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ABSTRACT 
___________________________________________________________________________________________________________________________________________________________________________________________________________________  

 
This report continues the previous work of the Committee in examining the 
performance of the Monetary Policy Committee (MPC) of the Bank of England. It 
also examines, for the first time, certain other aspects of macroeconomic policy. 
 
We have some concerns about the Chancellor’s decision to change the MPC’s 
operational target—now based on the Consumer Prices Index—and are not 
convinced that the change was properly thought through. The Treasury should 
provide some clarification of the decision. 
 
We have reservations about the emphasis put by the MPC on house price 
inflation. The MPC should clarify its position on the issue. 
 
The MPC should also clarify its position in relation to the recent rise in oil prices. 
We are not confident that the Committee will make the right decision and permit 
the general price level to rise, so allowing the market to do its job. 
 
Our examination of the Bank of England’s forecasting record reveals systematic 
and persistent errors as well as some lack of transparency in the basis for the 
MPC’s interest rate decisions. The Bank should review the form of presentation in 
its periodic Inflation Report. The Bank should also follow the Treasury in making 
its economic model accessible to the public. 
 
The Chancellor should revert to his previous practice of appointing external  
members of the MPC with acknowledged expertise in monetary economics. 
 
Fiscal policy is too diverse and too politically sensitive to be assigned, like 
monetary policy, to an independent agency. However, stronger independent 
assessment is needed of whether fiscal policy is being conducted within the fiscal 
framework. The Treasury should consider the possible establishment of a body 
like the US Council of Economic Advisers. 
 
We think that the UK fiscal framework is close to being best practice, with the 
Government’s Golden Rule a good rule of thumb. But our view is that permanent 
increases in government expenditures should be tax-financed and temporary 
increases debt–financed. 
 
While we do not consider the present UK current account deficit an immediate 
problem, we do have some concerns about the trade deficit. The persistence of 
inflation below target and the continued apparent absence of strong demand 
factors in inflation are evidence that interest rates have been kept too high. 
 
Government can best help raise productivity by maintaining a stable 
macroeconomic environment in which investment in human and physical capital 
can flourish. 
 



 

Monetary and Fiscal Policy: 
Present Successes and Future 
Problems 

CHAPTER 1: INTRODUCTION 

1. The House of Lords established the Select Committee on the Monetary 
Policy Committee (MPC) of the Bank of England in 1998 to provide a 
mechanism for parliamentary scrutiny of the work of the MPC. The 
Committee prepared two reports, in 1999 and 20011. 

2. In 2001 this Committee was succeeded by the Economic Affairs Committee 
whose broader remit is “to consider economic affairs”. The present report is 
the second report of the Economic Affairs Committee on monetary policy 
and related issues. 

3. Since the previous report of the Committee on the subject, in February 
20032, the operational target of the MPC has been changed by the 
Chancellor of the Exchequer and a new Governor of the Bank of England 
has been appointed. 

4. The main issues that have arisen over this period, and which the Committee 
considers in this report, are: 

(i) the reasons for the change in the MPC’s operational target and 
the effects of this change on the level of inflation and its 
control; 

(ii) the significance and response by the MPC to the high levels of 
house price inflation and mortgage borrowing; 

(iii) the impact of oil price changes on inflation; 

(iv) the forecasting record of the MPC; 

(v) the expertise of recently appointed MPC members; 

(vi) the conduct of fiscal policy, the UK fiscal rules, the suitability 
of the stability and growth pact, and the inter-relations between 
monetary and fiscal policy; and 

(vii) improving the supply side of the economy. 

The Committee also examined a number of other issues, and we report 
briefly on these. 

                                                                                                                                
1 Select Committee on the Monetary Policy Committee of the Bank of England (1998-99, HL 96-I) and 

Select Committee on the Monetary Policy Committee of the Bank of England (2000-01, HL 34-I) 
2 Select Committee on Economic Affairs, 2nd Report (2002-03): The MPC and Recent Developments in 

Monetary Policy (HL 66) 
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CHAPTER 2: THE CHANGE IN THE OPERATIONAL TARGET OF 
THE MONETARY POLICY COMMITTEE 

5. In June 2003, the Chancellor gave notice of his intention to change the 
operational target of the MPC. In December 2003, he announced a new 
target for the MPC of 2 per cent as measured by the 12-month increase in 
the Consumer Prices Index (CPI). Like the RPIX3 target, this too is to be 
treated as a symmetric target within an interval of one percentage point on 
either side of 2%. The Chancellor also confirmed that the economic policy of 
the Government is to achieve high and stable levels of growth and 
employment by raising the sustainable growth rate and creating economic 
and employment opportunities for all. 

6. Prior to this change, the MPC’s target was an annual rate of inflation of 
2.5% as measured by RPIX. In a paper, the Office for National Statistics 
(ONS) explained the main differences between RPIX and the CPI4. These 
relate to the coverage of the two indices and the way they are calculated. The 
most significant difference in coverage, compared with RPIX, is that the CPI 
omits a wider range of housing costs (including not only mortgage interest 
payments, but also council tax, owner occupier costs such as house 
depreciation and buildings insurance, and house purchase costs). 

7. The new index is calculated as a geometric, instead of an arithmetic, mean 
and is known as a harmonic index. The general name for such an index is the 
Harmonic Index of Consumer Prices (HICP), but this has been shortened to 
CPI. This is the index used by the European Central Bank (ECB) to 
measure inflation across the eurozone. A further difference between these 
two indices is that the weight for each item in the CPI changes every period, 
whereas in RPIX the weights are constant. The advantage of the CPI is that 
it automatically reflects the current importance of each item in the 
household’s budget. As RPIX does not do this, it is necessary to up-date the 
RPIX weights from time to time. A detailed explanation of the difference 
between a geometric and an arithmetic index was provided in Appendix 3 to 
the first report of the Committee on the MPC (1999)5. It was explained that 
an arithmetic mean will always exceed a geometric mean and that the 
difference between the two is larger, the greater the variation across the 
inflation rates of the individual components. Thus, RPIX will exceed CPI, 
and the extent to which it does so depends on how differently the individual 
price components behave. If, however, all items change in the same way, the 
two measures will be identical. For example, goods prices have not changed 
much since 1999, while service prices have increased at an annual rate of 
about 3% over the same period, which would cause RPIX to exceed the CPI. 
Len Cook, the National Statistician, told us that the ONS has estimated that 
on average the formula alone will cause the CPI to be about 0.4-0.5 
percentage points below RPIX (Q 35). 

8. The Chancellor explained to the Committee that he “wanted to move to an 
internationally accepted measure of inflation. Basically the measure that we 
have chosen is the one that is most accepted in different parts of the world” 
(Q 975). He recognised that the new index had its deficiencies, especially as 

                                                                                                                                
3 The Retail Prices Index excluding mortgage interest payments 
4 The New Inflation Target: the Statistical Perspective, December 2003 
5 Select Committee on the Monetary Policy Committee of the Bank of England (1998-99, HL 96-I) 



 MONETARY AND FISCAL POLICY: PRESENT SUCCESSES AND FUTURE PROBLEMS 7 

far as the treatment of housing is concerned, but in this respect RPIX was 
inadequate too. He hoped “the benefits from having a comparable 
international measure are greater than any deficiencies that are attributed to 
the new index”. He said that a great deal more work is still being done to 
find an internationally acceptable measure of housing for the inflation index. 

9. In its 1999 report, our predecessor Committee considered the merits of 
basing the inflation target on HICP rather than RPIX. Evidence presented to 
the Committee stressed the advantages of the HICP arising from adopting 
the same measure as the ECB and the claim that RPIX over-estimates 
inflation. The Committee’s conclusion then was that a change to HICP in 
due course might be desirable, but they cautioned that there needed to be a 
great deal more preparation and public discussion before final choices were 
made6. 

10. We were also concerned about the public response to changing the measure 
too soon, and the effects on wage bargaining and other contracts which are 
based on RPI. In relation to the latter point, the Chancellor told the 
Committee that he did not expect any change in the way social security 
benefits were calculated. The Rossi7 and RPI indices would be retained. But 
he said that in wage bargaining he expected that people would start to take 
into account the new index. He also thought that people’s expectations of 
inflation would be affected and they should realise that inflation will be lower 
(Q 976). 

11. The Chancellor explained that 2% had been chosen as the target because, 
“looking two years ahead, the 2.5% RPIX target was similar in its effect as to 
the 2% CPI target” (Q 983). We note that this is broadly in line with the 
ONS’s estimate that RPIX is on average likely to be 0.4-0.5 percentage 
points above the CPI. 

12. Whatever the accuracy of these estimates of the difference between the two 
measures in the long run, we note that the actual differences between the 
CPI and RPIX since the change in target have been much larger. For 
example, in the last quarter of 2003 the CPI was increasing at the annualised 
rate of 1.3% (that is, below the 2% target), whereas RPIX was increasing by 
2.6% (that is, above the 2.5% target), and this gap has shown little or no sign 
of narrowing since. 

13. We have therefore considered whether the change of target was likely to 
cause difficulties for the MPC, particularly in the short run. Most of our 
witnesses thought that the change would make life harder for the MPC in the 
short term, but that this was likely to be just a transitional problem. Sir Alan 
Budd, a former member of the MPC, viewed the switch as almost a change 
of unit of measurement, like Fahrenheit and centigrade (Q 454). Digby 
Jones, Director General of the Confederation of British Industry (CBI), 
thought that “the different calculation of inflation …will not have much of an 
effect at all in policy on interest rates”. But he added that “it will have an 
effect out there on the real economy because house prices are part of it” 
(Q 1013). Willem Buiter, Chief Economist at the European Bank for 
Reconstruction and Development (EBRD) and another former member of 

                                                                                                                                    
6 Select Committee on the Monetary Policy Committee of the Bank of England (1998-99, HL 96-I), 

paragraph 3.30 
7 The Retail Prices Index excluding rents, local taxes (specifically council tax) and mortgage interest 

payments 
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the MPC, said that, with the CPI being below and RPIX being above their 
respective target levels, and hence inflation appearing to have shifted from a 
situation of over-heating to one of under-heating, the Bank had a difficult 
and a confusing communication exercise (Q 383). 

14. On the issue of whether the switch of target implied an easing of monetary 
policy, Mervyn King, Governor of the Bank of England, regarded “any 
change in the target as a matter of great importance”, but thought that it 
would have no effect on the stance of monetary policy in the next few months 
as “changing the target would net out looking two years ahead” (Q 289). Jon 
Cunliffe, Managing Director for Macroeconomic Policy and International 
Finance at the Treasury, agreed that it did not represent a relaxation of 
policy, though he did recognise that the “indices could move against each 
other in different ways” (Q 204). 

15. Brendan Barber, General Secretary of the TUC, was more concerned with 
the change of coverage than the change of formula. He said that the 
Chancellor had drawn to the attention of public sector pay review bodies the 
change in measure. A recent survey of private sector organisations would 
suggest that the great majority have used RPI as their reference point in 
bargaining, and he expected that to continue. However, if there was a sense 
of a gap opening up between RPI and CPI, with the private sector taking one 
reference point and the public sector taking the lower reference point, then 
for workers in the public services that would be a worrying implication 
(Q 581). Mr Barber thought that the switch of target made sense in terms of 
preparing the ground for the possibility of joining EMU, and he did not have 
any concern from that perspective (Q 582). 

16. Surprisingly, perhaps, the Committee heard few other complaints about the 
coverage of the new index. David Walton, Chief European Economist at 
Goldman Sachs, was one exception. He expressed concern about the lack of 
housing coverage in the CPI and thought that this issue needed more analysis 
(Q 659). Professor Patrick Minford, Cardiff University, simply noted that 
there was a housing effect (Q 456). 

17. We are not convinced that the change of target was properly thought 
through. Our view is that the change may be of greater significance 
than most of our witnesses seemed to think. It is clear that the two 
indices will differ, particularly in the short run. It is, therefore, 
difficult to believe that the change in inflation target will have no 
effect on monetary policy. If the indices are indicating different 
things, something which the Treasury agrees is possible, we would 
expect that monetary policy might be different too. 

18. We understand the reasons for the change of target and agree that 
bringing the UK into line with the EMU countries has merit, but we 
do not think that the potential significance of the change has yet been 
sufficiently explained by the Treasury. 

19. A more fundamental question concerns economic behaviour, notably in the 
labour market. As things stand, the CPI is to be used for monetary policy, 
but RPIX continues to be the basis for the index-linking of public sector, and 
some private sector, pensions. RPIX also indexes some of the national debt. 
It is therefore necessary to explain which price index will be the one that 
influences wage demands. In particular, if the rate of rise of the CPI is 
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typically less than that of RPIX, will nominal wage demands now reflect that, 
and automatically be adjusted downwards? 

20. In theory, monetary policy is the preferred way of dealing with distortions in 
the economy concerning real wages (and real interest rates) that arise from 
misperceptions about inflation. If the basis of calculating inflation and 
indexing wages and other contracts is changed, then this will create a new 
distortion which, in principle, monetary policy should take account of. We 
would therefore expect that monetary policy ought to change when the 
distortions in the real wage perceptions change. We find the MPC’s lack of 
concern on these issues surprising. We think that the Treasury should 
monitor carefully the effect on the labour market of the change in 
inflation target, and that outside researchers should be encouraged to 
give attention to the issue. We do not consider that this issue was 
adequately analysed before the change in target was decided, and we 
recommend that the Treasury provide an early statement of 
explanation and clarification. 

21. We are also concerned about the effect of the change in coverage of the 
index, especially as it relates to housing. This is an issue that we now 
consider in greater depth. 
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CHAPTER 3: THE ROLE OF HOUSING IN THE DETERMINATION 
OF MONETARY POLICY 

22. It seems to us that the significance of housing in the MPC’s interest rate 
decisions has become increasingly unclear. As a result of the change of 
operational target to the CPI, with housing costs now excluded, house prices 
no longer have any direct effect on inflation for the MPC’s target. It would 
therefore appear that even though, according to the Bank of England’s 2004 
August Inflation Report, house prices have increased by about 25% in 2003 
and by about 13% up to July 2004, this should not affect interest rates. 
Nonetheless, the Minutes of the MPC reveal that some members wish to 
raise interest rates to take the heat out of the housing market, and in recent 
speeches the Governor has spoken about house price inflation and its 
implications for monetary policy. This reflects the indirect effect on inflation 
of the housing market, especially mortgage borrowing through equity 
withdrawn. 

23. The Governor told us that “the reasons for the recent rise in interest rates 
that we have seen was not to “cool” the housing market, it was to meet the 
inflation target in the medium term….We are not targeting house prices but 
that does not mean to say that house prices are not very important to our 
decision” (Q 1184). He said that this is because they affect the outlook for 
consumer prices, overall demand and, hence, inflation. 

24. The Governor added that the Bank also had responsibility for financial 
stability and there had been a concern, now much reduced, about whether 
the very high loan-to-value mortgages associated with the need to borrow 
more to finance the higher cost of housing might lead individuals to find 
themselves in a negative equity position8. We note that, to judge by previous 
experience, negative equity would be likely to raise the rate of default on 
interest payments, and hence cause consumer spending to become unstable. 
The Governor also said that, as with other asset prices, it would not be 
sensible to target house prices directly, but only in so far as they affect the 
outlook for inflation generally. We find this a rather vague and unconvincing 
argument. More importantly, we note that the Bank of England Act makes 
no explicit mention of financial stability as part of the Bank’s remit. It is 
therefore difficult to justify the MPC taking any explicit account of housing 
in determining interest rates. We remain to be persuaded that the MPC 
should take housing into account when setting interest rates. 

25. In the Inflation Report of August 2004, the MPC provided new survey 
evidence on mortgage equity withdrawal (MEW)9 and consumption. It was 
found that MEW had risen considerably since 1996. It was 6.8% of 
households’ post-tax income in the first quarter of 2003 and this increased 
over the following year. About 50% of households spent the proceeds (in the 
main on house improvements), 25% saved them, and 22% used them to pay 
off existing debt. 

                                                                                                                                
8 Negative equity: the situation where outstanding mortgage debt exceeds the value of the house 
9 Mortgage equity withdrawal: the part of secured borrowing not invested in the housing stock. It is almost 

entirely borrowing by households through increasing mortgage debt, and is called equity withdrawal 
because, before any repayment takes place, in effect the value of the property is reduced by the sum 
borrowed 
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26. Willem Buiter, in agreeing with us, had a different view from the Governor. 
He did not think that house price inflation was a serious problem and was 
sceptical about whether monetary policy could do much about it even if it 
was. He thought that even a 150 basis point rise in interest rates would have 
little impact on house prices: it was like “tackling an elephant with a pea-
shooter” (Q 411). He also thought that household debt levels did not appear 
to be too high. 

27. Two further issues related to housing are whether increases in house prices 
should be treated as an increase in household wealth, and what significance 
housing wealth and mortgage debt have for the UK savings ratio, which has 
been said to be too low. The Chancellor noted that “if consumers recognise 
that housing wealth is increasing, then they may increase consumption of 
goods and services. Then consumers may borrow against the increase in the 
value of their house and use that borrowing to fund additional consumption” 
(Q 980). 

28. Oliver Letwin, the Shadow Chancellor, argued that although “private sector 
balances are, as a whole, in respectable shape”, there had been a significant 
turn for the worse in corporate balances. He also thought that the debt-to-
income ratio of the household sector was getting rather high as a result of 
equity withdrawal (Q 777). 

29. Vincent Cable, the Liberal Democrat Shadow Chancellor, said that he 
differed from the view that the rise in house prices was due to real factors 
such as a housing shortage due to land rationing. He believed that there was 
a speculative bubble in house prices, and the nature of bubbles is that they 
burst. He thought that the rate of interest set by the Bank of England had 
only a very indirect influence because of constraints on the way it operates. 
In his view, we should be looking at the amount of credit made available by 
mortgage lending institutions rather than having a deregulated market 
controlled by interest rates (Q 798). 

30. We recognise that these are difficult matters to resolve. In principle, fully 
informed households may regard housing as net wealth. With this as 
collateral, and given the expectation that interest payments will remain a 
small proportion of after-tax income, it would be reasonable for households 
to borrow through equity withdrawal. In this way, a possibly low ratio of 
savings to income may be justified by higher housing wealth that leaves 
roughly constant the proportion of wealth consumed and saved. In this 
situation, a low savings ratio would not be a worry. 

31. We also note the concerns expressed by several witnesses that some 
households, through being ill-informed, irrational, liquidity constrained or 
just insufficiently protected against the effects of the business cycle, may 
experience severe financial instability. The real question then becomes: who 
should bear the risks? Is it the whole country, through facing higher interest 
rates imposed by the Bank in an attempt to avoid financial instability, or is it 
individuals? 

32. A collapse of house prices would, of course, be unwelcome from the point of 
view of macroeconomic stability. But we do not share the view that house 
price inflation is a speculative bubble. We tend to the view that fundamentals 
(lack of supply and increased demand due to lower borrowing costs, together 
with recent poor investment opportunities in other assets) are the main 
causes of house price inflation. We note that, following the recent rises in 
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interest rates, mortgage borrowing has declined and house prices have 
stopped rising. 

33. The question that remains is whether the MPC is justified in raising interest 
rates to deal with the broader inflationary consequences arising from the 
housing market. The Minutes of the MPC cast little light on what are the 
issues that appear to divide its members over housing. We accept the Bank’s 
claim not to be targeting house prices per se. And since the housing market—
especially, as noted above - mortgage borrowing through equity withdrawal—
is simply part of the transmission mechanism from interest rates to inflation, 
we think that it is appropriate for the Bank to take account of what is 
happening in the housing market. 

34. We accept that households may be irrational and be over-optimistic about 
their ability to service and repay loans. And this may lead to overshooting in 
the sense of establishing an unsustainable position, the reversal of which, if 
left to the operation of the free market, may lead to a temporary reduction in 
consumer demand, output, and employment. Our concern is that for the 
MPC to undertake short-term stabilisation of the real economy does take 
them some distance from their statutory remit. This may be justified by 
reference to the second objective set out for the Bank in the Bank of England 
Act 1998: “subject to that (maintenance of price stability), to support the 
economic policy of Her Majesty’s Government, including its objectives for 
growth and employment.” That, however, must mean that for the 
foreseeable future there is no inflation problem, allowing other objectives to 
be pursued for a while. Equally, such an apparent deviation from the 
statutory remit cannot be allowed to pass by default, so to speak, and 
certainly deserves serious debate. 

35. In practice it is very hard to see the difference between targeting house prices 
directly and viewing them as an intermediate step to inflation. We would not 
put the same emphasis on house price inflation and its indirect affect 
on general inflation, as does the MPC. We believe that public 
confidence now requires a clearer and more cogent explanation of 
why the conduct of policy has taken this so much into account. We 
recommend that the MPC and the Treasury provide such an 
explanation as soon as possible. 
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CHAPTER 4: OTHER FACTORS AFFECTING INFLATION 

36. From time to time, other factors have a substantial impact on inflation. The 
MPC Minutes and the Bank’s Inflation Report often refer to them. It is not 
always clear, however, what significance they have for the interest rate 
decision. Part of the problem is that the factor may be short lasting and have 
no expected impact on longer-term inflation. The MPC seems to target 
inflation about two years ahead and unless the impact of an inflation shock is 
expected to last that long, the MPC takes the view that there is nothing much 
that can be done about it. 

37. An example is the recent rise in oil prices. Brent crude has risen from about 
$25 a barrel in 2003 and was reported to be nearly $40 in the August 2004 
Inflation Report. The report projected the price to continue to increase 
through 2005. By October 2004 it had already risen to above $50 a barrel. In 
contrast, the May 2004 Inflation Report projected a lower profile for oil 
prices by about $8 a barrel, down to about $27, whereas, by October 2004, it 
was nearly $20 higher. Moreover, the UK has recently become a net 
importer of oil. Another example is the recent rise in world steel prices due to 
the increase in world demand, primarily as a result of the enormous 
expansion of the Chinese economy. 

38. One reason that an oil price rise is particularly significant is that it is, in 
effect, a negative supply shock. Inflation targeting via interest rates - the 
current monetary policy framework - is not well suited to dealing with 
negative supply shocks. It is designed to deal with demand shocks through 
controlling demand with interest rates. An increase in oil prices, for example, 
would cause the general price level to rise, and inflation to increase 
temporarily. As a result, aggregate demand, including expenditure on 
imports other than oil, would fall. In effect, the economy cuts its 
expenditures on other goods and services in order to pay for the higher-
priced oil. Raising interest rates to control inflation that has occurred due to 
a supply shock therefore has the effect of cutting demand at a time when the 
price rise is already reducing demand. Moreover, by not allowing the price 
level to rise sufficiently, it prevents the re-allocation of expenditures required 
to restore the economy to equilibrium, that is, to re-balance demand and 
supply. 

39. In these circumstances, the Bank has a choice. It can either allow prices to 
rise on the grounds that a change in relative prices is required to allow the 
market to do its job. It would then be required to write an open letter to the 
Chancellor explaining its policy. Or it could take the view that inflation, from 
whatever source, is undesirable under its remit, and so raise interest rates. 
The Treasury have made clear their view that in certain circumstances, such 
as a negative supply shock, an open letter rather than a large rise in the 
interest rate would be an entirely appropriate response by the MPC to an 
increase in inflation, indeed would represent the “more sensible approach”10. 
Perhaps the Bank has not felt the need so far. We were, therefore, especially 
interested in the Bank’s response to a question about these matters. 

40. The Governor said that the MPC did not “feel that the recent changes in 
inflation, and certainly not the prospective ones, are primarily supply shocks. 

                                                                                                                                
10 Speech by Ed Balls, then Chief Economic Adviser to the Treasury, at the University of York, 23 January 

2004 
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Clearly there has been a change in the oil price but in part the rise in oil 
prices and commodity prices is a reflection of the demand shock, which is the 
pick-up in the world economy and the synchronised recovery….Our view is, 
rightly or wrongly, and we may have made misjudgements about the scale of 
it, who knows, that the issues which we have confronted have been demand 
issues, both in terms of the world economy and in terms of the level of 
prospective demand at home, particularly consumer spending” (Q 1164). 

41. Charlie Bean, Chief Economist at the Bank, agreed with this. He said, “there 
is a small element in the projections driven by the increase in oil prices. 
Because we have conditioned our projections on the path for the futures oil 
price going forward, it actually means that the oil price is declining somewhat 
during the forecast period and that tends to push down the inflation 
projection relative to where we are now.” He added that “the big story that is 
driving the upward drift in inflation over the forecast horizon is the fact that 
demand growth is running a bit ahead of supply growth, so the amount of 
spare capacity in the economy is gradually being whittled away and extra 
demand pressure is then putting up the pressure on wages and prices” 
(Q 1164). 

42. It is interesting to contrast these remarks with the rise in forecast oil prices 
between the May and August 2004 Inflation Reports, and with the comment 
made in the August Inflation Report which identifies the oil market as a risk 
to the world economy. The Report says that “with capacity being already 
quite stretched, any disruption to supply could lead to a further marked 
increase in prices. That may not have a big direct impact on the UK 
economy. But some other economies are more vulnerable to oil price rises, 
and that may adversely affect external demand”11. 

43. Even if we endorse the Bank’s assessment of the implications for UK 
inflation of oil prices based on the information available in May 2004 and the 
MPC’s decision not to raise interest rates in response to higher oil prices, the 
more recent increases in the price of oil seem likely to pose the dilemma for 
the MPC that we have identified. To judge by what the MPC has told us, 
we are not at all confident that it will make the right decision and 
allow the general price level to rise to bring about the required 
reallocation of the economy’s resources. The question is whether to 
take at face value the MPC’s statements about raising interest rates to 
deal with any excessive inflation arising from higher oil price rises, or 
not. In other words, is the MPC being completely transparent as it 
claims, or not? We recommend that the MPC provide an early 
statement of clarification. 

                                                                                                                                
11 Bank of England Inflation Report, August 2004, pp 48-49 
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CHAPTER 5: THE MPC’S FORECASTING RECORD 

44. In the August 2004 Inflation Report, the MPC evaluated its forecasting 
record, updating its assessment of a year earlier. We would like to comment 
on this, particularly in view of our remarks in a previous report12, and in the 
light of our examination of the national statistics. 

45. The MPC makes projections of inflation and GDP growth up to two years 
ahead on the basis of constant future interest rates and of market forward 
rates. The MPC has recently announced that in future it will focus on using 
only market forward rates. In the August 2004 Inflation Report13, the average 
forecast error of the mean value of RPIX forecast for two years ahead was 0.3 
percentage points above the actual outcome, whilst the corresponding figure 
for annual GDP growth was 0.2 percentage points below actual. Thus the 
MPC has tended to over–predict inflation and under-predict growth. 

46. In Figure 1 we reveal more details of this forecasting record by plotting the 
two-year-ahead forecast of RPIX inflation, together with the actual outcome 
of inflation for the periods 1999 quarter 3 to 2004 quarter 3. The remarkable 
finding is that the MPC consistently over-predicted inflation until 2002, and 
after 2002 it consistently under-predicted inflation. The average forecast 
errors reported in the Inflation Report for the whole period clearly fail to 
reveal these systematic and persistent errors in forecasting. 

 

FIGURE 1 

RPIX: 2 year ahead forecast and actual outcome 
(annualised percentage increase) 
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12 Economic Affairs Committee, 2nd Report (2002-03): The MPC and Recent Developments in Monetary Policy 

(HL 66) 
13 Bank of England Inflation Report, August 2004, table 2, p 51 
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47. In Figure 2 we report the corresponding data for forecasts of GDP growth. 
The most surprising finding is that the forecast values appear to be much less 
variable over time than are the actual data. For much of the time a constant 
rate of growth would appear to have been as accurate a forecast. There seem 
to be three different phases. Until 2001 the MPC appears to have 
consistently under-estimated GDP growth. Then from 2001 until the 
beginning of 2003 it consistently over-estimated growth, before once again 
under-estimating it. Thus, like its forecasts of RPIX, the MPC seems to have 
made persistent forecasting errors of GDP growth. 

FIGURE 2 

GDP growth 2 years ahead and actual outcome 
(annualised percentage increase) 
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48. These data prompt some intriguing questions. If inflation was over-predicted 
until 2003, should interest rates have been lower? Moreover, did the over-
prediction of growth over this period lead to higher interest rates than were 
necessary? And was this whole situation reversed from 2003 onwards? 
Interest rates were above 6.75% until 2001. With the fall in the growth of 
GDP interest rates were then reduced. Interest rates were then raised again 
during 2002 when both inflation and growth were being over-predicted. 

49. We were concerned that errors in forecasting GDP growth had affected the 
MPC’s inflation forecasting performance. Goldman Sachs provided a 
memorandum for us on the accuracy of ONS revisions14. They noted that the 
Bank of England and the ONS had found that there was systematic bias, in 
which the first estimate of GDP had on average been about 0.2 percentage 
points weaker than the most recent estimate. Nevertheless, Goldman Sachs 

                                                                                                                                    
14 Volume II, HL 176-II, pp 186-187 
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concluded that, although the size of revisions had declined substantially over 
time, the average bias has remained broadly unchanged. 

50. Further evidence on this is available in the May 2004 Inflation Report. In 
Chart 3.215 data are provided on GDP growth estimates by the ONS. 
Preliminary estimates are reported, together with subsequent revisions and 
the latest estimate over the period 1998 quarter 2 to 2004 quarter 1. 
Comparing the revision furthest from the latest estimate, and using the 
standard deviation of the growth rate of GDP as a measure of underlying 
variability in growth, we estimate that nine of the 19 data points reported in 
the Chart lie further than one standard deviation of GDP growth rates away. 
In other words, whilst on average about only one third of growth rates lie 
more than one standard deviation from the mean, nearly a half of the most 
discrepant forecasts do so. In contrast, if last period’s growth rate is used to 
estimate this period’s growth rate, the ratio falls to four out of 18. Thus the 
assumption of no change in the growth rate would be twice as accurate as the 
worst interim estimate. 

51. When this was pointed out to the Bank and they were asked if revisions to 
GDP growth had proved a problem in setting interest rates, the Governor 
said that he did not think it was a problem about which the MPC had any 
right to complain (Q 317). He indicated that he thought the whole process 
was not one of precise scientific measurement and he said that he was 
amazed that the ONS could get any estimate within plus or minus 2 or 3%. 
Marian Bell, a member of the MPC, thought that all members of the MPC 
would have liked to know what was the ONS’s best guess as soon as they had 
it, and that the MPC took on board the imprecise nature of the 
measurement. She commented, in particular, on the interest rate cut in July 
2003 and the “popular misconception” that the MPC might have been 
wrong–footed by preliminary ONS data. She said that the decision was taken 
on a whole range of other information (Q 317). 

52. We accept that revisions to GDP growth rates have not been an issue for the 
Bank even though it seems that they are highly error prone. But the problem 
we then have is to understand precisely on what basis the MPC does change 
interest rates. According to evidence previously given to us by the Bank16, the 
aim is to use interest rates to control demand and hence inflation. This 
would seem to imply that output plays an important role in the decision. If 
this is forecast as inaccurately as seems to be the case, the link between 
output and inflation must be less important to the MPC than we have been 
led to believe. 

53. In subsequent evidence provided by the Bank, it was noticeable that much 
more emphasis was being given to the relation between demand and supply, 
and to the extent of spare capacity, than to GDP growth. For example, the 
Governor, explaining the differences between the effect on UK and US 
interest rates of their recent recoveries, said that, unlike the UK, the US 
recovery had not led to an increase in interest rates because it had greater 
spare capacity (Q 1182). We also note that a high rate of growth may be 
compatible with both recession and boom, as growth tends to be high when 

                                                                                                                                
15 Bank of England Inflation Report, May 2004, p 21 
16 Report of the Select Committee on the Monetary Policy Committee of the Bank of England (1998-99, 

HL 96-II) 
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an economy is coming out of recession and as it moves into the boom phase 
of the cycle. 

54. If we accept the Bank’s arguments on the relative unimportance of accurate 
estimates of GDP growth rates, and their greater concern with the balance of 
demand and supply, then this suggests to us that the MPC should give more 
emphasis in the Inflation Report to measures of excess demand and less to 
GDP growth rates, which at present are given almost equal prominence to 
inflation. 

55. The second report of our predecessor Committee drew attention to the 
uncertainty surrounding the Bank’s forecasts and the relation between these 
and the interest rate decision17. The Committee asked how important it was 
for the Bank to have accurate forecasts of inflation and output, and 
recommended that the Bank conduct a review of the method of forecasting 
used by the MPC, to determine whether it was state-of-the-art. In response, 
the Bank commissioned Professor Adrian Pagan to undertake this review. 
His report was largely favourable. Bearing in mind that the review was 
instigated by the Committee, we are deeply disappointed that the Bank did 
not arrange for Professor Pagan to give evidence to us on his report, which 
would have enabled us to comment on it in the detail it deserves. 

56. The Bank of England has prided itself on its transparency. Our examination 
of its forecasting record for inflation and economic growth has revealed, 
however, that the basis of its interest rate decisions is far from transparent. 
The Bank could be much clearer about the relation between inflation, excess 
demand and the way they affect the interest rate decision. We recommend 
that the Bank review its presentation of these issues in its quarterly 
Inflation Report and give more emphasis to (and provide a measure 
of) the state of excess demand than to the growth rate. 

57. In the last year, the Bank has been using its new quarterly macroeconomic 
model, known as BEQM, in making its interest rate decision. We note that 
the Bank have not made this model available for outside scrutiny or use. This 
is in contrast to the Treasury, who have made their macroeconomic model 
accessible to the public. The Treasury model is used by the ITEM18 club 
who regularly publish forecasts of the economy based on it. These forecasts 
provide a valuable independent assessment, both of the possible future path 
of the economy and of the impact of government fiscal policies. We believe 
that it would be equally valuable to the public to have an independent 
assessment of future inflation and of monetary policy based on the 
Bank’s new model. We recommend, therefore, that the Bank makes 
BEQM accessible to the public for these purposes. 

58. Our remarks in this chapter suggest that errors in forecasting remain 
a live issue. We also reiterate our view that proper parliamentary 
scrutiny of the MPC requires that both the Treasury Select 
Committee and our Committee have full access to the Bank’s models. 
We recommend that measures are taken to facilitate this. In addition, 
we hope that professional economists and statisticians are prompted 
to take a closer interest in these matters, including why errors in 
forecasting persist. 

                                                                                                                                
17 Report of the Select Committee on the Monetary Policy Committee of the Bank of England (2000-01, 

HL 34-I), paragraphs 88-89, p 23 
18 Independent Treasury Economic Model 
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CHAPTER 6: CHOICE OF MEMBERS OF THE MPC 

59. We have observed that the recent appointments as external members of the 
MPC do not appear to have the expertise in monetary economics that earlier 
external members had, and do not contribute, through lectures and articles, 
nearly as much to the public debate about monetary policy. 

60. When the MPC was first formed the Chancellor stated in a letter of 6 May 
1997 that the external members would be “recognised experts” and not 
people from the “coal face”. The Select Committee on the MPC found 
overwhelming support at the time for having only external members who 
were experts on monetary policy. In their first Report the Committee quoted 
the evidence given by the then Governor of the Bank of England, Mr Eddie 
George. On 26 January 1999 he told the Committee that “you need the best 
technical experts you can get”19. Mervyn King, then Deputy Governor, made 
the same point to the Committee on 23 February 1999 in graphic terms. He 
said “When I go to a hospital I do not wish to meet an economist; I wish to 
meet a doctor. And when people think about who is setting monetary policy I 
would hope they would want to see that the people who set monetary policy 
have some experience and knowledge of the subject and are experts in it in 
that sense”20. During the present inquiry, Oliver Letwin also endorsed the 
need for technical expertise in setting monetary policy (Q 760). 

61. In drawing attention to this change in the type of person appointed by the 
Chancellor, we do not wish to denigrate their credentials or their experience 
as economists. Nor are we arguing that the quality of decision making by the 
MPC is markedly different, or that it is necessary for every external member 
to be an expert in monetary policy; it may be appropriate to have one, or 
perhaps two, who are not. Our concern is that none of the recent 
external appointments is an acknowledged expert in monetary 
economics in the way that previous appointments were, and as a 
result the MPC may suffer a loss of credibility, especially when tough 
decisions are required. The lectures and research papers given by previous 
members, such as those by Willem Buiter, Alan Budd, Charles Goodhart, 
DeAnne Julius and Sushil Wadhwani, made an important contribution to 
public understanding of the thinking of the MPC. We welcomed these and 
regret their decline. As a result, we find ourselves increasingly dependent on 
the internal members of the MPC, notably the Governor and Charlie Bean, 
the Chief Economist, for background analysis of the issues. 

62. We therefore recommend that the Chancellor restore his former 
practice of choosing external members of the MPC with 
acknowledged expertise in monetary economics, ensuring an 
appropriate balance in the Committee. 

                                                                                                                                
19 Select Committee on the Monetary Policy Committee of the Bank of England (1998-99, HL 96-II) p27 
20 Select Committee on the Monetary Policy Committee of the Bank of England (1998-99, HL 96-II) p72 
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CHAPTER 7: FISCAL AND MONETARY POLICY 

63. The Treasury set out what it sees as the primary objective of fiscal policy in 
Budget 2004, the report provided by the Treasury to accompany the March 
Budget. The objective is described as being to ensure sound public finances 
and to support monetary policy over the cycle21. Chart 2.5 of Budget 2004 
shows that during the late 1990’s the fiscal stance, as measured by net public 
sector borrowing (NPSB), tightened at a time when the economy was above 
trend and eased over the next few years back to a neutral position as the 
economy returned to trend. In Figure 3 we show the repo rate and the 
change in NPSB. The fluctuations in the NPSB reflect the seasonality of tax 
revenues. Behind the seasonal pattern we can see that net borrowing 
decreased until about 2001 (that is, fiscal policy tightened) before increasing 
again (easing). It is pertinent to compare the fiscal stance with the monetary 
stance. In comparison, the monetary stance has been one of steady easing. 
During the late 1990’s the Bank loosened monetary policy by reducing 
interest rates; for a brief period they then tightened monetary policy before 
continuing to loosen in 2001. During the late 1990’s, therefore, fiscal and 
monetary policy were acting in opposite directions: fiscal policy was 
tightening and monetary policy easing. Since this period, fiscal and monetary 
policy have been acting in concert: both have been easing. In this later period 
there is certainly no indication of monetary policy acting to offset the looser 
fiscal stance. 

FIGURE 3 
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21 Budget 2004, HC301, p 38, paragraph 2.60 
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64. Although, in principle, monetary policy responds to fiscal policy, the 
Treasury claims that in fact the MPC has not changed interest rates as a 
result of the Budget. The Treasury contrasts this with times past when 
interest rates were lowered as part of an expansionary Budget but then raised 
shortly after because the Budget turned out to be too expansionary. Another 
test of the independence of the MPC would be whether it raised interest 
rates near an election. 

65. Fiscal policy can be categorised as being either discretionary or automatic. 
The Treasury perspective, as expressed by the Golden Rule and the 
sustainable investment rule22, has been that, except in special circumstances, 
fiscal policy must not be actively used in the short term for stabilisation 
purposes. In other words, discretionary fiscal policy should be eschewed. 
Having effective automatic stabilisers is compatible with a doctrine of 
avoiding so-called fine–tuning. We are aware that this has been the 
conventional wisdom among professional economists for some time. That is 
not the same as saying, however, that the fiscal stance does not have a 
macroeconomic effect. Quite the contrary, the tighter the fiscal regime, the 
easier a sustainable monetary policy can be to maintain a specified inflation 
target. 

66. Measuring the fiscal stance is, however, problematic; it is not at all easy to 
measure the impact of different types of public expenditure and taxation on 
the economy. While the size of the overall deficit is a useful starting point, for 
a long time economists have recognised that the matter cannot be left at that. 
The Treasury recognised this in setting their fiscal rules, when they 
distinguished current from capital expenditure, although in its present 
formulation that distinction may also prove to be rather arbitrary. For 
example, should expenditures on education be treated as current or capital 
expenditures? Professor Nick Crafts of the London School of Economics 
(LSE) estimated that around 0.4 of a percentage point in productivity growth 
had come from extra education (Q 852). Conventionally, wage costs are 
counted as current expenditures, but investment expenditures on educational 
buildings would be considered to be capital expenditures. Expenditures on 
equipment could be included in either. In general, despite its definition in 
the national accounts, much of current expenditure is more correctly 
interpreted as a form of investment; while much of capital expenditure yields 
a return in the long run, but not in the form of an easily discernible revenue 
flow. 

67. Nonetheless, the Treasury’s Golden Rule says that current expenditure 
should not be financed by debt over the cycle. By implication, it should be 
tax financed. There is more of a problem with capital expenditure, if it does 
not yield an identifiable revenue flow to the exchequer. The interest and 
depreciation (if it is ever properly taken into account) must also be tax 
financed. In addition, if a specific national debt-to-GDP ratio is to be aimed 
at—the Government’s target level is a maximum of 40%—then some 
desirable public investment must also be tax financed. 

68. In contrast, the Government’s fiscal rules allow it to borrow to finance public 
investment. However, it may reasonably be argued that in so far as public 

                                                                                                                                
22 The Golden Rule: over the economic cycle, the government will borrow only to invest and not to fund 

current spending; and the sustainable investment rule: public sector net debt as a proportion of GDP will 
be held over the economic cycle at a stable and prudent level (defined as below 40 per cent of GDP) 
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investment is to generate a higher national level of income, the tax proceeds 
from this can eventually be used to finance the investment without any 
increase in public debt in the longer term. According to this argument, debt 
finance should only be used in the short term. In this way generational equity 
may be achieved, with future generations who benefit from today’s 
investment sharing the cost of the investment through their taxes. Both 
current and future generations would then be tax-financing the investment. 
All of this amounts to an argument for greater clarity in the Government’s 
current fiscal rules. 

69. Asked whether he thought long-term government expenditure should be 
financed through government borrowing or through government off-balance 
sheet methods like the private finance initiative (PFI) or the public private 
partnership (PPP), Oliver Letwin said that he had no objection to the use of 
PFI or PPP, and that he was instrumental in trying to promote this form of 
financing when he was working in the Prime Minister’s Office. He saw the 
choice more as one involving a transfer of risk from the government sector to 
the private sector, as private companies involved in projects would run the 
risk of bankruptcy if things go wrong. He added that he thought there were 
“cases in which the public sector is better equipped to bear a certain risk than 
the private sector is” (Q 770). 

70. In the last year the Treasury published a discussion paper23 as part of its 
assessment of the five tests for joining EMU. The paper floats the idea of 
making fiscal policy independent in a way similar to monetary policy, and of 
using some form of fiscal rule, akin to the Taylor Rule24 for monetary policy. 

71. We asked several of our witnesses for their opinions on this idea. Although 
some responded positively, the common response was that fiscal policy was 
not like monetary policy. Expenditure and taxation decisions were widely 
regarded as being too political to be delegated to an independent fiscal 
authority. Professor Minford said that 20 years ago monetary policy was 
highly political. This was no longer the case, but fiscal policy was still highly 
political, too political (Q 483). Sir Alan Budd thought that fiscal policy 
defined government and was already heavily scrutinised (Q 483). Brendan 
Barber said that he thought an independent fiscal policy was not the right 
approach. Government could not sub-contract fiscal policy (Q 563). Sir 
Samuel Brittan said that he did not favour an independent fiscal authority, or 
a Taylor–like rule, but he would like to see something like the US 
Congessional Budget Office to give an independent analysis of fiscal policy 
(Q 697). Professor Matthew Canzoneri of Georgetown University said he 
found it surprising that delegating all of fiscal policy to an independent group 
was even considered: it was “such a core political thing”. But he could see 
more point in delegating policing of the Golden Rule to an independent body 
(Q 958). 

72. Oliver Letwin contrasted fiscal with monetary policy, saying with respect to 
monetary policy that “politicians have not shown themselves to be 
particularly good at doing it and therefore it seems to me much better left to 

                                                                                                                                
23 Fiscal stabilisation and EMU, HM Treasury, 2003 
24 Taylor Rule: a formula for determining the nominal interest rate to be set by a Central Bank. The Rule 

states that the nominal interest rate should be higher by 1.5 percentage points for every one percentage 
point that inflation exceeds its target, and by 0.5 percentage points for every one percentage point that 
GDP exceeds its trend (the output gap). Named after John Taylor, Stanford University and currently 
Under Secretary for International Affairs at the US Treasury 
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the technicians and the MPC…When you turn to fiscal policy I think you are 
in another realm altogether because although the constraining of government 
deficits and ensuring that there is medium term fiscal stability look, 
mercifully, as if they are currently becoming matters of political consensus—I 
do not believe they are necessarily purely technical in nature and certainly 
when you come to questions of tax structure and levels of tax on the one side 
and public spending on the other (as opposed to fiscal balance) you are 
dealing with issues which are irremediably and properly political.” He added 
that he thought that the Chancellor’s broad approach of seeking to establish 
rules of thumb rather than laws, departure from which would create some 
embarrassment, is at least a promising approach which avoids remitting the 
matter to a group of separate experts (Q 760). 

73. When the issue was raised with the Chancellor, his answer was forthright. He 
said that he did not believe that it would serve us well to privatise fiscal 
policy, or make it independent of government. He added that the idea that 
people who are non-elected should make tax decisions was something he 
found very difficult. Therefore he did not envisage the same arrangements for 
fiscal policy as for monetary policy (Q 1000). 

74. Ed Balls, Chief Economist at the Treasury, said that the difference between 
monetary and fiscal policy is that in monetary policy the objective is clear and 
there is a small number of instruments, whereas fiscal policy affects so many 
different aspects of the objectives of government: not just the balance 
between tax and spending, but also the type of spending objectives. He 
added that the experience between 1992 and 1997 of the Treasury’s “Wise 
Men”, the independent panel set up to comment on monetary policy, only 
demonstrated that they could never agree amongst themselves (Q 1001). 

75. The most significant aspect of this debate is its implication for the Stability 
and Growth Pact (SGP). The Treasury may well have raised the issue of 
non-elected bodies determining fiscal policy as a way of drawing attention to 
this feature of the SGP. In signing the Maastricht treaty, the United 
Kingdom agreed to be subject to the Maastricht conditions on government 
deficit and debt limits. These were subsequently enshrined in the SGP, 
together with financial penalties for countries that breach the deficit limit. As 
the United Kingdom is not a participant in EMU, it is not subject to these 
penalties. 

76. The Government’s fiscal rules differ from the SGP in providing greater 
flexibility in the short run. As already noted, the Government’s limit for the 
debt-GDP ratio is 40% instead of the 60% in the SGP, and so there is no 
conflict on this. The Government does not, however, have a deficit limit of 
3% as in the SGP. In the short run, during a recession, the deficit would be 
permitted to rise above 3% if necessary and be debt-financed. In the longer 
term, once the full cycle is completed, the aim is to restore the original debt-
GDP ratio, using the surpluses in the boom phase to redeem the additional 
debt. 

77. Commenting on the SGP, Jon Cunliffe said the Treasury recognised that the 
euro-zone needs a fiscal framework and that the fiscal framework is more 
difficult to operate where you have twelve authorities rather than one. The 
Treasury also saw the SGP as predominantly inter-governmental, in that 
under EMU fiscal policy is a state responsibility, so it is to achieve fiscal co-
ordination rather than fiscal authority. Mr Cunliffe also noted that over time 
the SGP had changed a tremendous amount, but not overtly (Q 254). 
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78. Comparing the UK fiscal framework with the SGP, Professor Canzoneri gave 
only grudging support for the former. He said that in a perfect world there 
would not be any place for the Golden Rule or the SGP as constraints on 
deficits can get in the way of the operation of the automatic stabilisers. He 
claimed that taxes distort the behaviour of people, causing them to make the 
wrong consumption choices, the wrong hiring choices and the wrong labour 
supply choices. However, he conceded that if one wanted fiscal constraints 
then there was something to be said for the Golden Rule over and above the 
SGP (Q 957). 

79. Joaquin Almunia, Commissioner for Economic and Monetary Affairs in the 
European Commission, discussed the operation of the SGP in some detail. 
He said that the role of the Commission was to monitor the evolution of 
public finances and issue early warnings to the Council, if necessary, asking 
the Council to recommend the adoption of appropriate measures by a 
country in difficulties. He said that these were only broad recommendations. 
Significantly, he added that he was not satisfied by this framework as the 
instruments were not working well. For example, in the case of France and 
Germany, the Council endorsed their fiscal positions and did not follow the 
Commission’s recommendations of imposing sanctions (Q 1072). 

80. Mr Almunia added that the Council knew that it needed to introduce 
reforms to the Pact (Q 1074). In September 2004, these changes were 
announced. In effect, they gave countries more time to meet the conditions 
of the SGP and allowed more flexibility in deficits in the meantime. 

81. A generally accepted principle of public finance is that while a temporary 
increase in government expenditures may be debt financed, a permanent 
increase should be tax financed. Notwithstanding this, nor concerns 
expressed by some commentators about whether, as a result of the recent 
increase in public expenditures and debt, the United Kingdom is likely to 
meet its fiscal targets, we believe that the UK framework for fiscal policy is 
close to being best-practice. It is viable, has worked well and, due to its 
greater flexibility in times of recession, is preferable both to the SGP and to 
the modified version recently proposed. We draw attention to one of its more 
unpalatable but important implications, that in good times it is necessary to 
pay off debt in order not to make temporary debt-finance permanent. 

82. Our main concerns with the UK fiscal framework relate to public investment. 
This can be difficult to distinguish from current expenditures and should, in 
the main and in the long run, be tax-financed and not debt–financed as 
might be inferred from the Treasury’s description of the rule. Once again, 
therefore, debt issuance should be only temporary, not permanent. 

83. On the issue of whether fiscal policy should be treated like monetary 
policy and assigned to an independent agency, we are firmly of the 
opinion that this would not be feasible. Fiscal policy is too diverse and 
too politically sensitive. However, we respond more positively to the 
idea of having an independent assessment by experts of whether fiscal 
policy is being conducted within the fiscal framework. We think that 
either there should be a body like the Council of Economic Advisors 
in the US, or parliamentary scrutiny of these macroeconomic issues 
should be increased. It would be premature to make a firm 
recommendation to set up such a body before more work has been 
undertaken to examine its feasibility and advantages, but we do 
recommend that the Treasury undertake such a review. 
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84. We have commented on the SGP in comparison with the UK fiscal 
framework, and there is much else that might be said about how best to co–
ordinate fiscal policy in Europe and how European monetary policy affects 
this. Because of time and resource constraints, we do not develop these 
points fully in this report. That should not be taken to mean that we regard 
them as unimportant. 

85. The appropriate framework for fiscal policy is an issue of much importance 
and current concern, not only in the United Kingdom, but also in the EU. 
Ideally, we would favour a fiscal framework that is as transparent and 
effective as that for monetary policy. While we agree that fiscal policy 
cannot be assigned to an independent agency, the transparency of 
fiscal policy is enhanced by having clear rules governing the fiscal 
framework. We recognise the difficulties in formulating this 
framework and we accept that the Government’s Golden Rule is a 
good rule of thumb to use. Our preferred interpretation would be that 
permanent increases in government expenditures should be tax-
financed and that temporary increases should be debt-financed. In 
this way, the fiscal framework would be flexible enough to cope with the 
business cycle and restrictive enough to prevent fiscal policy from becoming 
unsustainable. Such an interpretation would help avoid much of the 
arbitrariness of the present distinction between current and investment 
expenditures, which we recommend should be dropped. We believe that, due 
to its greater flexibility, a fiscal framework of this sort is preferable to the 
Stability Growth Pact and to the proposed amendment to the SGP. 
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CHAPTER 8: THE EXTERNAL POSITION 

86. The external position of the UK economy, especially as reflected in the 
balance of payments on current account has been a source of concern to 
many and so merits comment. At present the current account deficit is just 
under 2% of GDP. In historic terms this is not exceptional. In fact the 
current account has been in deficit for nearly 20 years and for most of the 
last 30 years, more or less since the breakdown of the Bretton Woods 
agreement and the generalised floating of exchange rates. Prior to this, the 
Bretton Woods agreement made it essential to balance the current account. 
With the advent of floating exchange rates and the removal of capital 
controls, this became unnecessary as there is always a price at which the rest 
of the world is willing to finance the United Kingdom’s excess of 
consumption over saving. This, together with the overall healthy state of the 
economy, has meant that there have not been practical difficulties in 
financing the deficit, and it is a long time since the United Kingdom has had 
an external financial crisis. Indeed, the position is better than that, because 
there is no sign of such a danger on the horizon. 

87. In economic theory, in the absence of an exchange rate adjustment, 
eventually a deficit of this kind will be unsustainable. (We note that the US 
does seem to have sustained a much larger deficit—now running at nearly 
6% of GDP—for much longer without a dollar depreciation, and no one we 
have asked has predicted a world economic disaster stemming from a US 
external crisis.) While it may be that only professional academic economists 
are in the least worried, the phenomenon is rather puzzling, and is worthy of 
fuller consideration. We cannot say we have heard anything very convincing 
from our witnesses. In particular, they have not been able to say with any 
degree of conviction that UK short-term rates of interest are higher than they 
might have been because of an external risk premium or, as with the US, that 
there is any reluctance by the rest of the world to hold UK liabilities. (They 
do claim that there is little or no discernible premium in long rates, but that 
makes the short-term position even harder to explain.) 

88. Nonetheless, a worrying aspect of the current account deficit, not referred to 
by our witnesses, is the change in its composition. Although the overall 
current position has not changed markedly, since the early 1980’s there has 
been a deficit on the balance of trade and this has been increasing in recent 
years. It is now just over 4% of GDP. To compensate, services have been in 
surplus since the early 1970’s, ranging from one to nearly two percent of 
GDP. At present it is just over 1%. A major factor in the growing trade 
deficit has almost certainly been the strength of sterling since 1992. The first 
report of our predecessor Committee commented on the prominent role 
played in the United Kingdom by the exchange rate in the transmission of 
interest rates to inflation25. They found that, according to the Bank of 
England economic model, in the first year 80% of the effect of an increase in 
interest rates is via an appreciation of the exchange rate. 

89. We have thought for some time that the strength of sterling in recent years 
has been connected with the fact that since 1999 short-term rates in the 
United Kingdom have been about 100 basis points above those in the euro 

                                                                                                                                
25 Select Committee on the Monetary Policy Committee of the Bank of England (1998-99, HL 96-1), 

pp 34-35, paragraph 4.34 
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area and about 250 basis points above those in the US. In commenting on 
the strength of sterling, the Governor seemed to attribute this to recent 
weaknesses in the US dollar. He added that he thought sterling had remained 
remarkably steady given the large adjustment of the US dollar against the 
euro (Q 277). 

90. As far as the level of UK interest rates is concerned, it might be reasonable to 
expect that, were the UK current account to improve (perhaps as a result of 
enhanced productivity in the production of goods and services), the balance 
effect might lead to an overall easing of interest rates, with obvious benefits 
all round. This would be part of the virtuous circle that the Government is 
seeking. This is, however, to overlook the important role of capital flows in 
determining the exchange rate. We believe that there is a much stronger 
argument for lower UK interest rates. The fact that UK inflation has tended 
to be below target, UK interest rates are at a premium and the trade account 
is steadily worsening appears to be further evidence that in recent years 
monetary policy has been too tight. This implies that UK interest rates 
should be lower than at present, possibly by as much as 50, or more, basis 
points. 

91. We share the view of our witnesses that the present UK current 
account deficit is not an immediate problem. There are, however, 
some concerns on the Committee about the size and expansion of the 
trade deficit. There has clearly been a fundamental shift in the economy at 
large, and the current account in particular, away from manufacturing 
towards services. This may be a permanent shift reflecting the UK’s 
comparative advantage in services. Nevertheless, it seems to us probable that 
the premium on UK interest rates has been a major factor in the strength of 
sterling and hence in the increase in the trade deficit. The persistence of 
inflation below target and the continued apparent absence of strong 
demand factors on inflation are evidence that interest rates have been 
kept too high. 
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CHAPTER 9: IMPROVING THE SUPPLY SIDE OF THE ECONOMY 

92. Throughout its current tenure of office, the Government has stressed the 
importance of strengthening the supply side of the economy and, in 
particular, raising productivity growth. A feature of the UK economy for 
much of the period between 1945 and 1972 was that aggregate demand 
needed to be constrained because supply constraints were causing current 
account crises. Although this constraint was relaxed with the move to 
generalised floating of exchange rates which allowed the automatic 
adjustment of the current account, the Bank is still concerned, as we have 
noted, about permitting consumption to expand in a time of capacity 
constraints. Higher productivity growth would allow a higher rate of growth 
of consumption. We therefore enquired of our witnesses whether they 
thought there was much that government could do to promote productivity 
growth and what this would be. 

93. Two of our witnesses gave evidence solely on the issue of productivity. 
Professor Crafts of the LSE told us that 90% of output growth in the United 
Kingdom was due to higher productivity and that recently productivity in 
services had caught up with that in manufacturing (Q 832). He said that 
since 1979 UK productivity growth had kept pace with that in France and 
Germany (Q 848), and that government demand management had helped 
(Q 836). He thought that the maximum increase in productivity that could 
be achieved was about 1 percentage point, but 0.5 of a percentage point was 
more likely and would be both very good and look outstanding in historical 
terms (Q 853). As already noted, Professor Crafts estimated that around 0.4 
of a percentage point in productivity growth had come from extra education 
(Q 852). 

94. Professor Jonathan Haskel of Queen Mary College assessed that while the 
US had a higher productivity than the UK, half of this was due to the longer 
hours they worked (Q 863). However, he said that he thought the main cause 
of differences in productivity per hour between the UK and the US was due 
to a Research and Development (R&D) gap, and between the UK and 
Germany to a skills gap (Q 873). 

95. The general response we obtained from our other witnesses was that there 
was little that government could do to increase productivity beyond 
providing a stable economy and a secure financial and legal framework for 
trade. For example, Willem Buiter said that government needed to create the 
right economic framework, and that very little could be done beyond 
de-regulation and taking care of education. In particular, he argued against 
government micro-managing tax incentives for investment and R&D, or 
creating large marginal tax rates for labour and firms (Q 423). Professor 
Minford thought that government should “get out of the way” and just aim 
to improve incentives (Q 499). Brendan Barber was more sympathetic to the 
notion of government involvement. He thought that this was a proper area 
for close government attention and he noted that the TUC, together with the 
CBI, had produced a report for the Treasury looking at investment, 
innovation and best practice in a number of areas and skills. A useful 
by-product was some decisions on tax arrangements in respect of R&D 
(Q 595). He emphasised the importance in this context of focussing public 
investment on primary and secondary, rather than tertiary education 
(Q 904). 



 MONETARY AND FISCAL POLICY: PRESENT SUCCESSES AND FUTURE PROBLEMS 29 

96. We conclude from this that, although productivity growth is extremely 
important in raising living standards, there is limited scope for government to 
raise productivity levels. It seems that one of the most important things that 
government can do is to manage the economy so that it avoids over–heating 
and recession, as this will help create a climate of confidence in which 
investment in capital, R&D and human skills can prosper. Both fiscal and 
monetary policy play a crucial role in this. The evidence we have heard does 
not, however, provide support for the greater use of tax incentives or of more 
regulation. 

97. More generally, we were impressed by the Governor’s comment on how hard 
it is (and always has been) to increase productivity growth. He reminded us 
that even an apparently small effect, such as a 0.25 percentage point increase 
in the growth rate, is massively valuable because this compounds through 
time (Q 1173). 

98. We agree with the Government that improvements to the supply side 
of the economy are extremely important and highly desirable. We 
share the view of our witnesses that government has limited scope for 
raising productivity and that its most useful role is that of 
maintaining a stable macroeconomic environment in which 
investment in human and physical capital can flourish. 
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CHAPTER 10: CONCLUSIONS AND RECOMMENDATIONS 

99. We are not convinced that the change in the operational target of the MPC 
was properly thought through. Our view is that the change may be of greater 
significance than most of our witnesses seemed to think. It is clear that the 
two indices will differ, particularly in the short run. It is, therefore, difficult to 
believe that the change in inflation target will have no effect on monetary 
policy. If the indices are indicating different things, something which the 
Treasury agrees is possible, we would expect that monetary policy might be 
different too (paragraph 17). 

100. We understand the reasons for the change of target and agree that bringing 
the UK into line with the EMU countries has merit, but we do not think that 
the potential significance of the change has yet been sufficiently explained by 
the Treasury (paragraph 18). 

101. We think that the Treasury should monitor carefully the effect on the labour 
market of the change in inflation target, and that outside researchers should 
be encouraged to give attention to the issue. We do not consider that this 
issue was adequately analysed before the change in target was decided, and 
we recommend that the Treasury provide an early statement of explanation 
and clarification (paragraph 20). 

102. We would not put the same emphasis on house price inflation and its indirect 
affect on general inflation, as does the MPC. We believe that public 
confidence now requires a clearer and more cogent explanation of why the 
conduct of policy has taken this so much into account. We recommend that 
the MPC and the Treasury provide such an explanation as soon as possible 
(paragraph 35). 

103. The recent increases in the price of oil seem likely to pose a dilemma for the 
MPC. We are not at all confident that the Committee will make the right 
decision and allow the general price level to rise to bring about the required 
reallocation of the economy’s resources. The question is whether to take at 
face value the MPC’s statements about raising interest rates to deal with any 
excessive inflation arising from higher oil price rises, or not. In other words, 
is the MPC being completely transparent as it claims, or not? We 
recommend that the MPC provide an early statement of clarification 
(paragraph 43). 

104. We recommend that the Bank review its form of presentation in its quarterly 
Inflation Report and give more emphasis to (and provide a measure of) the 
state of excess demand than to the growth rate (paragraph 56). 

105. We believe that it would be valuable to have an independent assessment of 
future inflation and of monetary policy based on the Bank’s new economic 
model, BEQM. We recommend, therefore, that the Bank makes BEQM 
accessible to the public for these purposes (paragraph 57). 

106. Errors in forecasting remain a live issue. We also reiterate our view that 
proper parliamentary scrutiny of the MPC requires that both the Treasury 
Select Committee and our Committee have full access to the Bank’s model. 
We recommend that measures are taken to facilitate this. In addition, we 
hope that professional economists and statisticians are prompted to take a 
closer interest in these matters, including why errors in forecasting persist 
(paragraph 58). 
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107. Our concern is that none of the recent external appointments to the MPC is 
an acknowledged expert in monetary economics in the way that previous 
appointments were, and as a result the MPC may suffer a loss of credibility, 
especially when tough decisions are required (paragraph 61). 

108. We therefore recommend that the Chancellor restore his former practice of 
choosing external members with acknowledged expertise in monetary 
economics, ensuring an appropriate balance on the Committee 
(paragraph 62). 

109. We are firmly of the opinion that it would not be possible to treat fiscal 
policy like monetary policy and assign it to an independent agency. Fiscal 
policy is too diverse and too politically sensitive. We respond more positively 
to the idea of having an independent assessment by experts of whether fiscal 
policy is being conducted within the fiscal framework. We think that either 
there should be a body like the Council of Economic Advisors in the US, or 
parliamentary scrutiny of macroeconomic issues should be increased. It 
would be premature to make a firm recommendation to set up such a body 
before more work has been undertaken to examine its feasibility and 
advantages, but we do recommend that the Treasury undertake such a 
review (paragraph 83). 

110. Ideally, we would favour a fiscal framework that is as transparent and 
effective as that for monetary policy. While we agree that fiscal policy cannot 
be assigned to an independent agency, the transparency of fiscal policy is 
enhanced by having clear rules governing the fiscal framework. We recognise 
the difficulties in formulating this framework and we accept that the 
Government’s Golden Rule is a good rule of thumb to use. Our preferred 
interpretation would be that permanent increases in government 
expenditures should be tax-financed and that temporary increases should be 
debt-financed. In this way, the fiscal framework would be flexible enough to 
cope with the business cycle and restrictive enough to prevent fiscal policy 
from becoming unsustainable. Such an interpretation would help avoid much 
of the arbitrariness of the present distinction between current and investment 
expenditures which we recommend should be dropped. We believe that, due 
to its greater flexibility, a fiscal framework of this sort is preferable to the 
Stability Growth Pact and to the proposed amendment to the SGP 
(paragraph 85). 

111. We do not consider the present UK current account deficit to be an 
immediate problem. There are, however, some concerns on the Committee 
about the size and expansion of the trade deficit. The persistence of inflation 
below target and the continued apparent absence of strong demand factors 
on inflation are evidence that interest rates have been kept too high 
(paragraph 91). 

112. We agree with the Government that improvements to the supply side of the 
economy are extremely important and highly desirable. We share the view of 
our witnesses that government has limited scope for raising productivity and 
that its most useful role is that of maintaining a stable macroeconomic 
environment in which investment in human and physical capital can flourish 
(paragraph 98). 

113. We make this Report to the House for debate. 
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APPENDIX 3: CALL FOR EVIDENCE 

The Economic Affairs Committee has decided to conduct an inquiry into ‘The 
State of the Economy and Economic Policy, Long Term and Short Term’. 

Evidence is invited by 19 April 2004. 

The Committee will inquire into three broad areas: (i) monetary policy; (ii) fiscal 
policy; and (iii) productivity growth. The Committee would welcome written 
submissions on any or all of the following specific issues: 

(1) The suitability of the new Harmonised Index of Consumer Prices 
(HICP) inflation target of 2% and its implications in the short and 
long run for monetary policy. 

(2) The significance of asset price movements (including the exchange 
rate) for monetary policy. 

(3) The importance for members of the Monetary Policy Committee 
(MPC) of having expertise in monetary economics. 

(4) The appropriateness of the present structure and content of the Bank 
of England quarterly Inflation Report and the Minutes of the MPC 
meetings. 

(5) The co-ordination of monetary and fiscal policy. 

(6) The appropriate choice of fiscal policy rules and how binding they 
should be. 

(7) The implications for UK fiscal policy of a more active regional 
policy. 

(8) Recent statistical developments and the extent to which key data are 
subject to major revision; and their significance for setting monetary 
and fiscal policy. 

(9) The importance of improved forecasting and economic model 
building for policy-making. 

(10) The relevance for the UK of the conduct of monetary and fiscal 
policy elsewhere especially the EU and the US. 

(11) The appropriateness of the responses of the IMF and World Bank to 
problems in servicing and repaying country debt. 

(12) How satisfactory has the UK’s productivity growth performance 
been? 

(13) How can the rate of UK productivity growth best be raised? 

(14) What, if any, should be the role of government in increasing growth? 

 

Please note: 

Evidence submitted becomes the property of the Committee, and may be 
published. Witnesses may publicise their written evidence themselves, but in doing 
so should indicate that it was prepared for the Committee. 
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Evidence should be clearly printed or typed on single sides of A4 paper, unstapled, 
and should be set out in numbered paragraphs. The submission should be signed 
and dated, together with a note of the author’s name and status and of whether the 
evidence is submitted on an individual or corporate basis. Submissions by e-
mail are preferred (as attachments in Word), with a signed, hard copy to follow. 

 

Concise submissions of 6 pages or fewer are preferred; longer submissions should 
include a single page summary. Annexes may be submitted, but will not 
necessarily be published. Relevant material prepared for other purposes (such as 
reports or submissions to other inquiries and consultations) may be submitted to 
the Committee for information, but will not be printed. Witnesses who submit 
original written evidence may be invited to give oral evidence at Westminster; 
transcripts of such sessions are published. 
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Telephone 020 7219 6968; facsimile 020 7219 5355;  

email economicaffairs@parliament.uk. 

 

30 January 2004 

 



 MONETARY AND FISCAL POLICY: PRESENT SUCCESSES AND FUTURE PROBLEMS 39 

APPENDIX 4: GLOSSARY OF ABBREVIATIONS 

 

BEQM Bank of England Quarterly Model 

CBI  Confederation of British Industry 

CPI  Consumer Prices Index 

EBRD  European Bank for Reconstruction and Development 

ECB  European Central Bank 

EMU  European Monetary Union 

GDP  Gross Domestic Product 

HICP  Harmonic Index of Consumer Prices 

ITEM  Independent Treasury Economic Model 

LSE  London School of Economics 

MEW  Mortgage Equity Withdrawal 

MPC  Monetary Policy Committee 

NPSB  Net Public Sector Borrowing 

ONS  Office for National Statistics 

PFI  Private Finance Initiative 

PPP  Public Private Partnership 

R&D  Research and Development 

RPI  Retail Prices Index 

RPIX  Retail Prices Index excluding mortgage interest payments 

SGP  Stability and Growth Pact 

TUC  Trades Union Congress 

 


