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Today’s announcement that the Bank of England is to create a 
£50bn facility to swap bonds on the books of UK banks for 
money market treasury bills looks like the financial equivalent of 
Mervyn King walking the streets of the City of London with a 
cart shouting “bring out your dead”. Having read through the 
document, I’d hardly be rushing towards it unless I was 
absolutely desperate that it is. And there is a hint of desperation 
about it. 
 
In the past few weeks we have shied away from joining the 
general clamour for attention as commentaries have become 
more hysterical (not in a funny way) and hyperbolic. Instead we 
have sat back and allowed the process of ‘problem defining’ 
and ‘solution proposing’ take its natural course. Having reached 
the end of part two of that process you have to wonder whether 
any of the solutions are actually solutions at all.  
 
The general disapproval at hedge funds, those rapacious devils 
who use things like twenty times leverage to convert market 
beta into alpha, seems to have missed the mark over the past 
couple of years. Homeowners are at least twenty times 
leveraged and banks with an equity value of 4-5% of loans are 
themselves even more leveraged. You see the thing is that it’s 
not so much that there is a particular group of people distorting 
the financial system through leverage, it’s that EVERYBODY IS 
AT IT, at the same time, and that’s what has to be stopped. 
 
So swapping your bad loans for UK T-Bills (so that you can 
then presumably sell them into the market and lend the money 
to the economy and set the whole thing going again) sort of 
misses the point. All this would do is further increase the 
leverage in the system which is precisely what we don’t need. If 
you think we are in a precarious state now imagine what the 
maths will look like if we pump ANOTHER £50bn into the UK 
economy in the form of secured and unsecured loans. 
 
Whether it is the schemes in the US or the UK (or for that 
matter a similar, but more discreet, set of operations currently 
being used by the European Central Bank) the fact is that we 
don’t need more borrowing, we need substantially less. But for 
economies that have become addicted to debt (when was the 
last time you heard anybody say they were ‘saving up’ for 
anything) our ‘economic miracle’ resembles nothing more than 
a pyramid selling scheme. Whether it is through interest-only 
mortgages or secured home equity release schemes, we seem 
to have conveniently forgotten that debts have a maturity date 
attached to them. There is going to be a day of reckoning for 
the ‘debt generation’ that will place them in a deeply 
uncomfortable place one day (i.e. living with their children when 

ey are pensioners). th  
Set against this backdrop we also seem to have conveniently 
forgotten that the basic costs of life are rising; many of the news 
services have given up printing when oil hits a new all-time high 
because it happens virtually every day right now, and to some 
extent we are sleep-walking into a really big problem. We are 
so preoccupied with making sure a group of bankers don’t get a 
lesson in how risk and reward works that the things that will 
finally tip our economies over the edge are getting much less 
attention than they should.  
 

I am heartened to hear that there is a growing appreciation that 
our relationship with inflation has changed a view that I have 
held for a couple of years. No longer, because of  
de-unionisation, do we have formulaic pay awards to 
compensate us as the basic costs of living rise. Instead, if the 
cost of feeding yourself and your family rises, the cost of heat 
and light increases, the cost of your mobility rises and the cost 
of putting a roof over your head increases, then something has 
to give somewhere else in your budget. The foreign holiday 
goes (as someone who took a wife and three children to Paris 
recently I can tell you, as a Brit, it is now eye-wateringly 
expensive), the trips to the restaurants go, the high-end clothes 
and in general the edges of life just disappear which is when 
the economy really starts to turn downwards in a very real 
sense (especially when 70% of GDP is based on consumerism 
these days). 
 
In many respects you can collapse the money argument and 
the cost of living argument into a version of the ‘Quantity of 
Money Theory’ approach to the economy which is governed by 
the equation;  
 
M.V = P.Q 
 
Where M = amount of (borrowed) money, V = velocity or speed 
money swirls around the economy, P = Prices (inflation) and Q 
is as measure of GDP.  
 
If you are Mervyn King or Ben Bernanke then what you are 
worried about is the money part of the argument, that you don’t 
necessarily want M to increase (the amount of money in the 
economy) but unfortunately V has fallen because banks won’t 
lend to each other. So all that the ‘bring out your dead’ schemes 
are really doing is keeping V up so that P.Q doesn’t collapse 
(i.e. create an economic depression with deflation). That would 
be bad. 
 
You can tackle the Cost of Living part of the argument by 
further breaking this down notionally into your ‘core’ needs and 
your ‘discretionary’ needs; 
 
M.V = (Pc.Qc) + (Pd.Qd) 
 
So let’s imagine for a moment that Western central bankers 
manage to stabilise M and V, but the problem now becomes 
that your core prices (food and fuel etc) are rising and fast. You 
could reduce the quantity of your core needs you consume  
(Qc – requiring a level of austerity we are not accustomed to) 
and stabilise the relationship or you can fiddle with the 
discretionary elements of your life (Pd.Qd). In other words you 
can reduce the amount of discretionary spend in your budget 
and do it at a lower price level which adds up to a deflationary 
recession on the High Street and opens the way for interest rate 
cuts. 
 
This is all a rather long way of saying that although actions of 
the Bank of England and the US Federal Reserve are a 
welcome stabilising influence they are not a solution per se. 
Instead, as unemployment rises and the cost of living increases 
because of commodity price rises we should look out for long-
range deflationary forces coming through in our economies 
which will require/allow further interest rate reductions and bond 
yields to fall further. 
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Important Information 
 
This is a financial promotion and is not intended as investment advice. The information provided within is for use by professional 
investors and should not be relied upon by retail investors. 
 
All information relating to Newton Investment Management Limited has been prepared by Newton Investment Management 
Limited for presentation by BNY Mellon Asset Management International Limited. Any views and opinions contained in this 
document are those of Newton Investment Management Limited at the time of going to print and are not intended to be construed 
as investment advice. BNY Mellon Asset Management International Limited and its affiliates are not responsible for any 
subsequent investment advice given based on the information supplied. 
 
This document may not be used for the purpose of an offer or solicitation in any jurisdiction or in any circumstances in which such offer or 
solicitation is unlawful or not authorised. Past performance is not a guide to future performance. The value of investments and the income 
from them is not guaranteed and can fall as well as rise due to stock market and currency movements. When you sell your investment you 
may get back less than you originally invested. This document should not be published in hard copy, electronic form, via the web or in any 
other medium accessible to the public, unless authorised by BNY Mellon Asset Management International Limited to do so. Portfolio 
holdings are subject to change at any time without notice. This information is provided for illustrative purposes only and should not be 
construed as a recommendation to purchase or sell any security. 
 
This document is issued in the UK and in mainland Europe (excluding Germany) by BNY Mellon Asset Management International Limited. 
BNY Mellon Asset Management International Limited, The Bank of New York Mellon Centre, 160 Queen Victoria Street, London EC4V 4LA. 
Registered in England No. 1118580. Authorised and regulated by the Financial Services Authority.  
 
In Germany, this document is issued by WestLB Mellon Asset Management Kapitalanlagegesellschaft mbH, which is regulated by the 
Bundesanstalt für Finanzdienstleistungsaufsicht. WestLB Mellon Asset Management was formed as a 50:50 joint venture between The 
Bank of New York Mellon Corporation and WestLB AG. If WestLB Mellon Asset Management Kapitalanlagegesellschaft (WMAM KAG) 
receives any rebates on the management fee of investment funds or other assets, WMAM KAG undertakes to fully remit such payment to 
the investor, or the Fund, as the case may be. If WMAM KAG performs services for an investment product of a third party, WMAM KAG will 
be compensated by the relevant company. Typical services are investment management or sales activities for funds established by a 
different investment management company. Normally, such compensation is calculated as a percentage of the management fee of the 
respective fund, calculated on the basis of such product’s fund volume managed or distributed by WMAM KAG. The amount of the 
management fee is published in the prospectus of the respective fund. Any compensation paid to the WMAM KAG does not increase the 
management fee of the relevant fund. A direct charge to the investor is prohibited. 
 
BNY Mellon Asset Management International Limited has a branch office in Dubai which is regulated by the Dubai Financial Services 
Authority.  
 
If this document is used or distributed in Hong Kong, it is issued by Mellon Global Investments Asia Limited, whose address in Hong Kong is 
Suite 2020, Jardine House, 1 Connaught Place, Central, Hong Kong. Mellon Global Investments Asia Limited is regulated by the Hong Kong 
Securities and Futures Commission and its registered office is at BNP House, Anley Street, St Helier, Jersey, Channel Islands JE4 8WJ.  
 
If this document is used or distributed in the United States of America, it is issued by MBSC Securities Corporation, located at 200 Park 
Avenue, New York NY 10166, USA. MBSC Securities Corporation is a member of the National Association of Securities Dealers.  
 
If this document is used or distributed in Australia, it is issued by BNY Mellon Asset Management Australia Limited (ABN 56 102 482 815, 
AFS License No. 227865) located at Level 6, 7 Macquarie Place, Sydney, NSW 2000 
 
BNY Mellon Asset Management International Limited, Mellon Global Management Limited (MGM) and Newton Investment Management 
Limited are all ultimately owned by The Bank of New York Mellon Corporation.   
 
www.bnymellonam.com / www.newton.co.uk
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