasury, it fell to Tom Scholar – the son of Michael Scholar, who had drafted Nigel Lawson’s paper on Bank independence for Margaret Thatcher – to work over the Bank Holiday weekend as preparations for a formal announcement were made. It soon became clear that in granting independence, Brown had other designs on the Bank, including stripping it of its responsibilities for both banking supervision and the management of the government’s debt (its ‘Gilt-Edged Division’). The Permanent Secretary, Sir Terence Burns, believed this was too much, too soon. Brown was persuaded to stagger the process and confine his initial announcement to the main event. On the Sunday, Brown and his team finalised two letters for George, the first – addressed to the Bank in ‘EC1’ rather than the correct ‘EC2’ – was headed ‘The New Monetary Policy Framework’ and contained a detailed outline of the administration’s plans for the Bank, including the establishment of the MPC and the removal of the Bank’s Gilt-Edged division. The second letter offered a much briefer proposal – and no more than that – for a review of banking supervision.
         
 
         At 8 a.m. on Bank Holiday Monday, 5 May, Mervyn King was on his way home after an early-morning game of tennis when, he later recalled, he took the call from George: ‘It’s Eddie. Can you meet me in the Bank as soon as possible?’ When King arrived at the Governor’s Office, George broke the momentous news that the Bank would finally get its independence the very next day. For King, who had been unsure as to whether his career really lay in Threadneedle Street, the matter was decided. George looked at him and said: ‘So, you can’t leave now, can you?’27 King later recalled:
         
 
         
            That was the last I saw of the sun for some time. We sat in his office with a sense of excitement that now we really did have a chance to show what the Bank of England and price stability could do for this country. Eddie charged me with the task of preparing ideas on how the new committee – the Monetary Policy Committee – would decide and set the level of interest rates.28
            

         
 
         Besides the enormous satisfaction and sense of history in the making afforded by securing independence for one of the world’s leading central banks, it was also a moment when the balance of power shifted. Even King found that intoxicating. Looking back ten years later, in May 2007, he reflected:
 
         
            When Eddie George and I sat in the Governor’s Office on that sunny Bank Holiday morning in 1997, we knew we had been given an opportunity to change monetary policy for the better. We had to grab it with both hands.29
            

         
 
         The next morning, Tuesday 6 May, Brown met George to agree a base rate rise of twenty-five basis points, to 6.25 per cent. It was a historic first – and, as it turned out, final – formal meeting between the two men as Prime Minister and Governor, which otherwise would have continued its regular monthly pattern. From this meeting, Brown went immediately to a press conference, at which, to the astonishment of the assembled journalists, he announced the decisions to give the Bank its independence and to form a Monetary Policy Committee.
         
 
         Those expansive gestures hid a careful control of the detail. Brown and Balls wanted an independent Bank, but on their terms. To this end, crucially, the Chancellor retained the authority to set the inflation target – 2.5 per cent or less – and to appoint external members of the new MPC for three-year terms, no less. Another important aspect of the machinery was that the target was to be a ‘symmetrical’ one. The Governor would be required to write an open letter to the Chancellor should inflation deviate by 1 per cent above or below the target. In other words, the 2.5 per cent was not to be regarded as a ceiling and the committee would have to grapple with the problem of being above the target as much as being below it, which would mitigate the risks of deflation as much as of inflation. The politicians also determined that the index measure of inflation to be used was RPIX, the Retail Prices Index excluding – the ‘X’ – mortgage interest payments. Finally, Brown and Balls dictated how the committee would operate, with monthly meetings, after which decisions on interest rates would be released immediately with minutes following in due course.
 
         The announcement was a great coup for Brown, made all the more remarkable by the fact that, although it had the Prime Minister’s blessing, it was the creature of Brown’s own very distinct office, which began to operate almost as a rival to No. 10. It was accompanied by suitably high-flown rhetoric. Brown declared he wanted ‘British economic success to be built on the solid rock of prudent and consistent economic management, not the shifting sands of boom and bust’, and went on:
         
 
         
            This is the time to take the tough decisions we need for the longterm interests and prosperity of the country. I will not shrink from the tough decisions needed to deliver stability for long-term growth. I have therefore decided to give the Bank of England operational responsibility for setting interest rates, with immediate effect.30
            

         
 
         The MPC was inaugurated with nine members, five Bank people and four external members chosen by the Chancellor. He was at pains that the latter should breathe new life into the Bank and hold its Governor and his lieutenants to account. Various suggestions were made as to how such ‘externals’ might be found, including one – ‘the worst’,31 according to Sir Samuel Brittan, the economic commentator – that they might be drawn from various representative groups – ‘women, manufacturing industry, the north, the south’.32 This notion was swiftly squashed in favour of having economic expertise. Ultimately, therefore, the Bank fielded the Governor, Davies and King (deputy and deputy-elect) and two executive directors, while the ‘externals’ were named as Professor Charles Goodhart, DeAnne Julius, Sir Alan Budd and Willem Buiter. Goodhart was an academic with a considerable reputation at the London School of Economics and had a longstanding association with the Bank, having acted as its monetary adviser for nearly two decades. He was well liked in Threadneedle Street, as Anthony Hotson, a former Bank economist, recalled:
         
 
         
            Charles Goodhart was no typical Bank salaryman. Whereas other senior officials operated in an introverted world and under a cloak of secrecy, Charles served as a Samuel Johnson (or perhaps a Boris Johnson) of monetary policy, maintaining a semi‐open dialogue with academics and market practitioners. When the BIS and other international organizations wanted to discuss the new‐fangled monetary targets, it was Charles who was invited in preference to the usual representative from ID [International Division] armed with a briefing note.33
            

         
 
         Budd, newly knighted in 1997, came to the MPC from the Treasury, where he had been chief economic adviser since 1991, and had a solid economics background. Julius was a rather more exotic proposition, as an American who had taken her own economics degree to the CIA, where she worked briefly as an intelligence analyst before heading to the World Bank in Washington. She later crossed the Atlantic to become chief economist of Shell and then of British Airways, a post which she held until 1997. The quartet was completed by Buiter, a Dutch economist who had risen steadily through the academic hierarchies of Yale, Cambridge, Bristol and the London School of Economics, before becoming Professor of International Macroeconomics at Cambridge in 1994.
 
         The four external members had a series of meetings in Downing Street before being formally introduced to Eddie George. Buiter, who had been interviewed by Budd and Ed Balls on Friday 30 May, had reason to believe his name was mud at the Bank, having disagreed in print with George’s views on European monetary union, rubbishing his opinion that ‘real economic convergence’ was a prerequisite for successful union. Despite this, Buiter was summoned to Threadneedle Street on Monday 2 June:
 
         
            [At] 14.30, I met with the Governor in his palatial office at the Bank … The Governor was most gracious. I had decided to wear an Emmanuel College tie to mollify him … Eddie immediately remind me not only of the article, but also of a lecture I had given (forgotten by me) in which I had said that he knew less economics than Winston Churchill (the statement referred to Churchill’s decision to put the UK back on the gold standard in 1925). Eddie chuckled and said he only mentioned it so that we could get it out of the way and get on with business. I replied that it could hardly be considered insulting to be compared to Winston Churchill.34
            

         
 
         Buiter’s appointment was duly confirmed and he found himself caught up in the final preparations for the first MPC meeting, scheduled for Thursday 5 and Friday 6 June. As King recalled, it had been a scramble to get everything ready before ‘the show opened’.35 Arrangements were made for pre-MPC briefings, whereby the Bank’s economists were to brief the committee’s members on recent economic data, and decisions were made as to the format of the actual voting process. The preparations culminated in a series of dry runs in which Bank staff played the roles of committee members. As King recalled:
         
 
         
            So short was the time available that some of the dress rehearsals came after the first night of other parts of the policy process. Such was the adrenalin flow that at one rehearsal a row broke out about how a decision would be reached if the Committee split three ways in equal numbers.36
            

         
 
         The interim Monetary Policy Committee had its first two-day meeting, still without its full complement of members, in the octagonal Committee Room on the first floor of the Bank. Seven men took their places around the table: Eddie George, Howard Davies, Mervyn King and Ian Plenderleith represented the Bank, while Willem Buiter and Charles Goodhart were there as external members; finally, Alan Budd was in attendance as Treasury representative. They sat under the watchful gaze of Augustus John’s portrait of Montagu Norman, legendary Governor of the Bank from 1920 to 1944, and began their deliberations as to the direction of Britain’s monetary policy.
         
 
         Among the issues discussed during the MPC’s inaugural meeting was whether ‘activism’ or ‘gradualism’ was appropriate in the committee’s decision-making. King was later to recall that this ‘lively debate’37 centred around the question of ‘how active should we be?’. In other words, how often should the MPC actually change rates and would it be better to do so gradually or in a staccato manner? In practice, King recalled, the question fell away: ‘[The committee] has never deliberately set out to do things slowly. It’s actually set up to change rates.’38 But the main issue before the committee was a proposal to raise the ‘official dealing rate’, always known in Threadneedle Street as Bank Rate, by 0.25 per cent to 6.50 per cent. On the Friday morning, the committee had a final three hours to reach its decision and shortly before noon they cast their votes. The motion was carried unanimously and the Bank’s administrative wheels began to turn, an occasion which has now become a solemn tradition: the committee’s decision was committed to paper, checked and double-checked, before being sealed in an envelope marked ‘SECRET’ in red letters and hurried down to the Bank’s Dealing Room, the hub of its market operations. From there, the Bank’s most senior dealer keyed the historic nugget of data onto his screen and pressed a button, transmitting it to the wider world.
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         The Bank’s honeymoon with Labour did not last long. Within two weeks of the handing over of the garland of independence came a further call from Gordon Brown’s office. George was summoned to 11 Downing Street and reminded of the contents of the second letter he had received. While George was under the impression it simply heralded a period of consultation about banking supervision, Brown told him that there would be an announcement in Parliament the next day. The new administration had decided to fold banking supervision – long the preserve of the Bank of England – and the regulation of investment services into the existing Securities and Investments Board (SIB). A new entity was conjured up, codenamed NewRO (New Regulatory Organisation), or, as the media preferred, ‘SuperSIB’. It was eventually christened the Financial Services Authority (FSA). The SIB had been set up in 1985 and had gradually gobbled up the old Financial Intermediaries, Managers and Brokers Regulatory Association (FIMBRA) and the Personal Investment Authority (PIA). It was a shambling beast and badly needed reform. The FSA, which eventually came into being in October 1997, combined the regulatory functions of no less than nine bodies, including those of the Bank of England. It was to be a showpiece of the new Labour administration.
         
 
         While news of the new agency formed from this avalanche of acronyms was received with widespread indifference by the public, it caused consternation at the Bank. George was furious. He had been assured that he would be fully consulted about any further changes the Labour administration might make to the Bank and had reassured his colleagues to this effect. George sought out senior civil servants in the Cabinet Office and demanded that what appeared to be an arbitrary decision be reversed. He threatened to tender his resignation. When news of this threat reached Tony Blair, all of two weeks into his premiership, he was, according to Lord Mandelson, ‘alarmed’.39 Blair telephoned George and ‘talked him back from the brink’.40
         
 
         George returned sulkily to the Bank and prepared to break the bad news to his staff. The Supervision and Surveillance Department – universally known as ‘S&S’ – was the Bank’s largest division and employed 500 people, of whom 450 now faced the prospect of being decoupled from the great paternalistic structure of the Bank and translated to a mongrel super-agency based in Canary Wharf, in London’s Docklands. In 1997, Canary Wharf was still, in large part, a dusty building site, littered with roadworks and served by a light railway which was prone to sudden and inexplicable stoppages. Compared to the clubby grandeur of Threadneedle Street, it was Outer Siberia. The announcement to the Bank’s staff at a hastily convened meeting shocked no one more than Michael Foot, an executive director and something of a legendary figure. He had been at the Bank since 1969 and had worked his way up through its hierarchy, becoming variously head of the Foreign Exchange, European and Banking Supervision divisions. Foot’s long-held ambition to accede to the Governorship was dashed by the announcement, as he realised with horror that his future now lay at the FSA. The moment passed into Bank folklore as ‘The Day Michael Foot Cried’.
         
 
         The blow was doubly cruel as it seemed to have been partly delivered from within. Brown and his colleagues had bypassed George and canvassed his deputy governor Howard Davies’s views on their plans for the new regulatory authority. Davies, who got on well with George but was, according to colleagues, increasingly frustrated by the Bank’s petty bureaucracies, had previously turned down the chairmanship of the SIB. But when Labour’s plans coalesced around a single super-agency, his interest was piqued. Brown offered Davies the chairmanship and, after a long conversation with George, he accepted. By this time, George had recovered enough of his good humour to take a long view of the loss of banking supervision. He presented Davies with a dollar bill, inscribed with the words: ‘One buck: to Howard, you will have my strongest possible support and my best wishes, Eddie.’ The buck duly passed, Davies cleared his desk and prepared to lead the exodus to Canary Wharf. While the Governor reflected on the high price of independence, for his colleague Mervyn King it was a different story. The prospect of a Bank unencumbered by having to keep an eye on recalcitrant banks and insurers delighted him; moreover, Davies’s departure created an obvious vacancy. According to one former colleague: ‘You could almost hear him cheering in the background.’
         
 
         The birth of the FSA occasioned the drawing up of a Memorandum of Understanding (MoU), outlining the Tripartite Relationship, which was to define the way in which the Treasury, the Bank of England and the new regulator would work together. Davies, who helped draft the MoU, described the tensions between the Bank and the Treasury in this great carve-up:
 
         
            In 1997, internal controversy centred on the extent to which the Bank of England could be allowed discretion to perform support operations without reference back to the Treasury. The first version [of the MoU] provided that the Treasury could prevent the Bank of England from extending liquidity support, but not that it could require it so to do. That drafting reflected the ancestry of the relationship between the Treasury and the Bank. The Treasury suspected the Bank of England of having extended support to institutions (such as Johnson Matthey) which were not systemic, in order to preserve banks with which it had a close relationship, or indeed to cover up failings in its supervision.41
            

         
 
         While the MoU was heralded by the Bank as ‘a practical framework for cooperation between the Bank and the FSA, and for coordination between the Bank, FSA and the Treasury in the event of a financial crisis’, it was, in fact, nothing of the sort. Observers in the legal profession, such as Farrer & Co., were later to declare:
         
 
         
            [The MoU] was characterised by its almost calculated brevity and vagueness especially concerning relevant emergency responses. The drafting read as if the deliberate intention had been to be as unspecific as possible to allow maximum operational flexibility.42
            

         
 
         The horse-trading was put even more bluntly some years later, by Peter Viggers MP, in a hearing of the Treasury Select Committee:
 
         
            What really happened, surely, is that the Labour Government came in with a landslide majority in 1997 and in came a great clunking fist with one big idea and, as a result of that, making the Bank of England independent, we had this Memorandum of Understanding in 1997. Paragraph two: ‘The Bank’s responsibilities. The Bank will be responsible for the overall stability of the financial system as a whole.’ The Treasury then fought back, ‘My God, what have we done?’43
            

         
 
         The MoU had, in effect, forced the Bank and the Treasury to admit that hitherto they had enjoyed their own discrete turf and had got used to it. Even by 2009, the Treasury was not above reiterating the fact that it was the Bank’s failings which prompted the new Tripartite: as Sir Nick Macpherson, Permanent Secretary to the Treasury, put it, there was ‘the view that the Bank of England had been found wanting as a banking supervisor’ and there was ‘the risk of a conflict of interest between the Bank’s new role as the independent monetary policy authority and its old responsibilities for banking supervision.’44
         
 
         Unsurprisingly, the MoU, which was not even legally binding, did not stand up to practical use and was thoroughly revised in 2006, although arguably it still proved ineffectual when precisely the sort of ‘financial crisis’ it had been designed to cope with arrived in the summer of 2007. Back in 1997, however, the MoU’s weasel words managed to capture the essence of the new Tripartite Relationship, which was an arrangement to cooperate between parties who very rapidly reached the conclusion that they would much rather not talk to each other.
         
 
         Despite this, Davies was determined that the FSA would be a showpiece. Above all, he was adamant it should not duplicate the Bank’s stuffy hierarchies and he set about creating a thoroughly modern working environment in the new agency’s glass and steel headquarters, complete with open-plan offices which were a far cry from the warren of small rooms in Threadneedle Street. Working with McKinsey, the management consultancy firm, he formulated a flat management structure with himself as executive chairman but with no chief executive. Instead, he installed three managing directors – Michael Foot from the Bank, Richard Farrant, head of the old Securities and Futures Authority (also a former Bank man), and Philip Thorpe, head of IMRO. The working culture could not have been more different to that at the Bank and, although the two institutions were bound together in the Tripartite MoU, in reality they were soon living very separate lives.
 
         Having bade farewell to banking supervision, the Bank was also preparing to do without another limb of its operations: the management of government debt. To remove what Labour regarded as a potential conflict of interest (the Bank setting interest rates while also issuing government debt securities or ‘gilts’) a new agency, which was to report directly to the Treasury, appeared. This was christened the UK Debt Management Office (DMO). If anything, this was a bigger blow to the Bank’s prestige than the loss of banking supervision. The Bank’s Gilt-Edged Division, which had hitherto dealt with ‘gilts’, issued by the government to finance its budgets, effectively lost its largest customer. The Gilt-Edged Division had considerable cachet at the Bank and was the favoured billet for many of its brightest recruits. No longer. Its loss was a heavy blow to the Old Lady’s pride. The DMO was duly incorporated and opened its doors on 1 April 1998, with Mike Williams, then a deputy director at the Treasury’s finance regulation and industry division, as its first chief executive. Williams assembled a somewhat mongrel staff, some on loan from the Treasury, others on secondment from the Bank, and moved into modest offices in Cheapside.
         
 
         Eddie George described the grant of independence for the Bank as ‘the final piece of the jigsaw’, but as he and his lieutenants surveyed the aftermath of the Labour’s electoral victory, it was clear that one or two pieces had subsequently gone missing. Nevertheless, for Mervyn King and his team of economists it was a price well worth paying. A young journalist called Robert Chote, whose hour would come in 2010, when he was appointed chairman of the Office for Budget Responsibility, captured the Zeitgeist in a newspaper article:
         
 
         
            The winners in the Bank’s revolution are the monetary analysis divisions. No longer will their 160 staff be condemned to provide advice for a chancellor who habitually ignored it. Instead, they serve an in-house monetary policy committee that takes decisions on base rate itself. It is great for the Bank’s economists – their lives have suddenly become more meaningful, argues one former Bank official. They are working their socks off, not least because they are worried about getting it wrong.45
            

         
 
         The Brown–Balls–Miliband team had quickly found its feet at 11 Downing Street. In October 1997, Ed Balls delivered a self-assured lecture – ‘Open Macroeconomics in an Open Economy’ – to the Scottish Economic Society in Edinburgh, under Chatham House rules. A revised version was later published in the society’s journal and Mervyn King was among the ‘colleagues’ Balls thanked warmly for their comments on the draft text. (King’s characteristically beady eye had alighted on Balls’s description of the Bank maintaining ‘stability through discretion’ and suggested he change it to ‘stability through constrained discretion’ – the ‘constraint’ being the all-powerful inflation target). With characteristic bravado, Balls reiterated the underlying philosophy of the government’s changes, that by hiving off regulation to the new FSA and the management of government debt to the DMO, ‘there is now no risk of mixed motives or reputational contagion between supervision and monetary policy-making while the Bank is responsible for “financial stability”. As lender of last resort, responsibility for avoiding problems in the first place is [the FSA’s] and the risk of moral hazard is gone.’46
         
 
         Balls continued to be a key point of contact for George and King and the latter found the young politician speaking the same language of economics. By 1999, Balls had been elevated to the role of Treasury chief economic adviser, effectively the conduit between the Treasury and the Chancellor. His influence and his fondness for economic jargon rapidly became apparent in Brown’s speeches; Michael Heseltine famously described one speech which made reference to ‘neo-classical endogenous growth theory’ as ‘It’s not Brown’s, it’s Balls’!’
 
         The actual meat of the Labour government’s reforms was contained in the Bank of England Act, which came into force in June 1998, a full year after the election victory and the dramatic announcement of independence for the Bank. The new Act overhauled the previous Act, of 1946, making it into something resembling a constitution for a modern central bank by strengthening its internal governance, as well as setting out its new remit in monetary policy. The objectives of the Bank were spelt out: ‘(a) to maintain price stability, and (b) subject to that, to support the economic policy of Her Majesty’s Government, including its objectives for growth and employment.’
         
 
         The new legislation also shone a light into the Bank’s Court of Directors, which had long been a dusty graveyard for time-serving bureaucrats. Certain functions of the Court, it was decided, would be delegated to a sub-committee of non-executive Directors, known as NedCo. NedCo duly sprang into life with a large posse recruited from the City and public life. There were some familiar names on the list, such as Sir Colin Southgate, Sir Chips Keswick and Sir David Cooksey, and some much less so: Roy Bailie was a veteran of the printing industry, Graham Hawker the chief executive of a large water company and Sheila McKechnie the director of the Consumers’ Association. They were joined by the likes of Bill Morris, general secretary of the Transport & General Workers’ Union, and Jim Stretton, a chief executive of the Standard Life Assurance Company. To some, it seemed like a convocation of ‘all the talents’, while others were bemused at what they saw as a ragbag of City grandees, salarymen, a couple of do-gooders and a union boss. The hiring spree for both the Court and NedCo resulted in a body of some nineteen people, which immediately looked unwieldy. (In 2009, the Court was slimmed down to twelve, including Mervyn King, Charlie Bean and Paul Tucker. At the time of writing, in early 2012, there is still a union boss, however, in the burly form of Brendan Barber, general secretary of the TUC.)
 
         Along with this flurry of appointments came confirmation of Eddie George’s second five-year term, from 1 July 1998, and of Mervyn King’s appointment as deputy governor (Monetary Stability) alongside David Clementi, who had been appointed to replace Howard Davies. King’s appointment was significant, in that it created a clear role for a monetary policy head, quite separate from that of the day-to-day administrative role carried out by the other deputy governor. Hitherto, the Bank had regarded its Governor as effectively its chairman and his deputy as its chief executive. The arrival of a second deputy split the Bank in two. There soon appeared a King ‘camp’, populated largely by economists who were dedicated wholly to the formulation and dissemination of monetary policy. It began to dominate the Bank entirely, as Sushil Wadhwani, who was appointed to the MPC in June 1999, recalled:
         
 
         
            In my time at the MPC at the Bank, I was surprised by the lack of interest in issues relating to financial markets. Indeed there seemed to be a deliberate policy to run down resource in the Financial Stability wing.47
            

         
 
         Indeed, King’s focus became almost entirely fixed on the smooth running of the MPC. It was not without its teething problems, some of them no doubt caused by having a large number of economists in the same room. At one of the MPC’s earliest meetings, one external member suggested that the committee adopt a rule whereby it changed interest rates at every meeting, even if it was only by a couple of basis points, the idea being that constant change would remove the undue weight attached to change or no change. At another early meeting, Willem Buiter abandoned the convention of increments of 0.25 per cent and voted for a 0.4 per cent change to Bank Rate; it was decided that no one could really distinguish between such small differences. Occasionally, the externals’ suggestions would float up from the committee to the Parlours, where they found little favour: Wadhwani’s proposal for a modest amendment to the Bank’s main macroeconomic model caused a scene reminiscent of an H. M. Bateman cartoon.
 
         Eighteen months into the MPC’s life, the apparently innocent question of whether the four external members (Wadhwani, Charles Goodhart, Willem Buiter and DeAnne Julius) might receive some form of independent research assistance (such as a PhD student) to assist them with analysing data between the committee’s monthly meetings erupted into a full-scale row. Buiter, writing in the Financial Times, later recalled:
         
 
         
            Eddie George considered our request for independent, dedicated resources for the external MPC members a vote of no confidence in himself and the institution. He felt the external members were accusing him of not being in good faith as regards access to the Bank’s resources. And he felt strongly we were dividing and even balkanising his Bank. Eddie George had a short fuse and a perceived attack on the integrity of his Bank was more than enough to light that fuse. I received a spectacular one-on-one dressing down from him on the issue. Voices were raised and tempers lost.48
            

         
 
         The argument raged on, in spectacular fashion, with ‘similar unpleasant one-on-one shouting matches on the issue with both David Clementi and with Mervyn King’, according to Buiter. In the absence of any resolution, Buiter and his colleagues took the dramatic step of taking the matter to the Bank’s Court. Shortly afterwards, the furore leaked into the Press, the external members got their way. Each was allocated a Masters-degree-level and a PhD-level researcher to assist them in their preparation for the committee; a department called the External MPC Unit was set up at the Bank to accommodate the new research team.
         
 
         Despite this ugly episode – admirably summed up by Michael Fallon MP as essentially being about ‘whether the day boys should use the library’49 – the MPC’s actual decision-making process was a relatively smooth one. Two years after its inauguration, it was something for King to be proud of. In a speech at the Queen’s University, in Belfast, in May 1999, he found a parallel for its modus operandi in the four principles for decision-making espoused by Robert Rubin, the former US Treasury Secretary:
         
 
         
            They encapsulate exactly the philosophy of the MPC. First, the only certainty is that there is no certainty. Second, every decision is a matter of weighing probabilities, or the balance of risks, as we say. Third, despite uncertainty we have to decide and act. Fourth, decisions should be judged not only on the results but also on how they were made. The first three principles guide every meeting of the MPC. And the fourth is one I commend to all those who wish to make their own judgement about the MPC two years on.50
            

         
 
         To be sure, 1997 had been a break with the past. Before then, monetary policy had been a cloak and dagger affair, hatched in murky political quarters and then slavishly implemented by the Bank. Worse, previous governments’ approach had, as Mervyn King observed, been along the lines of ‘make it up as you go along’.51 Now it was free to be applied with a new objectivity and, if not in the full view of the public eye (the MPC’s minutes are still small masterpieces of concision), then at least subject to its regular scrutiny. All this strengthened Mervyn King’s position at the Bank. By the end of 1998, George was still firmly at the helm, but King, as a new deputy governor, was in the ascendant.
         
 
         
         
 
         
      
            Notes
 
            12 Labour Party Manifesto, 1997.
            
 
            13 Kenneth Clarke, ‘The Quest for the Holy Grail’ in The Chancellors’ Tales, Polity Press 2006.
            
 
            14 Ibid.
            
 
            15 John Major, John Major: The Autobiography, HarperCollins 1999.
            
 
            16 Ibid.
            
 
            17 Accountancy Age, 15 November 2007.
            
 
            18 Paul Tucker, speech on central banking and the political economy, University of Cambridge, 15 June 2007.
            
 
            19 Ibid. Footnote 20.
            
 
            20 Quoted in address by Mervyn King, memorial service for Lord George, London, 27 July 2009.
            
 
            21 Peter Hain MP, Early Day Motion, 25 January 1993.
            
 
            22 Howard Davies, ed., The Chancellors’ Tales, Polity Press 2006.
            
 
            23 Paul Tucker, Secondment to Baring Brothers report, 30 January 1987.
            
 
            24 Ibid.
            
 
            25 Ibid.
            
 
            26 Paul Tucker, speech on central banking and the political economy, 15 June 2007.
            
 
            27 Quoted in Mervyn King interview, Daily Telegraph, 4 March 2011.
            
 
            28 Mervyn King, ‘The MPC Ten Years On’, lecture to the Society of Business Economists, London, 2 May 2007.
            
 
            29 Ibid.
            
 
            30 Gordon Brown, statement, 6 May 1997.
            
 
            31 Sir Samuel Brittan, evidence to the Economic Affairs Committee, 23 March 2004.
            
 
            32 Ibid.
            
 
            33 Anthony Hotson, British Monetary Targets, 1976 to 1987: A View from the Fourth Floor of the Bank of England, Special Paper 190, LSE Financial Markets Group Paper Series, April 2010.
            
 
            34 Willem Buiter, ‘Maverecon’, Financial Times, 19 April 2009.
            
 
            35 Mervyn King, ‘The MPC Ten Years On’.
            
 
            36 Ibid.
            
 
            37 Mervyn King, interview with the Financial Times, 1 May 2007.
            
 
            38 Ibid.
            
 
            39 Peter Mandelson, The Third Man, HarperPress 2010.
            
 
            40 Ibid.
            
 
            41 Howard Davies, The Financial Crisis, Polity 2010.
            
 
            42 Farrer & Co. George Walker, Centre for Commercial Law Studies, London.
            
 
            43 Peter Viggers, evidence to the Treasury Select Committee, 1 February 2007.
            
 
            44 Sir Nicholas Macpherson, ESRC seminar, All Souls College, Oxford, 9 December 2009.
            
 
            45 Robert Chote, Business Standard, August 1997.
            
 
            46 Ed Balls, ‘Open Macroeconomics in an Open Economy’, lecture to the Scottish Economic Society, Edinburgh, October 1997.
            
 
            47 Sushil Wadhwani, The Future of Finance, LSE Report, 2010.
            
 
            48 Willem Buiter, Financial Times, 19 April 2009.
            
 
            49 Michael Fallon MP, Treasury Select Committee, 23 May 2011.
            
 
            50 Mervyn King, ‘The MPC Two Years On’, lecture to the Queen’s University, Belfast, May 1999.
            
 
            51 Cited in Mervyn King, Adam Smith Lecture, Kirkcaldy, 2006.
            

         


      
    

  
    
      
         
         
 
         
            PAPER AGAINST GOLD

         
 
         
            ‘The Treasury and we at the Bank were never under any illusion that this would be a popular decision with gold producers or investors.’
 
            David Clementi, FT World Gold Conference, London, 14 June 1999
            

         
 
         In Ian Fleming’s Goldfinger, it is the redoubtable, pipe-smoking Colonel Smithers of the Bank of England who tells James Bond that it is his department’s job ‘to watch for any leakage of gold out of England’ and when any fugitive gold is found to ‘try and get it back in our vaults, plug the leak and arrest the people responsible’. Bond is suitably impressed by Smithers’s eloquent defence of the sanctity of the Bank’s gold reserves (less so by Smithers’s secretary, who ‘looked as if she had once taken a double first’).
         
 
         Smithers would have been outraged by the next project visited on the Bank by the new Labour government – to divest it of its proverbially safest assets. In the course of their plotting about the Bank’s future, Brown, Balls and Miliband had scrutinised a document called the Exchange Equalisation Account (EEA), an exemplary piece of anonymous Whitehall paperwork which is put together each year by one of the Treasury’s accounting officers. Essentially, the EEA keeps track of the UK’s foreign currency reserves and of its gold – together referred to as the country’s ‘reserve holdings’, which are administered by the Bank.
         
 
         As the EEA noted, the gold bars and coin in the reserves ‘[are] stored physically at the Bank’s premises’. Besides fulfilling their role as reserve holdings, the gold is endowed with a totemic importance by the general public and its reassuring presence allows Britain to sleep soundly at night. The bullion has remained stacked on pallets in the Bank’s gargantuan underground vaults, lined in concrete and behind massive doors, for centuries. It is, after the Federal Reserve’s vaults in New York, the world’s largest depository of gold. The Bank’s vaults have changed very little since 1901, when Arthur Beavan recorded a visit in his book Imperial London:
         
 
         
            A courtyard, just within the fine Lothbury entrance, led to the bullion vaults, inaccessible to visitors except by special order, and even then a director or other Government official had to accompany them. In this courtyard could often be seen vans laden with uninteresting-looking ingots of silver, or with bars of gold that individually measure 8 x 3 x 1 inches, worth about £800 each; too heavy, however, to be walked off with. A lock – to open which required several keys, each one being in the possession of different individuals – gave access, through heavy iron doors, to the dimly-lighted, heavy-vaulted, white-washed cellar containing untold wealth; bars of gold, in trucks to facilitate removal, and gold coin in bags piled against the wall in lavish carelessness, 35 to 40 million sterling being not infrequently stored here. Every sovereign or half-sovereign sent into the Bank was weighed with unfailing accuracy by means of wonderful little automatic machines, some of which had been in use ever since the Great Exhibition of 1851, when they were first shown to the public.52
            

         
 
         In modern times, the secrecy remains much the same but the security has been updated. John Footman, the Bank’s Executive Director of Central Services, has startlingly recalled that the bullion vault is ‘deep underground and if you disappear down a corridor then you will encounter all sorts of metal grilles, video cameras and chaps with machine guns’.53
         
 
         The Bank does not just gloat idly over its gold stocks; rather, it actively manages them. For its commercial gold customers, it provides an ‘account management service’ on what is called an ‘allocated’ basis. This means that clients have title to specific bars of gold, rather than on the Bank itself (‘unallocated’). Besides this reassuring title to their gold, clients are able to mobilise their holdings by making or receiving so-called ‘electronic book entry transfers’ between their account at the Bank and accounts elsewhere. The physical gold stays put, but the title to it may be transferred. In other words, the Bank – uniquely – facilitates a basic form of gold-trading, for which it charges fees. Further revenues accrue from gold-lending, usually back to gold producers who wish to hedge their future output.
 
         Given the synthetic nature of so many of the financial transactions overseen by the Bank, its stocks of gold – bars and coins – remain reassuring, if a little quaint. The bars are named London Good Delivery, an old-fashioned but solid descriptor for the benchmark of the bullion industry and a standard measure of quality accepted worldwide. Besides being of superior quality – at least 995 parts per 1,000 pure gold – each LGD bar must bear a serial number, or ‘chop’, of a refiner approved by the London Good Delivery List of ‘acceptable smelters and assayers’. The Bank sits, literally, on the bulk of the UK’s gold reserves, and those of other depositors, including the central banks of other countries. Indeed, the storage, administration and even lending of the gold contribute substantially to the Bank’s revenues.
 
         Historically, as the Labour team noticed in 1998, Britain had held large quantities of gold. In 1948, it had some 1,432 tonnes, a stock which grew to between 2,000 and 2,500 tonnes between 1958 and 1965. In the period 1966 to 1972, a hefty 1,356 tonnes were sold. Reserves grew again in the late 1970s and had remained stable at around 715 tonnes. This was the situation when Labour came to power. The 715 tonnes comprised some twenty-three million fine troy ounces of gold with a then market value of approximately $6.5bn, accounting for around one sixth of the UK’s total reserve holdings of $37bn.
         
 
         The questions posed by the bright young economists in the Brown camp were these: what did gold have to do with the exercise of monetary policy? Why not cash it in? Why not buy something which generates a return rather than sits around doing nothing? In fact, these same questions had been posed by Kenneth Clarke, as Chancellor of the Exchequer in the previous administration. He recalled some ‘entertaining’ meetings at the Bank when some of its officials had been brought out to persuade him that its gold was sacrosanct. Clarke was not convinced: ‘I remember the one that they all used to fall back on was, “Chancellor, if we ever have a third world war it might be the only means of exchange upon which we could fall back”. I thought that if we had a third world war, there would be bigger problems than that.’54
         
 
         By the time Labour’s bruisers arrived, the Bank was, therefore, somewhat resigned to the gold issue being raised again. On 10 August 1998, Tom Scholar, who had been appointed Brown’s principal private secretary, requested that his colleagues at the Treasury begin work with the Bank on a ‘programme for gold sales’. Two weeks later, the two sides met and Ian Plenderleith, then responsible for the Bank’s financial markets operations, was asked to assist in drawing up a paper outlining options for the process. Correspondence between the two sides was copied to Ed Balls and Ed Miliband.
 
         The results of these discussions were presented to Brown in late November, but appeared not to have the backing of the Bank, which viewed the project with distaste. It seemed like an assault on its integrity and one which previous administrations had never countenanced. Naturally, the Bank maintained close links with London bullion traders – both at the major investment banks and at longstanding independent firms – and suspected they would be appalled at the idea of the Bank dumping some of its stocks into a weak and stagnant market.
         
 
         Brown’s office observed the Bank’s reluctance coolly. On 23 December, one of the Chancellor’s aides sent an email to the Treasury officials:
 
         
            The Chancellor is keen that officials at the Treasury and the Bank work together to produce a joint proposal. As I understand it the latest proposal is not a joint one. The Chancellor needs to know the status of the proposal, what the difficulties are in drawing up a joint proposal, how you think we can move forward in achieving a joint proposal.

         
 
         This joint proposal proved elusive, as the Bank dug its heels in. In early January 1999, Brown and Eddie George met for lunch to discuss the prospective gold sales. The file note which was made of their meeting was preserved, but when the document was finally released in 2010, the sections recording George’s comments on the matter were blacked out. Whatever passed between them evidently did not dissuade Brown. His team pressed on. A few months later, the London market’s leading gold traders were called to a meeting in a committee room at the Bank, where Plenderleith told them that the government would shortly announce its series of gold sales. The traders raised a series of objections, the principal one being that if specific timings and lot sizes were disclosed in advance, it would cause the gold price to plummet. Plenderleith and his colleagues acknowledged the traders’ concerns but intimated that Bank was powerless to stop the process: Brown’s mind was made up.
         
 
         The Treasury’s announcement finally came on 7 May, a slow Friday in the House of Commons, in response to a question by Ivor Caplin, a Labour MP, about the ‘government’s investments’.55 Patricia Hewitt, then a junior Treasury minister, described the gold sales as ‘a restructuring of the UK’s reserve holdings to achieve a better balance in the portfolio by increasing the proportion held in currency’.56 She added that the Treasury intended to sell 125 tonnes of gold – or ‘3 per cent of the total reserves’ – in a series of five auctions beginning in July and ending in mid-2000. The 3 per cent figure was entirely disingenuous, because it referred to a percentage of ‘total reserves’, which included vast amounts of foreign currency holdings. Nor did Hewitt disclose the full extent of the proposed gold sales. Only later was it revealed that the government intended to dispose of no less than 395 tonnes, 55 per cent of the UK’s gold reserves, leaving the Bank with 320 tonnes.
         
 
         While Hewitt was on her feet in the Commons, the Bank and the Treasury were putting the finishing touches to an information memorandum which outlined the gold auction process. The bullion auctions were conducted on a single, or uniform, price basis, whereby a competitive bidding process would result in gold bars being allotted to the highest bidders, but all successful bidders would pay a single price equal to the lowest accepted bid. Eligible bidders, paying in dollars, would only be drawn from the members of the London Bullion Market Association, central banks and monetary institutions holding gold accounts at the Bank. While the Bank’s preference was to credit allotted bars to the existing gold accounts of successful bidders, there was no prohibition on cash-and-carry: the memorandum noted that ‘physical collection from the Bank of England in London will also be possible’, although a standard charge of ‘£3.35 per bar’ would apply.
         
 
         A matter of days after the publication of the information memorandum, on 11 June, the Bank dispatched David Clementi, its deputy governor, to the FT World Gold Conference, at the Intercontinental Hotel, in London’s Mayfair, to smooth the market’s ruffled feathers:
 
         
            Of course, the Treasury and we at the Bank were never under any illusion that that this would be a popular decision with gold producers or investors. But I can assure you that the whole process has been designed to provide maximum transparency, and full information about the scale and timing of supply … Our whole approach is designed to minimise uncertainty about our intentions in the market; and as far as the gold price is concerned we obviously have as much interest as anyone (except those who are short!) in seeing some recovery from current levels.57
            

         
 
         Many of those in the audience were indeed ‘short’. As Hewitt’s announcement reverberated around the market, traders had quickly begun taking out short positions, in the expectation that the price of gold would fall heavily. Unsurprisingly, it did, eventually reaching a twenty-year low, a level which became unaffectionately known as the ‘Brown Bottom’.
 
         The World Gold Council took a particularly dim view of what, it had no doubt, was ‘a political decision by the Treasury’ and which had little to do with the prudent restructuring which the Treasury had claimed. A few days after the announcement, the council noted that the result had been ‘an immediately damaging effect’ on the gold price, which fell by nearly $7.50 to $281.50. The council railed that the ‘damaging reverberations of such a symbolically-charged action by the Treasury will be felt for many months to come’. The council smelt a conspiracy: it spelt out its view that a cynical motive lay behind the gold sales, namely that it was a precursor to the UK joining the European Monetary Union and the European Central Bank: ‘If Britain becomes part of the ECB its gold or foreign currency reserves will effectively be frozen as, under ECB guidelines, any gold sales by individual central banks will be subject to control by the ECB. Thus in some sense this move appears to be pre-empting the promised referendum for UK citizens about whether or not they wish to join the Euro.’
         
 
         Although becoming part of the ECB was a distant and unlikely prospect, it was true that the Bank had edged closer to it, particularly vis à vis its gold holdings. In September 1999, the Bank was a signatory to a joint statement with fourteen other central banks, including the ECB, which committed them to a promise that they would ‘not enter the market as sellers, with the exception of already decided sales’.58 The communique also included the provision that ‘the gold sales already decided will be achieved through a concerted programme of sales over the next five years. Annual sales will not exceed approximately 400 tons and total sales over this period will not exceed 2,000 tons.’59 Given that Britain eventually disposed of a total of 395 tonnes, its proportion of this limit was very considerable. Another of the WGC’s accusations was probably closer to the mark: that there were other central bank sales afoot and the Treasury wanted to ‘get in early’. The Swiss National Bank was attempting to offload more than a third – some 1,300 tonnes – of its gold reserves, while the International Monetary Fund was also discussing whether to sell 300 tonnes.
         
 
         Despite criticism from the WGC and others, the Bank’s sales went ahead as planned. A total of seventeen auctions, beginning on 6 July 1999 and ending in 2002, raised the sum of £1.9bn. As Hewitt had intimated, the proceeds were used by the Bank to acquire dollar, euro and yen ‘interest-bearing assets’ for the Treasury – in all likelihood, corporate and government bonds. In the event, Britain’s gold went very cheap. The seventeen auctions achieved prices of between $256 and $296 an ounce, with an average of $275 an ounce. Although few people could have predicted gold’s extraordinary rise since that 1999–2000 period, the fact remains that in mid-2011 the metal was trading as high as $1,800 an ounce, latterly driven inexorably upwards by the fear induced by sovereign debt crises engulfing the Eurozone. Correspondingly, the Bank’s remaining stocks have benefited considerably from the boom. According to the EEA’s recent balance sheets, the gold was worth some £4.68bn in March 2008 and rose to £6.37bn in March 2009, £7.34bn in March 2010 and – the most recent figure – £8.95bn in March 2011, with the price of gold having risen from £735 to £898 an ounce, an increase of 22 per cent in these last twelve months alone.
         
 
         
            [image: ]
            

         
 
         By the spring of 2000, the Monetary Policy Committee was three years old and it had, by and large, resolved the adolescent squabbles between the Bank and external members so graphically described by Willem Buiter. It continued to recruit its external members, largely from academe. One such was Professor Stephen Nickell, an economist at the LSE, who became the first external member to serve two three-year terms. He recalled the process of recruitment, which began for him in early 2000 with a telephone call out of the blue from Gus O’Donnell, then Permanent Secretary at the Treasury, followed by a meeting with O’Donnell and Ed Balls at the Treasury. The offer of a seat on the MPC duly made and accepted, there was a ‘chat’ with Eddie George and then the gruesome prospect of an ‘appointment hearing’ before the Treasury Committee and the Press. First, however, Nickell had to complete a lengthy ‘exam paper on various aspects of monetary policy-making’,60 which was set by Charlie Bean, the then adviser to the Treasury Committee and subsequently recruited to the Bank itself.
         
 
         Nickell was inducted into the formalities of the committee’s proceedings, which includes the decision itself, taken by strict majority vote:
 
         
            On the Thursday morning, the governor invites each member to present their vote on rates along with their reasons, each member being expected to talk for about ten minutes. The deputy governor in charge of monetary analysis is always invited to go first, the next seven members are then asked in apparently random order and the governor always goes last.61
            

         
 
         Nickell observed that the voting system worked well:
 
         
            There is no block voting, and within both internal and external groups, there are often divisions with deputy governors voting against the governor, for example. Indeed the committee is not concerned with consensus, split votes are common and the governor has twice been on the losing side. Note that since governors always vote last, they can choose whether to join the winning or losing side except in the unusual circumstance when they have the casting vote, with the previous eight members’ votes tied at four-four.62
            

         
 
         The sheer scale of the MPC machine also impressed its external members. At this early stage in its life, some 120 economists already laboured on its behalf in the Monetary Analysis Division. Aside from their duties inside the Bank, the MPC’s early members were sent on a gruelling programme of regional visits:
         
 
         
            So about ten times a year, I would set off for some distant part of the UK both to listen and to explain. These visits usually lasted two days and involved a great deal of eating. The basic format was to meet large groups of business people, trade unionists, academics and so on, over, successively, lunch, dinner, breakfast, lunch.63
            

         
 
         While these local audiences flocked to meet the MPC’s peripatetic members, they were usually more interested in talking about official regulation or the decline in manufacturing – ‘monetary policy rarely seemed a cause for concern’. Nevertheless, there was, as Nickell recalled, often a warm welcome for the Bank, particularly in Northern Ireland:
 
         
            The Omagh Chamber of Commerce annual dinner was particularly memorable: arriving at 7 p.m. for pre-dinner drinks, sitting down to dinner at 9.30 p.m., standing up to speak on monetary policy at around midnight, and finally taking my leave of an event still in full cry well after 3 a.m.64
            

         
 
         While Nickell and his MPC colleagues accustomed themselves to these rituals, the Bank also extended an invitation to Don Kohn, a veteran of the Federal Reserve who was then director of the Fed’s Division of Monetary Affairs, to cast an eye over the committee. He was asked to ascertain how it was performing and how it interacted with the rest of the Bank. Cast in the role of school inspector, Kohn installed himself in an office in the Bank for seven weeks and set about interviewing the entire committee, as well as the legions of Bank staff whose work fed into its deliberations. Many of them made their feelings plain. The Kohn report was delivered in October 2000 and provided something of an end-of-term report which made disquieting reading for the Bank’s Court.
         
 
         Above all, Kohn’s report highlighted the subjugation of large swathes of the Bank to the MPC’s service and its remit of meeting the government’s inflation target. The instigation of the MPC, with its nine data- and research-hungry members, had clearly come as something of a shock to the system in the wider Bank. Firstly, Kohn noted that the MPC was, by general agreement and ‘universal recommendation’, meeting too often. He wrote that one ‘nearly universal recommendation was to change the legislation to allow fewer meetings each year. The monthly frequency was seen as not justified by the amount of new information becoming available between meetings, and in that context, as imposing considerable and unnecessary demands on policymakers and staff.’65
         
 
         Indeed, Kohn found that the basic construction of the committee, with its nine individually accountable members, ‘greatly complicates transparency’. His report also shed light on a hitherto little-known part of the process, the ‘pre-MPC’ briefings, in which members of the committee spent half a day chewing over ‘incoming information’ about the economy, including reports from the Bank’s regional agents. Despite the general usefulness of these briefings, Kohn noted that ‘staff emphasised the considerable burden imposed on a relatively small number of people by having to do the pre-MPC briefings each month’.66
         
 
         Turning his attention to the Bank’s quarterly Inflation Report, Kohn identified the problematic nature of the inflation forecast – traditionally described as the ‘best collective judgement’ of the committee – and how it was constructed. Kohn noted that the ‘tight framework’ of the MPC’s research agenda meant that some young economists at the Bank felt constrained and often left as a result:
         
  
         
            Both staff and MPC perceived staff turnover to be high and costly in terms of meeting the objectives of MA [Monetary Analysis] and the MPC. In particular, the staff was relatively young, and although quite talented, turnover had meant that its overall level of experience was low, and so the build-up in the type of judgement that comes with experience had been impeded.67
            

         
 
         He also detected some animosity between the Bank’s staffers and the MPC:
 
         
            A more difficult issue related to the general tone of the relationships with the MPC. While MPC members often stated that they desired more analytical presentations from the staff, many staff perceived that this would not really be welcome. In their view, the MPC tended to see the staff more as suppliers of data than as expert analysts whose opinions were sought and respected.68
            

         
 
         The Bank took the unusual step of publishing the Kohn report, as well as its own polite response, acknowledging that it must try harder. It reported that it had implemented several of Kohn’s suggestions. Kohn, who went on to become vice chairman of the Federal Reserve during the Bush administration, remained a trusted ally of the Bank. (In February 2011, he was welcomed back as a member of its new Financial Policy Committee, set up to keep an eye on the UK’s financial system and act as a report into the Bank’s financial stability function. Thankfully, from Kohn’s point of view, it was decided it should meet only four times a year.)
 
         For his part, King remained justifiably proud of his achievement in helping to create the MPC. By his measures, it was to prove remarkably successful. In its first few years, the MPC managed to keep inflation within its RPIX 2.5 per cent target band and mostly to within 0.5 per cent of the central target, helped along by a mostly benign macroeconomic climate. While not without its teething problems, the committee had established itself as a cornerstone of the Bank. It developed, too, something of a sense of superiority over other public bodies, partly because of the grave nature of its work and partly because of the innate self-confidence of the Bank itself. It was noticed by the House of Lords Economics Affairs Committee, for example, that when a new external member of the MPC was appointed, it did not trouble itself with strictures such as the Nolan rules, which governed public appointments. Lord Peston put it thus:
         
 
         
            We, as a Committee, have never understood what there is special about the MPC where someone picks up the phone and says, ‘Fancy being a member of the MPC?’ ‘Yes.’ ‘Okay.’ We have been told in evidence that that is how it works.69
            

         
 
         But these quibbles were batted away by the Governor and his inner circle. Overall, the MPC was deemed a great success. And for the deputy governor, it was also a success to build upon.
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