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The Chair: Welcome to this session of the EconomicAffairs Committee. Itisa pleasure to have
you here, Governor, and Sir Jon Cunliffe, the deputy governor responsible for financial

stability. Perhaps | could begin by asking youthe first question, Sir Jon. | read in
my Telegraph today that you say that cash will disappearand the question will be what role
a CBDC can play. What is the answer to that question?

Sir Jon Cunliffe: | should start by saying that the Bank of England will continue to make cash
available foras long as there is demand for it, which | also said, but the Telegraph—1 can see
why—decided notto report that.

The Chair: We are familiar with this.

Sir Jon Cunliffe: We are working closely with the Treasury on ensuring that there will be
access to cash, but the fact is that the use of cash in transactions is declining pretty sharply.
It has been doing so for the last few years, and Covid has accelerated that. Cash is now not
usable for all transactions in the economy as a general purpose settlementasset. Some 30%
of transactions now happen through internet shopping, and of course you cannot use cash
for that purpose.

The questionis this. As cash declines and it becomes less useful for the way in which people
live theirlivesin a digital economy, should we replace it with a publicasset—state money, a
claimon the Bank of England—orshould we depend entirely on the private sector to provide
the money that is circulating in the economy? That is complicated by the fact that we have
to lookinto the future as well as at the present. Currently, most of the money we usein the
economy is provided by commercial banks, but technology and new entrants mean that is
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not likely to be the picture in the future. A number of new players are thinking of issuing
private money in the economy.

In the task force with the Treasury, we are looking at the role that public or state money —
the claim on the state—playsin anchoring the unity, interchangeability, interoperability and
confidence of money in the UK. We have not come to a conclusive answer to that. The point
| was trying to make in the interview was that we need to address the question and think
about it seriously rather than letit happen by accident. The resultwill be a decisionthat we
have not taken yet.

The Chair: Perhaps|should declare an interest as chairman of Secure Trust Bank in asking this
guestion. You also said that on the downside there will be a hit to banks and banks will have
to adjust. What will that hitbe?

Sir Jon Cunliffe: The honest answer is that we do not know what the demand would be for
digital Bank of England money. We are trying to estimate demand for something that does
not exist at the moment. We have to be quite humble in how we deal with that. We have
modelled a very prudent assumption, which is that 20% of the deposit base in the banking
system could move out of the banking system into central bank digital money in some form
or other. That roughly represents all the uninsured deposits. Looking at it another way, we
triedto look at the behavioural response if people had an extreme preference forsafety and
thelike. Itis a pretty prudent assumption that 20% of household and corporate transactional
deposits move to CBDC.

We looked to see what the implication would be for credit spreads and for credit availability
in that eventuality. We do not know what the demand will be for a central bank digital
currency, but the modelling and the sensitivity analysis around it, which we published,
suggests that the impact on banks’ credit spreads might be 20 basis points. Banks would have
to adjust. They would have to fund themselves more with long-term wholesale debt. They
would lose a revenue stream from payments, which at the moment is quite a reliable and
reasonably substantial revenue stream.

If you go back to 1960—I1 am justabout old enoughto rememberthat—nearly 70% of people
in this country did not have bank accounts, and 30% of the money held for transaction was
in cash. It is not as if we are talking about a banking model that has been there from time
immemorial. Banks have adjusted to changing circumstances before. If they are healthy and
competitive, one would expect them to adjust in the future, but it would be an adjustment.
Whether or not that 20% figure is the right one, it was the most prudent, sensible and
plausible assumption we could make. It could be much less than that.

The Chair: Turning to you, Governor, the March 2020 discussion paper sets out seven ways
that a CBDC could support financial and monetary stability. Which have the greatest potential
benefittothe UK?
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Andrew Bailey: | tend to come at this by lookingat what is going on already before we raise
the question of whethertointroduce a central bank digital currency. We are seeingvery rapid
growth—not so much in this country yet, but that is probably a matter of time —in whatyou
could broadly call the crypto asset world and what get called stablecoins, although at this

point | have to put the word “stable” ininverted commas.

The crypto world is unbacked by assets. If you like, it is computer code. The crypto world is
much bigger. The latest estimate for this now is about $2.7 trillion. | give dollars, because
much more of itisinthe US thanin the UK. Just to put that into perspective, that is around
the market capitalisation of the FTSE100. Of that, the vast majority —the estimates are
around 95%—is unbacked crypto assets, and the other 5% are so-called stablecoins, some of
which are probably more stable than others and some of which are not.

That is a very big growth, and it has happened very rapidly. We do not regard it today as a
direct financial stability issue, but we regard it as having the potential to be a threat to
financial stability, which is why we think we need to take action on that front. That is going
somewhat beyond the digital currency world.

| say that, to get to your question, because for me the question then becomes how we tackle
that world. From the history of what often gets called fractional-reserve banking, we know it
is an inherently unstable systemunlessit is put withina framework of regulation, which we
have done over the years. This world outside that, this crypto/stablecoin world, has all that
potential.

Broadly, we face two choices. Is it going to evolve to some world of backed stablecoins that
have money-like features, which could be regulated? | must say—I| am happy to expand on
this, but it is probably for another question—I| am sceptical about that. Is the better
contribution, particularly to financial stability—thisis the directanswerto your question —to
say that the better alternative to that may be a central bank currency of digital form?

Lord Skidelsky: | would like to ask a question from the point of view of the user. We always
talk about consumer sovereignty, but it seemsto me that the consumer here, the customer
or the user of money, is being asked to adapt to the demands of technology, the spread of
private money and so on without having much of a say in how they make their transactions.
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If no one in the end accepts cash any longer, cash will not be used. Patrick Honohan told us
that in the UK a CBDC would have very small benefits to customers. To what extent do you
agree withthat?

Andrew Bailey: | would slightly take issue with the sense of the consumer being pressedinto
this. My own view—itfollows on from what Jon was saying earlier—is that we as the central
bank will continue to provide currency and cash as long as the publicdemand it.

There is currently a bit of a paradox, frankly, in the following way. AsJon was saying, the use
of cash in transactions was declining before Covid; Covid has precipitated that because of
access issues. Where it will go post Covid is to be seen. However, the stock of central bank
cash in circulation has not declined. In fact, it has continued to increase slightly. You might
call that a paradox. Lord King is nodding, because we have had this conversationin the past.
There are other reasons why that is taking place. | described it as a paradox, but explanations
can be offered forwhy itisthe case.

| just want to emphasise that it is not our intention to remove that point of access from the
consumer, not least because, from all the evidence that we gather, there is a section of the
populationthat continuesto rely on cash and wants to continue to rely on cash. Some of that
section of the community is the more vulnerable part of the community, and itis important
that we continue to meetthat need.

Lord Skidelsky: Do you see any danger in this? At the moment, if | pay for something with
cash, no one exceptthe receiverof the cash and me knows about it. Once most transactions
become digital, they will be known about by someone other than the parties making them.
That can be used. Do you see any real danger in the scope for increased surveillance that
results from a diminished use of cash?

Andrew Bailey: | am sure Jon will wantto come inon this. Should the decision be taken to go
ahead with central bank digital currency, one of the hardest issues in this will be where to
draw the line between privacy and the need for transaction monitoring and tracking for
financial crime reasons. Of course, that is no differentfrom many private sector commercial
money systemstoday. Itis not differentat all, actually. In many ways, it is cash that has the
different characteristic, as you describedit.

| should also say that we recognise —thisis why the Treasuryisleadingon thisworkin a cross-
government way—thatthisis certainly nota decisionthatthe central bank should take on its
own; nor is it something that we would consider ourselves to have the comparative
advantage of knowledgein.

The Chair: | know we want to come on to privacy in rather more detail.
Lord Skidelsky: | am sorry. | should have waited.

The Chair: Can we stick on your main pointnow? We will come on to privacy later.
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Lord Skidelsky: | am still not sure why a new central bank digital currency will improve service
for the customer. | now pay by credit card when| pay for my taxi. | use cards for all kinds of
purposes. Why would this currency improve what | can already do?

Sir Jon Cunliffe: Maybe | can say a few words. This question about the use case from the
user's point of view is one of the key issues that the task force and
the private sector engagementgroup are looking at.

| would make a number of pointsin response. Oneis justa basicpoint. If a central bank digital
currency plays an important role in anchoring the confidence, interchangeability and
substitutability of money, that is a benefitfor the consumer. The consumer does not realise
what would happen if moneys were not substitutable and you did not have confidence in
them, but there isa basic point there about the user’s trust and ability to use differentforms
of money without everthinking, “Am | using this bank, that bank or cash?”

As to Patrick’s point, | read hisevidence. To be honest, | am not sure | agree, for two reasons.
First, a very important thing is that there are consumers that are also merchants. It is the
merchants who see the cost of you using your credit card. If you are a large company, the
cost is probably around 30 to 40 basis points. If you are a small business, the cost can be 200
or more. Thereisa whole range of fees there. When we think about the user, we should think
about the merchantsand convenience. Atthe moment, althoughitis becoming more difficult
for themto refuse digital, merchants have the ability to say, “l won’t take digital. I’ll take cash
instead”. As that becomes more difficultand fewer people want to use cash, the questionis
whetherthey should have an alternative that anchors the cost floor.

Secondly, | would make a forward-looking point. If | can give a slightly odd example, when
the iPhone was introduced, nobody had any idea of the range of uses that it would have. |
certainly did not. | resisted one for a large number of years. If you look at the experience we
have just been through over the last year with the vaccination QR codes, living without a
smartphone is now a difficult thing to do. It is quite difficult to predict how innovators will
take money and use it, but we are starting to see programmable money being used, certainly
in the crypto world. | expect we will see a similar revolution in the functionality of money
driven by technology and the private sector. There are examples of that already.

If that happens, it is not really comparing CBDC against the current world of banks and credit
cards; it is comparing CBDC against new forms of money potentially issued by different
players. The banks will issue in their own right. Given the time that public policy takes, we
might want to be ina position, inthat world, to provide a publicdigital asset that the private
sector can use to innovate, rather than leave it to the private sector, because, as you know,
there are network externalities to money and strong possibilities of closed systems. Providing
somethingthatthe private sector can use to innovate and to provide new functionality is part
of the answerto Patrick’s question.
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If you look at the status quo, you can say, “Well, | can do everything now”. If you are a
merchant, you might not be so happy, but the consumer does not see the cost. If youlook to
the future, in the same way that you could not really anticipate how you would use a
smartphone, itis quite difficult to anticipate the changes that we mightsee inthe way money
is used.

Lord Bridges of Headley: | just want to pick up Sir Jon on his comments in the Telegraph, to
which the Chairreferred.lam sure you will have read the speech Governor Waller gave about
CBDC as a solution in search of a problem, and the speech Fabio Panetta gave in Madrid
earlier this month, in which he said, “With digitalisation at full speed, central banks must
prepare for a digital future in which demand for cash as a medium of exchange may weaken,
requiringthe convertibility of private money into cash to be complemented by convertibility
into central bank digital money. This is the primary reason why the ECB wouldissue a digital
euro”.

Is that the primary reason, therefore, why the Bank would issue a digital pound? | just want
to pinpointthe primary, core reason.

Sir Jon Cunliffe: There are a number of public policy reasons why one might. It is important
to emphasise that we have not taken a decision. This will all come out. The reasons for going
ahead or not going ahead will be subject to publicconsultation, with a papercoming out next
year. From a central bank perspective, if youask me what the drivingreason is, itis the point
that Andrew made: cash playsa roleintying the system together. The fact that you can move
commercial bank moneyinto cash on demand means not only that it is substitutable but that
itisinteroperable andall the standards work together.

The question—thisiswhat Fabio Panetta was saying—is whether, if that disappears, we can
ensure that ina world where money is changing very quickly the publichave confidence and
money that they can use, regardless of whetheritis publicor private. Itis that anchoring role
that ishugelyimportant.

Lord Bridges of Headley: That is extremely helpful. We have beentold that various benefits
may arise from a CBDC—for example, financial inclusion, cross-border transactions and, of
course, competition in payments. You are saying, for the absolute avoidance of
doubt, that the primary motiveis—

Sir Jon Cunliffe: | am sayingthat, from a central bank perspective, thatis the primary reason.
If | were sitting in a competition authority, | would worry an enormous amount about a big
tech or social platform issuingits money and locking peoplein. If Iwere worried abo ut digital
exclusion, | might worry about some of the forms of money that might be adopted, and ditto
for innovation. You asked me what my primary concern is as a central banker. It is about the
confidence, interoperability and unity of moneyin the UK.
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This isnot the only way of doingit. One could do it through regulation. One could regulate all
these things. We are not saying that this is the only way. The history of trying to regulate
businesses with network externalities in fast-changing technological environments is not
unmixed. The question is whether a publicsectoroption, and convertibility into
that publicsector option, could play a supporting role in addition to regulation. Otherwise,
as Andrew says, we are faced with potentially regulating big techs or new players, not banks.
Itis arather differentworld.

Lord Monks: This isa question about commercial bank disintermediation and how far you
have got to date in decidingwhat level of disintermediation the Bank would be prepared to
accept, if you decide to go ahead. If the scale is large, we have heard that there will be
implications for the availability of credit, the stability of the banking system and perhaps for
monetary policy. If there is too little intermediation, the whole thingis a bit of a damp squib
and nothing really happens. How attractive should a CBDC be to hold and to use? Where are
the linesto be drawn?

Andrew Bailey: | will start on that, although | am sure Jon will want to come in. | just want to
follow on from what Jon was just saying. This is a veryimportant question. When | approach
it, | do not see it as a binary decision between central bank digital money and commercial
bank deposits. Jon was giving the example of the way innovationis going. Let us face it: there
has been a proposal around forseveral years from Facebook to have itsown money. It comes
back to the stablecoin pointthat | was making.

| would see it in that way. What are we going to see in terms of disintermediation of the
money system, out of the banking system and into things such as a private money within the
Facebook system? Let us use that as a very good example. Where does central bank digital
currency fitinto that? As Jon was saying, the question we then face —I said it earlier—is
whether we try to regulate that or, if access to digital currency and digital payment
mechanismsis what we want, whetherit would be more straightforward to have central bank
money fulfilling that function than to have the new development of private money.

| do not seeit as a binary between how much off the banking system and how much on the
central bank. Thereis a lot of innovation going on inthe world at the moment, which frankly
may start to break up some elements of the banking system if it really takes hold. What do
we think about the stability of that and what should our response be? That is the framework
in which | see the answer to that question.

Sir Jon Cunliffe:1 would distinguish between steady state and transition. That is very
important. You are entirely right, Lord Monks. On the one hand, people tell us that
introducing a new central bank digital currency will disintermediate the banking system,
because the use will be enormous. Onthe otherhand, they say that consumers have no need
for it, so no one will use it. The honest answer is that we cannot know the behavioural
response to a central bank digital currency until it happens. You can ask consumers, but if
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you ask them whetherthey need somethingthat does not existat the moment, it is unlikely
to be a hugelyreliable answer.

Some of thiswill come down to the design. The concept we are exploringisa retail payment
use for this money. Some of how much it is used depends on where we put the boundary
between retail and wholesale, how much we allow this to be used in wholesale transactions
and how much itis restricted. Should this be usable for payroll or pensions, orisit just usable
forinternettransactions and the like?

Some of those decisions about where the best-use case might be will determine take-up.
There are other issues that the task force will look at. Should it be remunerated or not
remunerated? You referenced Fabio Panetta’s speech. There is an earlier work by Panetta
and Bindseil that suggests different remuneration levels. Should this be like cash, actual cash,
and carry no remuneration atall? All those things will affect take-up. We will need totest the
modelling that | gave you earlier against a design, which will give us some idea of how
attractive it will be and how much it will be used.

The transition point is really important. Given that we do not know the demand or how
consumers will react, one would want to introduce anything like this quite carefully. As you
discovered what the response was, you would be able to change the features, if you needed
to. This would also give the banking system time to adjustto what this meant foritin outflow.
As Andrew says, if we do not, the banking system will have that challenge anyway unless we
ban some of the new technologiesand new playersin the system, as China has done, which
is not very practical.

Lord Monks: | can accept that you do not want to define these choices as binary, but from
what has just been said you can see that a whole range of choices will have to be made,
and, with digital technology around, at great speed. For example, if there is an economic
downturn and some of the banks are in a bit of trouble, like the energy companies at the
moment, there would be a great attraction to getting into the central bank digital currency.
You could suddenly find a run on the banks and it would be very fast, faster than we have
everbeenused to.

Andrew Bailey: That is a very important point. In essence, what lies under that point is that
we would be making the public’s access to central bank money much easierthan it is today.
There are two forms of central bank money at the moment: currency and reserve accounts
at the Bank of England. The publiccannot have accounts at the Bank of England, so the only
form of access the publichas to central bank money is bank notes. That has a limiting effect
on the public’saccess, and it doesina run.

One of the ironies of the Northern Rock run is that the public did not run into central bank
money; they queued up to get cheques, which of course is just transferring one form of
commercial bank money into another with a three-day clearing delay. That was always one
of the slightironies of that situation. This would change that fundamentally.
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My own view—this is what we have been doing since the financial crisis—is that, in a way,
the big answer to that question is not digital currency; it is to have appropriate regulation
and, even more so, appropriate resolution of banks, so that you can deal with those problems
promptly rather than have them take hold. It is an important point. In saying that, | in
no sense want to diminish the importance of the point you make.

Sir Jon Cunliffe: If | can add to that, we have a problem at the moment. We had a recent
experience of a bank that was rumoured to be in trouble on Twitter, and it took less than 20
minutes for an internet run of uninsured deposits, wholesale deposits, to start. To some
extent, we are talking about how much more powerful the dynamics become, not whether
the dynamics are new. If it happens on Friday night, there is no longer a safe resolution
weekend, because—we saw this in Northern Rock—people have access to their bank
accounts over the internet.

We are dealingalready with a system in which money can move out of one bank to another
bank quite quickly. If we were dealing with anindividual bank, itis not clearto me that people
would necessarily run from an individual bank to central bank money and stay there, rather
than run to another bank.

My recollection is that, in 2009, it felt like we were dealing with the banking system as a
whole, rather than an individual bank. If you are dealing with the banking system as a whole,
eitheryoulock the moneyin the banking system through resolution, which we can now do —
you shut the bank down and freeze it; then on the Monday morning you reopen it, having
used the resolution tools to bail in the bondholders —or you have to publicly support the
bank. A CBDC may change the dynamics of that, but it does not change the underlying
issue that if you really have a problem of confidence in the banking system as a whole,
somebody will have to pay to repair the banks. The public authorities needto move in quite
quickly. The decisions would be faster if people could move into CBDC, but they are not
differentdecisions.

| would make one last point about cash. As somebody who walked past the Golders Green
branch of Northern Rock at the time, the pictures on the television of people queuing at
ATMs—they were certainly queuing outside the Golders Green one —accelerate a bank run
as much as a run into CBDC. To my mind, these are problems that we have to deal with at the
moment. They may come at us more quicklyand with a bit more force, but itis not a novel
issue.

Lord Fox: Comingback to the disintermediationissue raised by Lord Monks, at the beginning
you explained a scenario of assumptions that you were modelling around. What was the
assumption for the customer relationship? For example, are you modelling that the Bank will
have a direct relationship with the previous customers of the commercial banks? Will it
assume the relationship through the commercial banks? For know your customer, will the
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Bank of England manage that process? How does this changing role of the commercial banks
fitinto that?

Sir Jon Cunliffe: The modelling was just taking an assumption that 20% of transactional
accounts move—basically, all uninsured deposits move —and illustrating what the impact
would be on credit availability and on the banking system. It did not go to the modelitself.

The central assumption that we are working withis a so-called platform model, which would
be partnership between the Bank of England and the private sector. Inthe same way that we
do not issue cash directly to the public—we issue it to the banks, whichthen issue itto the
public—the interface with the customer would be private sector. It might be a bank; it might
be a wallet that is not a bank. We would not give customers direct accounts at the Bank of
England.

Andrew Bailey: That isvery important.

Sir Jon Cunliffe: It is. There are some proposalsin otherjurisdictions to give customers direct
accounts. It comes back to what Andrew was saying. The intention here is not to
disintermediate the banking system by putting the Bank of England where the banking
systemis at the moment. The aimwould be for us to provide the settlementasset butforthe
private sector to deal with the distribution, the storage of the settlement asset and the
technological innovation around the settlement asset. Some of the players here say, “We
wouldn’t introduce a stablecoin if we could use a Bank of England digital currency instead.
Our interest is not in the coin but in integrating a digital settlement asset into our social
platform and the like”.

As | say, | cannot say where this will come out, but in everything we have said publiclyandin
the discussion papers we have envisaged this public-private partnership without the Bank of
England givingaccounts to people.

Lord Livingston of Parkhead: When you were here talking about QE, we talked quite a bit
about the extension of the Bank of England’s responsibilities and powers as a result of
QE. Taking that now on to a CBDC, what do you envisage? Will it give the Bank more powers
and indeed more responsibility? How is the Bank thinkingabout that?

Andrew Bailey: Jon has framed the answer by what he just said. We do not see this as the
Bank of England moving into the retail bank account business through central bank digital
currency. It would be providing the means of settlement and therefore the central bank
moneyto a platform, on which | would imagine banks—or, as Jon was saying, wallet holders,
although they would have to be regulated; that is essential, but whetherthey are banks is to
be decided—would be the participants.

If you put that into powers, the Bank would have to have regulatory powers over the firms
that were on the platform, because that is the direct interface. If you convert that into
legislative powers,itwould notinvolve changing the legislation on banknotes, because these
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are not banknotes. It is far more in the reserve account arena, which we have today. There
would be issues for the whole system. Those would be to do with the legal framework of
payments, by which | mean end to end. As we touched on earlier, coming back to what the
Chair said, there are issues with privacy and personal data. The question would be whether
the current legislative framework does it, once we understand the design. All those things
are not powers forthe Bank of England. Those would be powersto enable this thingto work.

Lord Livingston of Parkhead: Justtakingthat on, | was thinking of the particulararea that you
speak of, unconventional monetary policy, which is becoming conventional now.

Andrew Bailey: | would not go there.
The Chair: We are coming there.

Lord Livingston of Parkhead: Does a CBDC give the Bank significantly more opportunitiesto
transmit unconventional monetary policy? | am thinking about areas such as, potentially,
helicopter money—the Bank for International Settlements talked about time-limited money,
forcing you to spend it on certain things—and changing the interest rate, ifthe CBDC was
remuneratedor not.It seems to give substantially more opportunities to intervene.
Therefore, with all power comes responsibility.

Andrew Bailey: Let me give my own view on this. It is helpful to come back to the title of
Christopher Waller’s speech, as Lord Bridges said: what problem are we trying to solve here?
In the set of what problem we are trying to solve here, | do not include monetary policy. | do
not see this as a means to, for instance, implement negative interestrates. Itis currency. For
me, it is not in that sphere. It confuses and complicates matters if we take it down that
road. Negative interest rates and helicopter money are not, for me, the reason that lies
behind any of this, frankly.

Lord Livingston of Parkhead: That is a very clear answer. Should the Bank be setting this out?
You could set this out and say, “That’s not what we’re going to do. If we did, it would be a
Treasury decision, because helicopter money has a whole fiscal elementtoit as well”.
Andrew Bailey: As Jon described earlier, we are doing a large amount of work on thisin the
task force with the Treasury, which Jon is heavily involved in. There will be a consultation
next year. All these things will be laid out very clearly at the end of that. It is appropriate to
have the consultation, by the way. | am not assuming the answer; | am giving you my own
view. | am going to take a lot of pursuingto come off that view, frankly, but you never know.
That is very clearly myview. We will reach answers to those questions. If you do not mind me
saying so, people sometimessay, “Why are you taking so long to do this?” As this discussion
shows, these are pretty profound issues and they need to be sorted out properly. That is
where | start from. This is not about monetary policy.

The Chair: But it could be.
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Andrew Bailey: Going back to the Christopher Waller question, there are people who use
that as a framework to bring it in. That is not my view of the world.

The Chair: Governor, | am sure you will be there for a longtime, but governors come and go,
and different governors—

Andrew Bailey: | am very much hopingthey do. He is lookingso well, so | am hoping for the
best for the future.

The Chairman: The questioniswhetheritcould be used for this purpose. You are saying that
it would not be your intention to do so, but others might.

Lord Livingston of Parkhead: If you go back to Jon’s comment earlier about the iPhone,
nobody thought itwould be used for QR codes. Does it create a framework that allows future
usage?

Andrew Bailey: Yes, it does. Of course, once you put it on to a computer systemas opposed
to bits of paper, you can do thingsthat you cannot do on bits of paper, yes.

Sir Jon Cunliffe: The problem we are tryingto solve is the problem of retail paymentsand the
public’s use of and confidence in money. The consultation will be on that. | am pretty sure
we will get people arguing on both sides. | have had representations saying that thisis a huge
possibility for monetary policy et cetera and asking why we are not doing that.
Those questions will not go away if we do not do a central bank digital currency, if | can put
it that way. The question of negative interest rates is out there. The
guestions about monetary policy are out there.

People will innovate in certain policy situations, as central banks have done a lot since the
financial crisis. Not solving one problem because you might be creating a technology that
might at some future pointbe usedfor a purpose you did not intend would be a strange way
to approach the costs and benefits of this. If society said, “No, we don’t want that to
happen”, we could legislate to make sure that it did not happen. Even Parliament can change
its mind.

Lord Livingston of Parkhead: You have been very clear about what it is and what it is not. It
is quite interesting. A number of witnesses, particularly when we look at other countries,
have come to quite different conclusions about whatthey would usea CBDC for. Some people
have said, “It's a wholesale mechanism. The consumer element of it can be handled” —we
will go on to that later.

Andrew Bailey: |f you are happy, | will save it. We do not need CBDC for wholesale, because
we have real-time gross settlementin central bank money.

The Chair: This is a point that Baroness Kramer wanted to ask about.
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Baroness Kramer: Yes, you walked straightinto my question. The whole discussion so far has
been focused on the Bank’s plans to look at a retail CBDC, but we have had quite a few
witnesses who have talked about the potential benefits of wholesale. | would like to hear
from you why your thoughts are that you are not looking at wholesale and why you do not
see potential efficiencies that could be introduced, for example, in the settlement process
through wholesale CBDC rather than just improving or innovating around the existing
systems.

Andrew Bailey: There are two forms of central bank money, as | said earlier. One is bank
notes; the other is reserve accounts at the Bank of England. The reserve accounts, of course,
are held in electronic form. For 25 years we have had real-time gross settlement for
wholesale payments in this country. That real-time gross settlement occurs between
commercial banks’ reserve accounts at the Bank of England. That is real-time settlement in
central bank money.

We are in the process of renewingthat system, because it is 25 years old. It is venerable, but
it has come to the end of its life. That needs to be done for two reasons. One reason is that
itis 25 years old. The otheris so that it can be more open to some of the innovations that are
goingon. What that does, and will doeven moreinthe future, is enable real-time settlement
in central bank money for wholesale transactions. We do not need anything more than that,
frankly. At least | need to be persuadedthat we need anything more.

Sir Jon Cunliffe: We have not decided to introduce it for retail, but we also have not decided
what technology to use. Everybody assumes that we would use distributed ledger, but that
would follow on from a decision to go ahead. We should let the decision be driven not by
technology, but by whetherthere isa problem and what the solutionis. For retail itwould be
a new thing, because the public do not have access to central bank digital money at the
moment. For wholesale, itis more the situation you describe. Can we improve upon what we
are doing at the moment with electronictechnology by using some new forms, which might
include distributed ledgertechnology? Would that be more efficient? That does notraise the
same publicpolicy questions that retail does.

It is not quite right to say that we are not looking at that. The Bank published a paper on
omnibus accounts, which would enable the banks that currently have access to central bank
digital wholesale to use a digital coin between themselves and then the omnibus account
would settle with the Bank of England. That would be a way of introducing thistechnology to
that set of players with which we deal at the moment that currently have access to central
bank digital money. | am not going to name check different banks, but there are a number
of proposalsaround to do precisely that, which would be away of introducing the technology
on the wholesale side. We are working with them.

It is not retail or wholesale. Retail gets more attention, because the public policy issues are
bigger. Wholesale is more about whether we can use this technology to be more efficient.
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The RTGS renewal that is being planned will have the ability to dock into a distributed
ledgertechnology. It will notbe a distributed ledgeritself, butithas beendesignedso thatit
could interface with DLT systems, if that became necessary. When people ask me, “Why are
you not doingwholesale?”, the answeris that we have wholesale. Technological changes may
be needed. The private sector is working on this, and we are workingwith it, but it does not
needthe same sort of attention as the questions we have been asked here today.

Baroness Kramer: | suppose | ask the question for two reasons. Standard Chartered is an
example of a bank that seems fairly convinced that wholesale digital fiat currency offers
opportunities for greater efficiency. It is quite open about the fact that this is an
unsentimental industry and, if you gave it an efficient and cheaper settlement mechanism,
it would move its operations tothat location. This creates issues, particularly, around the City
of London and its future.

That operates surely on two bases. One is the actuality and the other is the perception. |
remember, for example, the conversation that we had once on the issuing of green gilts in
London: “We don’t have to do that. We can use the existing system to invest money into
greenitems. We do not needa greengilt”. Now we have a green gilt, because the perception
of engagement, leading-edge innovation and leadership around these issues has a
fundamental impact.

Andrew Bailey: | am not quite sure what lies behind the Standard Chartered point, but itis
important to distinguish here between wholesale settlement within a single currency,
sterling, and cross-currency. Jon is leading the international work on cross-currency. That is
a secondissue. You may want to say somethingon that.

Baroness Kramer: Can you do engagement in the international arena unless you have a
wholesale digital currency?

Sir Jon Cunliffe: Yes.
Baroness Kramer: That can be separated off.

Sir Jon Cunliffe:1t is not a question of being separated off. At the moment, cross-
border payments are slow, unreliable and expensive. They are stuck somewhere between
the 1960s and the 1950s; | am not sure exactly where. There are different parts to that. One
is the correspondent banking system, which is the oldest part andis doing a lot of the
wholesale. | think this is what Standard Chartered is thinking. We can improve a lot without
a central bank digital currency, but a central bank digital currency used between participants
might well improve that. Some of the proposals we are working with, including the idea of
omnibus accounts, would allow that to happen. Of course, a number of jurisdictions would
have to agree.

Page 15 sur 32



Q99

We have faster payment systems now in a number of jurisdictions. Lord Skidelsky was
alluding to that when he talked about using a credit card and the like. There are a number of
proposals to link those up, which would improve the transmission of retail payments
particularly, using existing technology. Even if CBDCs are introduced, they are not going to
come in worldwide forquite a few years.

We are also exploringinternationally the extent to which CBDC and stablecoin, which would
use completely different payment rails, could be used to improve retail. The international
work is working on all of them. My guess is that the answer will be a mix of upgrading some
of the existingtechnologies, using some of the opportunities of the newerones that are just
coming into place and developing some of the ones that are on the horizon, such as CBDC.
There isa lot that we can do on international payments without CBDC.

Baroness Kramer: Governor, on the issue about the position of the City of London and global
leadership, towhat extentis that potential weakerwithout wholesale?

Andrew Bailey: | am not quite clear what wholesale system we are talking about. We have a
wholesale sterling system.

Baroness Kramer: Are you basically saying that we have a wholesale CBDC by anothername?

Andrew Bailey: It is called real-time gross settlement in central bank money. Over quite a
long time, there has been a way of linking up the different real-time gross settlement
wholesale systems across the major currencies. It is called continuous linked settlement or
CLS. The question is how to move on from there, really. Jon is leading this work
internationally. | can assure you that we are not behind the game here.

Going back to the Christopher Waller pointabout what problems we are tryingto solve here,
as Jon said, cross-border paymentsis an obviousone, butin a way it is quite unique because
itis a cross-currency issue;itis nota single currency issue.

Lord King of Lothbury: Mr Governor, it is very nice to see you in person afterall this time.

Andrew Bailey: 1t is good to be herein person.

Lord King of Lothbury: | wanted to ask some questions about thislink between central bank
digital currencies on the one hand and the existing payments system on the other. You have
been very clear—it has been very helpful —that on the wholesale level you have this entire
network of payment systems that the Bank has been improvingyear by year for a very long
time. That will carry on, so a central bank digital currency is not necessary in that area. In
other words, we already have the equivalent of that in the current system.

You talked a lot about the retail dimension, and that is a bit different from many of the
witnesses so far. It is helpful to clarify that CBDC is not a currency; sterling is a currency. A
CBDP, a central bank digital payment system, is really what we are talking about here. My
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questionisthis. You said that you do not want to have responsibility for managing 50 million
individual accounts.

Andrew Bailey: No.

Lord King of Lothbury: This will be done with the commercial banks in some sort of
partnership. What is the real difference between that and the Bank of England in essence
standing behind deposit accounts at present?

Andrew Bailey: That is an interesting question, is it not? In a sense, to put it into classical
monetary terms, it is the difference between inside and outside money. The question
is whether we are now blurring the distinction between outside and inside money, partly
giventhe regulations and the extension of depositinsurance that has gone on —

Lord King of Lothbury: Yes, and the expectation that, in a real crisis, no one willlet the
banking system go under.

Andrew Bailey: Yes, but of course with that goes the whole panoply of regulation and
resolution that we have done. It is not costless. Otherwise, as you have spoken about many
times, the whole discipline goesoutof it and the moral hazard problemsets in. Central bank
money is differentthere, because clearlyitis a risk-free asset.

Lord King of Lothbury: How would the system work? If | am an individual, do | have separate
bank accounts with my commercial bank? Do | have one that is my digital account backed by
the Bank of England and another that is just an ordinary commercial bank account? Isit up
to a certain limit? How would that work?

Sir Jon Cunliffe: | agree withyou entirely on currency, but the term is out there now and it is
difficult to change it. | would probably refer to it as central bank digital money, because
money is ameans of payment, ratherthan central bank digital currency. The horse has bolted.
Once an acronym becomes established, itis really difficult to change it.

On what the difference would be, | would make two points. As | said, we could achieve the
same effect around unity, confidence and interoperability through regulation. What makes
commercial bank money interoperable orsafe? We regulate the banks; we have a resolution
regime; we have depositinsurance; the banks settle across the Bank of England’s books; we
have a lender of last resort, of course, if that is necessary; and we have cash, with which
you can go from one form of moneyto another.

| made the argument for cash playing an important role. It does: it plays an important
psychological role inanchoring money. You could say, “Well, we can do all that”. The Bank of
England can stand behind banks, regulate and be a lender of last resort, which
means that people can use commercial bank money with absolute confidence. We could do
the same for stablecoins, but then we get into the more difficult regulatory challenges that
Andrew was talking about with new forms of money and new players. That underlying
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requirementto produce cash on demand anchors an awful lot of our regulation, asyou know,
on liquidity.

The difference is that the public holds a central bank asset. They hold the safest form of
money. As Andrew said, cash holdings have gone up in the pandemic even though cash
transactions have gone down, because people felt that they wanted to go to some form of
safety. That is, if | can put it like this, the psychological role of the public having access to
cash.

Lord King of Lothbury: That is true of cash. If this retail CBDC were done in partnership with
a commercial bank, as the holder | would not have a claim; | would not own an asset issued
by the central bank. | would own an account with the commercial bank.

Sir Jon Cunliffe: That is not necessarily how itis determined. You might have a form of money
that isa claim on a commercial bank and a form of moneythat is a custodian account witha
commercial bank or with a wallet. The wallets that exist in the world —they exist already—
are not banks. It is not a claim on a bank; it is a custody relationship, as if you had put your
bank notes into custody, into a safety deposit box, and you take them out. Those custody
arrangements for store of value, if | can put it like that, are growing in the economy anyway,
which iswhy we needto regulate wallets.

It is quite possible that you would have a bank account. You might have your savings as a
claim on the bank. They might be remunerated. You might transfer some of that into CBDC,
which would be like taking cash out of an ATM, butitwould be heldin adigital wallet, possibly
operated by a tech platform and possibly operated by your bank. That would be under a
custodian arrangement rather than a claim on the banking system.

Sir Jon Cunliffe: We have something analogous to that already with e-money. If you use an
e-money provider on the internet, you do not have a claim on the bank; you have lefta
balance with a provider. Under the e-money regulations, it is more like a custodian
relationship than a bank claim. It does not existat the moment. That store of value, if | can
put it that way, will grow.

Lord King of Lothbury: The sort of digital walletthat both of you have described looks awfully
like a sterling stablecoin. Since in your own speeches you have recommended the regulation
of such stablecoins, you would have to regulate digital walletsin very much the same way as
you would a bank offeringa bank account.

Andrew Bailey: Yes.

Lord King of Lothbury: | go back to my question. Let us suppose, hypothetically, that you
imposed a system of regulation not dissimilarto where we are, in which banks have to pre-
position enough collateral to back their current account deposits that could be used for
payments. All bank accounts would then be backed by the central bank. | do not really see
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the economic difference between that, which is very much the system we have now, and
having a central bank digital wallet.

Andrew Bailey: You could imagine a stablecoin that is 100% reserve-backed; it is 100%
backed by reserve accounts at the Bank of England. You could well ask, “What’s the difference
between that and a central bank digital currency?” Again slightly ironically, we have
somethingin this country that is nota million milesaway from that in the paperworld, which
isScottish and Northern Irish bank notes. They are fully backed. They were not until your time
as governor, whenthe system was changed, but they are now.

It is an interesting question and one that we are very aware of. There is also an interesting
question as to whether a stablecoin that is 100% reserve-backed is a commercial
proposition. The flipside of thatis whether we would be content with anythingless than that,
about which | have to say | would take a lot of persuading, frankly. There are some coins
around today, although not in this country, that claim to be stablecoinsand are anything but
in terms of the make-up of their assets.

Lord King of Lothbury: There does not seem to be a really big difference between aCBDC
and these things.

Andrew Bailey: A CBDC would have an underlying claim on the Bank of England. The
stablecoin would have a claim on a set of assets. As we confronted with Scotland and
Northern Ireland, it would have to be bankruptcy remote from the rest of the entity. |
referredto Facebook earlieron. That would be one of the bigissuesabout, say, a Facebook
stablecoin.

Sir Jon Cunliffe: The IMF has set this out in a report. What regulation to apply to stablecoins
is something that we are wrestling with at the moment. The discussion paper from March
put out four different backing models, one of which was central bank reserves. If we back
stablecoin with central bank reserves, effectively we will have introduced a synthetic CBDC,
if | can put it that way. | talked about a public-private partnership in which we issue the
settlementassetand the private sector deals with the interface with the public. We will have
moved the private sector higher up the chain, if you like. We would issue reserves and the
private sector wouldissue the coin, but effectively we would be doing the same thing. That
is one of the things that we will look at in the task force.

If we were to fully back the coin with central bank reserves, the question would be whether
it makes more sense forus to do the issuingandto run the central infrastructure or for every
stablecoin to take the backing and run its own system. Can we enforce interoperability and
enforce the standards better if we are at the centre of the system? It would be the same
thing.

Lord King of Lothbury: If you run the systemas you do now, bank accounts are very close to
central bank digital currency. They are backed by the central bank. You could ensure that the
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regulation makes sure that that isthe case. You will have to have regulation of digital wallets
or stablecoins, whatever vehicle partners would issue. It sounds to me very similar to the
regulation we have at present for banks.

Sir Jon Cunliffe: A couple of years ago, the Financial Policy Committee put outan expectation
for stablecoin that users should have the same level of confidence that they have with
existing commercial bank money and the like. Whether the regulation would be exactly the
same is unclear. For banks, we are also regulating for maturity transformation. The
stablecoins would be closerto narrow banks, if | can put itthat way.

Andrew Bailey: 1t is a narrow bank model, yes.

Sir Jon Cunliffe: There is a big questionabout how you could do deposit insurance and
whetheryouwould needto dothat as well. Ineconomicterms, a stablecoin backed fully with
reserves would be equivalent to a central bank digital currency. A stablecoin backed with
high-quality liquid assets and the like would be equivalent to a narrow bank. One
is not perfectly protected in the banking system; one is only protected up to £85,000. A
central bank digital currency or a stablecoin backed with 100% reserves would be a safer
asset.

Lord King of Lothbury: You could change that through regulation of the commercial banks.

Sir Jon Cunliffe: We could. The point| was making earlier was that we could attempt to do all
of this by regulation. The one thing that would disappear—itisimpossible to prove one way
or another how much this matters—is that the public would not have access to something
from the state that says, “I promise to pay the bearer”. When you ask people what they think
about money, the image they have of money is physical cash. That may be to do with the fact
itis physical, but it may also be to do with the fact that they have a claim on the state. They
would not have that if all they saw was a private sector stablecoin issuer. The question is
whetherthat playsa role.

Lord King of Lothbury: | promise this is my last question. If you get involved in providing this
new dimension of the payments system, are you worried that you would be undercutting
competitionfromthe private sector, as a state body? What aspects of the system mightraise
that question?

Andrew Bailey: It is interesting, because this goes back to the Christopher Waller problem.
What problem are we trying to solve here? If | lay out the set of things that get said to us,
banks often say—we saw an illustration of this last week, which | will come back to—“You
should do this, because it would reduce the cost of the payments infrastructure”. This is
particularly a point made about the cost of running cards or the charges that
card providerslevy. You saw this last week when Amazon said that it was not going to take
Visacards in future.
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My reaction to that—again, thisis an issue that we have discussedin the past—isthat, as we
know, there isa competitionissue there. It has been around for a long time. You can go back
a longway on that issue. Again, we need to do the work on this. My own view s that issuing
a central bank digital currency is a sledgehammerto crack that one. On the other hand, the
nut has refused to be cracked for a long time. | would have to admit that. The Competition
and Markets Authority has looked at thisissue quite afew times. Itis raised by the banks. We
would have to be pretty careful about going there in this way, because it does seem a very
big innovation to make. It is not the only issue, by the way, as this conversation has
illustrated, butit gets raised.

Sir Jon Cunliffe: The competition argument plays both ways. On the one hand, at the
beginning | was asked what the Bank’s priorities were. If you think about some of the
competitionissuesthatare raised by money beingissued by, forexample, big tech platforms,
they are potentially very great. A number of countries are worried about that. A central bank
digital currency that the private sector can use in its innovation addresses that competition
aspect.

On the other hand, in the same way that cash is in competition with bank accounts, if we
introduce a central bank digital currency, people may preferitto other forms of money. That
will depend on the features we give it, for example whether it is remunerated, which will
make it attractive or not. Inintroducingit, we would have to be alive to competition concerns
and to make sure that we were not competing unfairly with the private sector. If we did
introduce it, we would introduce itas a publicgood. “A service of general economicinterest”
is the EU phrase for that. We would have to be clear that it did not have competition angles.

The Chair: You said that you were stuck with CBDC—I was going to say “because it had
gained currency”. Lord King’s point is that it is not a currency. This is quite important for
people’sunderstanding of it. When we started this inquiry, the revelation that we were not
talking about a currency but a payment system was, certainly for me, fundamental. If
we continue to call ita currency, isthat not going to make it even more difficult to explain to
the publicand others what we are discussing?

Sir Jon Cunliffe: We have tried to talk about digital money. The discussion document that we
put out in May was about digital money. We explain in there that what we mean by that is
what is called a CBDC. Most people do not spell it out; it has just become one word, CBDC.
You are right: if the proposal isto introduce this, we have to explain it. Generally the phrase
that isalso usedis “digital cash”, which captures what it is much better than “currency”.

The only point that | would make about currency—this goes back to some of the issues we
talked about earlier—isthat, if the private sector starts to issue its own currency in a walled
garden or a closed system, you have the possibility thatitisdenominatedinits own currency
rather than denominated in sterling. Having a settlement asset denominated in sterling is
what | think of as a currency.
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The Chair: It isan important point. | know the governorcan be sensitive aboutterminology.

Lord Skidelsky: | just wanted to explore a point that you made, Sir Jon, about central bank
digital currency as a potential store of value. The governoralso said that there was an
increased demand for cash but not transactions during Covid. | wonder whetherthe demand
for a custodial functionis a result of increasing uncertainty. Keynes would have called it an
increase in liquidity preference. Isita possible function of a central bank digital currency to
be a store of value? Do you see that as a problem for which this might be a solution?

Sir Jon Cunliffe:1 do not see that as the primary problem we are trying to address. This is
precautionary cash holding, whichis what people do when they are worried about the future.
If the public do not have access to cash or to a state asset and they are worried about the
future, isthatanissue? ltistwo-sided. Onthe one hand, every time people are worried about
a pandemic, you do not want the whole systemto go into CBDC, whichis a run, because that
is the safest form of asset. On the other hand, there may be a philosophical question about
whethercitizens have the right to hold some of theirmoney in the safest form, if they feel a
needto do that.

Such research that we have on why people use cash and want to hold cash suggeststhat itis
particularly about safety. We are notgoingto stop issuing cash. To some extent, thatisthere.
It needsto be usable as well. That is part of the issue. Itis a personal view, butthereis a role
in giving the public access to the safest form of money. On the other hand, it comes with a
downside. You do not want the whole systemto move to that when people are worried.

Lord Skidelsky: You are not aimingto supply the publicwith asafer form of cash holdingthan
they have at the moment.

Andrew Bailey: Safer inthe sense that—
Lord Skidelsky: It is safer in the sense that it will be a store of value.

Andrew Bailey: No, although it touches on a number of the questions that were asked
earlier. Ittouches on Lord King’s question about exactly what the difference is when you have
100% deposit protection that has the backing of the state. No, not in the real sense. As you
said, we have no difficulty with the fact that, clearly, the publicdo use banknotesas a store
of value. It is one of the natural conclusions that you have to draw from this paradox.

Lord Fox: Coming back to cross-borderpayments, Sir Jon, you alluded to the need for
international agreement. First, is there a danger of a Betamax/VHS type situation where
different standards begin to proliferate in different parts of the world? We have seen the G7
policy principlesdocument. Is that sufficientto drive a unified approach? Could you give us a
feelingforhow you think this process mightgo?

Sir Jon Cunliffe: The G7 public policy principles were not really about the standards. They
were about the broader public policy framework. Different societies will have different
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frameworks, but the G7 economies share a lot of characteristics, which is why it was worth
doing it.

If ajurisdiction decided to issue CBDC—no advanced economy has made that decisionyet—
the advantage it would have is that our other payment systems developed domestically
without much thought to interoperability with common standards. Given that the majority
of central banks are now exploring the CBDC question, there is the opportunity to use
common standards and common legal approaches that would increase the abilityfor
interoperability. Ratherthan as a danger, | think of it more as an opportunity.

Lord Fox: We see it as an opportunity, but how doesone harvest that opportunity?

Sir Jon Cunliffe: Inthe work | am leadingon cross-border payments on the CPMI, which | now
chair, there isa so-called stream of work—itis called a building block—on interoperability in
CBDC. It put out a report in May that looked at different types of interoperability—
interoperability can come in different strengths and flavours—and what standards and
alignment to ease the different models would be necessary. That is the beginning of this
work. More work isgoing on to try to drill down and go further.

Internationally, you can set out the standards and the ways in which one might do this. There
are reasons why jurisdictions might not want complete interoperability, if we think about
dollarisation and capital flight. Jurisdictions might not want to make it completely frictionless
to move out of one currency and into another currency. | am not saying that interoperability
at the highestlevelisthe target of everyone, but, if we put in barriersto interoperability, we
should do it knowingly for a good policy reason rather than stumble into diverse systems.

Lord Fox: Is there a first-mover advantage? Does the first G7 CBDC provide the standard?

Sir Jon Cunliffe: No, | do not think of it that way. The primary purpose of a CBDC, if one is
introduced, is to answer a domestic problem, as we have discussed. If itis done, it has to be
done in a way that suits the use case in that particular country. The characteristics are very
different in different countries. We have not talked about privacy yet, but societal
preferences around privacy are very different even among advanced economies. It has to
make sense initsown jurisdiction. The questionisthen whetheryou can have somethingthat
makes sensein its own jurisdiction thatstill does not putbarriers in the way. | do not see this
as being like Betamax or whatever. There will be a standard that everybody will adopt.

Lord Fox:If you do not mind me saying, it sounds rather vague, in a sense.There are
discussions going on, but in the end each country, each bank, will make its own decisions.
What are the chances of having that interoperability?

Sir Jon Cunliffe: We have a mandate on UK financial stability and UK monetary stability. If we
introduce a CBDC, it has to suit that mandate. The features that it would have to have, the
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use case and the impact that would have on the banking system would have to reflect the
economic nature of the UK and societal preferences withinthe UK.

In a way, all central banks have domestic mandates. They do not have international
mandates. The questionthenis whetherwithin those parameters wecantry to
ensure that we do not put in barriers to interoperability. That may not be the same as us all
using the same standard, but in some cases it may. If | talk about data standards, we might
all want to use international data standards. 1ISO 20022 is the current one for payments. We
might want to have certain information, and we have the chance to build that in from the
outset.

The decision whetherto do it will certainly not be taken by my committee in the BIS and not
by the United Nations. In the end, these decisionsare taken by domestic central banks,
domestic Governments and domesticlegislatures.

Viscount Chandos: If | could pick up on privacy, it is hard to opena newspaper, if thatisnot
an old fashioned thing to do, without reading about CBDC. Yesterday, there was a letterin
the FT from Richard Gendal Brown, who is a member of your CBDC technology forum. He
wrote, “If physical cash declines to irrelevance, should we still have the ability to make
payments that are not observable or censorable by the state?” That comes to the key issue
of the potential difference between physical cash and digital money. Particularly if you are
outsourcing the customer relations, including KYC, through the platform system, how
comparable is itgoing to be to physical cash?

Andrew Bailey: You cannot do anythingyou like today with cash becauseiitis outside the law
and itisdifferentifitis electronic. One of the banks has just beenfined a lotof moneyand is
subjectto a criminal prosecution for that. That is not the case. The means of monitoringand
detectingare different. That is true. | stand by what | said earlier. If this thingis introduced,
it will have to satisfy anti-money laundering laws, terrorist financing laws and all the other
financial crime laws. That is a requirement. Nothingis outside that in terms of the means of
payment.

The privacy legislation isin the area of data protection, particularly the GDPR regulation,
which we have taken on from European Union regulation. That will apply too. As| mentioned
earlier, the Treasury is leadingthe work on this. If we think about the design and features of
digital currency, does that body of legislation satisfy the need? That is the question we have
to answer. In doing so, of course, the boundary gets drawn between what has to be known
to satisfy the anti-crime requirements and what has to be kept private to satisfy the privacy
requirements. Asasociety, we have to draw that boundary all the time. Itis no different here.

Viscount Chandos: If you are going to try to get as close as possible to physical cash, can you
envisage a form of KYC that is different from that which would apply to a conventional bank
account? If you cannot, it seems to me that Lord King’'s pointis even stronger: what is the
difference?
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Andrew Bailey: As a matter of principle, the KYC requirementin a physical cash transaction
is not different. The question, of course, is how it is enforced and how it is done. It is
different, because practically these are very different means of transmission.

Viscount Chandos: If digital money more or less replaces physical money—you have
emphasisedthat you would go on issuing bank notes, but if they fell out of use to all intents
and purposes—there is an inevitable reduction in anonymity/privacy and strengthening of
supervision.

Andrew Bailey: This is not a question for the Bank of England; this is very appropriately a
question for government. What | would say—I will venture to give aview —is that you cannot
really have one standard of privacy, in the broadest sense of the word, for one set of
transactions, and a different standard for another because we call it a currency or we use a
different phrase, in Lord King’s suggestion. That is not possible. If the thrust of your question
is that, then yes, they would obviously come together. They would have to. | do not see how
you could do it differently.

Sir Jon Cunliffe: If | could add to that, there is a political or societal question about the extent
of anonymous transactions and bearer instruments. On the one hand, there is liberty and
privacy in that sense.On the other hand, there is a lot of work done on the social
damage done by cash in money laundering, tax evasion and the like. That is a balance that is
difficultforthe central bank to set. It is a balance that society has to set as to how much.

There isthen a practical issue, whichiswhetherwe couldissue central bank digital moneyin
bearer form and whetherwe are thinking of doing that. Say we do that and make it much
easier for people. We cannot freeze the position and have as much cash as there is now.
Were we to issue central bank digital bearer money and the like, we would have this question
in society about how much of that should be available, and what the balance is betweenthe
social consequence of anonymous money—Ken Rogoff’'s book on this is quite illustrative—
and privacy.

The second issue is more technological. Althoughin principle it would be possible,
technologically the risk from digital bearer money—acounterfeitingrisk, because computer
code is so replicable—at the moment looks very large. At some point, people may come up
with technology that can doit. If you think about how quickly you could counterfeitin a digital
world, my guess is that technologically it is much more difficult to do than some form of
account-based digital money, whether it isa custody account or a claim account. There may
have to be a bearer-type elementtoit, because not everybodyis online. Some people do not
have access to the internetin remote areas or whatever. There may have to be some way of
allowing some offline use.

The technological pros and cons should follow the policy choices. The policy choice about
how much anonymous money you want to have in societyis, as Andrew said, somethingthat
Governmentsand Parliaments will need to debate.
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Andrew Bailey: Let me give you a veryreal example. Overthe last two years we have seen a
very large increase worldwide in cyberattacks in the form of ransom attacks. It is quite typical
for the ransom to be demandedin crypto assets because of theirsupposed anonymity.

The Chair: That is a neat segue into Lord Bridges’ question.

Lord Bridges of Headley: If | may pick up on the point you have just made, Governor, about
security risks, | note that in the discussion paper you state that CBDCs could make an
attractive target for hackers and fraudsters who wish to steal funds. Given that, could you
tell us what design principles would be required to ensure thata CBDC system is
secure? Flowing from that, how do you see the trade-offs that will be required between, for
example, the customer-friendly nature of the CBDC, security, functionality, vulnerability and
so forth? Could you just talk us through that a little bit?

Andrew Bailey: We have not got to that level of detail in the design. We are still talking about
principles here. You describe it very well. They would have to achieve a very clear balance.
They would have to achieve a very high level of security. Jon just set out the big risk here,
which is that instead of counterfeiting bank notes we have criminals who are effectively
counterfeiting computer code and creating the currency in that way. By the way, you see
some very well-known examples of people in the crypto world committing very big crimes of
that sort against each other.

| donot know whetherJon does, but | do not have a ready answerto your very good question
today. How do you combine thatvery high level of security with the appropriate level of user-
friendliness? Thatis a balance that will have to be struck. The technological worldis evolving
very rapidly at the moment. Should we go ahead down this road, we very much recognise
that that balance will have to be struck. | have to tell you that it is a step beyond where we
have got to so far.

Sir Jon Cunliffe: To put it in the context of where we are in the process, the next step is to
see whetherwe have a use case, to see whetherwe have somethingthat answersa problem,
and then to go out for consultation. That will have withinit some of the trade-offs between
security, functionality and ease of use that we have to balance. We will clearly interrogate
what technology can do now. It is only once a decision has been taken to proceed, if oneis
taken, that we produce a so-called technical blueprintand we engage with the private sector
to say, “Here is the blueprint. Lookingat it in detail, can you buildit?” It may be that at that
point we have to make more trade-offs between security and robustness.

Lord Bridges of Headley: My next question may also be premature, but when are we going
to get an idea of how much all this will cost?

Sir Jon Cunliffe: First, you want to get to the point where there is a use case and a design.
Saying how much this will cost before that is not going to be very useful. When we bring out
the discussion paper, in it we will have some things about how it needs to be built and the
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like. Even if there is a decision to proceed and we then go to a technical blueprint, until you
get to the point of introduction, one can pull back.

The key thing is that the decision to engage with the private sector and ask, “Can you build
this?”isreally a watershedinterms of cost and investment. We would need to be pretty sure
that we wanted to do this before we got into detailed design, creation, testingand the like. |
would say that the discussion paper and the technical blueprint are when you would have
some idea.

Lord Bridges of Headley: For my final question, can | quickly come back to Viscount Chandos’s
question on privacy? Just to be clear, we heard that a digital ID is needed to make a CBDC
work effectively. From what you said, Governor, | was not entirely clear whetheryou would
agree with that. Would George Bridges have to come in and get a separate digital ID to make
CBDC work? Would the current KYC and regulatory/supervisory checks make it work
effectively?

Andrew Bailey: It is a design question. My view today would be that, for you to access your
account or your holdinginthe wallet onthe platform, youwould need adigital ID. Going back
to the conversation that we were just having, that would have to have security around it. To
what extent that digital ID would be unique to that platform or somethingthat was broader
in terms of your identity, it is rather like Jon’s point about the iPhone: the technology will
probably move us on very rapidlyin a short time, so it is a bit of speculationto some degree.

The Chair: You will not be surprised, but we want to ask you one final question aboutinflation
and QE. Before we move on to that, this has been a really useful session, for which we are
very grateful. Once you have sorted out all these problems and decided that you want to go
ahead with this, who would have the final say? Is it the Bank, the Treasury or Parliament?

Andrew Bailey: 1t would be a decision that we would take, in the sense of assessing the
evidence, with the Treasury. John Glen was here recently.

The Chair: He did not answer the question, actually.
Andrew Bailey: Did he not? | will have to answer the question.
The Chair: | am sure you will.

Andrew Bailey: 1t would necessarily involve the Government. Because we would be
implementingit, it would also necessarily involve us too, by the way.

The Chair: It would not necessarilyinvolve Parliament.

Andrew Bailey: If you do not mind me saying so, that is really between you and the
Government. | do not feel that that is a Bank of England question. You can put that question
in terms of what legislation might be needed.
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The Chair: Would you require legislationin order to implement this?

Andrew Bailey: At the moment, our view isthat, to do itrobustly as a payments medium, the
answer is probably yes.

The Chair: So itis Parliament.

Andrew Bailey: Lawyers have said to me, “You could doitinthe followingwayanditwouldn’t
require legislation”. Our thinking at the moment is that we could, but that is not sufficiently
robust. It is to be tested.

The Chair: That is a much betteranswer.

Sir Jon Cunliffe: There is an issue about whether we could issue one, but there are other
things such as what privacy appliesto it, extensions of existing legislation and the definitions
that would have to change. My guess is that the framework around it would need some
legislative change regardless of the authority to issue.

The Chair: With inflation rising more quickly than the Bank previously anticipated, is there
still a clear rationale for continuing asset purchases until the end of 2021? The other day you
indicated that the decision not to raise interest rates was a very close call. That leaves me
wondering why you think that injectingany more liquidity into the economy is a good thing.

Andrew Bailey: | am happy to answer that question. | had a similarquestion at the Treasury
Select Committee last week. It was a very close decision. We undertake quantitative easing
infixed amounts overadefined period. That period, as you indicated, runs outin three weeks’
time. In the language of tapering—thatis used more for central banks such as the Federal
Reserve that undertake open-ended quantitative easing, but | will use it for the moment—
we are therefore fully taperedinthree weeks. There is nothing more after that.

For me—I will speak personally now—the judgment was whether it was better to end it at
the point at which there is only a relatively small amount still to do, which would
therefore have a relatively small effect, butin doingso go back on the principle thatthe Bank
of England undertakes fixed amounts of QE, the effect of which, we think, is felt more at the
point of announcementthan during the course of it, which is more the effectfor those who
do open-ended QE.

If we had cancelled the last part, we would effectively be saying that, should we doingitin
the future—by the way, | am not saying that we will; | am just saying “should we” —we would
have left people saying, “Actually, when they announce a fixed amount, it might not be a
fixed amount, because they could just change their mind”.

My judgment was that for the small amount leftit was not sensible to breach the policy and
the approach that we have had for the future. That was what lay behind my decision.
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Lord Bridges of Headley: On the consistency of communications in the round over the last
few months, Governor, how do you feel it has played out? Do you feel that you have been
consistent in your communications and getting the balance right between avoiding nasty
surprises and maybe giving too much forward guidance?

Andrew Bailey: Let me put this into a bit of context. We have had indications that inflation
was rising since late spring. The amount by which itisrising has changed. We have made clear
in our minutes and in our statements that we would respond to that. My concern over the
summer—itis not just true in this country; itis particularly true in the US as well—was that
markets were, frankly, taking no notice of this. Paradoxically, if anything, market rates were
coming off during the summerat a point when our thinking was going in the other direction.
It was pretty clear that there was some quite big activity in the markets, taking the position
that the central banks would not react to thisincrease ininflation.

We have had and we continue to have a big debate about the extentto which this inflation
is transientand the extent to which it has more second-round effectsto it. As we went into
the autumn, | was concerned—and | made a speech in September, which put more force
behind these concerns—that people thought that central banks, including us, were notinthe
price stability business. That is a phrase that our chief economist Huw Pill used and | have
copied from him. Of course, that is exactly the business we are in. | made some quite clear
remarks that said, “People need to understand that we are in the price stability business
now”. We have to judge the causes of the increase in inflation, the likely duration of it and
the risks that flow from that of second-round effects. That is what we do.

| gave a very clear message to say, “Anybody who thinks we’re not in the price stability
business and we won’t react is wrong”. It did not say—because we would never say this; it
was a conditional statement—“By the way, we’re going to raise interest rates at the next
meeting”. Thatisa judgmentforthe MPC, meeting by meeting. [t wasavery clear message. It
is consistent with the statement we put out three weeks ago accompanying the
November Monetary Policy Report, which said, “If the economy evolvesinlinewith the MPC's
viewand in line with the views described in the forecast we have just published, we be lieve
we will have to raise rates inthe coming months”.

On the guidance point, we discuss this a lot. | am not a supporter of what | might call the
harder, more automatic forms of guidance. They have not had a good history. There is a
boundary between what | would call guidance and, in a sense, setting out our view of the
world. At some pointthey merge into one, but | do notthink we will be going back to a harder
form of guidance, because that has all sorts of perils attached to it. We will keep under re view
what | would call the boundary of giving the sort of signal that we gave three weeks ago,
which essentially said, “Here is our view of the world. Here is our forecast. This is what we
think follows from it”. We gave a very clear message that, if the world evolveslike thisand it
is a forecast conditioned on market rates, the bank rate will have to go up.
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There is an alternative view, which is that we should go meeting by meeting and not give
guidance. That is not off the table by any means. That is very well trodden ground for the
MPC, and | could imagine us going back to that. We have been through what | might call
tumultuoustimesinthe lasttwo years. The difficulty of trying to give views on what we think
could happenina world of very high uncertaintyis very challenging. Using guidance in aworld
of high uncertaintyisvery challenging, | have to say. It isa very fine boundary between giving
guidance and saying, “Let’s not do that. Let’s just not say and wait”. All | can say to you —I
hope you will realise that it is a sensible thing to do—is that we keep this under almost
constant review. Atalmost every meeting we discuss that, which is the right thing to do.

Lord Livingston of Parkhead: From my recollection, Governor, when you were here talking
about QE and we asked about reversing QE, you indicated that interest rates would have to
go up quite significantly before you would start embarking on this. In retrospect, do you
feel that maybe some aspect of QE, particularly reversal, is a more flexible orafinertool? Is
it still your view that you would want to see interest rates go up quite significantly?

Andrew Bailey: We announced our approach towards that question. We announced it in
August. To put a bit of contexton that—

Lord Livingston of Parkhead: | am asking whetheryour approach has changed.

Andrew Bailey: When | started my term in 2019, the MPC had adopted a policy that said
that the bank rate would have togo up to at least 1.5% before there would be any unwinding.
The problem until now—of course, it is changing—is that bank rate never got up to 1.5% on
the forward curve in the markets. We had a discussion, which | partly prompted because |
was a member of the committee, where we said, “Hang on. Don’t we need to revisitthis?”

I must say | feel very uncomfortable about having a central bank balance sheetthat does not
unwind. QE is a countercyclical policy, and the logicof a countercyclical policy is that to some
degree the central bank balance sheetis countercyclical. Going back to the previous subject,
the degree to which the central bank balance sheet will turn out to be countercyclical
depends partly on what we do on central bank digital currency, but let us park that one.

We therefore reviewed it. In August, we announced two things. First, when bank rate reaches
50 basis points—itis 10 today—we will cease to reinvest. In other words, as the gilts roll off,
they will not be renewed. That is a fairly gradual run-off of the QE stock. The interesting
guestioniswhatthe bottom of that is and where the balance sheet getsto before you hitthe
steady state. We do not know the answer to that question, becausethe stock of
reservesthat we had before the financial crisis was small. The stock of reserves that we have
today isvery large. What is the equilibrium level of reserves? Itis somewhere between those
two numbers, because we require the banking system —rightly, because of the experience of
the financial crisis—to hold much larger stocks of reservesfor liquidity purposes. It is clearly
lowerthan itis today.
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The second thing we announced was that when bank rate gets to 1% —the verb is different
here; it was not automatic—we said that we would consider introducing active sales of the
gilt portfolio. That iswhere we are today.

Lord Livingston of Parkhead: You still do not feel thatitis a finer tool that you can operate
more effectively. You are sticking with that.

Andrew Bailey: The “no reinvestment” rule really putsit on to what | call autopilot. We then
have a choice to be more discretionary when we get to 1%. It is very clear to me that we
cannot have a balance sheet that remains this big permanently —let us put CBDC to one side
fora moment;that isanother issue —particularly if at any point inthe future we need to use
the balance sheetagain. It needsto come down. We needto have policiesthatbringitdown.
The problem with the 1.5% policy, to my mind, was that itdid not do that satisfactorily. That
is where we are today. We have a plan. We are probably the only central bank that has
announced that.

Lord Fox: Given the scale of the energy price increase, the constraints on the supply chain
and the tightnessin the labour market, what can interest rate rises do anyway?

Andrew Bailey: Let me draw a distinction between those issues. The energy price rise is of
course very difficult. You probably know that wholesale gas prices have doubled since the
beginning of August. They are 300% or 400% higherthan they were pre Covid. The proximate
issue there, as far as | can see, is that, | am told, we have very low reserve gas stocks,
particularly in Europe. That has driven the price up, particularly the most recent price
increases. There may be longer-run issues as well. There are issues of lack of supply of
liquified natural gas from Asia because of Chinese demand.

There is a shipping issue; there is an underlying issue that Covid shifted the balance of
demand inthe economy from services to goods. There were quite a few things inthe service
sector that we could not do: go out to eat, go to entertainment and what have you. That is
slowly shifting back, butitis quite slow. Thisis happeningin other countries. Thatisincreasing
the pressure on shipping. That is the reason we have shipping problems, for instance . Those
issuesought to unwind.

The labour market—thisis why we have highlighted the labour market—is different. The
labour market is very tight. This is the thing that concerns me most. | am sure that it will be
the focus of our meetingwhen we have it in three weeks’ time. We have a very tight labour
market in this country at the moment, as best we can tell. There are a number of reasons for
that, one of which is the recovery. We have had an increase in inactivity in the economy,
which is people who do not have jobs and are not searching. As | highlightedina newspaper
this weekend, we have had an increase in public sector employment.

We have probably had a decrease inthe labour force, in the population, but itis very hard to
measure. It is pretty hard to estimate, but we thinkthe populationis lessthan we thought it
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would have been in an alternative scenario.All those things are contributing to
tighteningthe labour market. | do a lot of visitsaround the country. | do a lot of virtual visits
around the country. | can tell you—I am sure you hear it too—that the problem of hiring is
the primary thing that businesses talk about at the moment. That is my biggest concern,
frankly.

The Chair: Thank you, Governor and Sir Jon, for what has been a reallyinterestingsession.
Andrew Bailey: You are very welcome.

The Chair: | look forward to tryingto answersome of the questions that we have discussed in
our report.

Andrew Bailey: Please do.

The Chair: That includes what the point of a CBDC is. Thank you very much indeed. You have
been with us for two hours. We really appreciate that.

The proceeding
&= I
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