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SUMMARY 
 

 
• The growth in the income of the charitable 

sector in recent years has come not from 
increased philanthropy, but from increased 
government spending. This is despite 
various campaigns and reforms in the tax 
system, both of which were designed to 
increase public donations to charities. 

• The current economic difficulties are likely to 
put pressure on the level of public donations 
to charity. Equally, probable constraints on 
government spending will also constrict 
charities’ income in the years ahead. 

• It is therefore more important than ever to 
maximise the level of charitable donations 
from the public. Two straightforward reforms, 
both targeted at the reasonably well-off, 
could achieve this while also greatly 
invigorating the smaller charity sector. 

• The first reform would enable individuals to 
set up ‘Remainder Trusts’ in which sums of 

£50,000 or more could be settled. Crucially, 
donors would retain control over the capital 
– and could reclaim it if they wished –  
during their lifetime.  

• The second reform would be the creation of 
a new type of charity – the ‘Personal 
Charitable Trust’ – based on the Canadian 
and US models. These Personal Charitable 
Trusts would enjoy the benefits of a light 
touch regulation free of many of the onerous 
reporting burdens imposed on larger 
charities. They would also offer donors the 
option of anonymity. 

• These reforms could unlock some of the £740 
billion held by the 820,000 Britons with a net 
wealth of more than £500,000. If just 10% of 
this sum were realised, then an additional 
endowment of £74 billion would be made 
available for good works. 



 

 
SOURCES OF CHARITABLE INCOME 

Charities Year Total Income 
£ m 

% from voluntary 
donations 

% from gov. 
funding 

Top 500 fundraisers 1992-1993 3,300 51% 38% 
Top 500 fundraisers 2002-2003 8,587 54% 40% 
Top 500 fundraisers 2004-2005 9,724 52% 41% 
Top 300 fundraisers1 2007-2008 10,109 52% 36% 
Source: Unpublished analysis by Professor Cathy Pharoah (Cass Business School), using data from 
Charity Trends (1996, 2003, 2006 Editions) and Charity Market Monitor, 2009. 
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INTRODUCTION 
This paper proposes changes to the fiscal, 
legal and regulatory environment for 
individuals planning to give sums of £50,000 or 
more to charity.  

Unlike mass public donations, or at the other 
extreme the donations of the super-wealthy, 
these proposals focus on the reasonably well-
off: those with a net wealth of £500,000 or 
more. By making it easier and less onerous for 
this group to set up charitable trusts, it is 
hoped that a significant proportion of the £740 
billion held by this group could be released for 
private charity.  

THE REVIVAL OF CHARITY 
The election of Mrs Thatcher in 1979 saw a 
great injection of impetus into charitable 
activity. The empowering of the individual, the 
encouragement of entrepreneurialism and the 
creation of wealth led to a renewal of 
philanthropy, similar in many ways to that 
found in the US. The creation of the Gift Aid 
scheme, which greatly simplified tax-effective 
giving to charity, was to be the vehicle for this 
‘new philanthropy’. At the same time, the 
process of ‘contracting-out’ what were deemed 
statutory services to charities was accelerated.  

The Labour Government of 1997 provided 
further improvements to the Gift Aid scheme. 
For example, since 6 April 2000, individuals 
have been able to get income tax relief on gifts 
to charity of certain shares, securities and 
other investments. Individuals can also claim 

the tax relief if they give, or sell at less than 
market value, any qualifying investments to a 
UK charity. The relief has been extended from 
6 April 2002 to include gifts of land or 
buildings. 

Other initiatives have widened the pool of 
donors. The Band Aid Concert of 1986, Comic 
Relief and Children in Need have 
demonstrated that the appeal of giving to 
charity is not limited to the very rich. Indeed, 
according to the Citizenship Foundation, three 
out of four people in their teens or twenties are 
involved in giving and/or charitable activity. 

There are further reasons for expecting 
charitable donations to increase – not least the 
gradual reduction in the universal nature of the 
welfare state. For a very short period –  from, 
say, 1946 to the late 1970s – the concept of a 
welfare state funded by high direct taxation 
existed. The belief was that charity would wither 
away. But the charitable instincts of the British 
people have proved stronger than expected at 
the time, and the reality of universal welfare has 
proved weaker. Now, with government spending 
under great pressure, the opportunity and need 
for charities will only grow. 

SO WHAT IS THE PROBLEM? 
Despite the reforms and wishes to create a new 
age of philanthropy, over the last decade giving 
by the general public has remained relatively 
static, both as a percentage of national 
expenditure (GDP), and as a percentage of 
charitable income (as the Table below shows). 
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The income of the charitable sector has almost 
quadrupled over the last two decades, but this 
growth has been fuelled as much by 
government funding as by private philanthropy, 
as the table below, which tracks the income of 
the major charities who fundraise from the 
general public, shows. Government income to 
the charitable sector as a whole has increased 
in real terms by 20% over the last decade, 
continuing to provide around 40% of all 
charities' income. For many charities it is the 
sole funder. Worryingly, both NCVO and Caritas 
are predicting that the amount of income from 
general public donations will decline as the 
recession deepens. To make matter worse, the 
level of grant support from private charitable 
trusts will be constrained by the vagaries of the 
current investment environment. Corporate 
cash donations have seen no real growth for at 
least a decade, with corporates turning 
increasingly to in-kind support. 

This is not to say that the British public is 
mean. Giving to charity at slightly less than 1% 
of GDP places the British in second place in 
the world giving tables, behind the US. Nor are 
some of the very wealthy not giving, as shown 
by the examples of Sir Tom Hunter, the 
Sainsbury family and many others. Legacy 
income is equally robust.  

The greatest opportunity for increasing 
charitable donations lies with the reasonably 
well-off (defined as those people who have 
assets beyond the family home of £500,000 or 
more). In the late 1980s, academics described 
the level of donations given by individuals as 
an inverted U-curve: people are at their most 
generous at the extremes of wealth of society. 
The challenge is how to encourage and 
persuade those in the middle of the wealth 
curve to give more. To do this, the means and 
accountability of distribution needs to be 
slightly changed. 

THE CREATION OF A ‘REMAINDER 
TRUST’ 
Currently, when an individual sets up a charity 
during his lifetime and transfers money, or 
certain assets, to it, he will be entitled to tax relief. 

Once the transfer has occurred the individual 
loses all personal rights and claims to the 
money. But the reality for the reasonably well-
off is that many are understandably uncertain 
about their future circumstances; this 
uncertainty inhibits their willingness to commit 
their funds to charity irrevocably: after all, there 
may be a time in the future when they might 
need the money back. At present if a person 
creates a charitable trust and places say 50% 
of their wealth within it, they will never be able 
to have personal use of the money. 

The alternative would be to set up a 
‘Remainder Trust’ which would allow people to 
create a charitable trust in which they could 
deposit a capital sum. The historic capital 
would remain untouched but the tax-free 
income generated from the capital would be 
distributed for charitable purposes. But once a 
year, less any tax relief obtained, donors would 
have the option to claim back some or all of 
the capital if they required it.2 

At a stroke a new source of financial support 
would be available for charities. They could look 
forward to both regular revenue and eventually a 
capital sum when the donor of the trust dies. 

At that point, the trust could be either 
immediately closed and the capital distributed. 
Or it may continue for a limited time (say ten 
years) when members of the family would have 
the option to continue the trust. This would 

                                                 
2  For more details on remainder trusts, see Lindsay 

Driscoll and Peter Grant in Philanthropy in the 21st 
Century, Centre for Charitable Giving, Cass Business 
School, November 2009. 
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cascade the practice of giving to charities 
through generations. 

The Charity Law Association has already 
recommended the creation of Remainder 
Trusts but its suggestions were in part rejected 
by the Treasury on the basis of fears of 
potential tax abuse and the work involved. 
However, if the rules on qualifying investments 
are clear and if the request to have capital 
returned can be made only once a year (less 
any tax relief), then surely a simple 
administrative system which HMRC can track is 
possible.  

The benefits to society of the estimated 
820,000 Britons with net wealth of more than 
£500,000 must surely be more important and 
there must be a way to overcome these 
administrative issues.3 

For most of these people, after their houses, 
the next biggest asset is their pension fund. 
Many are now in defined contribution (money 
purchase) arrangements rather than defined 
benefit (final salary). Those in defined 
contribution are frequently those of an 
entrepreneurial nature: the very people the 
Remainder Trust reform is targeted at. 

For better or for worse, they have embraced 
the risk of direct market investment, often 
doing everything within their powers to avoid 
the purchase of a conventional annuity. 
Amongst the variety of annuity alternatives 
available, the majority allow for charitable 

                                                 
3  Sources on the size and asset holding of affluent 

individuals do not enjoy the same statistical accuracy 
as the above surveys. The figures quoted were taken 
from the published Brewin Dolphin Wealth 
Management reports as their figures were in the 
middle of the various unpublished research from other 
wealth managers and accountancy firms that I have 
seen. Unlike high street banking which is dominated by 
a few players no single wealth manager has more than 
10% of the market. 

giving upon death. Remainder Trusts, along the 
lines proposed, could be eligible as an 
alternative to the purchase of an annuity. With 
donors being able to reclaim the original 
capital should they fall on hard times, 
Remainder Trusts could be expected to 
accelerate donations from those planning their 
pension provisions. This would effectively 
forward fund charitable projects and increase 
the generation of social capital.  

ANONYMITY AND DISTRIBUTION  
The current transparency and accountability 
requirements for charities have two problems: 

• they impose a considerable compliance 
cost in time and professional fees; 

• they enable anyone to know who the 
trustees of a charity are.  

While some donors may be happy to be in the 
public spotlight, for a number of reasons – 
including personal security – most people wish 
to give quietly and anonymously.  

To resolve the twin issues of compliance costs 
and of privacy, it is proposed that a new 
category of charity is created: the ‘Personal 
Charitable Trust’. These would have a light 
touch reporting requirement and be relieved of 
much of the administration and reporting 
duties that applies to public fundraising 
charities and the professional and corporate 
grant-making trusts. 

To ensure, however, that the Gladstone 
principles are adhered to,4 these private 
charities should comply with a requirement 
that they have to distribute a minimum of say 
5% or 3.5% of their capital each year. (This is 

                                                 
4  William Gladstone observed that ‘one man’s tax relief, 

is another man’s tax burden’. This objection is met by 
the ‘mutual exchange of benefit’ that has been the foundation 
of tax relief for charities and charitable giving. 
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broadly what happens in the US and Canada). 
This distribution should be averaged, over say 
a rolling period of five years so that larger 
capital projects or fluctuations in the 
investment market can be smoothed. As in 
Canada, there would be a case for a separate, 
‘small personal charity regulation unit’ within 
the Charity Commission to ensure that abuse 
does not occur and that the principle of public 
benefit is adhered to.  

This would also ensure that these charities had 
to manage their investments effectively – 
usually through a professional manager – to 
ensure that the capital was not eroded. 
Currently, many of the top UK charitable trusts 
distribute less than 3% of their capital each 
year and have been accused of poor 
investment management because there is no 
requirement to distribute.5 The minimum 
distribution rules would obviate these 
criticisms for the proposed ‘small personal 
charitable trusts’.  

These private charities should also 
automatically cease on the death of the 
founder or within ten years of death, unless 
relatives wish to continue and put in new 
capital. This means that these charities 
automatically have a limited but effective life. 

CONCLUSION: ACT NOW 
Critics sometimes claim that there are too 
many charities. In many respects they are right. 
But what they are referring to are the number 
of charities that raise funds from the public 
and whose purposes seem to overlap with 
each other. The proposals made here are 
intended to re-energise the charity sector with 
endowed charities, which have independent 

                                                 
5  For criticism of the investment management policies of 

charities, see Institute of Philanthropy, Investment 
Matters: In search of better charity asset management, 
2008. 

income. These new charities would not be a 
burden on the public and would not be 
expected to undertake public fund-raising.  

At a time of recession it may seem somewhat 
incongruous to be arguing for changes in 
philanthropy. Yet if not now, when? Indeed, the 
call upon charities to assist the poor but also 
engage in a whole plethora of ‘civil society’ 
activities is needed now more than any other 
time in the last 20 years.  

Recent reforms have not increased public 
donations. These reforms offer a practical and 
cost effective method to unlock the potential 
£740 billion held by the estimated 820,000 
Britons with a net wealth of more than 
£500,000. If just 10% were realised this would 
mean an additional endowment of £74 billion 
for the UK voluntary sector. 

For enacting two small reforms, this surely 
could be a great potential benefit. 
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Chart One: Inflation 1796 to 1820



Note: Finding reliable and comparable data for inflation 200 years ago is difficult. However, this chart is derived from data known as the Phelps Brown-Hopkins index, based on numbers from records from local markets, the accounts of colleges and hospitals and the Naval Victualling Service. 
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SUMMARY







· The growth in the income of the charitable sector in recent years has come not from increased philanthropy, but from increased government spending. This is despite various campaigns and reforms in the tax system, both of which were designed to increase public donations to charities.

· The current economic difficulties are likely to put pressure on the level of public donations to charity. Equally, probable constraints on government spending will also constrict charities’ income in the years ahead.

· It is therefore more important than ever to maximise the level of charitable donations from the public. Two straightforward reforms, both targeted at the reasonably well-off, could achieve this while also greatly invigorating the smaller charity sector.

· The first reform would enable individuals to set up ‘Remainder Trusts’ in which sums of £50,000 or more could be settled. Crucially, donors would retain control over the capital – and could reclaim it if they wished –  during their lifetime. 

· The second reform would be the creation of a new type of charity – the ‘Personal Charitable Trust’ – based on the Canadian and US models. These Personal Charitable Trusts would enjoy the benefits of a light touch regulation free of many of the onerous reporting burdens imposed on larger charities. They would also offer donors the option of anonymity.

· These reforms could unlock some of the £740 billion held by the 820,000 Britons with a net wealth of more than £500,000. If just 10% of this sum were realised, then an additional endowment of £74 billion would be made available for good works.One of the biggest policies undertaken in the 12 years of the Labour Government has been printing money, nearly £175 billion.

· There are signs that Quantitative Easing, as the policy is known, has so far been a success, reducing long-term interest rates, lifting the stock market and improving company balance sheets.

· However, the policy carries many significant risks. How and when will it end? Will it cause inflation? What criteria should we use to judge how it is working?

· The policy has also received little scrutiny by Parliament. Neither ministers nor Parliament have had much say. There been no primary legislation on QE. The only secondary legislation on QE has been a statutory instrument, exempting BEAPFF Ltd from the FSA’s authorization regime. 

· The Bank of England now controls QE policy. It claims as its authority its independent right to control interest rates. This is a very thin justification for such an important role.

· There are important lessons to be learned from when the policy was used in the past, notably the Restriction Period which began in 1797. This ultimately led to inflation reaching a record 36.5% in 1800

· , widespread public outcry and the formation of the so-called Bullion Committee by Parliament.

· Today a special Select Committee of Parliament should be formed to:

· scrutinize the policy on an ongoing basis;

· to report on progress and risk on an at least quarterly basis; and,

·  to consider the timing and method by which QE can be brought to an end.


· 
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INTRODUCTION



The four most dangerous words in investing are ‘This time, it’s different’
Sir John Templeton

This paper proposes changes to the fiscal, legal and regulatory environment for individuals planning to give sums of £50,000 or more to charity. 

Unlike mass public donations, or at the other extreme the donations of the super-wealthy, these proposals focus on the reasonably well-off: those with a net wealth of £500,000 or more. By making it easier and less onerous for this group to set up charitable trusts, it is hoped that a significant proportion of the £740 billion held by this group could be released for private charity. 

THE REVIVAL OF CHARITY

The election of Mrs Thatcher in 1979 saw a great injection of impetus into charitable activity. The empowering of the individual, the encouragement of entrepreneurialism and the creation of wealth led to a renewal of philanthropy, similar in many ways to that found in the US. The creation of the Gift Aid scheme, which greatly simplified tax-effective giving to charity, was to be the vehicle for this ‘new philanthropy’. At the same time, the process of ‘contracting-out’ what were deemed statutory services to charities was accelerated. 

The Labour Government of 1997 provided further improvements to the Gift Aid scheme. For example, since 6 April 2000, individuals have been able to get income tax relief on gifts to charity of certain shares, securities and other investments. Individuals can also claim the tax relief if they give, or sell at less than market value, any qualifying investments to a UK charity. The relief has been extended from 6 April 2002 to include gifts of land or buildings.

Other initiatives have widened the pool of donors. The Band Aid Concert of 1986, Comic Relief and Children in Need have demonstrated that the appeal of giving to charity is not limited to the very rich. Indeed, according to the Citizenship Foundation, three out of four people in their teens or twenties are involved in giving and/or charitable activity.

There are further reasons for expecting charitable donations to increase – not least the gradual reduction in the universal nature of the welfare state. For a very short period –  from, say, 1946 to the late 1970s – the concept of a welfare state funded by high direct taxation existed. The belief was that charity would wither away. But the charitable instincts of the British people have proved stronger than expected at the time, and the reality of universal welfare has proved weaker. Now, with government spending under great pressure, the opportunity and need for charities will only grow.

SO WHAT IS THE PROBLEM?

Despite the reforms and wishes to create a new age of philanthropy, over the last decade giving by the general public has remained relatively static, both as a percentage of national expenditure (GDP), and as a percentage of charitable income (as the Table below shows).





SOURCES OF CHARITABLE INCOME

		Charities

		Year

		Total Income

£ m

		% from voluntary donations

		% from gov. funding



		Top 500 fundraisers

		1992-1993

		3,300

		51%

		38%



		Top 500 fundraisers

		2002-2003

		8,587

		54%

		40%



		Top 500 fundraisers

		2004-2005

		9,724

		52%

		41%



		Top 300 fundraisers

		2007-2008

		10,109

		52%

		36%





Source: Unpublished analysis by Professor Cathy Pharoah (Cass Business School), using data from Charity Trends (1996, 2003, 2006 Editions) and Charity Market Monitor, 2009.
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The income of the charitable sector has almost quadrupled over the last two decades, but this growth has been fuelled as much by government funding as by private philanthropy, as the table below, which tracks the income of the major charities who fundraise from the general public, shows. Government income to the charitable sector as a whole has increased in real terms by 20% over the last decade, continuing to provide around 40% of all charities' income. For many charities it is the sole funder. Worryingly, both NCVO and Caritas are predicting that the amount of income from general public donations will decline as the recession deepens. To make matter worse, the level of grant support from private charitable trusts will be constrained by the vagaries of the current investment environment. Corporate cash donations have seen no real growth for at least a decade, with corporates turning increasingly to in-kind support.

This is not to say that the British public is mean. Giving to charity at slightly less than 1% of GDP places the British in second place in the world giving tables, behind the US. Nor are some of the very wealthy not giving, as shown by the examples of Sir Tom Hunter, the Sainsbury family and many others. Legacy income is equally robust. 

The greatest opportunity for increasing charitable donations lies with the reasonably well-off (defined as those people who have assets beyond the family home of £500,000 or more). In the late 1980s, academics described the level of donations given by individuals as an inverted U-curve: people are at their most generous at the extremes of wealth of society. The challenge is how to encourage and persuade those in the middle of the wealth curve to give more. To do this, the means and accountability of distribution needs to be slightly changed.

THE CREATION OF A ‘REMAINDER TRUST’

Currently, when an individual sets up a charity during his lifetime and transfers money, or certain assets, to it, he will be entitled to tax relief.

Once the transfer has occurred the individual loses all personal rights and claims to the money. But the reality for the reasonably well-off is that many are understandably uncertain about their future circumstances; this uncertainty inhibits their willingness to commit their funds to charity irrevocably: after all, there may be a time in the future when they might need the money back. At present if a person creates a charitable trust and places say 50% of their wealth within it, they will never be able to have personal use of the money.

The alternative would be to set up a ‘Remainder Trust’ which would allow people to create a charitable trust in which they could deposit a capital sum. The historic capital would remain untouched but the tax-free income generated from the capital would be distributed for charitable purposes. But once a year, less any tax relief obtained, donors would have the option to claim back some or all of the capital if they required it.[footnoteRef:3] [3:  	For more details on remainder trusts, see Lindsay Driscoll and Peter Grant in Philanthropy in the 21st Century, Centre for Charitable Giving, Cass Business School, November 2009.] 


At a stroke a new source of financial support would be available for charities. They could look forward to both regular revenue and eventually a capital sum when the donor of the trust dies.

At that point, the trust could be either immediately closed and the capital distributed. Or it may continue for a limited time (say ten years) when members of the family would have the option to continue the trust. This would cascade the practice of giving to charities through generations.

The Charity Law Association has already recommended the creation of Remainder Trusts but its suggestions were in part rejected by the Treasury on the basis of fears of potential tax abuse and the work involved. However, if the rules on qualifying investments are clear and if the request to have capital returned can be made only once a year (less any tax relief), then surely a simple administrative system which HMRC can track is possible. 

The benefits to society of the estimated 820,000 Britons with net wealth of more than £500,000 must surely be more important and there must be a way to overcome these administrative issues.[footnoteRef:4] [4:  	Sources on the size and asset holding of affluent individuals do not enjoy the same statistical accuracy as the above surveys. The figures quoted were taken from the published Brewin Dolphin Wealth Management reports as their figures were in the middle of the various unpublished research from other wealth managers and accountancy firms that I have seen. Unlike high street banking which is dominated by a few players no single wealth manager has more than 10% of the market.] 


For most of these people, after their houses, the next biggest asset is their pension fund. Many are now in defined contribution (money purchase) arrangements rather than defined benefit (final salary). Those in defined contribution are frequently those of an entrepreneurial nature: the very people the Remainder Trust reform is targeted at.

For better or for worse, they have embraced the risk of direct market investment, often doing everything within their powers to avoid the purchase of a conventional annuity. Amongst the variety of annuity alternatives available, the majority allow for charitable giving upon death. Remainder Trusts, along the lines proposed, could be eligible as an alternative to the purchase of an annuity. With donors being able to reclaim the original capital should they fall on hard times, Remainder Trusts could be expected to accelerate donations from those planning their pension provisions. This would effectively forward fund charitable projects and increase the generation of social capital. 

ANONYMITY AND DISTRIBUTION 

The current transparency and accountability requirements for charities have two problems:

· they impose a considerable compliance cost in time and professional fees;

· they enable anyone to know who the trustees of a charity are. 

While some donors may be happy to be in the public spotlight, for a number of reasons – including personal security – most people wish to give quietly and anonymously. 

To resolve the twin issues of compliance costs and of privacy, it is proposed that a new category of charity is created: the ‘Personal Charitable Trust’. These would have a light touch reporting requirement and be relieved of much of the administration and reporting duties that applies to public fundraising charities and the professional and corporate grant-making trusts.

To ensure, however, that the Gladstone principles are adhered to,[footnoteRef:5] these private charities should comply with a requirement that they have to distribute a minimum of say 5% or 3.5% of their capital each year. (This is broadly what happens in the US and Canada). This distribution should be averaged, over say a rolling period of five years so that larger capital projects or fluctuations in the investment market can be smoothed. As in Canada, there would be a case for a separate, ‘small personal charity regulation unit’ within the Charity Commission to ensure that abuse does not occur and that the principle of public benefit is adhered to.  [5:  	William Gladstone observed that ‘one man’s tax relief, is another man’s tax burden’. This objection is met by the ‘mutual exchange of benefit’ that has been the foundation of tax relief for charities and charitable giving.] 


This would also ensure that these charities had to manage their investments effectively – usually through a professional manager – to ensure that the capital was not eroded. Currently, many of the top UK charitable trusts distribute less than 3% of their capital each year and have been accused of poor investment management because there is no requirement to distribute.[footnoteRef:6] The minimum distribution rules would obviate these criticisms for the proposed ‘small personal charitable trusts’.  [6:  	For criticism of the investment management policies of charities, see Institute of Philanthropy, Investment Matters: In search of better charity asset management, 2008.] 


These private charities should also automatically cease on the death of the founder or within ten years of death, unless relatives wish to continue and put in new capital. This means that these charities automatically have a limited but effective life.

CONCLUSION: ACT NOW

Critics sometimes claim that there are too many charities. In many respects they are right. But what they are referring to are the number of charities that raise funds from the public and whose purposes seem to overlap with each other. The proposals made here are intended to re-energise the charity sector with endowed charities, which have independent income. These new charities would not be a burden on the public and would not be expected to undertake public fund-raising. 

At a time of recession it may seem somewhat incongruous to be arguing for changes in philanthropy. Yet if not now, when? Indeed, the call upon charities to assist the poor but also engage in a whole plethora of ‘civil society’ activities is needed now more than any other time in the last 20 years. 

Recent reforms have not increased public donations. These reforms offer a practical and cost effective method to unlock the potential £740 billion held by the estimated 820,000 Britons with a net wealth of more than £500,000. If just 10% were realised this would mean an additional endowment of £74 billion for the UK voluntary sector.

For enacting two small reforms, this surely could be a great potential benefit.

We have become so used to the enormous sums of public money tossed around during the credit crunch that one of Labour’s biggest ever policy actions – the decision to print money – has been largely overlooked.

Yet this policy, known by its technical name, Quantitative Easing (QE), exceeds even the sums injected into RBS and Lloyds; or the debts the Government has assumed from Northern Rock and Bradford & Bingley.[footnoteRef:7] [7: ] 


So far, the Bank of England has printed £160 billion and spent that staggering sum on buying up Government debt. As the Bank is itself owned by the Government and its liabilities are underwritten by the Exchequer, this is an oddly circular scheme, equivalent to an individual taking out new credit cards to pay off their debts.

That £160 billion, a sum bigger even than the NHS budget, is being held by an obscure company registered at Companies House called “Bank of England Asset Purchase Fund Facility”, or BEAPFF Ltd. This entity is owned by the Bank of England and has two Bank employees as its sole directors.[footnoteRef:8] But its accounts are not consolidated, making it one of the largest of the UK Government’s famed off balance-sheet liabilities.[footnoteRef:9] [8: 	]  [9: ] 


BEAPFF’s assets are so big that if it listed on the stock market, it would probably be the biggest member of the FTSE 100, bigger even than BP or Shell.

The future of BEAPFF Ltd is not only fundamental to assessing the authorities’ success in tackling the recession; it also has profound political and constitutional implications. Yet, if current form is anything to go by, its existence will hardly feature in the debate running up to the next election. Few people know about BEAPFF Ltd, or the policy of printing money and fewer still understand the issues involved. None of the major parties has said what it plans to do about BEAPFF Ltd.

Overall, there has been a lamentable lack of Parliamentary debate on this subject. It is time that the policy received proper scrutiny and it was put on a more transparent and secure legal footing.

IT HAS WORKED, SO FAR

Not even the Bank of England is entirely sure about the precise effects of QE. This is partly because it has coincided with massive stimulus policies elsewhere.

But there are nonetheless signs that QE is working much better than Gordon Brown’s many critics[footnoteRef:10] have hitherto been prepared to concede. A 1930s-style Depression has been avoided (at least, so far). Indeed, if the policy does not go wrong, it may one day be seen as the most significant achievement of the Brown administration, alongside the decision to recapitalize the banks.  [10: ] 


According to both the CBI and the Bank of England, Britain is at last moving out of recession. There is evidence to suggest that QE has reduced long term interest rates, helped fuel the record-breaking rise in the stock market since March, kick-started the corporate bond market and enhanced confidence.

 In fact, the real risk may not be that the policy is failing, but that it is working too well. For the benefits it has brought have come with some serious long-term risks and the longer it goes on, the worse those risks become.

Questions about where we go from here abound. How long should QE go on for? How exactly should it be ended? If QE has boosted asset prices, will it set off a bout of inflation? Who is in control, Parliament, the Treasury or the Bank of England? Why is the intervention taking place off balance sheet?[footnoteRef:11] Is it right that the policy has, in effect, enabled Labour to continue funding its entire spending programme, much of which is politically contentious? The Opposition parties have been slow in asking these questions. And none of them have been answered by the Government or the Bank of England. [11: 	] 


SOME LESSONS FROM HISTORY

QE is not a new idea. It was originally pioneered in this country by a Tory administration over 200 years ago, which in response to a banking crisis flooded the system with funds, by printing money. QE is merely a fancy expression to describe the modern, technical aspects of that process. There have been three major precedents for QE.



1. The Restriction Period

The first example of printing money is 1797, the so-called Restriction Period. In February of that year, a 2,000-strong brigade of Frenchman undertook the last invasion of Britain, landing in Pembrokeshire. The banking system was already in a skittish state, as the Government had made continuous demands on the Bank of England for gold bullion in order to fund the war against France and to subsidise Britain’s Continental allies. But the invasion – which was widely expected after a botched landing in Bantry Bay, Ireland, the previous year – was the last straw. Even though the French were swiftly defeated and rounded up by the Welsh gentry, the news triggered a widespread run first on the county banks, and then in the City.

The Prime Minister, William Pitt the younger, responded swiftly to a request by two Bank of England directors and used an Order in Council to authorise the Bank to stop redeeming paper notes in gold. Until that time, members of the public could take, say, a five pound note to the Bank and demand gold instead. That is why, to this day, pound notes have “I promise to pay the bearer on demand” printed on them and are signed by the cashier.

It also issued silver dollars which had been captured from Spanish ships in the past and clumsily stamped them with a tiny image of George III over that of the Bourbon Charles IV. This caused some wit to compose a couplet:

The Bank, to make their Spanish dollars pass
Stamped the head of a fool on the neck of an ass.





The issue, at 4s 9d, was not popular and numerous forgeries appeared. The Birmingham entrepreneur Matthew Boutlon and his business partner James Watt were subsequently commissioned to overstrike the coins properly using their new steam press[footnoteRef:12]. The Lord Mayor of London gathered City merchants at the Mansion House. 4,000 merchants signed a petition promising to honour the Bank’s new notes. [12: 	] 


The Restriction measure was supposed to be temporary but lasted 21 years and is the origin of Britain’s paper money system. By 1819 the House of Commons was becoming impatient with the policy which, by common consent, had ultimately led to inflation. 

Chart One shows that inflation hit an all-time record for Britain of 36.5% in 1800, three years after the Bank began printing money, before falling back, sometimes tipping into deflation. 

Inflation and the high price of food provided the economic backdrop to a series of disturbances, notably the Peterloo Massacre in 1819. An Act was passed ordering the Bank to get Parliamentary authority for buying up British Government bonds, or gilts, and the policy was abandoned soon after. 






Chart One: Inflation 1796 to 1820



Note: Finding reliable and comparable data for inflation 200 years ago is difficult. However, this chart is derived from data known as the Phelps Brown-Hopkins index, based on numbers from records from local markets, the accounts of colleges and hospitals and the Naval Victualling Service. 
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2. The Panic of 1825

The second precedent for QE occurred only a few years later in 1825, during Lord Liverpool’s Liberal Tory administration. Interest rates were kept low after the end of Restriction and a great speculation in South American bond and share issues began. Investors were flush with cash and were seeking new opportunities after the Treasury converted a portion of its post-war debts and reduced the coupon from 5% to 4%.

1825 was a typical bubble, featuring various useless and phoney schemes. A fraudster named Gregor MacGregor took advantage of the mania and issued a bond and sold land on behalf of a fictitious Latin American country called Poyais. When the scheme was exposed and collapsed, it contributed to a run on the banks and, for the first time, the Bank of England had to use its lender of last resort facility. Lord Liverpool resisted requests to suspend gold payments, but there is some evidence that he gave the Bank unofficial permission to print money beyond the legal minimum and it certainly reissued £1 and £2 notes, as it has during the Restriction. The crisis passed within a few months.[footnoteRef:13] [13: 	] 


3. The First World War

The third and final precedent for QE was in 1914 when the City took the declaration of war on Germany very badly. The Stock Exchange was closed for several days and when it was re-opened the Liberal administration announced a series of capital controls in order to steer investment into the war effort. In order to restore confidence, the Treasury – and not the Bank – issued £1 and shilling notes. The Bank also suspended gold payments again. Yet again there was a bout of inflation, which peaked at 25% in 1917.[footnoteRef:14] [14: 	] 


Britain went back on the gold standard briefly in 1925, but came off again in 1931 and the Bank of England has not redeemed pound notes for gold since.

BACK IN FASHION

Printing money in response to a financial crisis therefore has a long and, if not exactly respectable pedigree, then certainly a well-understood one. However, it was not until 1933 that the policy was first given an eloquent rationale. In that year, the economist Irving Fisher coined the expression “debt deflation” to describe the effects of violent financial crises, which can lead to fire-sales of assets and a total collapse in demand. It was this, according to Fisher, which led to the 1930s Depression. And the remedy he suggested was the one used in the past: central banks should keep prices rising by printing money.

Fisher’s conclusions were endorsed by Milton Friedman in his Monetary History of the United States (1963) and his work is much admired by Mervyn King. Fisher was also quoted by Ben Bernanke, now the chairman the US Federal Reserve, in November 2002:[footnoteRef:15] [15: 	] 


The US government has a technology, called a printing press (or, today, its electronic equivalent), that allows it to produce as many US dollars as it wishes at essentially no cost.

He argued that it should do this to head off a potential depression. Indeed, for Bernanke, Friedman, Fisher et al, the big policy mistake of the 1930s was the failure to print money.

Printing money in 2009

The QE process is essentially circular and goes like this. The Government, via its Debt Management Office, borrows by selling gilts to investors, typically pension funds. The pension funds then sell those gilts, or their existing gilt holdings, to the Bank of England. Only instead of paying cash, the Bank simply credits electronically the reserve accounts the banks must have deposited with it. So if pension fund A banks at Barclays and sells £50m of gilts, the Barclays account at the Bank of England is credited with the sum and, hey presto! £50m of new money has been printed, at the press of a button. The consequence has been a massive expansion of the Bank’s balance sheet, both in terms of liabilities and assets.



Chart 2 shows the huge increase in the reserves held at the Bank of England by high street banks while Chart 3 shows the £160 billion loan the Bank of England has made to BEAPFF Ltd to fund QE and its impact on the Bank’s balance sheet.

WHAT HAVE BEEN ITS EFFECTS?

There has been little analysis of how effective the policy has been. The most authoritative piece has come from the International Monetary Fund.[footnoteRef:17] It estimates that QE has reduced the benchmark 10-year interest rate on British Government debt – the yield – by between 40 and 100 basis points or 0.4% to 1%, lowering it to 3.5%.  [17: 	] 


If anything, this could be an underestimate. In October last year, before the QE policy was being actively discussed, the Government was paying about 2.5% to 3.0% to borrow for two years or so, rising to 5% for 20 years. 

But since QE was introduced, the Government pays less than 1% to borrow for two years, rising to just under 4% for 20 years.

The reduction in gilt yields may not sound like much, but they are now at a near record-low. That means it is currently cheaper for the British Government to borrow than any time for the 300 years for which we have data.

The Stock Market has moved in tandem with gilts, as investors have reinvested their gains from selling gilts to the Bank in shares. So the yield on the FTSE-100 index, (from company dividends, expressed as a percentage of the total value of the index) is also about 3.5%. By the beginning of October, that positive move alone had probably added between 600 and 1000 points to the FTSE 100.  or issuing bonds. So far this year, companies have raised £60 billion of capital, compared to £40 billion in 2008[footnoteRef:18]. [18: ] 
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Chart Two: Bank of England balance sheet liabilities





Chart Three: Bank of England balance sheet assets
















However, on the negative side, actuaries use the 10-year gilt yield as the benchmark for measuring the potential return of assets held by pension funds. So one bizarre side-effect of the low gilt yields from QE has been a theoretical ballooning of pension deficits. The actuary Lane Clarke and Peacock estimates that cumulative pension deficits for FTSE-100 companies are now a record £96 billion. The return of large pension deficits is a reminder of the distorting effects of QE and has probably contributed to a number of companies closing their final salary pension schemes.





 [SAY SOMETHING ABOUT ANNUITY RATES??]

Just how the Bank of England itself measures the effectiveness of the policy is a bit of a mystery, but judging by the minutes of the Monetary Policy Committee, it initially relied on examining the money supply, to see if it has grown or not.

The usual measure of the money supply used by the Bank is broad money, or M4. It is made up of bank accounts, deposits and notes and coins in circulation. However, about 18 months ago, the Bank started to use a new measure, M4X, which strips out “Other Financial Corporations”[footnoteRef:21] – the off-balance sheet vehicles used by banks and hedge funds during the boom. [21: 	] 


According to M4X, the money supply is hardly moving, growing at just 2% compared to the usual 8% to 10%. For this reason, the monetary policy committee said in August that it wants to expand QE from £150 billion to £175 billion and the Governor Mervyn King even voted for it to be expanded to £200 billion. 

Chart 5 Money supply, M4X



But is M4X the right measure of money in these circumstances? Has it understated the true impact of QE? It is perfectly possible that the sums generated by QE have not found their way into the money supply at all, but gone straight into other instruments, such as equities and corporate bonds. After all, on the face of it, it seems pretty odd for the bank to print £160 billion and for none of it to find its way into the money supply.

If it is true that the money supply has not budged, then maybe QE is not being conducted in the most efficient way. Perhaps, for instance, the Bank should be buying up more commercial bonds as opposed to mostly gilts.

The Bank itself now has misgivings about using the money supply to measure the effectiveness of QE. Last month, David Miles, a member of the MPC, gave a speech in which he produced a host of different charts to measure QE’s effectiveness.[footnoteRef:22] Mr Miles said that the money supply “is not a good measure of success.” Instead, he explained that by underpinning a rise in the stock market and in corporate bonds, QE has allowed companies to pay down their bank debts, or to “deleverage”, in the jargon. [22: 	] 


He said that portfolio managers are selling gilts to the Bank of England, but instead of leaving the proceeds on deposit at virtually zero interest, they are look for “substitutes that are more natural places to invest,” – that is, shares and corporate bonds. The resulting improvement in balance sheets means that companies are “creating more head room to respond quickly to future investment opportunities by paying down bank debt.” 

Interestingly, Mr Miles is sanguine about bringing QE to an end. He says that banks are accumulating large reserves at the Bank of England – without giving any figures – which is a good thing because banks must, in future, hold more liquid assets if another crisis is to be avoided. “Further down the road banks may well want to hold more of their liquid assets in gilts and rather less in reserves. This is one way in which QE can naturally roll-off as banks reduce their reserves by buying of gilts from the Bank of England,” he said.

The Financial Services Authority has made such an outcome more likely by publishing new liquidity rules for banks,[footnoteRef:23] requiring them to hold more liquid assets as a buffer against a future crisis. The FSA has stuck to a narrow definition of liquid assets and this essentially means that banks will have to hold billions of pounds of extra gilts. [23: 	] 


The new liquidity rules have been attacked by the British Bankers Association, which said that the rules effectively forced banks to lend to the Government rather than individuals and companies. “These proposals would oblige banks to hold high amounts of government bonds, rather than allowing them to diversify their assets. And self-evidently any money held in these 'liquidity buffers' is money that banks cannot lend to individuals and businesses.”

While the BBA is right to point out the risk of so-called crowding out, it misses the essential point that the we should all be extremely grateful if the new liquidity rules allow such a radical policy as QE to end painlessly.

THE RISKS

Despite the successes of QE, there are several identifiable risks. As a matter of logic, the longer the policy goes on, the bigger those risks get. After all, the Bank of England cannot buy up the entire national debt and put it off balance sheet.

First, when QE finishes, it could be interpreted by the markets as an admission that the UK has used all its ammunition in the crisis. In this scenario, the most likely market response would be for investors to sell gilts, causing gilt yields to rise. As the gilt yield is a benchmark used for setting commercial interest rates, such a sell-off could cause long-term interest rates across the economy to rise sharply.

Such a deterioration could be quite sudden, especially if it was accelerated by coinciding with an inflationary shock set off by the boost to demand from QE. Indeed, the markets already believe that Britain is more at risk from an inflationary shock than other major countries. 

Second, as the Bank of England is an agency of the Government and its liabilities are indemnified by the Treasury, any loss on the Bank’s QE portfolio – potentially running into billions of pounds – will rebound on the National Debt. Indeed, the signs are this is already happening.

QE as a whole is regarded as off balance-sheet by the ONS, but any losses on the portfolio held by BEAPFF Ltd do have to be accounted for. Losses arise, for instance, when the Bank of England pays more than the market price for gilts and corporate bonds. So far, some £14.2 billion has been added to the National Debt in this way.[footnoteRef:24] [24: 	] 


Charles Bean, deputy Governor of the Bank, has said that these losses are merely notional, because the BEAPFF receives interest payments from the Government.[footnoteRef:25] [25: 	] 


Third, whatever the short-term economic benefits of QE, confusion over what happens next and growing alarm about the true state of the public finances is already undermining the pound. Some forecasters believe sterling could soon reach parity with the euro. Another big fall in sterling should ideally be avoided, as it could jeopardize the nation’s credit rating, further adding to the cost of borrowing from foreign creditors.

The fourth and final risk is political. A side-effect of the policy has been vastly to enhance the power of the Bank of England, by giving it control over fiscal policy. Some might say this is a good thing, given the record of politicians at running the public finances over the years. But we live in a democracy and central banks are not endowed with a monopoly on wisdom. The usual process for approving Government spending and borrowing is via Parliament. QE effectively circumvents that process by giving a generous interpretation to the terms of the Bank of England Act.

WHAT HAPPENED LAST TIME

The Bank is, by far, the nation’s biggest creditor and QE gives the Governor and the monetary policy committee (which he chairs) an effective veto over every detail of fiscal policy and, by extension, over almost everything that the current or next Government says or does. This is an awesome power indeed and one which, so far, the Bank and the Treasury have preferred is mostly deployed out of the public eye.

Furthermore, it cannot be right that the Bank is the judge of how effective the policy is. In 1797, 1825 and 1914 the Government and Parliament were in the driving seat of the policy. In 2009, by contrast, there has simply been a couple of exchanges of letters between the Governor and the chancellor, Alistair Darling. Yet those exchanges have given the Bank huge powers, powers which were never mentioned explicitly in the Bank of England Act.

The decision to print money in 1797 was one taken by the Government, the executive, via an Order in Council signed by the King who was expressly called back from Windsor to an emergency meeting of the Privy Council. It was subsequently followed by several debates in Parliament and the Restriction Act.

There were also two Parliamentary inquiries into Restriction. First, a secret committee was formed which proclaimed that the Bank of England’s balance sheet was healthy, without giving many details. Several years later the so-called Bullion Committee, which argued the policy had devalued sterling and caused inflation, was formed. The economist David Ricardo was a big influence in the committee, whose members included the writer Francis Horner and Tory MP William Huskisson.

The resulting Bullion Report is celebrated as one of the founding documents of monetary economics.[footnoteRef:26] The Committee took evidence from 29 witnesses including a “a very eminent Continental Merchant” who declined to be named but was thought to be Nathan Meyer Rothschild. The Bullionists, as the authors became known, blamed the decline of sterling on foreign exchanges on the “excessive quantity of circulating medium”. The report was reprinted many times and its arguments gained momentum in the subsequent decade. The proved decisive when Restriction was finally abandoned in 1819. [26: 	] 


In 1825 it was Lord Liverpool who gave the Bank permission to use its lender of last resort facility. And in 1914, the Treasury itself printed the new notes, not the Bank.

BANK OF ENGLAND 1, PARLIAMENT 0

In 2009, there has been the smoothest possible co-operation between the Bank and the Treasury and almost no Parliamentary scrutiny. Furthermore, the policy is ultimately in the control of the Bank of England and neither ministers nor Parliament have had much say. 

Nor has there been 

any primary legislation. The only secondary legislation has been a statutory instrument, exempting BEAPFF Ltd from the Financial Services Authority’s authorization regime. The instrument was rushed through on 29 January 2009, in less than the usual 21 days. As the House of Lords Statutory Instruments Committee subsequently commented:

We are disappointed that HM Treasury’s failure to identify more promptly the need for this instrument has reduced the opportunity for pre-commencement Parliamentary scrutiny.

As Mervyn King told the Treasury Select Committee in November 2008 (before QE got underway), the reason for the Bank’s pre-eminence is that QE is really an aspect of monetary policy which is the responsibility of the Bank’s monetary policy committee. He said:

It is clear that the Bank of England Act gives the authority to set decisions on monetary policy to the MPC, and monetary policy includes the Bank Rate but is not restricted to it… .So there would need, if we got to that point [ie, QE], to be close co-operation between the Treasury and the Bank, but the decision-making power as to what the Bank would do would still rest with the MPC.

In Mr King’s eyes, therefore, it is up to him and the MPC when and how QE should end. His legal authority for saying this is the Bank of England Act. But it is not as clear as he claims. Nowhere does the Act mention QE or any policy like it.

The scale of QE is also, we are told, exclusively a matter for the Bank and we only know of plans to increase its scale to £175 billion through the monthly minutes of the monetary policy committee. How unusual for Parliament, the arbiter of the nations finances, not to have a say.

One interesting detail is that, as far as we can tell from public disclosures, the working capital for BEAPFF actually came in the form of a £810m loan from the Debt Management Office, the agency which issues debt on behalf of the Treasury[footnoteRef:27] – a highly irregular arrangement. Was it Parliament’s intention when it approved the Government’s borrowing, that some of it should be used to fund an off-balance sheet vehicle to fund that very borrowing? [27: 	] 


WHAT NEEDS TO BE DONE

Quantitative Easing must be thoroughly scrutinised by Parliament. Politicians of all parties need to do a better job of bringing it into the public domain. Far from rubber-stamping an increase in QE – as the Governor would apparently like – politicians have a common interest and a duty to examine QE, to bring it into the daylight and to consider the outlines of an exit strategy before the next election.

There are two reasons for this. First, the electorate needs to be able to make its choice at the next election with all the facts in front of it. One unfortunate consequence of QE has been the circumvention of the usual public spending scrutiny process, allowing politicians to escape –at least for the short term – the consequences of the true state of the public finances.

Second, a public debate on QE will have the effect of giving a democratic mandate for the policy which should, in the long term, improve market confidence. As it stands, there is a risk that voters will suddenly wake up to the effects of this important policy and turn against it when they realize the potential risks. That would almost certainly happen if the Bank overdoes things and sets off a bout of inflation or causes a spike in interest rates.

Parliament should therefore form a special Select Committee, of equivalent status to the Bullion Committee of 1810, whose remit would be to review the policy and its implementation. It should have the authority and capacity to do this regularly, on a quarterly basis. In addition, it should be able to convene on an ad hoc basis in order to respond quickly to signs of any emerging difficulty. The Governor of the Bank of England should be expected to report on any aspect of QQE at the command of the Select Committee.

This would help to bring the facts into the public domain and to keep the Bank on its toes. It is, for instance, surprising that the Bank is paying above market prices for the gilts it purchases, thereby incurring a loss for the public finances. 

Furthermore, by creating a political process around QE, a Select Committee would be likely to ensure that this highly unorthodox policy is not extended for 21 years, as happened in the past.
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