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In this issue we focus on:
l The ‘Recovery’ Revisited
l The Debt Problem
l Savers Revenge?

The Recovery Revisited
Last Wednesday marked the 5th anniversary of the Bank of England’s shock tactics on interest rate intervention
and Quantitative Easing. My thoughts are therefore drawn to what these extraordinary moves may have achieved. 

The initial effect was doubtless beneficial, in that it averted a threatened economic collapse, bought time and gave
us the opportunity to vote a new administration into power – to serve us the nasty medicine. But they couldn’t
bring themselves to do it. It seems to me that our Coalition Government’s principal achievement has been to avoid
a ‘triple dip’ recession by engineering a resurgence in domestic demand through interest rate suppression,
devalued savings, taxpayer funded mortgage guarantees and a version of ‘austerity’ that’s borne principally by
the prudent, not the profligate.

And is not our selective ‘recovery’ being won by the metering out of the same medicine that, 6 years ago, brought
us near to economic collapse? For it was excessive, credit fuelled ‘it can’t go wrong’ spending, that left us peddling
the air when faced with the frightening prospect of economic mayhem. 

What’s so extraordinary is that since the crash, so little has changed. Yes the Government have created a new
Regulator, the banks are strengthening their core capital positions, and much finger wagging has been practiced.
But in terms of painful lessons learned, that seems to be about it! Few penalties incurred, few borrowings called
in and no fears realised. And so, the absence of consequence has brought us freedom from fear... but not freedom
from debt.

The Debt Problem
In the year 2008/2009 the country’s net debt totalled £626.6 billion. By the end of last year that net debt figure had
risen to £1.254 trillion. Today our Net Debt figure stands at £1.334 trillion... and increases at the rate of £5,170 a
second! 

Expressed in terms of GDP, the country’s net debt position has deteriorated over this 6 year period from 44.2% to
75.7% - and it worsens by the day.

Now the critical question that has to be asked about all of this is “does it really matter?”

In his December Autumn Statement, the Chancellor claimed that he would achieve a ‘balanced budget’ in
2018/2019 – four years later then he claimed in 2010 and more than three years after the next General Election.
The Chancellor’s forecast future borrowings over the next 4 years will deepen our indebtedness, push our
borrowings / GDP ratio closer to 100% and increase our dependency upon our creditors.

The country’s annual debt interest bill, currently just short of £50 billion, is projected to rise to over £75 billion over
the next 4 years and that figure assumes no increase in our borrowing costs. 

But, again, does it really matter? Big figures easily baffle brains – so let’s convert these huge sums to bite-size
pieces. Think of it like this:

l Every living soul in the UK (and there’s 63.5 million of us) is now accountable for £19,000 of the country’s
borrowings. Each one of us incurred debt interest on these monies, of £743 last year. And every month for
the next 5 years these figures will get bigger.
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l To assist and support our continuing ‘credit worthiness’, our annual debt interest must be paid – and the
borrowed capital (eventually) repaid. Setting aside the capital repayment problem, it’s instructive to recognise
that £50 billion of debt interest is equivalent to 1/3rd of the Government’s receipts from Income Tax... or ½ of
its receipts from VAT... or about 1½ x its receipts from Fuel Duty. So, if we think of our debt interest bill in
terms of personal taxation – or personal expenditure, then the answer to “does it really matter?” is easier to
find!

l To complete the picture, we need to think of who finances the Government’s debt – in essence, who buys the
gilts? Well, overseas investors hold about 1/3rd of UK gilts, another 25% is held by the Bank of England and
pretty well all the rest by our banks, insurance companies, pension funds and general public. So, whilst we
may all feel very sore indeed about the dismal financial yield on our fixed interest holdings, there’s comfort
(albeit cold comfort) to be had from the corresponding cost of the interest we pay... on the borrowings that
are incurred for us, by the Government, in our name. For a 1.00% rise in gilt yields would add more than 10%
to our annual debt servicing costs... How cruel is that?

Let’s also nail down the muddle over ‘debt’ and deficit’, because it has the capacity to confuse – either by baffling
big brains or through the deliberate employment of ‘spin’. Why even the Chancellor and the PM seem to share
this confusion, when the PM claimed in a Party Political broadcast last year, that the coalition was “paying down
Britain’s debt”, which it clearly wasn’t, and the Chancellor claimed last month that “the deficit has fallen by a third
since 2010” – which it clearly hasn’t!

So, what’s ‘debt’ and what’s ‘deficit’?
‘Debt’ is pretty easy to grasp, well at least ‘net debt’ is. Net debt is the sum total of outstanding Government
borrowings, net of the value of the Government’s liquid assets. Net debt doesn’t include huge ‘off balance sheet’
liabilities – the contracted future expenditure of (say) unfunded public sector pension liabilities... or the projected
cost of HS2!

‘Deficit’ is a current budget figure, being the difference between the Government’s day to day expenditure and its
day to day received income. This year, the Budget Deficit is likely to be around £110 billion.

Savers Revenge?
Look through the political bluster and the spin and recognise that a credit funded recovery is a high risk strategy.
The risk is of the recovery degenerating into a debt laden recession unless public sector spending is genuinely
cut back. The maintenance of artificially low interest rates, taxpayer guaranteed top-up mortgages, a Greater
London property boom and an unrepentant spendthrift government are taking us further in the wrong direction –
and the longer this journey goes on, the more hazardous it becomes.

At some point soon, interest rates have to rise – for the longer this movement is bottled up, the greater the impact
upon the indebted when it arrives. Furthermore, the longer we savers are served a negative return on bedrock
capital, the greater our loss to inflation and the more permanent the effect upon the nation’s underlying wealth. 

Something’s got to give. The Fixed Interest markets are already pricing in future rate increases, thereby diminishing
the impact of Base Rate rises when they come. It’s time for the savers to be given a break – and for the burden of
financing the recovery to be shifted elsewhere. Might this be recognised in next week’s Budget? 

Public sector costs must be severely cut back and interest rates must be permitted to rise to their balanced market
levels, irrespective of the pain that may inflict upon the excessively indebted. If this doesn’t happen, then a
consequence free ‘recovery’ will achieve little more than breathing space before the next economic pile up.
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