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Minutes of Evidence
TAKEN BEFORE THE ECONOMIC AFFAIRS COMMITTEE

TUESDAY 9 DECEMBER 2003

Present Barnett, L Roll of Ipsden, L
Elder, L Sheldon, L
Goodhart, L Sheppard of Didgemere, L
Marsh, L Skidelsky, L
Oakeshott of Seagrove Bay, L Vinson, L
O’Cathain, B Wakeham, L
Peston, L (Chairman)

Examination of Witnesses

Witnesses: Mr Len Cook, National Statistician, Mr Colin Mowl, Director of Macroeconomics and Labour
Market, and Mr David Fenwick, Director of Consumer Prices and General Inflation Division, Office for

National Statistics, examined.

Q1 Chairman:Welcome again to our Committee. It been revised for four distinct reasons by the time the
is a while since we have seen ONS, but that does not June quarter 2003 information came out. If I just
mean we are not looking forward to the session. I am explain those four reasons. The first reason was
not sure whether we have met your two colleagues announced by us in June where we signalled a
before or are they new? revision to the national accounts because of the need
MrCook:MyLord Chairman, can I introduce you to to respond to the extensive amount of VAT fraud
David Fenwick who was here three years ago. which had been picked up in theCustoms department

and we had in investigations jointly with them been
able to finally assess not only the impact on theQ2 Chairman: You looked rather familiar.
balance of payments but the consequential impact onMr Cook: Yes.
GDP. So at that time we published the likely eVect on
GDP so that when we announced that we wereQ3 Chairman: Older but familiar.
revising, for example, the balance of payments byMr Cook: Yes, that is right, and Colin Mowl, who is
some £11 billion in the latest year, down to £2 billionpossibly not new to the Committee but he is new to
some four years earlier, there would be noONS.
uncertainty in the market as to the consequentialChairman: Welcome. You know from past
impact on GDP. That was announced prior to theexperience how we operate. Could I ask you partly
September quarter Blue Book being released. Again,for the sake of our stenographers if you could speak
prior to the September quarter Blue Book, weloudly, clearly and slowly and if you are not doing it
announced that we were going to introduce chainfor them then bear in mind the average age of the
linking to the national accounts whereby every yearCommittee and speak loudly, clearly and slowly for
we would rebase the following year’s nationalus. You always know our general line of questioning
accounts to the structure of British business of theand then there might be supplementaries as we go
prior year whereas the practice up to now has been toalong. If that is agreeable to you shall we get started.
rebase national accounts every five years. The need to
rebase every year has not only generally beenQ4 Lord Sheppard of Didgemere: There has been a
increasingly considered to be good practice amongstgreat deal, as you will know, of controversy and
national accountants but it has become amedia coverage about the major revisions on
requirement also of the European Union. We didinflation, manufacturing data, GDP and so on that
quite a lot of work on analysing the likely impact ofhave come from the ONS. Would you talk to us
chain linking and published quite extensively ourabout what is behind some of those issues and
judgments as to the impact of chain linking well inwhether you think they have been satisfactorily
advance of that occurring. In fact the net impact ofaddressed?
chain linking was very, very small. The third eVectMr Cook: Perhaps if I address first the key issues
which came about at the same time during the 2003which created a certain amount of frenzy amongst
Blue Book when we consolidated the annual nationalthe media in October on revisions to national

accounts. At that time the national accounts had accounts was the introduction of a more extensive
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Q6 Lord Sheppard of Didgemere: Do you find therange of deflators, particularly for imports and
capital stock. Those deflators which led us, for outcome satisfactory? It is what I would have called

in business explain your failure. A whole lot ofexample, to cover imports by 61 per cent instead of
31 per cent were direct measures of particular changes have been made which really have distorted

the statistics quite dramatically. Have you got a lotcommodities which reflected trade, that was quite an
extensive change. It had an eVect which was larger more coming towards you?
than was expected by the market of 0.7 per cent on Mr Cook: Firstly, I regard it as a success that we have
previous years’ GDP. So that eVect which Mr Mowl picked up the impact of VAT fraud on our statistics.
can expand on, if you like, was the significant shift in There is VAT fraud going on clearly elsewhere in the
those three revisions. In a normal year wewould have European Union and the fact is we have been able to
aimed to have provided an analysis of a change that pick that up, or the Customs department has, and
we were making in advance to users as we did with make an estimate of VAT impact on British statistics
chain linking but in this particular year the large which I think the Bank has observed actually has
amount of thingswhichwere involved in the deflation increased the cohesiveness of the measures that we
that came together towards the end made it publish. The second, the introduction of chain
practically impossible for us to do so. So our analysis linking, I think again is giving us the ability to have
of that has been published since rather than before. the economy able to respond to structural changes
The fourth issue, which is really unrelated to the when they actually occur rather than in five-yearly
other three, was that for the June quarter 2003we had periods, and in the end, in the future, it will reduce the
published as our first estimate of GDP growth in the propensity to have large revisions at each of these
June quarter an estimate of 0.3 per cent. One of the five-yearly periods because the economy will be more
components of that estimate was a forecast model continuously adjusting to structural change. Again I
used by the Department of Trade and Industry to would argue that is a success. The impact of the
measure June quarter construction which in the first deflators, it is another move to increasing the
estimate assumed a small decline and the previous comprehensiveness of the measures that we have to
quarter, the March quarter, had declined directly measure the real economy in the UKwhich is
unexpectedly by a much more substantial amount. an important part of the monetary policy context
When the final estimate of the GDP June quarter that we are in and of course the ability tomeasure not
figure was published we changed the figure from 0.3 only real output but output capacity and output gap.
to 0.6 which was a revision that was larger than users I would have preferred—and as I said at the time—
usually experience—most of our revisions are of the and what we would have preferred was to have
order of 0.1, sometimes 0.2 but usually 0.1—and that provided users with a clear analysis of a change of
caused some considerable surprise amongst users. that magnitude before the change occurred. The
We sought to explain that in terms of the fact that we expectation is that we should provide all the source
were using for the final estimate a measure directly data before national accounts are prepared so that
collected from businesses but in order to produce people canmake their own expectations and secondly
national accounts within the time frame that we people know what the impact of methodology
produced the first estimate there is no direct measure changes are in advance. Finally the construction
of construction activity available. I think the estimate, we are seriously looking at that with DTI.
combination of those four revisions in a row, all of The outcome may be for example that we should
which I would argue reflected separately the introduce a monthly survey of construction in the
application of good practice and with the best United Kingdom. It may be if we had access to tax
estimates that we had at each time, in fact data we could track what was going on in another
accumulated a view that the national accounts had way in the economy. We are looking certainly quite
become remarkably spongy or had become suddenly seriously at it because I think if that level of volatility
subject to more revision than usual. I will talk about occurred every quarter then we would have to look
the revision experience. The revision experience was much more intently and the simple fact that it has
generally less than 0.1 per cent a quarter in the 1990s, occurred once is something that we do see as a real
although in the June quarter 2002 we did have a concern.
0.3 per cent revision when we were unable to
immediately estimate the eVect of the Queen’s

Q7 Chairman: Going back to Lord Sheppard’sbirthday holiday on production statistics when that
question about can you explain it. If you look, forcaused a similar change.
example, at the Inflation Report which is based on
largely your data and if you look at chart 3.4, which

Q5 Lord Sheppard of Didgemere: That explains the is the chart on GDP growth estimates that actually
problem. Do you find it satisfactory? I do not mean gives you a chart of the preliminary estimates, the
the explanation but the position? subsequent estimates and the latest estimates and

even to the untutored eye the range is enormous.Mr Cook: Sorry?
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average revision itself is close to zero so there is noAlso, in addition to that, the least you would expect
as an economist is that the numbers converge, the bias in the revisions.
two numbers, and in some cases they go for a while
in the other direction. That seems to me to be a very

Q11 Chairman: If there is no bias is not the optimalserious matter if we are looking at theMPC and how
strategy to behave as if you have not done any workit applies to fiscal policy. If you have that kind of
at all and take the mean and operate on that basis?range I would have thought that was very disturbing.
The whole point of detailed work is to give someMr Cook: Can I ask Mr Colin Mowl to give you an
additional information. To be told you are not bias isexplanation of some of those revisions.
not the point, what matters here is the variance.
Mr Mowl: The point I am trying to make is that the

Q8 Chairman: I do not want an explanation, I want variance is not that large. What we are trying to do is
you to evaluate it. not just give a single number. I think it is important,
MrMowl: I will try and do that, my Lord Chairman. also, to take account that what we are publishing is a
I was looking at the same chart myself in the last highly integrated set of accounts where we are giving
couple of days. One point I would make is I think if estimates of income expenditure and output. We are
you look at the text of the Inflation Report the Bank not giving all of those initially. We are trying to build
says that they do take into account the likelihood of up a picture of the economy which people can
revision when taking decisions on interest rates, so interpret. I think there is more richness in the data
that is one key factor. In a sense it is not necessarily than just the single number and, again, just to repeat
a surprise to them. We do our own regular rigorous what I said earlier, I would not agree that a revision
analysis of the revisions record which we publish at of 0.1 percentage point is huge. I do not know
least once a year in Economic Trends, the last one whether Mr Cook wants to add anything to that.
was in May and there is another article to come out

Mr Cook:Can I make the point that at a recent studythis month. I think actually that chart might give the
carried out by Statistics Sweden of European Unionimpression that the revisions are somewhat larger
countries, and a number of major OECD economiesthan they are. Our own regular revisions analysis
not in the EU, the UK had the smallest set ofwhich is, as I say, in Economic Trends shows that in
revisions in the 1990s. In the 1980s we had athe period since 1993, which was whenwe first started
somewhat larger set and then we had, as you know, apublishing what we call a month one estimate of
large number of reforms to UK economic statistics inquarterly GDP growth, that is to say publishing
1989 which changed that. In fact, in terms of whatestimates in July of GDP growth in the June quarter,
you expect out of a system of national accounts notsince 1993 the average absolute revision to quarterly
only does the UK have smaller revisions but, ofgrowth rates between the first and third estimate is
course, our first estimate comes out 20 days ahead ofonly 0.1 per cent and that is not significantly diVerent
any other European Union country. I think thefrom zero.
Italians are 20 days behind us. In many ways if you
wish to measure the economy and have the benefit of

Q9 Chairman: Per cent or percentage point? having information available at a time when it is
Mr Mowl: Percentage point. relevant to use it then in fact there will be error in it.

I would argue that I think that the challenge for us is
as much about continuing to increase our measuresQ10 Chairman: That is enormous, compared with
of reliability and to be able to provide more eVectivethe average for the quarter of 0.5 underlying growth
analyses of the risk associated with particularrate, 0.1 is 20 per cent. It is massive.
measures. For example we know that construction,MrMowl: I think I would take issue with you on that.
stock change and financial flows are harder to0.1 percentage point is the smallest revision we could
measure on a quarterly basis than production. Wepublish. We only publish GDP figures to the nearest
can provide subjective measures of risk. We have0.1 percentage point. So what you are really trying to
some quantitative measures and we do have quite anassert is that there should be no revisions at all. Also
extensive development programme underway in theI think you need to take it in the context of the
national accounts for the UK in terms of the systemsunderlying growth of the economy depending on
that we have which will by 2006 give us a much richerwhose estimate you look at, the underlying trend
capability than we have now to provide analyticalgrowth is 212 per cent a year. So again you have to put
measures of the sort that help users have amuchmorethe 0.1 per cent against that. I think the key thing is
immediate understanding of the variability in ourthat people know that these estimates are subject to
data. I think that is the area where I have no doubtthis degree of flexibility and I think that is on the
that we can do a lot more, we need to do a lot morepublic record. So I would not agree with your
and at the moment we are seriously inhibited by ourcharacterisation of something huge. Also I was

talking about the average absolute revision. The systems.
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Mr Mowl: I think it still has a blue cover.Q12 Baroness O’Cathain: Just a brief question toMr
Cook. Do you go to any trouble to try and find out Chairman: It has been my life’s work to master the

Blue Book.what the users of your statistics think about these
multiple revisions? There are people in industry and
commerce who use these statistics as a basis for their Q17 Lord Elder:Givenwhat you have said about the
forecasting; they have been using these statistics for revisions there have been and the way they have
years and perhaps they have got into the wrong emerged, what implications does that have for the
mindset about so doing. They could be making calculation of price indices?
serious misjudgments about stocking, wage Mr Cook: Mr Mowl can provide more extensive
payments, pricing, and about many other issues commentary on the particular issues of price indices
based on these statistics. The fact that the GDP but overall we have got a very strong development
statistics, had ten revisions, in the last 11 months programme for expanding the number of sectors for
really does not make people feel very comfortable which we directly measure price change in the
about them. I am just wondering what action you are economy. For example in this change we have
taking.Do you give the users of the statistics the same increased the amount of direct measurement of
feeling that you are giving us, namely that it is not imports overall from 31 to 61 per cent and a huge
really a problem, just a little bit of a hitch? amount of that increase was in the area of capital
Mr Cook: We have quite a comprehensive paper imports and consequentially associated with that was
which we are going to publish in the next an increase in the amount of deflators that we have to
EconomicTrends which I intend to circulate before directly deflate capital stock. In the producer price
Christmas which is explaining basically why in fact index we recently rebased that to 2000 but also we
the revisions to economic statistics may be important introduced sampling methods which allow us
for the eVective measurement of economic progress through statistical sampling to pick up on new outlets
rather than a disadvantage. I think explaining the and new goods through the annual PRODCOM
quite significant number of diVerent reasons why survey that we have which we have not used before.
statistics are revised and some of them as you know We have introduced hedonic indexes in the producers
can come from simply the fact that when we have a price index and in the harmonised price index, firstly
sample survey. The base for that survey is clearly in the area of computers so that we can pick up on
some time beforewe have the data collection and how quality change in computers. We are now proposing
often we can update that and introduce step changes to do the same, would you believe, for digital cameras
in the statistics. Just to produce information within as our next step. There is a broad set of evolution
the timeframe that we need to often we have there and perhaps Mr Mowl can talk particularly
incomplete returns. For example, the first estimate of about the particular revision to the national
retail sales that we produce 14 days after the end of accounts.
the month and a lot earlier than most countries, I Mr Mowl: I think the first point to make is that this
think, and it is perhaps our most significant monthly is quite a complex area. What we are trying to do, as
economic indicator, uses 64 per cent of retail sales you know, is to deflate current price series and
and we do not get the 88 or 89 per cent that we use in produce figures in volume terms. It is clearly quite
the final figures until about five weeks later. important to make sure—

Q13 Chairman: Fine. I think we understand that
Q18 Chairman: Can I just interrupt you and makepoint. Before we go on a little bit, you refer to the blue
sure I understand what you infer. I thoughtMr Cookbook, I have got the blue book on floppy disk, has the
seemed to be arguing earlier that he had a directhard copy been published yet?
measure of the real economy. Are you saying yourMr Cook: Yes.
actual method is to get a measure of nominal
magnitude and a good measure of the inflation side

Q14 Chairman: The hard copy has been published. and then you infer. What do you do?
They forgot to send me mine. MrMowl: The general method is to take estimates of
MrMowl:Yes. The standard practice nowadays is to economic activity in current prices and to deflate
release information first on the web and the hard them using price indicators, price indices, to get
copy follows as soon as possible thereafter. figures in volume terms. I think Mr Cook referred

earlier to increasing the extent to which we directly
Q15 Chairman: There are hard copies, I have not measure import prices of capital goods. What
seen it. happened there was that there was eVectively both a
Mr Cook: We will rectify that tomorrow. methodological change and an extension to our

surveys. As I said this is quite a complex area. We
have 5,000 separate volume series for trade in goodsQ16 Chairman: They have forgotten to send me a

copy. and services so we are producing separate volume
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of the Statistics Commission is saying he is concernedestimates for all those 5,000 series. What has
happened, the change Mr Cook referred to, is that that your figures have been significantly wrong, a

number of them, and indeed he did set up an expertpreviously the assumption behind the estimates of the
import price deflator was that eVectively the prices of inquiry, did he not? I think we would be quite

interested to know how that is getting on as wellthe relevant goods were determined on world
markets so we were inferring import price deflators please?
from domestic producer prices for the same goods. MrCook:On the last point, in terms of the inquiry by
Clearly that is only an approximation at best. What the Statistics Commission—which I welcomed—
we have done in this latest set of methodological having another voice explaining statistical revisions
improvements is to increase the extent to which we will I think add considerable value at a time of
measure these import prices directly through a interest. The Statistics Commission has just started
survey. Previously we were measuring only 31 per its review. I understand David Rind is coming here
cent of the relevant imports directly through these next week. Colin Mowl, from my oYce, is working
surveys, we are nowmeasuring 61 per cent of imports with their advisory committee for that review and I
through direct price survey, so that should be a am hopeful that the paper we will be releasing in our
significant improvement in quality. Of course the next Economic Trends available next week will be
short-term cost is that there have been revisions to part of an amount of activity that we will publish on
earlier estimates. the way to forwarding it to the Statistics Commission

in terms of building up a greater body of
understanding of the nature of statistical revisionsQ19 Chairman: Are you saying you are really quite
and what works behind them. In terms of thegood at getting a nominal magnitude and the trouble
question you raise about statistical revisions sinceis you are not as good as you would like to be getting
1999, every year ONS publishes Economic Trendsprice rises?
analysis of statistical revisions for the previous two orMr Mowl: Yes.
three years. Colin is much more familiar with the
content of the last one than I am.Q20 Chairman: Is that the basic problem?

MrMowl: Indeed. The figures produced in this year’s
Blue Book, the estimates of GDP in current prices Q22 Lord Oakeshott of Seagrove Bay: Just on the
were largely unchanged compared with previous inflation, the long-term inflation, talking about
estimates. There were some big changes to some of GDP, do you have any feeling or any evidence overall
the components. For example, the increase in the as to where you rank in the European league or the
estimates of imports which Mr Cook referred to OECD league on revision?
earlier was oVset largely by increased estimates of Mr Cook: In terms of the scope, I think we have at
fixed investment in current prices, exports in current least as broad a range of measures of price indexes as
prices and to a lesser extent household consumption any country. Indeed the corporate services price
in current prices, leaving GDP in total in current indexes that we have introduced provide moves to
prices largely unchanged. The largest change to an give us a more comprehensive range of measures
individual year for GDP in current prices was 0.1 spanning the services sector that complements the
percentage point so a lot smaller than the revisions to index of services that we have introduced. In fact I
real GDP, GDP in volume terms. think we are one of the major players in terms of the
Chairman: I think that rather covers what we wanted scope and the detail of price indexes. In terms of
on that. That takes us on, you slightly alluded to methodology, as I say with hedonic indexes in the
Sweden and there is probably a chance to mention retail price index, there are some countries which do
other countries now. a little more than us but not much more and while I

think two years ago we had not been as quick as some
countries we are now very much up in the sameQ21 Lord Oakeshott of Seagrove Bay:Yes.My basic
degree of work as those countries. In terms of thequestion is about how do you see yourself comparing
revisions to price indexes, I cannot comment on ourinternationally both on estimates of GDP and indeed
experience in terms of the producer price index or theon inflation? I heard you say that our revisions on
other broader indexes that we have. The retail priceGDP in the 1990s you did not put it as hard to
index is not revised and that has been its history sincebelieve, that is my phrase. I think the concern is
1914 that the retail price index would not be revised.probably also, and we would be particularly
I suggest that is overwhelmingly part of the origins ofinterested in, how you feel and what evidence you
that because it has been the prime driver for contractshave got on how you have been performing since
across a vast number of areas, many of which of1999, and obviously over the longer period on
course it is not the most appropriate index for. It hasinflation estimates? You said that the GDP revisions
a high level of authority and its history is accepted.in October caused frenzy among the media but I

think it is a bit more serious than that. The Chairman When it comes to harmonised indexes, they have
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computers both in the HICP and the retail pricesbeen revised and France and Austria, normally label
their first publications as provisional but we have not index. There are twomethods of doing that. One is to

do option cost where you look at the price list of arevised the UK HICP except on one occasion, and
that was when there was an error in it. The normal computer and look at how much each part of the

computer’s diVerent characteristics cost and takeprice collection of the retail prices index and the
associated information that we gather for the that into account in adjusting the price. The other

method is hedonic regression which basically is aharmonised index is all available in suYcient time for
us not to need to revise the harmonised index. straight forward regression technique that puts a

value to each of the characteristics of that computer.
By doing that you can then adjust the price for theQ23 Lord Oakeshott of Seagrove Bay: You are
changes in those characteristics. Internationalcomfortable with that, are you? If you had a choice,
experience suggests that hedonic regression is a veryyou are sure you have got enough good enough
strong and stable method to use for qualityfigures that you would not want to revise it later?
adjustment when used in the right circumstances, andMrCook:Yes. I think all the trends to price collection
we have been doing a lot of work on developingare to give us prices earlier. The issue of response
hedonic regression with our colleagues in Europe.from business is not an issue because we are involved

in direct collection. Increasingly we buy scanner data
from companies that pull scanner data together and Q26 Chairman: A lot of the emphasis—following
over time we expect that will play a larger role in the Lord Vinson’s question—on quality is to talk about
index.At themomentwe use itmuchmore for quality things like computers and digital cameras where you
evaluation than direct measurement but we see that get a so much better product and that is what you are
as shifting. I think the tendency in fact will be for us trying to adjust for. Do you not think a lot of work
to have earlier rather than later prices. in this area is rather bias in the sense that many of us

would point to where the quality has gone down. It
Q24 Lord Vinson: Could I turn to the question of is not obvious that anyone has that much interest in
how the compilation of inflation indices is compiled. measuring the declining quality in these areas and
There is quite well accepted criticism that qualitative therefore arguing that the prices under-estimate the
improvements in products are not reflected increase. To take an obvious example, you get much
suYciently when you do your estimates of the more car for your money now. If you measure the
calculation of rising price. Do you think there is any average journey time, in fact that has gone down or
ground for thinking that qualitative improvements rather the journey time has gone up and the average
are suYciently taken into account and if you do to speed has gone down. I see very little serious work
what extent do you take qualitative improvements following the hedonic point that is actually looking at
into account in assessing comparative prices? that. You seem to have individually better technical
Mr Cook: I think there is a huge debate around the products but no improvement overall in the quality.
world and that has been perhaps stimulated very Do you look at examples where the quality has gone
much by the Boskin debate in the United States some down? I will not mention particular supermarkets
five or six years ago. I think that the activities in the and what they sell but one can easily find examples.
UK, which David Fenwick can describe, continue to Mr Fenwick: Yes. The quality adjustment of services
increase each year to create for us a larger capacity to is certainly an issue that we recognise. As you
pick up on quality change at the same time as we can recognise, it is one of those areas where I think it is
see around us in fact a more rapid shift in the very much more diYcult to measure quality in part
nature of goods that are being purchased. So in some because you need to define and evaluate what people
ways the more we do the harder the job is becoming. think they are getting from that service and, secondly,
David Fenwick can perhaps give you a much more because there is that lack of data, which is a problem
comprehensive picture. that you do not have, for instance, with computers

where you can go to computer magazines or get
scanner data or whatever. It is not an area, however,Q25 Lord Vinson: How do you assess it?
that we have been putting to one side. We have beenMr Fenwick: Thank you very much. There are a
doing a lot of co-operative work with other statisticalnumber of diVerent ways one can quality adjust the
oYces to try and define those packages of servicesprices in your price index. For the vast majority of
and look at methods by which we can then qualityprices what one does, is impute the quality change
adjust. For instance, with rail travel, one might wantbased on the way the average prices change, of
to look at the amount of time the journey takes, lookthose goods that have not changed in quality.
at the performance record that gets published, basicInternationally and in theUKwe are gradually going
cleanliness, whether one has to stand or if you get atowards explicit quality adjustment and there are a
seat. It is those sorts of more diYcult measurementnumber of methods we can use there. Certainly we

have introduced explicit quality adjustment for issues that we are looking at. We are doing that



7economic affairs committee: evidence

9 December 2003 Mr Len Cook, Mr Colin Mowl and Mr David Fenwick

survey that we have of what is actually produced soresearch but at this stage we have not got as far as
introducing the explicit quality adjustments in the that what we price is a reflection of what is produced

but there is a negotiation with the provider of theindex.
information that that is a representative item for
what is produced. In our price indexes the selection ofQ27 Lord Sheldon: As far as the prices are
prices is a lot more comprehensive process whether itconcerned, have you got any external confirmation of
is in the business area or in the consumer area than itprices you think are suitable for computers or
is in terms of, say, adding an item into a traditionalwhatever it may be and how could an interested
business survey.person, a person engaged in that business, look at the
Mr Fenwick: One thing that it might be worthwhileprice that you think is right and compare the price
adding is that after the price collectors have gone intothat you think is right with the price that he thinks
the shops to collect the prices on the consumer priceis right?
index we then do an audit. We do send auditors outMr Cook: We do have price specifications that we
to ensure they are collecting the prices for the rightdevelop for each item. Having looked, for example,
goods and that when they do identify the right goodsin the total expenditure of households from the
they are collecting the right prices. So we do thatfamily expenditure survey, we are able to identify
systematically to ensure there are no diYculties withfrom an analysis every year of trends what should be
price collection.the shopping basket in the Retail Price Index for the
Lord Sheppard of Didgemere: Two examples of thefollowing year. Then we take both amix of items that
same thing really. One, if you take in the UK—youwe have priced in the past and the items that it has
can take it across the world if you want—the trendemerged have a significant weight. We have some cut
towards retailer brands away from manufactureroV rules for that and then we decide that we should
brands and with price diVerentials which come upobtain prices in those areas. We develop a national
from that, eVectively does the customer taste thespecification and that specification we seek to obtain
quality and taste the marketing costs which haveprices of around the country. Those prices are
gone into the manufactured brands or does he or shegenerally obtained not necessarily in exactly the same
not which could distort numbers quite a lot. Some ofway in each area.We maintain consistency by having
those trends are moving quite fast. In France, as anvery tight rules in diVerent parts of the country for
example, they are moving quite fast and moving inthe comparability of the items that are collected in
the direction Britain already is on retailer brands.each part. Overall we do not publish the individual
Take another example going the other way, growth—prices on the grounds that is information that we
and this probably applies on other things—if youhave obtained basically with some process of
take, for example, the spirits industry, there has beenconfidentiality, although it is not as confidential as
a tremendous move in the last 20 or 30 years towardsbusiness information, we have obtained it by
international brands which are generally moreobservation. We are not usually in a position to
expensively priced. Presumably the customer thinkspublish, for example, national averages unless we
they are getting better quality.have a complete specification or an exact
Lord Oakeshott of Seagrove Bay: And they arespecification that is applied across the whole
making them weaker too.country.1 Increasingly we are seeing more and more

national prices available and we are increasingly able
to publish not only the index but the prices that make Q29 Lord Sheppard of Didgemere:Nothing like that.
it up and the variation within those prices. That is the Strike that from theminutes! Computers I would find
sort of direction we would expect to go. slightly easier, you just lift the thing up and you can

almost feel the change which has taken place, some of
the other stuV you cannot do it with. The amount ofQ28 Lord Sheldon: Is there not the possibility that
labour saving preparedness in food, for example, issomebody outside your organisation might have
another major factor. I do not know how youdiVerent views. Somebody from the industry,
measure that.perhaps a supermarket, could have diVerent views as
MrCook:Can Imake the point that a central elementto how the prices that you are suggesting are the right
in the relevance of the UK RPI at the moment to theones are in fact incorrect?
points you are making is that every year we have aMr Cook: A lot of our prices or the items that we
separate survey of British households and we rebaseparticularly price, for example in the producer price
the RPI and review the content of the index and whatarea, not only will the item be selected through the
we collect. The rate of change of new items of outlets1 ONS publishes national average prices for a limited range of
of the sort that you are talking about, if you look attightly defined items based on data that are collected for the

consumer prices indexes and the retail prices index. The average the more far sighted literature on price index
prices are published monthly and cover mainly selected food collection by people who are generally not involveditems together with some alcohol, cigarette and fuel prices. They
are available on the ONS website. in the job but think about what we should be doing
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that there is a huge amount of collaboration acrosssuggests that there is a lotmorewewill be doing in the
coming decade with scanner data and that we will be countries so that we can pool our resources

essentially. This is an area of such vast change that itlooking atmuchmore eVective ways ofmore speedily
bringing in those changes, even beyond the annual is really only by international collaboration that we

can make change at the rate that is needed.rebasing. Certainly at the moment the key feature of
the work that David Fenwick does is to ensure that Chairman: That is very helpful.
each annual rebase we start the year where there is an
accurate representation of the shopping basket of the Q34 Lord Wakeham: If I move on and ask you a
British public and the items that are purchased in it. question about housing. You are changing the
Mr Fenwick: I will just give an example of the sources composition of housing in the index. The first
of information we use. We use the Expenditure and question is why and the second is what eVect is it
Food survey which gives information on consumer likely to have on housing?
patterns. We look at commercial databases, and Mr Cook: Firstly, the RPI is not changing. The RPI,
there are plenty of those which we subscribe to, to see as you know, has two elements of housing, it has
changes in retail shopping. We have our own interest charges and it has depreciation which means
commodity experts. We use feedback from the price eVectively it has house prices because we measure
collectors. When they go into the shop they may not depreciation by an average of house prices. The
be able to find a product any longer, we get harmonised price index, which is the alternative
information about the replacement product. In a measure, does not as yet include all the elements of
sense we look at the issue in two ways. We say “Are housing, it has some elements of housing in it in terms
there prices that we are collecting which represent a of council tax and other parts but it does not have a
particular range of products but are no longer complete coverage of housing. The reason for that is
representative in which case we will then at the that at this stage the European Union has not
annual update of the basket choose a better reached a consensus as to the most appropriate way
representative item”. We look also at entirely new of measuring in what is essentially an acquisitions
products, for example DVDs would not have been in index what is the best way of bringing in housing. It
the basket a few years ago but we look at the is probably no surprise to the extent that it is themost
expenditure and how that rises and there comes a politically sensitive area of consumer price index/
point in time when we say “These entirely new Retail Price Index in all countries. It is usually the
products ought to come into the basket as well”. That area, as in the UK in 1994, where in essence the
is all done as part of the annual process. methodology is some sort of compromise of a

balance of interests. The important thing about the
Q30 Lord Oakeshott of Seagrove Bay:Can I just ask harmonised index is that it has such a single, clear,
one thing, if I can, on negative quality adjustment distinct purpose that it is possible to determine what
which I thought was very interesting. On the services, themix of conceptually validmethodological options
can I just ask you what sort of changes you have are much more easily and in fact the analysis that is
made in the rail travel assessment over the last few going on at the moment, which David Fenwick is
years? playing a major part in, is to look at some form of
Mr Fenwick: The situation is that we are still house purchase measure which would be included in
researching that area in conjunction with other the harmonised index, depending on the ability to
statistical oYces. achieve a European Union consensus on that. It may

be some two to three years oV before that is achieved
because there is a lot of developmental work to goQ31 Lord Oakeshott of Seagrove Bay: The answer

is none? and then at the end if it is implemented, obviously,
building up in a comparable way across countries anMr Fenwick: So the answer is none.
approach to that. Can I apologise if I said to you
council tax was in the harmonised index, I have justQ32 Lord Oakeshott of Seagrove Bay: But you are
been reminded it is the other way round, it is in theworking on it?
RPI.Mr Fenwick: Yes.

Q33 Chairman: You are subjective on how you Q35 Lord Wakeham: Assuming the development
goes on the way you say, what is the eVect foradjust, the whole index can be highly biased? If you

are only adjusting what you can adjust, so adjusting example on the MPC likely to be? What are they
likely to get diVerent from what they get now?the easy things which may improve quality, one has

to worry. It is not a criticism. Mr Cook: What they will get firstly is a target which
is the same as that used in other countries in EuropeMr Cook: Can I add, my Lord Chairman, as David

Fenwick made the point, a number of these areas in terms of its conceptual basis. So the harmonised
index will be amonetary policy target that is the samehave now become so important to many countries
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on policy, assuming policy is responsible forin all countries in terms of what it particularly
measures. It will diVer for two reasons. It will diVer variance. Is that something you have looked at? I
because of the diVerent formula used in the have tried to look at it. You have been publishing the
compilation of the indexes. The retail price index HICP figure for some time, have you not? It is more
essentially uses an average of price relatives in stable as far as I can see, I do not know whether you
its compilation which assumes implicitly that agree with that or not?
consumers do not change what they buy when there Mr Cook: We have produced a detailed set of
is a significant price change. The methodology used measures which David can explain, my Lord
in the harmonised index uses a geometricmeanwhich Chairman.
is based on the assumption economically that prices
will respond to increases and that consumers will

Q37 Chairman: That would help.change their purchasing pattern. They may be two
Mr Fenwick: Right, okay. What we do—extremes of the assumptions that you can have about

consumer behaviour and neither of course will be an
exact representation of what happens in individual Q38 Chairman: Leaving out the housing question
households. The view that householders will respond

which is a diVerent question altogether.to price change is a view that is regarded as much
Mr Cook: Yes.more relevant in the measure of inflation of goods
Mr Fenwick: What we do produce every month is aactually purchased. In the long run that diVerence
detailed reconciliation of the two measures RPIXhas been of the order of 0.4 to 0.5 per cent and in
against HICP. You can see the variation in thatsome countries the formula bias is regarded as an
reconciliation from month to month. For instance inupward bias in the measure of consumer inflation.
October the overall diVerence was 1.3 per cent, theThe second diVerence is in the impact of house price
HICP was lower. 0.4 percentage points of that waschange which comes through the inclusion of
the formula eVect, 1 per cent was because of thedepreciation. The long run diVerence of the RPIX
inclusion of owner occupied housing.and the harmonised index is approximately 0.7 per

cent. It is important that that diVerence is not a
steady figure to the extent that it will be much higher Q39 Chairman: Leaving that to one side.
if house prices are risingmuchmore than the long run Mr Fenwick: Leaving that to one side. Then you have
average. It is aVected by cyclical eVects in house population coverage. The HICP is based on the total
prices. Similarly the first diVerence I mentioned, the population of the UK and includes foreign visitors
formula bias, itself is not a constant every month. It whereas the RPIX is based on the domestic
would be wrong to take the retail price index, RPIX, population and excludes the top 4 per cent of
and say that the harmonised price index is RPIX households in terms of income and pensioner
minus some fixed amount, that would be quite an

household. That gives a diVerence of 0.1 per cent.incorrect thing to do. Obviously the policy that is
There are various other diVerences, detailedpresented whenever or if ever it is presented, those
methodological diVerences, which are 0.04 per cent.involved in the implementation of the policy,

particularly the Governor of the Bank, will want to
make clear in work that we will publish tomorrow Q40 Chairman: Are we talking levels or rates of
and helping to explain the diVerences between these change?
indexes will help people to get a sense of how that Mr Fenwick: These are the diVerences between the
diVerence shifts in terms of their expectations. rates of change, the inflation rates of RPIX and

HICP. Now I have not looked at the statistical
variance of the HICP and RPIX but what we do seeQ36 Chairman: It is not entirely your area, much
in this reconciliation, as Mr Cook has said, is over amore the Treasury and the MPC itself, but we could
long period of time some of those figures can changeargue—I used to be an economist—how youmeasure
simply because of the diVerent trends in house prices.the thing should not aVect what the right policy is.
In terms of volatility in theory I think you are right inTherefore we have to ask the question firstly, to take
terms of variance but certainly in looking at thethe current target of 2.5, what is the HICP figure that
normal run of the figures I have not noticed acorresponds to the 2.5? We may be told that
particularly big diVerence in reality.tomorrow. Is not the other point, which may be
Chairman: That is the puzzle. Anyway obviously youimplicit later, certainly when I was a student I
are not the technical experts in this. What we will bethought the geometric mean always has a lower
doing is asking the MPC and the Treasury their takevariance. If you do it arithmetically you will end up
on the subject. I think probably what we ought to dowith a higher variance so that if you switch data
is go on to the next question which is equallyessentially you are using the measure which has got

less variance which would then have a definite impact important, again, but for a diVerent reason.
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welcomed. Also we have amember who attends everyQ41 Lord Goodhart: Obviously the statistics you
produce are vitally important both to the Monetary pre-MPC meeting and that gives a real opportunity
Policy Committee and the Treasury. Can you say to get feedback as to criticisms. I have attended one
whether you have regular discussions with them to of those myself. I think that in terms of the
see whether they are happy with what you are engagement, I could summarise it and say that we
producing and whether you are producing what they have an ongoing regular, active, frank engagement
need and whether they have any problems with what and I think that the Bank would be awfully surprised
you are producing? if something happened in British statistics either
Mr Cook: Can I say I suspect probably every day of methodologically or which was rather unusual that
the week there is someone from the Bank of England they did not have a good sense of before hand and I
or the Treasury or both contacting someone from the would be surprised if they had a view that we had not
OYce for National Statistics. A huge amount of that got a sense of that something was going astray.
feedback is either about obtaining some information
or adding to the information. So we have a fairly

Q43 Lord Sheppard of Didgemere: Sorry to take youconstant flow of information about their view as to
both the quality of the information they receive on back to a point you mentioned right at the beginning
the day and how they are receiving it. We carry out but in the discussions I do not understand—it
periodic investigations of that. We have a service is probably that I do not understand statistics
level agreement with both organisations which is suYciently—how one could admit—when I say you I
reviewed once a year and Colin Mowl is responsible meanwe, if youwant—there are errors so big on their
for leading the support of that service level agreement trade numbers as the fraud which came out of larger
and the annual review of it. He can explain, if you computer components andmobile phones when even
like, some of the key summaries of that. Also there is within the total aggregate numbers, the numbers are
a fair amount of exchange and presentations on almost unbelievable. If you look then at the
issues between the Bank, the Treasury and ourselves. subsections of that, they must have been so wild that
For example at the time of each Budget we have a one could not believe them. Does anybody apply
tradition where a senior Treasury oYcer comes over logic to the numbers and say “Does one believe these
and talks about the implications of the Budget in numbers”?
terms of what it means but also then the implications Mr Cook: I think the quality of interest in trade
of the statistical base, how eVective, how they might statistics asmeasured by the coherence between trade
have liked to have diVerent data or whatever. Then as flows that are, for example, exports between the UK
you know there is some long-termfiscal sustainability and France and imports between France and the UK
work the Treasury is working on. We have had some is amatter of concern to us. The imbalances generally
discussions with them about the quality of the data to actually lessened quite considerably with the value
support that, the integration of demographic and

added tax fraud being included in the data, it reducedeconomic data for example. We have quite a lot of
by a third an imbalance of over £25 billion, down tocontact. I meet with the deputy governor and have
a little over £18 billion the net imbalance in UK tradedone so every three months. That is usually an
if we record it from the EU country point of viewinformal but very frank exchange of views and a very
versus theUKpoint of view.2 However, I thinkwe dohelpful one.
have a level of concern generally about the trade
imbalances and the diYculty of measuring trade

Q42 LordOakeshott of Seagrove Bay:Which deputy flows with the precision that we need. We tend to do
governor? a lot of work on the balance of payments, bringing
Mr Cook: It used to be Mervyn King and last time I together adjustments which attempt to allow for that
met with Rachel Lomax and Charlie Bean. In terms coherence and in the UK I think the more significant
of most of the countries I know of—certainly in my figures are those which are prepared by the balance of
earlier life—the quality of the relationship here is payments provision in ONS. Possibly Colin would
much more eVective than I think you would find in have some more expansive thoughts.
most places. Also twice now I have attended a
meeting of the Court of Governors of the Bank in
terms of them wanting to have an assessment or meet Q44 Lord Sheppard of Didgemere: Can I repeat my
with me to discuss my view as to where I think we are question?My question is really whose job is it to look
going with economic statistics in terms of the at the numbers and say “I do not believe them”.
concerns that they have raised. They have, again, 2 Correction from witness: the reduction in the imbalance of two
been very frank meetings and also they have been thirds was from around £15 billion to around £5 billion in 2002.

The imbalance—or asymmetry—represents the diVerencevery much interested in the long run quality of the
between what other EUMember States record as exports to theinvestment by the UK Government in its Statistical UK, and what the UK records as imports from other EU
Member States.OYce which is an interest, I suppose, I have to say I
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three years, do I take it that your depreciation figureMr Cook: The first job, it is for the organisation
which produces it which is the Customs department will double as well or would you assess it by looking

at it and saying “No, it is the land value of the housewho are responsible for these statistics. The second
job is of my oYce which is one of the major users of that has gone up rather than building costs, the bricks

and mortar, therefore the depreciation costs as athose statistics in producing the balance of payments.
The third job would be mine as national statistician percentage will be less now on a higher priced house

than it was on the lower priced house” because thewith a wider responsibility for statistics. Then, of
course, the major users who tend in fact to have a factors raising that price are not just building costs,

they are primarily land costs?greater sense of the incongruities of the data other
than the more mechanistic ones than any of the Mr Cook: Because it is an average of house prices

over quite a lengthy period, if house prices doubled itpeople involved in their production.
would take, I think it is about 10 years in fact,3 a long
time for that moving average to double the prices. OfQ45 Baroness O’Cathain: Just a quick point. I want
course what it has an impact on, also, it means that into clarify in my own mind something you said about
someways theRPI is including an asset price increasethe meetings you have with the MPC. You said that
element, in such a circumstance one would expectyou have a meeting with Bank of England deputy
and you would therefore want to consider.governor, Rachel Lomax and Charlie Bean, and then

you said, unless Imisheard you, you attended the pre-
MPC meeting. Is that a meeting you have with all Q51 Lord Vinson: You would have a good in-house
members of the MPC? Are you quizzed like we are debate as to how and get an accurate assessment
quizzing you now because that is fairly important to when you have a rapid price increase like we have had
get that clear in my ownmind so they cannot pass the on houses?
buck because they have already been told about this? MrCook: Part of our broader debate is the issue of do
Secondly, are you involved in the one and a half day we continually have quite the right measure for doing
discussion that the MPC have before they announce that. The other issue is the thing I raised about the
the interest rates? balance between including house prices as a
Mr Cook:No, we are not involved in any discussions consumer, as a reflection of the cost of housing to
with theMPC. In answer to your second question, we consumers, and house prices measuring an asset price
attend as an observer. change and its relevance. This is an issue that you

expect in every country where you see house prices
Q46 Baroness O’Cathain: To the day and a half included.
meeting?
Mr Cook: To the half day beforehand.

Q52 Chairman: Fine. Can I take you back to Lady
O’Cathain’s question and give you an example. If IQ47 Baroness O’Cathain: I see. So if they were going
was a member of the MPC I might occasionally sayoV on a completely diVerent track that you thought
“I just do not believe the GDP” or “I just do notwas incorrect, do you have the right to say: “I think
believe the inflation figures”. Have you had anyyou are misinterpreting this”?
experience of the MPC coming to you or anMr Cook:At the meeting it would be I think unusual
individualmember coming and saying “I have to taketo do that, although knowing my chief national
a decision on interest rates and I am very unhappyaccountant who usually goes I could not imagine him
about the latest figures. They are unconvincing”. Inot in the margins making clear if he had any
am not asking you whether that is right or wrong, Isignificant concern.
am asking do you have a relationship where that
happens? Has it ever happened? Has anybody everQ48 Baroness O’Cathain: A note has been passed
rung you and said “I simply do not believe the latestover your shoulder.
figures”?Mr Cook: Yes. “Not at the time but after”.
Mr Cook: We do have criticism. Colin, do you want
to comment?Q49 Baroness O’Cathain: It is quite an important

point and it is one we would have to take up with
the MPC. Q53 Chairman: It is not a criticism, you are doing
Mr Cook: Yes. the best you can.

Mr Cook: No, I understand.
Mr Mowl: We have the sort of relationship where ifQ50 Lord Vinson: Could I come back to this

diYculty of having an accurate assessment of the that was the position they would not hesitate to tell
us.price change. You are saying that the depreciation

factor of houses comes into your calculation. If the 3 The rate of depreciation used is the average of the rates over the
last 10 years derived from National Accounts’ data.price of houses has roughly doubled over the last
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Q61 Lord Skidelsky: Could you tell us somethingQ54 Chairman: I want to know had or did?
Mr Mowl: One area where the issue has been raised about the availability of figures on regional inflation
is in the deflator for government expenditure where I and regional price levels?
understand—I was not actually at the pre-MPC Mr Cook: Perhaps Mr Mowl can answer that.
meeting myself—a question was raised in that area. Mr Mowl: Yes. We have recently published a fair
That is an area in which Mr Cook has announced a amount of material on regional price levels. In
review recently. September we published an article which set out what

was our strategy for producing regional price levels.
Q55 Chairman: My other question, whilst we are In November we published our first up to date
asking about the MPC, is I was not clear about estimates of regional price diVerences, diVerences in
regular meetings with the Treasury and, if so, who price levels is what I am talking about rather than
with? Do you see the Treasury in the same way as you regional inflation rates. We understand that the
see the MPC? policy priority at the moment is to have estimates of
Mr Cook: I meet with the secretary at the Treasury regional price levels and that is where we are putting
about every four weeks. our main eVort currently. The background is that in

2000 there was a survey of regional prices undertaken
Q56 Chairman: The head of the Treasury? for a diVerent purpose, for a European purchasing
Mr Cook: The permanent secretary at the Treasury. power parity exercise. What we have done in the

figures we have published recently is eVectively to
Q57 Chairman: What about chief economists, I update that survey in a number of diVerent ways. For
never know what they are called nowadays. goods where the specification is tightly defined, we
Mr Cook: Nick Stern has just been appointed as the have updated the 2000 survey using information we
new head of the Government Economic Service. He have collected for the RPI. We have collected, also,
has been around about eight weeks and I must have additional data for a number of categories of
met with him about four times. expenditure, particularly local transport, education,

insurance, which were not covered by the 2000
Q58 Chairman: You have similar meetings with survey. An assumption was made then which has
him? since been tested that there were no regional
MrMowl: I have regular contacts with SimonBrooks diVerences in prices of those items, and we have now
who is the Director of Macroeconomic Policy in the collected information for those. We have used, also,
Treasury. additional administrative data on certain prices, for

example rail fares which we were talking about
Q59 Chairman:That is generally a good relationship earlier.We have extended the earlier analysis to cover
as well? owner occupiers housing which was excluded from
Mr Cook: Yes. the earlier exercise because for the purpose of that

earlier purchasing power parity exercise, which was
geared to the purchasing power of consumer’sQ60 Chairman: One last question—since we are

going to ask them the other way round—I forgot to expenditure, that was not included. So we have
have this as part of this questioning, we are going to extended the latest estimates to cover housing costs.
ask the Statistics Commission next week what about We published some initial estimates last month and I
you so I might as well ask you this week what about can give you the highlights of those estimates if you
the Statistics Commission? Do you see them at all would find that useful but they will be available in
regularly in the same way or occasionally or what? Economic Trends and they are on our website
Mr Cook: I meet the Chairman of the Statistics already.What we plan to do next year is to repeat the
Commission every two months, approximately. The survey that we undertook in the year 2000 so we have
new head of the Statistics Commission and I have a more up to date information on a wider range of
fair amount of contact and there is quite a high prices because clearly updating a survey taken three
degree of contact between the head of the secretariat years ago is not entirely satisfactory. Basically what
of the Statistics Commission and the director in my we have done in these first estimates is to try and
oYce responsible for dealing with the Statistics exploit as much as we could the existing information
Commission. I do not meet with the Statistics but we are going to supplement that information, as
Commission more than once or twice, and they do I said, by repeating this regional survey next spring
not meet with the national statistician for their own probably.
view of their job.
Chairman: One of the reasons we are seeing them is

Q62 Lord Skidelsky: I wondered how large thesewe are quite keen to see what they do or are supposed
diVerences are and what impact you expect theto do. We may come back to you later on with

something very diVerent from what you say. switch from the RPI to harmonised price indexes to
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completely fresh, I would have said the only thinghave on the diVerences, taking into account the fact
that has any real value is actually the combinationthat the housing market seems to be an important
of the two in reality which is what you want todriver?
measure.Mr Mowl: Yes. All the work we have done is on the
Mr Mowl: I am not sure this is the point you arebasis of an RPI definition and we understand that
making but we have published an estimate which iswill continue to be the policy requirement. We will
an average of those two. We have been entirelynot be repeating this exercise on a harmonised index
transparent. We have published one set of estimatesbasis although, in the article we published last
assuming the same shopping pattern throughout themonth, we have quoted some supplementary
country and then we have published another setestimates on the basis of the RPIX definition of
which allows for diVerences in shopping patternsprices. One can do this exercise in two diVerent
between diVerent parts of the country and then weways. There are two things which are important
have averaged the two.here. One is the diVerence in the prices themselves

and the other is diVerences in shopping patterns
between regions because you are pricing a diVerent
shopping basket in diVerent regions. We produce Q65 Lord Wakeham: Sorry to be diYcult about it
estimates on the two diVerent bases. One is the but surely what people want to know is not what you
diVerences in regional price levels, assuming the assume is happening but what is happening. There is
same national basket in each region and then we a shopping pattern that is going on around the
have produced, also, estimates of diVerences in price country which relates and gives the value of the prices
levels on the basis of regional patterns of spending. that people are paying for what they spend, that is
We have given, also, a geometric average of those made up of a combination of diVerent prices in
two. What they show is that the diVerence in the diVerent parts of the country and diVerent shopping
price levels for goods is relatively small but virtually patterns in diVerent parts of the country. So two

academic studies, one assuming the shoppingall of the diVerence is in the price level services,
patterns are the same, whichwe know they are not, orparticularly housing services. Just to quote one
the prices are all the same, which we know they areexample, if you take the national average as 100, an
not, but neither seems to me as a layman to beindex number of 100, prices in London are 105.6. So
anything like as valuable as a combination of the twothey are 512 percentage points higher than the
and saying “Look, this is the diVerence in prices ofnational average. I would not want you to take these
people who live in diVerent parts of the country. Thisfigures as being accurate to more than one
is what they spend”.percentage point, any diVerence of less than one
Mr Mowl: Mr Fenwick may be able to clarify this.percentage point I do not think is significant in this

context. London compared with the national
average is the highest and the lowest is Northern
Ireland where the index number—Sorry, I think I Q66 Chairman: I think that is what you are doing.
quoted the regional basket, the lowest on the basis Mr Mowl: I think that is what we are doing.
of the regional basket is the North East where the MrFenwick:We aremeasuring the regional basket of
index number is 87.7 so that is 12.3 per cent, around goods and we are pricing that regional basket
about 12 percentage points lower than the national according to the regional prices so then you can say:
average. So the diVerence between London and the “Living in the North this is what I spend my money
North East is roughly 18 percentage points. That is on. This is what it costs me in the North. If I was
the sort of flavour, that is the biggest diVerence living in London with the same basket as I was

buying in the North, this is what it would cost me”.between the regions, lowest and highest.
We are taking into account the regional baskets and
the regional prices. So you would have both, you

Q63 Chairman: Are you talking levels? would have a national basket and a regional basket
Mr Mowl: I am talking levels, this is all price levels. but regional prices for both.

Q64 Lord Wakeham: The last answer was really
very helpful and enables me to ask what I think is a Q67 Lord Oakeshott of Seagrove Bay: You said the
simple question which has been bothering me for RPI excludes the top 4 per cent of incomes, what
some time. When you talked about regional proportion of incomes in London and the South
shopping baskets you said you did a survey of it in East, is it? Why do you think as statisticians it should
one way by comparing the goods which went into not include the top 4 per cent?
them and in another way you compared it with the Mr Cook:Mr Fenwick will answer the first and I will

answer the last.prices which went into it. To me, coming at this
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Q71 Lord Sheppard of Didgemere: Just going toMr Fenwick: I honestly do not know. I would have to
come back to you on the proportion.4 regions more generally, it is not only pricing but it is

statistics generally also. Those of us who have beenLord Oakeshott of Seagrove Bay: I think you will find
you are excluding a high proportion of the country. involved in various regions, and in my case London,

found that we had virtually no statistics of much
value or alternatively we had inconsistent statistics.Q68 Chairman: They do not matter, the high
One of the things which has happened—withoutincome people.
debating other things—with the GLA is that KenMr Cook: Can I make the point, it reflects the origins
Livingstone has got the various economists inof the index, it reflects what seemed relevant in 1914
various organisations, including all the businessin defining the index population and were we to have
organisations, to talk to each other so we have nowa future review of the index certainly one of the things
got probably the wrong statistics but at least we havethat I would propose is that we seriously review the
got consistent statistics and hopefully they are notwhole nature of the index base of the population.
too wrong. Presumably that must be happening allThis is a balance between its earlier origins and the
the around the country. The question, in case youcomputation of the worker’s wage and its emphasis
have forgotten what it is, is are you and yourand over time, of course, it has shifted particularly
colleagues talking to those people who arethrough RPIX to being more like a monetary policy
developing regional statistics, not just on pricing butindex until we have got to the harmonised index
everything?which really is. It seems to me at the moment we have
Mr Cook: First can I say in each of the newan index which is a balance of two interests.
devolved economies—Northern Ireland, Wales and
Scotland—there is a huge expansion of interest in

Q69 Chairman:We entirely accept your point. Quite understanding the regional economies.
clearly the fact that an index is used for contractual
purposes which has a legal base is something we have

Q72 Lord Sheppard of Didgemere: Sure.to be very careful about but that is diVerent from the
Mr Cook: In both Northern Ireland and Scotlandproblem of control in the economy which is the point
they have complemented the regional GVA figuresyou are making.
that we produce by measures of quarterly outputMr Cook: Yes.
and, in fact, we have undertaken with the National
Assembly of Wales to try and develop that quarterlyQ70 Baroness O’Cathain: A point of clarification.
output measure for them. Secondly, in fact I met KenDo you take demographics into account, household
Livingstone last week over regional concerns andtypes, as more and more households are now single
interests so those interests are quite extensive. Butor two people households and the expenditure on
also the Allsopp Review, the first report will beitems like food is higher for the individuals in single
published tomorrow, which I think is the first majorand two people households than it is for families as
attempt to recognise that we need to shift ourthey do not get the advantages of bulk buying?
regional statistics from being a by-product of aIndeed, if you go into this in depth you will find that
statistical system geared overwhelmingly to producepractically every item that the single person buys is a
national statistics and highly integrated robusthigher price per person than a person who is a
national macroeconomic statistics to producingmember of, say, a five person household. I am just
coherent regional statistics in a similar way, althoughwondering do you take this issue into account?
there may be diVerent statistics needed. That result isMr Cook: I think there are two aspects to that. One is
the result of some nine months’ work involving thethat in the annual rebasing that reflects the
Bank of England, the Treasury and the OYce ofdemographic change but in the application of
National Statistics led by Chris Allsop. There is athe index to particular purposes, for example
huge variety of things which he has covered in that,computation of adjustment to benefits, the way in
including regional prices, regional economic activity.which that adjustment is done may lead to change
Out of that I hope we will have a very, very robustover time to reflect the demographic shift in the
plan that we can build over the next decade andmuchpopulation.
more eVective regional statistics which is not a by-

4 Excluding the top 4 per cent of households by income and product.pensioner households dependent on state benefits for at least
Chairman:That is dear to our hearts. In our very firstthree quarters of their income amounts to 14 per cent of

households nationally. Figures for the period April 2001 to report on the MPC when we were discussing the fact
March 2003 show that in London and the South East 16 per cent that their target was the national RPI, the questionand 15 per cent of households are excluded respectively. This

we were not able to answer was the one-size-fits-allconsists of 9 per cent and 7 per cent respectively on account of
being in the top 4 per cent by income nationally and 7 per cent question, whether in stabilising the national inflation
and 8 per cent respectively on account of being pensioner rate there would be regional proportion. You arehouseholds who depend on state benefits for at least three
quarters of their income. still not measuring regional inflation rates, as I
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processes that we are still working with. The workunderstand it from your articles. We are never going
to be able to answer the question of the national that we are doing now, we have got a major

modernisation initiative underway where thepolicy in the regions until we get a proper approach
to regions in the first place including the measure of Chancellor has provided through the spending

review some £75 million for us over the next tworegional inflation. That is what you are saying. Lady
O’Cathain, will you ask our last question? years to change our technology base and the systems

and tools that we have. One of the key things that weBaroness O’Cathain:Yes. You have had notice of our
will be introducing next year is, for example,last question.
significantly improvedmeans ofmanaging time seriesChairman: You can just read it out.
and analyses in ready presentation in much more
coherent ways. I think we have been formulating the

Q73 Baroness O’Cathain: I will read it out. It is strategies of where to go. We can give you specific
years, no, many decades, since I studied statistics and examples of what I think would be good practice in
I had to ask our Chairman about this question some areas but what we are not delivering is a
beforehand. He did not give me a very satisfactory coherent approach. The other thing that we want to
answer. To what extent is the ONS involved with the do behind that in this area is to see in the medium
statistical analysis of economic time series, that is term our statistical survey designs based around the
means, variances and correlation etc? I have left out type of measures that we want to produce. So, for
the word “stationarity” because I have not got a clue example, the key goal of the monthly indicator in the
what that is. survey design should be to provide the highest quality
Mr Cook: Can I answer that in three diVerent ways. monthly seasonally adjusted change. At the moment
One is a huge amount of our time series activity is a lot of them are designed around same month last
about producing seasonally adjusted statistics. I year comparisons or changes which require a lot of
think we have got quite a powerful team of people smoothing which removes the richness in the data.
who have produced over the last three or four years Some of that means that some of our surveys have
in particular a very consistent approach across the more volatile figures than we would like. The retail
whole oYce in the production of monthly and sales index, for example, tends to have at least a
quarterly time series. We are involved in a lot of couple of months a year when it is far more volatile
activity in the European Union in collaborating on than we would like it to be, and I am sure the
methodologies. Those series are published with Governor of the Bank would like it to be, for
nearly all of our major economic indicators and the monetary policy purposes. Those are the sort of
labour market statistics and a number of other series immediate things we are doing, where we want to go,
that have seasonality: births and deaths, for example. and I think the broader statistical implications of that
Also we do quite a lot of work in interpolating or and survey design are things that we want to achieve
extrapolating statistics in the production of some of in the medium term.
our key major frameworks, such as national
accounts. For example, when we produced our first

Q74 Baroness O’Cathain: You are spending £75estimate of national accounts for a quarter we only
million on systems over two years, but are youhad two months of the index of production, which is
confident that you have the right systems, that youour key driver, so we forecast that by month by
have got the right strategy, how it is all going to workextrapolation means. We often produce with
and is the volatility going to be reduced significantly?quarterly GDP quarterly measures out of things
When? Is it going to all start on 1 January 2005 orwhich are only measured annually, so we do quite a
when?bit of interpolation. The third thing we do is quite a
Mr Cook: Firstly, what we are doing is the same asbit of modelling which has increased of late in
every other major government informationcollaborationwith other organisations. For example,
technology based development now, we are workingwe have linked some 15 years of our annual business
through the OYce of Government Commerce,inquiry together with our business frame and quite a
processes of gateway reviews and assessment. We arenumber of other inquiries, innovation surveys for
not doing anything that is unusual.example, to create a very rich database for modelling

productivity changes and influences on productivity
in British business. That is a very rich data set and Q75 Baroness O’Cathain: Good.

MrCook:We are just another part of the informationone which has had quite a lot of statistical work done
on it. If I come back to your first question on seasonal industry. The technology changes that aVect us with

information management are the same that most ofadjustment, I think our approach to the presentation
of economic trends, however, at this stage is the major banks have put in place in the last decade.

We just seem to be a bit slower at getting the fundingextremely pragmatic, it reflects more the diverse
origins of the oYce rather than where it wants to go for it. I think also it reflects that our history, again, as

having been part of at least four diVerentand also it reflects the rigidity of the systems and
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Mr Cook: If you look at economic trends ororganisations means that we have inherited quite a
population trends, a huge part of those journals havelot of old systems which do not fit together and much
sometimes even only two or three pages ofof our strategy is about simply saying, “Here is our
methodology. There is a lot of work in seasonalone data management product, here is our one
adjustment, for example, a lot of work in stationaritydevelopment tool” and replacing the 160 that we
in terms of should we use additive or multiplicativehave inherited. Also a lot of it is involving
models. Having decided that we are going to use asoccasionally collaboration with experts from
the standard method the US Bureau of Census X11overseas and a lot of it is taking on board systems
method as the assumptions behind it we test to createalready developed, for example in places like
some general rules for the oYce and then we test theStatistics Canada, the Netherlands, Sweden,
relevance of key series.countries which have just invested a lot more in the

1990s in technology than we have. Can I say the one
Q77 Chairman: Thank you. That is excellent. Thereadvantage we have got now is the opportunity to
was one question we had but did not want to ask you.catch up in terms of creating a statistical system with
We would welcome a short paper from you becausea technology base that is at least relevant to
it is technical. You have talked about chain based2001–02–03 which will be an immense strength
estimates which we have diYculty getting our mindscompared with almost anywhere else in the world
around but I think we really do need to know a bitwhen we have done it.
more than we have been able to grasp. If you have
any way you can get back to us on what you doing by

Q76 Chairman: Just to make sure I understand. If way of chain based estimates, what you see as the
you take the CSO, which was your predecessor in advantages and disadvantages and the consequences
government, you have always employed really first of all that, it would very much help our deliberations
class statisticians and I assume you still do employ this time around. I know it is a bit of work for you.
first class statisticians which suggests because they Mr Cook: No, we would be very happy to do that.
are first class they will be doing some of the work we
are asking about anyway. I find it hard to believe Q78 Chairman: Just regard it as your mission to
there are not people there testing for stationarity— explain. Thank you very much all three of you. It has
the equivalent, Lady O’Cathain, of trying to estimate been an immensely stimulating session. It is our first
trends which are the most diYcult. I assume lots of session of this year so you get an early investment in
that work does go on in the oYce, the point being our minds. Thank you for coming, all three of you.
none of us ever get to see it, unless occasionally Mr Cook: Thank you very much. Thank you very

much for the opportunity.somebody publishes it in an academic journal.
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Memorandum by the Statistics Commission

About the Commission

The Commission was set up in June 2000 following the Government’s recommendations in the Framework for
National Statistics to “help ensure National Statistics are trustworthy and responsive to public needs”. The
Framework had its roots in the Government’s 1997 manifesto pledge to establish an independent statistical
service. The Commission’s role is to provide independent advice on statistical topics of public concern.

Objectives

The emphasis of much of our work is on whether government—in particular whether the OYce for National
Statistics and the other statistical oYces across government departments—have the right systems in place, and
are using them eVectively, for quality assurance; for consultation with users and suppliers of data; and for
proper planning and priority setting.

The Framework for National Statistics requires the Commission to “provide an additional safeguard on the
quality and integrity” of oYcial statistics. A key part of this is seeking to ensure that decision makers, in
government, Parliament and beyond, are well informed and notmisled by the statistical information that only
government can provide.

Review of Revisions

Following extensive negative media comment about revisions to key economic statistics series, the
Commission has announced its plans to undertake a review of the revisions to these statistics in recent years.
Whilst emphasising to the media and other commentators that revisions are a normal—if unwelcome—part
of an eVective statistical service, rather than an indication of error or incompetence, the Commission believes
that a careful independent look at what lay behind the more controversial revisions would be beneficial to
public understanding. As part of this, we will be asking some of the key users of economic statistics, including
members of the Monetary Policy Committee, to what extent statistical revisions aVect their ability to make
decisions.

Forecasting Economic Statistics

The Commission has prepared a report Forecasting in the National Accounts. We are currently discussing our
recommendations with the OYce for National Statistics. Among the recommendations were:

— ONS should devote more resources to the regular monitoring of the accuracy of forecasts.

— Communication between ONS and users about the role of forecasting in the production of data
could be improved.

— ONS press releases should be redesigned to provide information on forecasts where appropriate and
ONS should also consider whether more information could be released on the service sector at the
time of the GDP first release.

— Where forecasting models are used to produce estimates of numbers which are subsequently
published, the models should be made available to the public.

— As part of their regular review process, ONS should consider whether, and how far, greater use of
forecasting methods can provide acceptable data on a faster timescale.
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Reliability

TheCommission has prepared a reportUnderstanding andCommunicating the Reliability of National Statistics
and is currently discussing its recommendations with the OYce for National Statistics. The main
recommendations are that:

— Government Statisticians should improve communication about the purpose of statistical series and
their limitations and appropriate use.

— The complex meaning of “reliability” as it applies to statistics needs to be better explained to a wide
audience, highlighting the subjective nature of “fitness for purpose”.

We want to see greater openness from government statisticians about their assessment of the reliability of
statistical sources.

2001 Population Census in Westminster

Population Census estimates are used to calculate the central government grant to local authorities and to
informmany other key decisions. The City ofWestminster asked the Commission to investigate the statistical
issues around the calculation of the estimates for Westminster as these were much lower than the previous
population estimates. We have now published our interim report which contains several important
recommendations for the future.

The Meaning of National Statistics

The Commission has made clear to government departments that it would like to see the badge of “National
Statistics” used solely to mean “compliant with the National Statistics Code of Practice”. At present the term
National Statistics is used in several diVerent ways and this undermines its validity as a quality kitemark. Some
rethinking of the Framework for National Statistics may be necessary to bring clarity to this.

Pre-release Access Issues

Under the National Statistics Code of Practice, Ministers, and those who brief them, are allowed limited
advance access to National Statistics before they are published. There have been a few cases recently where
the Code has been breached and and figures have been released to the press in advance. For market sensitive
statistics this access is 40.5 hours in advance of publication. In the light of the recent breaches, the National
Statistician is looking again at what should be allowed under the Code. TheCommission’s view is that advance
access should be phased out except for quality control purposes.

Consultation with Users

The primary forum for consultation between users of statistics and government statisticians must be direct
discussion between the parties. However, the Commission has a role to advise Ministers on areas of
“widespread concern”. To that end the Commission is starting a process of engagement with users to
determine priorities for change.

1 December 2003

Examination of Witnesses

Witnesses: Professor David Rhind, Chairman, Mr Richard Alldritt, Chief Executive, and Mr Martin

Weale, Commissioner, Statistics Commission, examined.

Chairman: Welcome to our Committee. Martin has state that an objective is to help ensure that national
been with us before in another guise, the other two statistics are “responsive to public needs”. I must say
have not and you have not been before us as the that seems a fairly intimidating prospect, given the
Commission because you have not existed long variety of public needs or as opposed to the public
enough. Welcome. You know our general line of needs as perceived by the public.
questioning, but obviously there will be quite a few Professor Rhind: Absolutely correct. The “responsive
supplementaries. I shall ask Lord Marsh to kick oV. to public needs” is a quotation from the framework

document and we have been manfully and
womanfully trying to follow that. You are quiteQ79 LordMarsh: I come to this Committee virginally

innocent of any logic or knowledge of the subject. You right: what constitutes the public needs? It is clear
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they really meant by “public needs”? Is it just a catch-there are government needs, whether local or central
government and those are rather varied across the all phrase, sloppy thinking? My second point is that

you talked about reliability, that a lot of your workpiece. There are new regional needs which are
manifesting themselves and there are needs of was dealing with the reliability of the statistical base.

What is your relationship with ONS on that? Do youbusiness. There are parliamentary needs as
representatives of the people and indeed there are the judge the ONS?Where do they come into the picture?
needs of the media and perhaps the person in the Professor Rhind:Our relationship with ONS is I hope
street. Getting a handle on all of those is not and believe a perfectly proper professional one. They
straightforward. In a sense central government has a are certainly not in our pocket and I do not think we
whole series of mechanisms for addressing its own are in theirs.We occasionally have robust discussions
needs and perceived needs, but it is much more with them about a number of things, some of which
diYcult to get a handle on what the general public’s have been public and essentially we are there to help
needs or interests are. ensure that the public can have trust in the statistics

produced, not only by ONS, but by other parts of the
government’s statistical machine across government.Q80 Lord Marsh: Can you provide a couple of
In terms of your first question, I think you might notexamples of the sort of thing? It is very diYcult to
get a complete answer if you asked government whatpicture what it is if you come fresh to it and how you
their view was on what the public interest was. Wehound it down and do it.
certainly take that on board and their interests areMr Alldritt: There are lots of examples we could
very clear, whether it is from the Bank of England,quote and things we have been engaged with recently
various government departments. We take a ratherinclude the general issue of the amount of
wide view of the public interest in this.information which government statisticians provide
Mr Alldritt: There is quite a long-standing statementabout the reliability of information across the
that the government recognises that the public “hasentire spectrum of statistics, health data, school
the right to information to let it judge the work andperformance, the economy whatever. Our feeling is
performance of government”; that is the formulationthat more information about reliability, not just
which is used and oYcial statistics are a central parttechnical statistical reliability but information about
of that. That would colour how we would approachthe administrative sources from which data are
those issues.drawn, how robust they are, could be provided and
MrWeale:May I add a rider on reliability?We do notshould be provided and that there is a degree of
have the resources to assess the reliability of the veryinhibition there. That is addressing a clear public
wide range of series which the government produces,need to know how much confidence can be placed
but we do have the capacity to press the producers ofon figures.
statistics, both the ONS and the other governmentProfessor Rhind: We think that a lot of the problems
departments, to tell users what they know and we arewhich arise in interpreting statistics are because
in a position to say “Please put this in a convenienteither the people interpreting them do not have a
summary form, so that anyone who reads the presssuYciently clear understanding of the basis on which
release is told something and knowswhere to look forthe statistics are created or do not know much about
further information”.the actual reliability. If you are measuring trends and

the diVerences from one month to the next are
insignificant in terms of reliability, you will still find Q82 Lord Wakeham: I do not know whether this
many newspapers drawing a line through that and question will show up my abysmal ignorance on the
coming up with some conclusion which then subject or not, but I shall have a go. I do not know
generates a lot of discussion which is fruitless. very much about the preparation of statistics and
Mr Alldritt: If I might mention another example, our have not had much to do with it. I have had over the
work on the census in Westminster. The census, if years, as a lot of politicians have, a lot to do with
obviously very fundamental not just to demographic something which is not far diVerent, which is public
statistics but to anything where a denominator opinion polls. There I have seen the history: first the
related to the population is required, showed some crude figures come out, then the series of adjustments
weaknesses in census data which needed to be which are made by knowledgeable people and then,
allowed for in interpreting figures and using them to thirdly, a degree of certainty is given to the figures
compare areas for example. which have come out which have been subject to

pretty crude analysis at the beginning and then
subject to adjustment and then, if you look carefully,Q81 Baroness O’Cathain: Your objective is as

stated. When you say that is a bit woolly—you did there is a note of error with plus or minus 5 per cent
at the bottom. It seems to me that the adjustmentsnot actually say it was woolly, but that was the

impression you gave, that the public needs were which aremade on the crude data in that sort of thing
are based upon a terribly important professionalwoolly—why did you not ask the government what
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Professor Rhind: The first thing to say is that thejudgment which has to be made. Do you concern
census is a pretty complex business and it has beenyourself under “responsive to public needs” and
getting more diYcult over the years to capturereliability to those sorts of judgments as to whether
people. It is not just the census which has shown thatyou are satisfied those are, not each and every one,
studies by many private sector organisations as wellprofessionally done?
as by public sector ones have found that people areMr Weale: May I give an example of one of the
less keen to be nailed down. Our conclusion is that onearliest studies we did and that was a question of
the evidence we have seen, the census across theseasonal adjustment.We know that spending goes up
country was rather well done and probably one of theat Christmas and people have holidays in the
best censuses in recent years. In extreme cases, wheresummer, but the figures which people want to use
the coverage was low—and in Westminster it wasneed to be adjusted for that. The question we wanted
about 75 per cent or of that order and there were oneto address was whether the ONSwas up to date in the
or two other, mostly inner London boroughs, wherelatest techniques. The report which was published
we know it is hard to measure, that the coverage wassaid that they were largely up to date but an eye
similarly low—under those circumstances andshould be kept on it andwe have kept an eye on it.We
combining various other things, the reliability whichdo look at those sorts of areas.
we can ascribe to the census data is somewhat diYcultMr Alldritt: May I add a more general observation
to pin down. We have to be very careful about this,on that question? To some extent we are dependent
because we do not have a better way of doing it,on people raising issues with us, where they feel that
certainly not at this stage. What we have done is toa judgment—it could be anybody who brought a
raise circumstances in which we think it is worth a

question to us—which was being made by reconsideration of those numbers. A parallel case
government statisticians was wrong in some respect was in Manchester where some of the same sorts
and that would be investigated by us. We are also at of things seem to occur. ONS have recently
the same time looking to take substantial areas of announced after a data-matching exercise bringing
statistics such as health statistics next year and to do administrative data together with other data, that
a fairly thorough trawl for the way the data have been they have revised upwards the population ascribed
put together and to draw conclusions from that. for that year by of the order of 24,000 people. There

are similar studies going on atWestminster.What we
have done is to study themethodology, work at usingQ83 Lord Barnett:You said earlier you occasionally
the best available experts, where it may have gonehave robust discussions with the ONS. Could you
wrong highlight areas of uncertainty and then invitedefine the robustness of the discussions a little further
the parties to get together and debate those sorts ofand on what you were disagreeing? Was it that they
issues.did not take your advice?

Professor Rhind: I am trying to think of examples for
this. Richard, can you remind me of the last one? Q85 Lord Marsh:What I am puzzled about on this
Mr Alldritt: The forecasting. We are keen that is that I would have thought what youwere doingwas
information on the reliability of past forecasts should looking at specific organisations charged with a quite
be made available in a regular and very visible way specific activity and then telling themwhere they have

gone wrong. Do you not think this is normally—and there was a recent exchange on that.
which is why I am puzzled by it—a function of thoseProfessor Rhind: We made a number of reports on
who are managing that undertaking? It seems to methings like forecasting and we have already covered
strange to have a body which, as I understand it, hasreliability.We do not always agree on the conclusions
no authority over the process, which comes in andwe come to, or indeed the priorities which we attach
has a post mortem about it and says “We hope youto certain actions. It is over those sorts of things we
find that interesting”.occasionally have robust discussions.
Professor Rhind: The quality of what we have done so
far and the process we have followed, where we

Q84 Lord Sheppard of Didgemere: Not to go into debate these things openly and publish them, has
any detail on the Westminster outturn of the census, actually led to some changes. It is simply not amatter
but merely trying to take it as a principle, I guess one of saying we think they might find it interesting. I
of the public needs is for a census to be accurate. think we can claim to have been reasonably eVective
What can one do about that? As I understand it, that in a number of areas. As to whether this is simply a
was largely due to response rates and particularly role of management in the various bodies, of course
second homes and so on. To be perfectly honest, I management has an important role tomake sure they
have not read your interim report, but what did you have things right. There are other organisations
say, how would you respond to “public needs” there which has somewhat parallel operations to us but

where they have a legislative underpinning. I hesitatefor accuracy?
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Mr Weale: May I make the point that Treasury ofto say this with Lord Sheldon here, but the National
Audit OYce has some overview capacities which course present statistics and we have on rather

important occasions expressed the view to them thatrelate to ours, although they have many more
responsibilities. The Audit Commission, as far as the way in which the statistics were presented in the

budget statement were not clear. The issue was: whatlocal government and other bodies are concerned,
has some. We are essentially an independent entity is the proportion of tax in GDP and there were

footnotes whichwe found quite incomprehensible. Inwhich can look at what we need to look at and say
without fear or favour what we find. the light of our comments their presentation was

revised. We do also look at the way public bodies use
statistics and present statistics, even though, as in thisQ86 Lord Vinson: I am trying to sum up in a sense.
case, strictly it was outside the ambit of our brief; theCould you describe yourself as a statistical audit
very fact that they know someone is watching helps.commission with a very limited brief because your

resources are so small? You can only have a relatively
small eVect on the great flood of statistics which is Q88 Lord Wakeham: When you talked about the

things you did, there was one area which you did notpouring out in all directions. Presumably you have to
pick areas which you think are particularly weak or say and I wonder whether that is in fact part of what

you do do and that is what I call peer review. It seemswant support or do not feel right and then try to
advise and get them improved. to me that one of the things I should have thought

you would have wanted to do was, when you areProfessor Rhind: We have three or four ways of
defining our workload. One of those is thing we are looking at the producers of statistics, to go back to

them and ask what they do to satisfy themselves thatasked to do by government. For example, we were
asked to look at the case for statistical legislation, but they are producing reliable statistics, so that they

have built in their system some way of verifying asnot until after two years of operation had passed,
which seems very sensible to me. We are doing that best they can to check. For example, would you go to

the National Audit OYce and ask them how theynow. Another one is when some significant apparent
problem arises which needs to be looked at fairly arrive at some of the things they do, because they use

statistics quite a lot in their analysis. Would you lookquickly and independently. A third one is to take a
strategic look across this huge mountain of output at the way they actually arrive at it themselves?

Mr Alldritt: Yes. The general point there is that wefrom government and pick areas which seem to us to
be of real significance and which have some generic look at the systems which are used, for example the

systems for consulting users outside government.importance. We are just about to start a review of
health statistics. We have had quite a lot of letters “Users” is the collective term which covers

everybody, but we are particularly interested inabout those and we have observed some interesting
things we want to study some more. That will decisionmaking and decisionmakers and their access

to information and whether they feel they are gettingprobably be followed by education statistics and we
also have a third one, crime. We have picked those a service. It is not so much that we should act directly

on behalf of people outside government in dealingbig areas. In other words, what we are doing is
drilling down into some areas of particular problems, with the Government Statistical Service, as that we

should make sure that government is engaginglooking more across the piece in various others and
every so often we come up against something which constructively with those people. In that sense we are

looking at systems to quite a considerable extent.is across the waterfront. The business of reliability is
one which pertains across many areas of statistics. Professor Rhind: There are some occasions when we

feel the need to look at methodology, for example.Another one is about the question of pre-access to
statistics, who can see these before they are published One example was in the case of the population census

where wewere puzzled about these extreme cases.Wegenerally. Yet another would be the cross-checking
of statistics coming out from one body and seeing to commissioned then the very best people we could find

fromwherever to do a study of that and incorporatedwhat degree they are consistent with statistics coming
out from another to make sure there are no that in our report.
anomalies, preferably before they are published.

Q89 Chairman: When you are talking about needs,
do you regard it as within your remit . . . To take anQ87 Lord Vinson Steering the ship of state by the

correct information or dials is obviously extremely obvious thing, if you are looking at public
expenditure, volume figures used to be publishedimportant. To what extent can you probe the

Treasury, for example? about public expenditure as well as current ones
which were just deflated by the general price index.Professor Rhind: The Treasury is enormously helpful,

but they are not a major statistics producing The government suddenly, round about 15 years ago,
stopped publishing those figures because on theorganisation as compared, say, with the OYce for

National Statistics or some of the other bodies. whole they preferred not to deflate to get the volume
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Q93 Chairman: I understand that.figures, whereas almost any economist wanted them
the other way round and had great diYculty working Professor Rhind:On the other hand, where there were
out what the volume figures for public expenditure one or two extreme cases, we have certainly done
were. Unless things have changed, it is still nearly that. The more general issue is how on earth you
impossible to do that, whichmakes it therefore nearly enhance the understanding of statistics more
impossible to measure the productivity of the public generally in a society where the numbers of people
sector properly. Is it within your remit to say that the studying them, certainly at university, is diminishing
government is simply measuring the wrong thing? It rapidly, where the level of understanding as
might suit for certain purposes but it is not meeting manifested in some parts of the press is not as high as
the needs of the experts? Would that be within your it should be. We take very seriously the need to
remit? enhance the education about statistics.We have done
MrWeale: I think that is within our remit. I think the a number of things about that. Clearly it is a long-
answer would probably be that the national accounts term thing and we have to work with the educational
give a deflated series for components of government process as well. We would certainly see it as part of
expenditure. our interest. There is not much point introducing

perfect statistics, in so far as that is possible, if they
are not then used sensibly.Q90 Chairman: They are deflated by the wrong
Mr Alldritt: We have started to tackle journalistsdeflator.
head on on their treatment of some statistical issuesMr Weale: No, the figures in the national accounts
where we feel it was misrepresenting things. Oftenrely on measuring volumes as best one can at the
they are quite appreciative of this. I am quitemoment, but of course Len Cook has asked Sir
prepared to accept that there is room forAnthony Atkinson to carry out a review of that.
improvement, so that is part of the process.There is always the separate problem of relating the
Professor Rhind: In practice there are relatively smallpublic accounts to the national accounts and we have
numbers of journalists who write at all frequentlypaid rather more attention to the national accounts,
about statistics matters and we have a scheme toapart from this case I have mentioned earlier, where
engage with them. Clearly we cannot engage with thethere was an incomprehensible footnote on the
very large numbers who will write something on aconnection between the two.
one-oV basis.
Chairman: The trouble is that journalists are in aQ91 Chairman: Do you accept the point that if the
diVerent game so theEvening Standard is not going tosorts of things which are bought in the education
have a headline “Price not rising by 8%”. That willsector are rising in price relevant to the general index
not sell any newspapers.of prices, then deflating by the general index of prices
Lord Sheppard of Didgemere: I have not seen thegives you a completely misleading picture about how
Evening Standard but I have seen a billboard whichmuch you are spending on education? That is what
says “Large increase in London house prices”.the government has been doing now for 15 years.

Someone, and I have assumed the Statistics
Commission would be the body which says you must Q94 Baroness O’Cathain: Listening to your replies
never publish misleading statistics. Is that your to the questions you have been asked, it does not
remit? really indicate that you only have an advisory role.
Professor Rhind: That is a general rule that we have. You seem to have an active role in intervening when
We may have to come to the application to the you feel you ought to intervene. Do you think that in
specific case you mention when we do our study of order to make the general public more aware of
education. statistics—and it is rather frightening that there are

fewer people studying statistics—that you should
play a more positive part and havemore resources? ItQ92 Chairman: Do you have an educational role?
seems at the moment that you are on board with thisTo take an example, today’s Evening Standard on the
objective, yet you are screaming help. This isfront page has “House prices to rise by 8%”. I then
nonsense, the wrong message is getting across.thought “Is that meant to be a large number or a

small one?”. What is the message here. If inflation is Professor Rhind: In principle the task is infinite, so
clearly one has to focus on matters there. It is fair to2.5 per cent, quite a lot of prices must be rising at two

to three times the average as well as some which will say that in the first three years of our activities we
have underspent our budget. That would not suggestbe rising by less and falling. Do you have a role to say

that is not a big number and that the way the that we were in need of more. This year we will
actually spend our budget and we have ramped up aeconomy works some things go up and some things

go down? Is that part of your role? number of new activities. I mentioned before the
research and review activities with particular projectsProfessor Rhind: The ability to respond to individual

things in newspapers is limited. carried out in areas like health and so on and that is
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because about half the statisticians in Britishbeing taken forward under a sub-committee chaired
by Martin Weale. I think you will find that our government are employed outside of the OYce for

National Statistics even though the Nationalactivities are growing. Whether we need more
resources, we would be better able to know in about Statistician has a professional responsibility for

them—there may well be a case for ceasing to collectsix months time when we get there. If I may say so, I
am pleased that you have seen we are not just an certain data sets, if only to make sure that the

resources are properly applied to new needs. I thinkadvisory body. We exist to make a diVerence and to
try to improve the situation. Sometimes that requires it is rather unusual that statistical series are stopped.

Then there are several things about thea little more than simply saying things.
modernisation programme. We welcome the extra
resources that the OYce for National StatisticsQ95 Baroness O’Cathain: Just on the very point
received in the last spending review. We think thatwhere you say the budget was underspent, that
there was a decay of statistical infrastructure inindicates to me that there could be a role. Please
computers and many other aspects of it over a 20-clarify. Are there enough statisticians around whom
year periodwhich impacted on their ability to deliver,you could employ to do the work you think is very
but we should like to see some more deadlines forimportant, or are you actually finding the problem in
actually producing things. I am very happy, subjectnot spending your budget is the fact that you cannot
to this not being confidential, to supply this to you. Itemploy the right people?
is on the website.Professor Rhind: No, that has not been the case. We

have simply ramped up our activities in the last
three months. Q98 Chairman: If youwould like to leave us the hard

copy we should be very glad to have it. I think you
have answered question four. You have said that youQ96 Lord Barnett: Supposing in one of your robust
are reasonably well funded and you are not beingdiscussions you advised ONS to take a totally
constrained.diVerent line to the one they were taking and they
Professor Rhind: We have not been constrained thusrefused to take your advice, what remedy would you
far. Clearly we will go back to our colleagues in thethen have?
Treasury, if it proves that we have a good case forProfessor Rhind: We essentially have two remedies
further work, but alongside all of that is that we arethat I can think of. The first is that we make public
very anxious of course to make sure that we get bestour correspondence, as we do. That has quite a
value for money whatever we do.powerful eVect from the community. The second is

that we can go to ministers. Indeed in the last couple
of weeks we have written to the Financial Secretary Q99 Chairman: I understand the value for money

point. There is no major research you think youto the Treasury on a number of issues. We have been
open and the National Statisticians had a copy of ought to be doing, is there? You are not held back by

lack of funds.those letters. I have also written to the Minister for
Local Government about some issues which came Mr Alldritt: We are planning to do a lot of research.

At the moment we are planning to do it in sequenceout of the census—related matters. I can give you
some examples, if you would like, of the sorts of and we will just have to see whether that proves to be

fast enough. If we are going to start doubling upthings we wrote to the Financial Secretary about.
Essentially that is an important avenue open to us. and running several substantial research project

simultaneously, then it will both impact on the costThere is a third—I am rather embarrassed to say I did
not put it in first—which is to say we can speak to and the capacity within the secretariat and the

Commission itself. The next six months to a year willSelect Committees about issues which are concerning
us. I have appeared in front of the Treasury Sub- tell on that.
Committee twice thus far and a number of issues have
come up in the course of that. Those are the three Q100 Chairman:May I just say one thing before we
main channels which we would have to persuade our move on to our next question? I do think you have a
colleagues that perhaps a diVerent approach might slight problem with public awareness. We wanted to
have value. look at statistics and I must admit that it suddenly

dawned onme that you existed andwe ought to invite
you, but you did not pop into my mind immediatelyQ97 Chairman: Did you say you were going to give

us an example of something you have raised with the and too many of us do not know of your existence. I
should not really be telling you things like that, butFinancial Secretary? We do not need the whole lot,

just a good nasty one. you ought to know.
Professor Rhind: Thank you. We think that is aProfessor Rhind: We have suggested, for example,

that, as part of the national statistical strategy, our shortcoming andwe are taking steps to put that right.
I have to say that in our steps to try to put it right infriends in ONS—but it actually goes beyond ONS,
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Q104 Chairman: That was a first, was it? They dothe first three years of our existence, before I was
not come as regular visitors.chairman, attracting the attention of the media, who
Professor Rhind: Not yet. My predecessor did meetare the main vehicles, proved to be rather diYcult.
with them, but this is my first contact.When the question of the revisions to GDP came

up, the contrast was extraordinary. We had 40
journalists ringing us in one day, so we went from Q105 Chairman: It is a bit surprising. Certainly the
famine to feast. The point is very well taken and I do first time we saw the MPC we were given their folder
not think we can do our job properly unless more of all the statistics they had which was something like
people know about it. a foot high. We found it hard to believe that they all

read that stuV, but they claimed they did. Statistics
seem to be their life blood; probably they ought to see

Q101 Lord Roll of Ipsden: My question is virtually you rather more often.
superfluous now because you have told us a good Professor Rhind:We agreed after yesterday to keep in
deal which has enlightened us about your horizontal regular touch.
and vertical sources of inquiry and information.
Nevertheless I shall ask it all the same. Do you have

Q106 LordWakeham: I think you were just about toregular, and I would add systematic, contact with the
touch on this before, which is to be rather specificcollective bodies which influence the economy such
about the interest you take in the work of the OYceas the TUC or the CBI?
for National Statistics. You have obviously had anProfessor Rhind: We have not had specific meetings
involvement in the recent public discussion withwith the CBI. We have a periodic meeting with a
revisions to the inflation and the GDP data. Couldwhole series of user groups. I should say that we do
you tell us a bit more about what your role was in allnot think it is our job to define all the user need for
of this?British statistics. That is really the producers’ role.
Mr Weale: May I say on that that yes, the StatisticsWe need to ensure we have systems in place for doing
Commission is conducting a review of the question of

that, but we do need to meet the users to understand revisions and the sorts of issues that we are concerned
what they need, so we can see whether the systems set about are questions like whether users are as
up are working. Every six months we have meetings informed as they might be about the likelihood of
with the Statistics Users’ Council and a whole variety revision, the absolute magnitude of past revisions,
of user groups. For example, most of the big retailers how far revisions are the consequence of learning
take part in the Demographic User Group, Marks & things which could not have been learned at the time
Spencer, Sainsbury and others all have people on the initial estimates were published, how far they are
that. We get at a number of private sector people simply correcting mistakes. We aim in the spring of
through that, through the Business Statistics User next year to produce a report which will set out our
Group and through a number of other channels. The views on these sorts of issues and establish whether
TUC is invited, but so far I do not think has come. the spate of revisions that we saw in the autumn were
Mr Alldritt: Yes, the TUC is invited. Just a small indicative of something being wrong with the OYce
point of correction: I understand that we have for National Statistics or not.
actually had meetings with the CBI at the level of
oYcials but not in your time or mine. Q107 Lord Wakeham: That sounds like a post

mortem investigation into it and there is nothing
wrong with that. Were you involved before theyQ102 Chairman: You mentioned the Treasury as
made their changes at all?someone you had regular meetings with. Is regular
Professor Rhind: No.the right word?
Mr Weale: No.Professor Rhind: Regular, but that does not say

anything about the periodicity. We have six-monthly
Q108 Lord Vinson:How far are you getting involvedmeetings or thereabouts; about that. We see the
in, for example, the compilation of inflationaryFinancial Secretary on a regular basis every year and
statistics? There is a school of thought which thinkswe can seek other meetings if that is appropriate. In
that quantitative improvements in products is notaddition to all of this we have been to see quite a
suYciently taken into account when prices rise.wide range of government departments, authors,
Would you get down to that sort of level and help tocollectors and suppliers and users of data. We have
see whether the particular statistical approach theyactually seen a lot of people in recent months.
are using is watertight in your eyes?
Mr Weale: On that sort of issue we could see

Q103 Chairman:What about the MPC? ourselves addressing the question whether the ONS
Professor Rhind: I had lunch with theMPC yesterday, was in line with international best practice, relying on

work which had been done in the United States onwhich was my first experience of that.
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Professor Rhind: How you define poverty is anthese sorts of issues. It is much less likely that we
would actually say what we thought the adjustments absolutely fascinating question. It makes enormous

diVerences to how many people are involved.ought to be.
Professor Rhind: They are after all the producers of
statistics. Q113 Chairman: That is an example of a figure

which the government might well not want you to get
Q109 Lord Vinson:Your role is advisory in any case. accurate information on.
Professor Rhind: Sometimes a little more. Professor Rhind: We are suYciently independent to

take a view on what it is most important to look at
and say what we believe, irrespective.Q110 Lord Wakeham: May I say your restraint is

also contrary to your view that you want to be much
more publicly known? If you were able to be Q114 Lord Sheppard of Didgemere: A similar
occasionally a bit more fierce about what you said question to the university one, something which I
about them, you would probably get better known in know is dear to your heart wearing another hat,
the public’s mind. I think you are indicating which is working with private sector and business
commendable restraint. generally. Does the Commission have a chance to
Professor Rhind: I take the point. talk much to economists or whatever in industry as

well as through CBI?
Mr Alldritt: It tends to be just as issues arise. YouQ111 Lord Sheppard of Didgemere: Partly I am
mentioned a group called the Demographic Users’taking you back to the funding question and also the
Group on which the big retailers are represented byrelationship question. It seems strange to ask you
their interest in government statistics, which is quitethis, but the links with universities. I see you have
considerable.many leading academics involved as commissioners
Professor Rhind: Certainly it is true and there arebut do you have suYcient resources and time to talk
interesting diVerences of approach. Their prioritytoworthwhile statistics and analytical departments in
was to get information rather more quickly and inuniversities?
some elements of the data the absolute accuracy isProfessor Rhind: We do; we have some really quite
not of the highest importance to them, but the speedgood connections. When the Statistics Commission
of delivery was tremendously important, whereas forfirst started, there were at least three and possibly
others, the converse is true. If you are allocating £44four vice-chancellors on it. Whether you regard them
billion a year to a standard spending assessment, youas leading academics is a very diVerent matter. It is
want to be reasonably sure that is right. We havecertainly true that we have strong links. For example,
some feeling for that, but I do not think I couldI talk very frequently with Professor Smith, the
pretend thatwe have a very good feeling for it yet.WePrincipal of Queen Mary College, past President
do have some interesting ones at the micro level asof the Royal Statistical Society and a noted
well and the needs for very small area data are not somathematician just completing a report for
much needed by business economists except in retailgovernment on the future of maths education on a
areas. We have had quite a lot of conversations withnumber of these matters and indeed he was involved
other users about the micro level as well as thein the appointments to the Statistics Commission at
national level.an earlier stage. There are several other people. We

have used Professor Silverman at Oxford as a
consultant, Professor Rees at Leeds and various Q115 Baroness O’Cathain: You made a comment
others. that the retail sector wanted the statistics as soon as
Mr Alldritt: And of course the Royal Statistical possible and we can understand why, because they
Society on which certainly leading statistical rely on up to date data for ordering and stocking
academics are represented. etcetera. You then said they did not worry too much

about the accuracy. What sort of level of accuracy
would they worry about? Would they mind plus orQ112 Chairman: We are the Economic AVairs

Committee so we cannot say anything about minus 5 per cent or would theymind plus orminus 20
per cent?economic statistics, but you are the Statistics

Commission looking at all statistics. I take it Professor Rhind: This raises a very fundamental
question. Coming from a science background—and Itherefore that the sort of thing you have been telling

us about economic statistics you could just as easily am sure it is true of my colleagues as well—the thing
which surprises me is how little prior specification ofanswer on social statistics. So to take something

which nearly overlaps the two, I assume the fact that need has been done. For example, in the population
census, so far as I am aware, whilst lots of work iswe do not have good measures of poverty in this

country is one you will take on board in some form carried out onwhich variables need to bemeasured—
we do not need the proportion of outside toilets anyor other, as an example.
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Professor Rhind: It is actually back to the educationalmore—there is to the best of my knowledge no prior
point we were making earlier. I still find it surprisingspecification of the accuracy of the results, whether at
that we can embark on major exercises, spendinga national level, whether it is at a regional level. The
substantial amounts of public money without havingsame applies in most other areas. There are some
some prior specification.examples where government statisticians publish
Chairman: I could not agree with you more. We nowreliability. One branch of DEFRA for example has a
come to the first of our two very technical questions.very interesting approach to it. In terms of the user

community, it is fair to say that they have not been as
sensible as they should have been in terms of saying Q118 Lord Barnett: As you know, the Chancellor
what they actually wanted in terms of reliability. The has recently switched the inflation target from RPIX
top and bottom of it is that we do not know. We can to HICP. The Committee was told last week by
make guesses at what is required for particular ONS that they produce every month a detailed
applications. Any user may need diVerent levels of reconciliation of the two measures. Are you involved

in that reconciliation?accuracy for particular applications.
Mr Weale: The answer is no, we are not involved inMr Weale: May I add that both producers and users
that reconciliation. It is something the ONS has doneof statistics are aware of the trade-oV between
as far as I know for as long as they have beentimeliness and accuracy? Our view is that the
producing what we used to call the HICP which isproblems that it creates are much reduced if you tell
now the consumer price index. If the reconciliationpeople what the accuracy is at each stage and,
did not exist, then we would probably be pressing forfurthermore, that protects the producers of statistics
it, so that people who use data would have a clearerto a considerable extent from criticisms that numbers
understanding of why these two diVerent numbershave changed.
which superficially measure the same thing actually
diVer. I do not think we are in a position essentially

Q116 Baroness O’Cathain: Just to clarify that point, to exercise quality control over a rather technical
how do you know about the accuracy at that stage? issue of that sort. So I do not think a case would exist
Surely you only learn about the accuracy later on for looking at exactly how that was done unless some
when the data is more refined. questions were raised about its validity.
Mr Weale: Revisions tell you something about
accuracy, but not everything. One can think of plenty Q119 Lord Barnett: It may be technical, but, as you
of examples of numbers which are never revised will appreciate, it has a serious impact on the
simply because you do not learn anything new, but economy and on inflation. A great deal of the
that does not mean they are accurate. diVerence is on housing and various aspects of
Baroness O’Cathain: I see; yes, I can understand that. housing, some of it certainly technical such as
Thank you. depreciation depending on the level of price increases

and so on. It is quite technical. The Committee wereChairman: There is a more general problem that
told by ONS last week that it would be wrong to takemany users do not know what they want to know.
the retail price index, RPIX, and say that theThe other is that they have no concept of accuracy
harmonised price index is RPIX minus some fixedanyway. Those of us who advised ministers, as I did
amount. That would be quite an incorrect thing toinmy younger days, could not respond to their needs.
do. As I understand it, again from figures theI had to invent their needs. Equally, when you said a
Committee were given, the average long-termfigure was not very accurate, they had no idea what
diVerence is about half of 1 per cent, whereas inyou were talking about. That has been my experience
October last year it was actually 1.3 per cent. It mayof advising businessmen as well.
be incorrect to take a fixed amount, but presumablyLord Sheppard of Didgemere: If the ex minister
the Chancellor did take a fixed amount. It certainlypresent wants to correct that statement . . .
was not 1.3 per cent, nothing like it, if RPIX wasChairman: It is not a criticism. The point I am putting
somewhere between 2.5 and 2.7 per cent. He hasto you is that in many of these cases they do not see
chosen 2 per cent. The diVerence is certainly nottheir role as being demanders, they see their role as
technical, I hope you would agree. It would have abeing told what they ought to know. Their role is in
major impact on the way the economy is managed,other things.
certainly on the monetary side. Are you involved inBaroness O’Cathain: Retail is not like that. all that or is it just a passing interest?
Mr Weale: The position is that the Chancellor and
Parliament set the inflation target.Q117 Chairman: We will have a row about the

excellence of retailers some time. You do have a
problem. It is not that there is a well defined need and Q120 Lord Barnett: Parliament has little to do with

it.they can give you a pre spec and all that.
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Q123 Chairman: So it is not the same. As aMrWeale: The Chancellor sets the inflation target. It
would be open to him to say that the inflation target measurement it is not the same.

Mr Weale: It is likely that RPIX when measured inshould change from the 2 per cent CPI figure which
he has set. It is not for the Statistics Commission to the way it has been measured in the past will run at a

higher level if or when the 2 per cent target is met. Onsay what it thinks the inflation target ought to be.
There has been widespread comment from the question of whether the 1 per cent bandsmean the

same thing, I suspect that they probably do, but youeconomists that the change we have seen implies
some sort of easing of monetary policy. This was would not expect the bands necessarily to be a fixed

proportion of the target, that is you would not expectdiscussed yesterday at the Treasury Select Committee
where I gave evidence. Again, I do not think it them to go down to 0.8 per cent just because the

target is reduced from 2.5 to 2 per cent.necessary for the Commission to add its voice to that
and say yes, it agrees that there probably is some sort
of easing. I think we might be concerned, where the Q124 Chairman: I am not giving evidence, but the
retail price index has a continuing role, if changes answer is yes, I would expect it to go down to 0.8 per
were made to the retail price index which stopped it cent, but that is by the way.
doing what people thought it was measuring, say Mr Weale: I would not expect the sort of volatility
when they bought their index linked government necessarily to shrink just because the target shrinks.
debt. The actual choice of the inflation target is a Chairman: Okay. We can discuss that more
policy issue which is outside our ambit. professionally later.

Q121 Lord Barnett: I appreciate it is policy and Q125 Lord Vinson: If your remit is to try to get true
obviously the Chancellor chooses it and that is his and honest and fewer “damn lies” statistics and the
policy. The eVect on statistics does aVect both the new inflation indicator HICP excludes housing costs,
management of the economy, which is part of your surely you should be saying “Here is a major
work and aVects the whole question of what is going component of cost in people’s lives which should be
to happen to inflation over the next two years or in the inflationary index”.
more. Surely that must be of some concern.

Mr Weale: As I understand it, the European
Mr Weale: I see our role as being to assess Statistical OYce has done work on the inclusion of
measurement questions. There are certainly issues housing. Pilot work is being done. It will be included
concerning targets, whether they are actually in the consumer price index in the not too distant
measurable things or not, but in this case the target is future. There are technical questions about the most
perfectly transparent, it is simply a diVerent target, so appropriate way of doing this and I do not thinkwhat
it is outside our role and it is really a policy issue. It was in the retail price index was completely
would not be appropriate for us to comment on satisfactory. That obviously raises the question
whether it was a sensible policy choice or not. whether it was sensible to move to the new target

before this issue was settled downor not, but that was
Q122 Chairman:We are not asking you that.We are the Chancellor’s policy.
asking you a technical question. If 2.5 per cent was
the target measured RPIX and now it is 2 per cent

Q126 Lord Vinson: If it does not come in the newmeasured HICP, is 2 per cent measured HICP the
index, then you could flag up in a year’s time, say,same as 2.5 per cent measured RPIX? Is it the same
that it is not in the new index or insuYcient worktarget? If you cannot answer that question to a
seems to have been done to get it into the new index.committee like ours, who is left in the whole country
You could flag up and say that it ought to be.who can answer it. The thing which really surprised
Mr Weale: In particular if Eurostat mademe was not that: the target was 2.5 plus or minus one
recommendations on how it ought to be included andpercentage point. I was amazed that the Chancellor
Britain did not quite get around to it, then we wouldthen announced two plus or minus one percentage
be very concerned.point. That cannot be the same because plus orminus

one percentage point relative to two is a diVerent
band altogether from plus or minus one percentage Q127 Lord Goodhart: I can see that HICP might be

a reasonable way of estimating inflation for thepoint relative to 2.5.Mymain point is that it is not for
you to pronounce on whether it is a good or bad purposes of setting the interest rate, in particular you

obviously do not want to take into account mortgagething; I agree that is none of your business, it is our
business. I am amazed that your view is that it is not interest for that purpose. There are presumably other

purposes for which you need to set an inflation rate,for you to pronounce on its statistical significance.
Mr Weale: Since you have asked that very direct for instance uprating benefits and so on. Is HICP

equally appropriate for those and is it intended thatquestion, my view is that it implies an easing of
monetary policy. HICP should be used for those or are we going to
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Professor Rhind: From background and professionalhave to continue with RPI or RPIX for other
purposes? interest I think the regional statistics we have had
MrWeale: To want to uprate benefits with the aim of available have been inadequate for many purposes
maintaining a constant real standard of living you outside of central government, but with the greater
have to pay some attention to the cost of housing interest in devolution and the regional agenda we
because the cost of housing is something people need very much better statistics. We need them not
actually face. The indexation of government debt will just for the standard regions, but also quite a lot of
continue to be to the retail price index as far as I information from within regions, because quite often
understand. Sowe are likely to be in a situationwhere you get far more variation within the place, inner and
diVerent indices are put to diVerent purposes, but outer London obviously as one example, than you
that actually is not terribly diVerent from the have between regions. All of us see the need for more
situation that we have always been in. and better regional statistics as a necessary thing. We
Chairman: The Chancellor did say that RPIX would have just been reading and trying to absorb
be useful for all the other kinds of indexation, most Christopher Allsop’s large new report on that. I do
important of all pensions of retired academics of not think we have any tablets of stone yet as it came
course and retired Ministers. out very recently, but we will be going back. We did

actually meet with Christopher Allsop and made our
case about the need for these sorts of statistics and aQ128 Lord Barnett: Coming back again to this
number of other matters before he published hisdiVerence between the figure in October, which was
report. I am slightly hesitant to saymuchmore at this1.3 per cent, as compared to the long-term average of
moment.half of 1 per cent, there are going to be, as I
MrAlldritt:We shall be responding in writing to thatunderstand it, changes in the method of calculating
report with some comments on it.the housing element in it, both depreciation and
Professor Rhind: It is quite clear it has some radicalvarious other aspects of it. If major changes are made
implications for the way in which statistics areand say, for example, next month it is seen that the
created and indeed for the structure of the statisticalfigure is now the long-term rate of half of 1 per cent,
data gathering agencies in the UK in so far as itor that it has got up to 2 per cent diVerence, would
recommends that some people are bedded out in theyou expect to see changes in the target within a 12-
regions. The general point is absolutely unequivocal.month period or would you expect it to wait until the
We welcome the case for better regional statistics.end of the 12-month period?

Mr Weale: Once again, that is a policy issue.

Q131 Chairman: We shall probably have Chris
Q129 Lord Barnett: If you were advising the Allsop before us next month. One thing which has
Minister. always puzzledme is that this Committee, going back
MrWeale: If I were advising theMinister, if it looked some years, has taken an interest in regional statistics
as though changes in the construction of the data from the point of view of dealing with the criticism
were leading to fairly sharp fluctuations in the that the MPC looking at national targets could
numbers, I would expect him to tip oV the Governor produce regional distortions. You cannot answer
of the Bank of England that perhaps he would want that question unless you actually have, for example,
to write an excuse letter if he goes outside the target regional price data and so on. We were rather told,
bands and I am rather expecting that, because of the no, they would not do it and then suddenly they have
way the numbers have been bouncing around. There changed their minds and are going to do it.What I do
is a perfectly adequate mechanism for dealing with it. not understand is the technical thing. If you are
Chairman: I am still worried, but I think that is as far collecting national figures, which then go into a
as we can go on that for the moment. computer, you must know their source. What is the

diYculty of extracting them on a regional basis?Why
is it such a big deal? If you have written theQ130 Lord Sheppard of Didgemere: Can I take you
programme properly, you must know exactly wherefrom the national high politics scene to the regional
the figures have come from. Why can you not veryscene. ONS spoke to us last week about the
easily simply sub-divide the price figures and saydevelopment work they are doing on regional
these came from here, these came from there?statistics and some of the work they are doing with
Mr Weale: They are issues of sample design. If youpeople like LDA,RDAs and so on. The question asks
collect your data at a national level, you may have awhether it is of interest to you and I know it is
relatively lightly populated area or lightly populatedpersonally because in another role you have been
region not terribly well represented. So to collectactively involved in some of this in London. What is
regional statistics for areas which are not terriblythe Commission’s position and involvement in

regional statistics? densely populated you need to increase the number of
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particular purposes, the Royal Mail, Ordnancepeople you ask in that area compared with simply
compiling a national index. Survey, local authorities, have diVerent ways of

classifying their addresses.

Q132 Chairman: I understand that. Nonetheless, if Q133 Lord Barnett: May I take it that you do not
you tag the data regionally, you might well end up make up figures like the Chairman used to do?
with some regional indexes which were not as Professor Rhind: I think I did not hear that.
accurate as you would like, but that could still be
good enough for quite a few of the odd purposes. Q134 Baroness O’Cathain: So it is true: lies, damned
What I do not understand is why, on the best being lies and statistics.
the enemy of the good, someone does not persuade Professor Rhind: I remember that quotation.
people. In my early days when we had very few
statistics, we used to make them up. We had to have Q135 Chairman: What you are saying is that you
some data onwhich towork and in theworst case you think the outlook is reasonably good.
would sit there scratching your head. Nicky Calder Professor Rhind: I think we could anticipate what we
was the world’s greatest expert in inventing data. are going to say by saying that there is quite a
Some of his invented data was remarkably good. problem in some areas. When I was chairman of a
That is going too far. I simply do not understand why board at the ESRC, we had to spend a significant
ahead of the first-class, marvellous data we would extra sum of money in densifying the samples from a
like, the system cannot generate, given that we now British household survey. Depending on the
have computers, at least some rough and ready data particular needs, that could be a rather expensive
which would be of help. It might tell us immediately business.
that there is no regional problemwhen it comes to the
operation of the MPC. It might say we need much Q136 Chairman: As you can tell, from the fact that
more refined data. we all kept asking questions, we have found this an
Mr Alldritt: Part of the answer, certainly in the social immensely fruitful occasion. The only bad news for
sphere, less so in the economic, is that a great deal of you is that our successor committee over the years
the data comes from administrative systems in will probably want to see you quite frequently to
education, health, social services, for example. Those pursue some of these matters. We have learned a
administrative systems are not recording geography great deal from you today. Apart from thanking our
in a consistent way. The reasons for that go back to witnesses, if, apropos something you have said, you
reasons addressed in our census report. It is that there realise that you could give us more and better
is no consistent way of recording addresses built into particulars, this is not an exam paper which you sign
these administrative systems, so it does require oV at the end. If you feel you could have given us
a fairly global solution. Once that has been more or a better argument, then please write to us.
implemented, it should indeed be a great deal more We are entirely dependent on our witnesses for
straightforward simply to draw oV local information. everything we do. Apart from that, thank you very
Professor Rhind: It is a serious issue.We havemultiple much, all three of you, for coming today.
address lists; we do not have a national address Professor Rhind: Thank you very much indeed. We

shall certainly take up that oVer.register. The diVerent people involved, for their own

Supplementary letter from Professor David Rhind, Chairman, Statistics Commission

Statistics Commission Evidence to the Committee

Along with two of my colleagues, I gave evidence to the Economic AVairs Committee on 16 December. At
the end of the meeting you invited us to supplement our evidence with any further written material that might
be helpful to the Committee. This letter follows up the key issues raised.

Responding to public need

I attach a short note in bullet point format which lists some of the work we have been doing. The concept of
“public need” in the context of oYcial statistics is important but multi-layered. There is a real need to inform
the general public on matters such as health, education, the economy and the performance of government but
it seems to be rare that this is done in most cases directly through oYcial statistics—people don’t usually get
to grips with the raw statistics but rather are informed through the media and professional commentators. So,
much of the time, our focus is on making sure that these key users of statistics are properly informed rather
than focusing on the needs of the individual man or woman in the street.
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You will see that we seek to balance “investigative” work on subjects of long-term importance with
“responsive” work on issues of concern that we have been approached about. The reports referred to, where
already published, are available on our website but we would be happy to send hard copies to the committee.

Our advisory role

The Committee asked about examples of where we had given advice. Attached are recent letters to the
Financial Secretary to the Treasury (Annex 5 and 6), the Minister for Local Government and the Regions
(Annex 4) and the National Statistician (Annex 1, 2 and 3) which give a flavour of the range of our advice.
We do not give advice on government policy but rather see our role as helping to ensure that decision-makers
(including Parliament and public) are well informed by oYcial statistics and reducing the chances of them
being misled.

Review of revisions

The National Institute for Economic and Social Research has been commissioned to work with us in our
review of revisions to macroeconomic statistics. We expect to report in April but I am enclosing a background
memo produced by the NIESR (Annex 7) which may be of interest to the Committee. This is a preliminary
statement and, as such, may be refined in the light of further work. For that reason, we are not circulating it
widely at present. The paper is a little on the technical side but the main messages are clear. As part of the
review we will be talking to key users, including the MPC and leading economic forecasters. We will send the
Committee copies of our review as soon as it is published.

Regional Statistics

The Commission welcomes the report of the Allsopp Review (Review of Statistics for Economic
Policymaking; First Report). The report’s 45 recommendations contain some radical and far-reaching
proposals to improve the coverage and quality of regional data across the UK. We will be examining these
proposals further in the coming weeks and will be responding to the invitation to comment. We will want to
explore both the practical implications of the proposals and their potential impact on other priorities in the
National Statistics Work programme. We particularly welcome the following:

— the recommendations that will lead to improvements in the Regional Accounts and to their fuller
integration with the National Accounts;

— the recognition of the need to address concerns about population statistics and to improve estimates
of intra-UK migration;

— the support for the further development of the Neighbourhood Statistics Service;

— the emphasis placed on strengthening the innovative and strategic capacity within government
statistical services so that they can respond in a more satisfactory way to changes in the economy
and society;

— the proposal that a mechanism be set up for establishing priorities and assessing demand for sub-
regional data;

— the recognition of the potential value of administrative data and the scope for government to make
better use of information that it holds; and

— the recommendation that statistical oYces should have greater access for statistical purposes to the
information collected by the Revenue Departments.

We will send the Committee a copy of our formal response to the report.

New issues

Finally, the Committee raised two issues on which the Commission is not currently doing substantive work:
measures of poverty; and deflators for public/national accounts. I will raise these at the next meeting of the
Commission and we will discuss whether there are any aspects on which it would be appropriate for us to
change our existing priorities and to undertake some substantive work.

22 December 2003
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STATISTICS COMMISSION

Supplementary notes on helping to ensure that statistics are responsive to public needs

TheCommission seeks to balance “investigative”work on subjects of long-term importance with “responsive”
work on issues of concern that we have been consulted about.

We consider the needs of the public in all cases. To the extent that oYcial statistics inform the public about
the work and performance of government we see this an important element of the democratic process.We also
aim to consider the needs of Parliament, government generally, including local government, and a wide range
of “professional” users of statistics.

Investigative Reports:

Forecasting in the National Accounts

Recommendations:

— regular report on the performance of forecasts

— improved communication with users about the role of forecasting in production of the national
accounts

— redesign ONS press releases to provide more information on forecasts

— forecasting models should be published in full

Reliability of National Statistics

Recommendations:

— statistical outputs to contain statisticians’ understanding of the uses to which the data are likely to
be put and any limitations of the data

— statisticians commenting on the policy inferences that can be made from statistics and the pitfalls of
interpretation that need to be avoided

— more work to highlight existing good practice in relation to communicating reliability

Review of revisions to economic statistics

— extensive negative media comment about revisions to key economic statistics series, so

— a careful independent look at what lay behind the more controversial revisions would be beneficial
to public understanding

— NIESR commissioned to undertake the review, being overseen by a project board chaired by
Derek Wanless

— will be asking some of the key users of economic statistics, includingmembers of theMonetary Policy
Committee, to what extent statistical revisions aVect their ability to make decisions

— expect to report in April

Examples of previous investigations:

— National Statistics to Monitor the NHS Cancer Plan

— Scoping Study on Seasonal Adjustment Methods at the OYce for National Statistics

— Topics to be Covered in the OYce for National Statistics Review of Regional Accounts

— Implementation of the Review of Revisions to the Average Earnings Index Report: Statistics
Commission’s consideration of the ONS progress report

— Access to National Statistics on Transport via the Web

— Does the GHS Now Meet User Needs

— Price indices and Deflators Produced at the OYce for National Statistics
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Now starting programme of strategic investigations, investigating gaps and how user needs could be better met

— Health statistics—about to start

— Education next

— Crime after that

Responsive Issues:

Current examples:

— 2001 Census in Westminster: We have now published our interim report which contains several
important recommendations for the future:

— We are monitoring the implementation plan to improve pension fund asset statistics.

— Pursuing with ONS concerns raised by Lord Pearson of Rannoch about “Netherlands eVect” on
direct investment and the “Rotterdam/Antwerp eVect” on trade in goods.

Previous examples of where we made a difference:

— Got a clear statement on the rationale for the treatment of Network Rail in the national accounts.
Confident that similar issues will be handled openly in future.

— Highlighted problems with the use of administrative NHS waiting lists as performance measures.
Department of Health now has better arrangements for statistical supplements to management
reports.

— Agreed with Treasury steps to improve the way information about household tax credits is shown
in the pre-Budget Report.

— Census disclosure. Encouraged ONS to give more weight to user needs in deciding how best to
balance access to data with protection of confidentiality. Helped users to understand why some
changes were needed.

Drawing up priorities for change in consultation with user groups.

Examples of where we have obtained a clearer answer from government for users:

— Home OYce calculation of juvenile re-oVenders statistics.

— Night flight noise.

— Midwifery statistics.

15 December 2003

Annex 1

Letter from Professor David Rhind, Chairman, Statistics Commission, to the Office for
National Statistics

Forecasting in the National Accounts

I am grateful for your letter of 6 November in response to mine of 11 August. The Commission met last week
and discussed progress on the issues raised in our initial report. Whilst we accept many of the points made in
your letter, we see scope for progress in the shorter term on the following points:

— Regular reports on the performance of forecasts—we think that users’ attention should be drawn,
on each press release, to the existence of the annual reports you mention in your letter, not least to
help protect ONS from unreasonable criticism about revisions.
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— Improved communication with users about the role of forecasting in production of the national
accounts—the Commission does not understand why this cannot be taken forward. Your reply
seems to imply that ONS is not planning to make improvements on this score. Confidence in ONS
data will be enhanced by making details of methodology available to users.

— Redesign ONS press releases to provide more information on forecasts—it seems to us that ONS is
not planning to pursue our recommendation. We do not understand why. We would be happy to
discuss possible layouts.

— Forecasting models should be published in full—again we do not understand the apparent rejection
of this recommendation. As you know the Commission is concerned that ONS work should be
properly documented so that everyone can understand what is done. Otherwise people tend to
conclude that something is being hidden.

In your last but one paragraph you refer to “the emphasis placed by our users on quality in preference to
timeliness”. Would you be able to expand on this comment as it clearly is a point of considerable importance
in relation to statistical policy on revisions and more generally? In particular, the Commission would like to
know which users were consulted.

The Commission also felt some concern that ONS modernisation plans should not be allowed to become an
obstacle to making changes now to improve the service when prima facie these changes largely involve greater
openness (egmaking details of forecasts andmodels available) and do not requiremuch extrawork to be done.

17 December 2003

Annex 2

Letter from Professor David Rhind, Chairman, Statistics Commission, to the Office for
National Statistics

Statistics Commission Reliability Study Report

Thank you for your letter of 28 October in reply to mine of 7 July. It is clear that there is a substantial measure
of common ground between ONS and the Commission on this particular issue. That being the case, the
Commission would like to suggest a small number of areas in which it believes progress can and should be
made in the coming year.

Whilst we recognise that the concept of reliability has many subtle and complex aspects, there are some
relatively straightforward issues that the Government Statistical Service should now address:

— We would like to see statistical outputs containing concise statements, written by government
statisticians, on their understanding of the uses to which the data are likely to be put and any
observations on the limitations of the data in relation to those uses. We recognise that this would be
a break from the traditional presentation of statistical outputs but believe that it would greatly
enhance communication with users.

— As I mentioned in my recent letter to the Financial Secretary, the Commission would like to see
statisticians commenting directly, and independently of government policy advisers, on the policy
inferences that can be made from statistics and the pitfalls of interpretation that need to be avoided.
In practice, statisticians may feel more comfortable commenting on the pitfalls than the policy
implications but we believe that a start down this road is needed if the GSS is to be seen to serve all
its potential customers inside and outside central government.

— We would like to see more work done to highlight existing good practice in relation to
communicating reliability. The statisticians in diVerent government departments approach this issue
in a number of creative ways—we saw some interesting examples when we visited DEFRA in York.
If the Commission can help to stimulate an exchange of information about good practice in this
respect, we would be happy to do so.

15 December 2003
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Annex 3

Letter from Professor David Rhind, Chairman, Statistics Commission, to the Office for
National Statistics

Pre-release Access to Official Statistics

Following ourmeeting last Thursday, I can confirm thatwewelcome your decision to review the arrangements
under which some individuals in government are provided with access to oYcial statistics before their
public release.

The Commission supports the general principle that everyone should have access to oYcial statistics at the
same time and would prefer to see pre-release access phased out over time. However we regard the current
arrangements, which allow some limited pre-release access, as being an improvement on the position before
the National Statistics Code of Practice was introduced.

We recognise that there are special problems where oYcial statistics arise from administrative sources and are
initially used for management purposes—resulting in them being available to some people before being
released as National Statistics. We are considering, with your department and other interested parties, how
best these circumstances should be managed.

16 December 2003

Annex 4

Letter from Professor David Rhind, Chairman, Statistics Commission, to the Minister for Local and
Regional Government

We spoke in the margins of other business about the Statistics Commission’s recent report on the 2001 Census
inWestminster. I would like to thank you and colleagues again for meeting the Commission earlier in the year
and for contributing to the evidence on which the report was based.

I write on three particular issues where it seems to the Commission that the OYce of the Deputy Prime
Minister have a locus in matters covered by the report.

Westminster’s Population Numbers

The first issue is that the Commission is clear that the uncertainty surrounding the Westminster census figure
(and perhaps others in similarly extreme circumstances in “hard to count” Local Authorities) should be
removed by the taking of a new snapshot of population in 2006 (ie half-way between the normal censuses).
Given the need of ODPM and the Department of Health to allocate substantial sums of public funds using
population data, this seems self-evident to us.

It may be that the data matching work now being done by ONS will lead to a revised figure which inspires real
confidence on the part of the stakeholders. We are however concerned that this may not emerge for some time
and that, if problems persist, there would not then be time to carry out such a count in that year. To have such
uncertainty persist for more than half a decade does not seem reasonable.

Specifying What is Needed

We were very struck by the lack of any formal specification of user requirements for the accuracy of Census
data, at least in terms of the accuracy of the results. We believe it would be helpful if ODPM and other key
users would specify—before the event—what levels of accuracy are required at the diVerent levels of
geographical disaggregation (eg local authority, Output Areas).

A National Address Register

One of the main recommendations of our report is that establishing a national address register should be a
priority for government. This unglamorous recommendation attracted little media attention and will be seen
in many quarters outside government as uncontroversial. The concept of a national address register has been
in circulation for many years and there have been several attempts to make it a reality. However, the evidence
now available to us, based on follow-up work on the 2001 Census, shows that the existing address lists
available to government are woefully inadequate. Also that the consequences of this potentially include the



35economic affairs committee: evidence

16 December 2003

ineYcient allocation of vast amounts of public finance to local government, the health services and to local
services at lower levels in the annual round.

As you will be aware, many bodies—including the Local Government Association, The Post OYce, Ordnance
Survey, HM Land Registry, ONS and private sector enterprises—have all committed themselves to resolving
this problem in the past. There has been much talk of partnerships. A number of initiatives remain live and
may yet bear fruit. But taken as a whole, the problems do not seem to be being overcome. Progress over the
last five years has been patchy at best.

There are a number of technical diYculties involved in creating and maintaining a comprehensive, consistent
and up-to-date database of addresses. Beyond that, it is self-evident that the results should be available to all
who need it at a reasonable and not at an extortionate price; the question of intellectual property rights must
therefore be addressed at the outset. But my colleagues and I feel strongly that the single most important
impediment to real progress is a lack of political will and of leadership to resolve the problem. Given the
potential eYciency savings to be derived across the public sector from a single reliable database, I hope that
you will feel able to lend your personal support to unblocking the apparent log jam of half-delivered initiatives
and split responsibilities.

If you would find it helpful to talk further to the Statistics Commission about this issue, my colleagues and I
would be very happy to meet you.

Given that the address register is amatter which spans the interests ofmany parts of government, I am copying
this letter to Ruth Kelly MP, Financial Secretary to the Treasury, to Gus O’Donnell, Permanent Secretary to
the Treasury, and to Len Cook, National Statistician.

15 December 2003

Annex 5

Letter from Professor David Rhind, Chairman, Statistics Commission, to the Financial Secretary to
the Treasury

National Statistics Planning

In line with our remit under the Framework for National Statistics, I enclose the Statistics Commission’s
comments on the National Statistics Annual Report 2002–03 and the National Statistics Work Programme
2003–04 to 2005–06. As there is considerable overlap between the two documents, we have consolidated
our views.

Since these reports were compiled, the Commission has published its report on the 2001 Census in
Westminster. This highlighted certain important weaknesses in methods used in the last Census. The
Commission is particularly concerned about three points:

— The need for further counts of population in the most hard to count local authority areas in 2006.
There are not many such areas and the many public bodies that need the figures for decision-making
cannot be expected to wait until 2013 for reliable estimates. Providing that a 2006 exercise could be
done in association with local authorities, it might also provide an excellent opportunity to develop
a new methodology ahead of a new form of Census in 2011. Given the scale of expenditure involved
in a full Census, spending money now on developing better techniques should be seen both as a cost-
eVective investment and as a wise precaution. ONS has recently proposed to pilot a new scheme
involving both administrative and survey approaches in 2007. Our report strongly urges such an
approach but we are concerned that a first pilot of this in 2007 may be too late; if the approach runs
into problems and these are not known until results are available in 2008, there is little time for major
changes in approach and retesting before 2011.

— The need for Government Departments to address systematically their own requirements in terms
of the accuracy of demographic information they require for policy and operational purposes at each
level of geography.

— The importance of a clear lead in government to draw together various initiatives intended to
produce a national address register. The absence of such a register had a marked detrimental eVect
on the 2001 Census in some areas. I am writing to the Minister for Local Government separately
about this and will copy that letter to you.
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These are matter of long-term public interest and importance and the Commission will continue to press
government on these and the other recommendations in our reports.

As a footnote to our enclosed comments, the Statistics Commission continues to be impressed by the
commitment and expertise of all the oYcials it meets who are working to provide statistical services across
government. Their commitment and sense of shared responsibility is in marked contrast to much ill-formed
media comment on their work and the Commission will continue to make a point of saying so.

I am copying this letter and enclosure to Gus O’Donnell and Len Cook.

5 December 2003

Statistics Commission comments on the National Statistics Annual Report 2002–03 and
the National Statistics Work Programme 2003–04 to 2005–06

1. The Statistics Commissionwelcomes these two reports and recognises the very large amount of work across
government departments to which they refer. We welcome:

— The emphasis in the National Statistics Strategy on building the trust “both of those who give us
access to their data and those who depend on our statistics”.

— Recognition of the need to establish a structure to manage compliance with the Code of Practice,
including a centralised database to allowGSS staV to share interpretations.We would like to see this
go further and oVer recommendations on best practice—something we stressed in our responses on
draft protocols.

— The intention to gather more information about how statistics are used and by whom, as well as
managing customer relations more strategically and intelligently.

— The HR strategy to address skills needed to deliver the National Statistics Strategy.

National Statistics Strategy

2. Under the heading “BecomingWorld Class” in the Annual Report (page 10), the National Statistician has
clarified the objectives that he has set for the UK oYcial statistical system. Whilst supporting the thrust of
these objectives and the measures designed to implement them, we would like to see more development of the
concepts. For example, one of the objectives is to “provide relevant and timely advice to help form policy”.
Government statistics need to be clear about what more they are going to do by way of providing advice, and
to whom. The Commission would like to see statisticians commenting directly, and independently of
government policy advisers, on the policy inferences that can be made from statistics and the pitfalls of
interpretation that should be avoided. Our impression is that, currently, statisticians feel inhibited from
oVering such advice openly. Statistical advice is needed by many organisations outside central government
and should not therefore be seen as an internal government service to be provided behind closed doors.

Priorities

3. Again with reference to the Annual Report, the Commission recognises the many competing priorities that
require the attention of government statisticians and which are mentioned in diVerent sections of the report.
However, so many such priorities are identified that our overall impression is that, with the exception of the
ONS modernisation programme, there is a lack of clarity about the biggest issues and how progress is to be
assessed. Based on the material in the Annual Report and our own observations, we would suggest that the
current priorities ought to be:

— The ONS modernisation programme.

— Implementation and enforcement of the Code of Practice across government.

— Communication on both statistical and public policy issues with non-specialists in parliament, the
media and non-government bodies.

— Methodology improvements where needed, leading to improved reliability.

— Building a consensuswith government and other users of statistics on the statistical subject areas that
most require improvement.

— Consultation on lower priority outputs that could be dropped if necessary to accommodate new
work.
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In some places, the rhetorical style of the report seems to us to get in the way of direct communication of the
factual messages. As with many annual reports, it is long on general discussion of issues and rather short on
searching analysis of the year past.

Communication

4. The Commission would like to see communication of messages from the statistics, and about matters of
statistical policy, developed further. In particular, communication of clear messages at the level that non-
experts can understand must be central if ONS is to achieve the trust that the National Statistician is seeking.

Reliability

5. One key aspect of communication relates to the reliability of statistics. The Commission has submitted a
report on this subject to the National Statistician and we are following up his response. However, we would
like to see greater readiness on the part of government statisticians to comment openly on all aspects of
reliability; not just the publication of statistical confidence intervals but more subjective, informed comments
on the reliability of particular sources and the sensitivity to assumptions of particular statistical processes.

Regional Statistics

6. The National Statistics Work Programme contains a detailed discussion of issues relating to “sub-UK
Statistics” and notes the demands for more and better statistics at the regional and sub-regional level. The
Commission regards the improvement of regional and local data as one of the major challenges facing
government statisticians and will be seeking to engage in discussion of the way forward once the
recommendations of the Allsopp review have been published.

Joined-up Analysis

7. Another element of communication flows from looking at diVerent statistical outputs together and
presenting a coherent set of messages about society and the economy. To the extent that an individual
statistical series seems to be inconsistent with others, ONS, together with other departments where
appropriate, should be both pointing out such anomalies and investigating them. A central team to carry this
consistency checking may be necessary. The impression outside government is that too little time is invested
in the joined-up analysis and interpretation of data in this way.

Meaning of “National Statistics”

8. We are concerned about the use of the term “National Statistics” to mean diVerent things. The NS Annual
Report itself is an annual report of GSS work rather than a report on an organisation called “National
Statistics”. The Commission believes that the term “National Statistics” should be a “kitemark”, used only
for those oYcial statistics which conform to the Code of Practice. It undermines the meaning of the kitemark
to use the term in other ways as well. The Annual Report should discuss oYcial statistics that fail to meet the
Code standards as well as those that do. In that respect it goes beyond “National Statistics”.

Modernisation

9. Whilst noting the positive progress with theModernisation Programme, we would like to see greater clarity
on how the technical developments will feed through into improvements in statistical outputs.We don’t doubt
that improvements can be made but would like to see the steps through which the modernised infrastructure
will lead to quality improvements mapped out explicitly with an indication of timing.

Quality Reviews

10. The “progress to date” table indicates that there are 52 reviews planned up to March 2004—with 19
completed, 11 awaiting final authorisation and 22 under way. An additional 35 reviews are planned for
2004–05. This seems ambitious, based on past performance.
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Format

11. Under the “Themes” in the Annual Report, the standardised tables of performance against 2002–03 plans
are welcome. However, last year’s report had a “lessons learnt” section for each theme, as well as the costs for
specific large projects. The costs in Annex A don’t have a breakdown by large project. We would like to see
these two elements reinstated in the Themes section.

December 2003

Annex 6

Letter from Professor David Rhind, Chairman, Statistics Commission, to the Financial Secretary to
the Treasury

The 2001 Census in Westminster—Interim Report

I am pleased to enclose a pre-publication copy of the Statistics Commission’s report The 2001 Census in
Westminster—Interim Report. May I draw your attention particularly to the forward-looking
recommendations:

— ONS should revisit Westminster population estimates.

— A 2006 population count should be pursued, at least for the areas that proved most diYcult in the
2001 Census. In practice this is likely to mean some areas of inner London.

— The quality of migration data should be addressed with urgency.

— A national address register should be a priority for government.

— ONS should do more to explain their methods.

— Government should address its data requirements more systematically.

— Other measures of population should be developed as alternatives to “usually resident” population.

We intend to publish the report this Thursday afternoon, 23 October. I would be happy to discuss it with you
at our scheduled meeting on Friday morning.

I am sending copies of this letter and the report to Len Cook, Gus O’Donnell and Simon Brooks.

22 October 2003

Annex 7

Memorandum by the National Institute of Economic and Social Research

REVISIONS TO ECONOMIC STATISTICS

1. Five Summary Points

1. The revision of 0.3 per cent to the Q2 estimate of GDP growth is large compared with previous revisions
between month one and month three GDP growth estimates. Over the previous 20 quarters there has only
once before been a revision as large as 0.3 per cent; moreover, this particular revision of "0.3 per cent in 2002
Q2 has a specific explanation, namely the Jubilee holiday, and perhaps could not reasonably have been
predicted by statisticians.

2. Although revisions have always occurred at rebasing, the rebasing in September 2003 (also coinciding with
a move to annual chain-linking) is slightly larger than the revisions associated with previous rebasings. It is,
however, always diYcult to isolate revisions due to rebasing alone as other changes occur at rebasing.

3. Studies have repeatedly found that the preliminary estimates of quarterlyGDPgrowth in theUKare biased
downwards.
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4. A comparison of revisions to quarterly GDP in the UK with those in the US, the only other country that
we are aware of that also produces an early estimate of GDP growth, reveals that the overall revision over the
period 1993q1–1999q4, as indicated by the Root Mean Squared Error, is lower in the UK than in the US.1

5. Revisions to annual GDP growth estimates in the UK have a similar Root Mean Squared Error to annual
growth estimates in Canada, Germany, Sweden and the US.

2. Revisions to GDP Growth Estimates

Many economic statistics are continually revised. As recent studies by the ONS have explained, these revisions
occur at diVerent stages of the GDP compilation process; see Richardson (2002) and Akritidis (2003). The
preliminary estimate of GDP, produced just one month after the end of the quarter, is revised in month three
as more complete survey data for the output, expenditure and incomemeasures of GDP become available; see
Reed (2000) for details of how the preliminary estimate is constructed. Annual figures, providing more detail
than the quarterly releases, are published in the September following the year in which they relate in the Blue
Book. This provides an opportunity to consolidate sources which had not hitherto been available (such as
information from the Inland Revenue for the fiscal year) and it is likely that revisions will be needed to the
quarterly data at this stage. Thus this revision occurs six to 18 months after the month three estimate has been
published. In these data estimates of GDP on the income side do not agree with those on the expenditure side;
a residual is included. A year later at what the ONS calls the “Blue Book Two stage”, typically 18 to 30months
after the preliminary estimate is published, these estimates are again revised. The revision makes use of input-
output data and from the ONS Annual Business Inquiry together with revised Inland Revenue income
estimates. At this stage the discrepancy between income and expenditure is removed through a process which
is opaque and poorly documented. Post Blue Book Two revisions occur too, as input-output supply and use
balancing is run again, andmethodological changes are introduced. Finally estimates of output growth change
when data are rebased; this has happened every five years since 1970 and was less frequent before then. The
nature of rebasing is discussed below. In September 2003 the ONS changed from producing data in constant
prices to producing chain-linked volume indices. This change, discussed below, removes the need for further
rebasing.

Revisions to economic statistics are not a new phenomenon and are not undesirable per se. In the early 1990s
the ONS rationalised its revisions timetable in order to make it easier for users to understand when revisions
were likely. Nevertheless, recent revisions between the first (preliminary) and third month estimates of GDP
growth have attractedmuch comment. This is in part because revisions due to rebasing came atmuch the same
time as the large revision to the 2003q2 estimate of GDP growth, creating a general impression that data were
subject to large revision. This note places these recent revisions in their context. This is achieved in the
following four ways:

1. Examining the evidence for whether revisions between the first and thirdmonth have got greater over
time. We see whether users should have been surprised by the revisions in 2003q1 and 2003q2. This
involves calculating the ex ante probability of there being a revision error as large as 0.3 per cent.

2. Considering revisions to GDP growth estimates beyond the third month.

3. Examination of revisions at rebasing.

4. Revisions to GDP growth in the UK are placed in an international context.

2.1 ONS Studies

ONS carries out regular assessments of the nature of revisions to its estimates of GDP and its components.
We focus on aggregate GDP growth figures (percentage points at a quarterly rate). Two recent studies of GDP
growth estimates are by Richardson (2002) and Akritidis (2003), both published in Economic Trends.
Akritidis, updating Richardson’s work, looks at revisions by stages of the GDP compilation process, as
discussed above. Focus is on the period 1993ql–1999q4. The starting point is dictated by the fact that the first
preliminary month one estimate of GDP, corresponding to 1993 Q1, was published in April 1993. Before then
initial estimates were published after a longer lag.

Table 1 summarises the findings by reporting the mean and variance of the revision, “t-test” which is a
statistical test for bias, and the root mean squared error (RMSE). t-test is adjusted to allow for serial
dependence in the pattern of revisions. The 95 per cent critical value is just over two; see Akritidis (2003)
for details.

1 The RMSE is a measure of accuracy that considers both the bias and dispersion of the estimate.
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Table 1

REVISIONS AT EACH STAGE OF THE QUARTERLY CONSTANT PRICE GDP GROWTH
ESTIMATE (ADAPTED FROM AKRITIDIS (2003)). PERCENTAGE POINTS AT A

QUARTERLY RATE

1993q1–1999q4 Mean Variance t-test RMSE

Month three less month one 0.007 0.010 0.372 0.100
First edition of Blue Book (BB1) less month 0.071 0.028 2.127 0.182
three
Second edition of Blue Book (BB2) less BB1 0.021 0.044 0.719 0.210
Revisions after BB2 0.089 0.029 3.346 0.192
Total 0.189 0.071 2.778 0.327

Table 1 shows that consistent with the earlier findings of Richardson “the bulk of the upward revision to the
month one or preliminary estimate occurs after the first three monthly releases”. Indeed, there is statistical
evidence for bias at all stages of the GDP compilation process aside from the month three less month one
revision and BB2 less BB1 as evidenced by t-values greater than the critical value of about two.

2.2 Updated Analysis of the Revision Between the First and Third Month Estimates: Have

Revisions Got Larger?

Although it is not possible to update Akritidis’ analysis for all stages of the GDP compilation process, as one
needs to leave, say, about three years at the end of the sample to give the data time to mature, we can update
analysis of the revisions between the preliminary (or month one) estimate and the month three estimate. We
update Akritidis’ data to 2003q2 using consecutive press releases from the ONS. This is particularly relevant
given the recent revisions at this stage of theGDP compilation process seen in the Q1 andQ2 revisions in 2003.

Figure 1 plots the time-series of revisions between the month three and month one GDP growth estimates. In
the recent past two larger revisions have been observed. The –0.3 per cent revision in 2002 Q2 we know has a
specific cause due to the Jubilee eVect. Holiday patterns and therefore working day and seasonal adjustments
were changed by the Jubilee holiday. Statisticians did not, and probably could not have reasonably anticipated
this. There does not seem to be any similar explanation of the revision to the 2003Q2 data.

Table 2

REVISIONS TO GDP GROWTH ESTIMATES BETWEEN THE MONTH THREE AND MONTH
ONE ESTIMATES. (PERCENTAGE POINTS AT QUARTERLY RATE). T-TEST (P-VALUE) IS THE

P-VALUE FOR THE STATISTICAL TEST OF WHETHER THE BIAS IS SIGNIFICANTLY
DIFFERENT FROM ZERO USING A NEWEY-WEST TYPE ROBUST ESTIMATOR

Mean Variance t-test RMSE
(p-value)

1993ql–2003q2 0.012 0.015 0.235 0.124
1993ql–2003ql 0.005 0.013 0.385 0.116

Table 2 confirms the impression given by Figure 1. Themean revision, or bias, has risen from 0.007 percentage
points using data up to 1999q4 to 0.012 percentage points using data up to 2003q2. But these figures are very
small and we cannot sensibly reject the hypothesis that the bias is insignificantly diVerent from zero as
evidenced by p-values for the t-tests greater than 0.2.

The revision of 0.3 percentage points happened in an environment where figures are rounded to one decimal
place. Thus it would have happened with a true revision of 0.25 percentage points or more. We therefore
compute the probability of a revision error of greater than or equal to !0.25 per cent and less than or equal
to –0.25 per cent. This probability is computed both fitting a normal density and a nonparameter kernel
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density to the time-series of revisions.2 The nonparametric kernel density may provide a better fit of the data
if the revision errors are not normally distributed. Estimates are presented for the three sample periods; see
Table 3.

Table 3

THE PROBABILITY OF A REVISION ERROR AT LEAST AS LARGE AS &0.25 PER CENT
OCCURRING BETWEEN THE MONTH ONE AND MONTH THREE GDP GROWTH ESTIMATES

(PERCENTAGE POINTS AT QUARTERLY RATE)

P(revisions) (
' &0.25 per cent

normal kernel

UK (1993ql–1999q4) 2.14 per cent 1.41 per cent
UK (1993ql–2003ql) 3.15 per cent 5.09 per cent
UK (1993ql–2003q2) 4.37 per cent 7.13 per cent

We see the probability of a revision error at least as big as 0.25 per cent increasing over time. However, the
probability is low. It appears users were justified in feeling surprised by the 2003q2 revision. Before this
revision, there was no more than a 5 per cent chance of it occurring.

2.3 Rebasing and Chain-linking

Economic data can be collected reasonably unambiguously in current prices. However users of data need to
know how the volume of output or the volume of activity is changing, and this means removing the eVects of
price changes from changes in value measured at current prices. Since a large and changing mix of disparate
goods and services is produced by the economy it is a priori unlikely that there will be a single satisfactory way
of measuring changes in the volume of output (and equally that there will be a single satisfactory way of
measuring changes in “the price level”). Perhaps the most obvious way of identifying volume changes is to ask
how much the value of output would be changing at constant prices. In other words, if one chose the prices
of a base year and applied these to all the transactions in the economy (theLaspeyres index) itmight be thought
that the eVects of price changes would be removed. In some sense this is true but it is also easy to see the pitfalls.
The more stale are the prices, the less relevant they are to the modern economy. If we measured the changes
in the volume of output using prices from 1948 we would not expect to obtain the same answer as if we used
prices from 1995; we may nevertheless want to know how the volume of output has changed since 1948. A
good data system should enable us to answer long-term questions of this sort as well as short-term questions
aboutwhat has happened in the last quarter. Pricesmay not only become stale; theremay be some goodswhich
did not exist even a relatively short time ago and therefore a single price base is likely to be misleading.

It is not only that stale prices are misleading; it is also likely that the goods whose output has expanded most
in volume terms are those which have become cheaper. Thus a measure of output at constant prices is likely
to overstate the “true” growth of the economy. This problem has been particularly acute with computing
equipment in the last 20 years and ad hoc solutions have been adopted to deal with this.

The conventional solution has been to change the price base every five years. From 1993 to 1997 the ONS
worked to 1990 prices. In 1998 they had enough information on the economy in 1995 to be able to move to
1995 prices, and they published data in constant 1995 prices until September of this year. However, for the
distant past prices fairly close to the present are as inappropriate as are 1948 prices to today’s economy. Thus,
to provide the long runs of data which are essential for many users, the ONS uses a link year. They calculate
the value of 1993 output in both 1990 prices and 1995 prices. The figures for 1988 to 1992 calculated in 1990
prices are multiplied by the ratio of 1993 output in 1995 prices to 1993 output in 1990 prices. This gives the
figures for 1988 to 1992 which are described as being in 1995 prices, although that is obviously not in fact the
case. Similar procedures are used to go further back. The figures for 1983 to 1987 are evaluated in 1985 prices
and then scaled up to convert them to 1995 prices. Thus there are a number of linking years involved in the
construction of the series for the volume of output back to 1948.

2 Alternatively, we might consider it appropriate to assume a multinomial distribution since, say, in the period up to 1999q4 only five
revision possibilities existed: namely a revision of –0.2 per cent, 0.1 per cent, 0 per cent, 0.1 per cent or 0.2 per cent. Under this
assumption there would have been a probability of zero of observing a revision error of 0.3 per cent.
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This linking process has one unfortunate consequence. Output measured in constant prices should equal
expenditure in constant prices because everything which is produced or sold (or added to stock which is also
allowed for). This is true for the data which are genuinely in 1995 prices. The linking process means, however,
that this adding up property is lost in the data for the earlier years.

The process of linking and rebasing has been justified on the ad hoc grounds that stale prices are not likely to
provide a sound basis formeasuring volume changes. There is, however, a powerful index number result which
should be mentioned. Samuelson and Swamy (1974) showed that a satisfactory volume indicator of changes
in output can be produced if, and only if, output is producedwith constant returns to scale (doubling all inputs
doubles output). In this case the appropriate index is one in which the weights are continuously updated. The
percentage change in this ideal volume index is equal to the sum of the percentage change in the volume of
each output multiplied by the share of the value of each output in the total value of output (the Divisia index).
Because current value shares are always used, the base never becomes scale and rebasing is never needed. The
index can be thought of as a chain comprised of successive percentage changes and is therefore often described
as chain-linked. In the ideal world of continuous updating the length of each link would shrink to zero; the
old system of rebasing can be thought of as chain-linking with links five years long. Nevertheless the term
chain-linking is usually adopted to describe indices in which the lengths cover no more than one year.

The percentage growth in the index between 1998 and 1999 is measured using the percentage change in the
volume of each output weighted together by the share of each output in the total. But should one use the 1998
share or the 1999 share? The recommended procedure (the Törnqvist index) is to use the arithmetic average
of the shares in the two years between which output growth is measured and is justified as the best practical
approximation to the Divisia index. Output growth between 1999 and 2000 is calculated by weighting the
percentage change in the volume of output of each good or service by the average of the shares of each good
in the total for 1999 and 2000. Compounding the percentage change from 1998 to 1999 with that from 1999
to 2000 allows one to calculate the percentage change in output between 1998 and 2000. In September 2003
the ONS applied this procedure to recalculate an index for the volume of output in every year back to 1948.
The index is set to 100 for 2000 purely as a statistical convenience.

At present the ONS does not have the information it needs to calculate the value shares for 2001. Thus output
growth since 2000 is still calculated in the traditional way at 2000 prices. Next year value shares for 2001 will
be available, and ONS will be able to calculate the chain-linked index up to 2001. Figures for 2002 and 2003
will be at 2001 prices. Nevertheless, the ONS will continue to publish and index at 100 for 2000 and will
describe the index as chain-linked rather than at constant prices.

This changemeans that the quinquennial rebasing we have seen in the past will no longer happen. Instead there
will be steady (and probably smaller) changes as for example, the estimate of growth in 2002 relative to 2001,
currently calculated at 2000 prices, is replaced first by a figure at 2001 prices and then by one using the average
of the 2001 and 2002 value shares.

3. A Comparison of the 2003 and Earlier Rebasing

While rebasing has happened for the last time, we nevertheless explore how the changes to output growth
which occurred at the time (but which were not necessarily due to rebasing) compare with those implemented
in previous rebasing exercises.

Figure 2 plots the revision between the annual GDP growth estimates presented in Blue Book estimates either
side of the last four changes in base. We see that the 2002–03 revisions (associated with ACL) is far from
atypical. Indeed it looks quite similar to the revision in 1992–93. There is perhaps some indication, however,
that the revisions associated with the rebasing in 2003 are slightly larger than the other rebasings as the area
under the line (the integral) appears larger in 2002–03 than certainly 1992–93 and 1987–88.

Unsurprisingly Figure 2 suggests that the larger revisions are for the more recent years. Some indication of
how much of this revision is due to rebasing is presented in the 1998 Blue Book where the revisions are
decomposed by source. Figure 3 plots this decomposition. It reveals that rebasing, economic theory predicts,
does cause the more recent estimates to be downweighted. However, other changes are far more important.
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4. International Comparison

It is important to place recent revisions to quarterly GDP growth in the UK into context by considering GDP
growth revisions for other countries. To this end we survey two existing studies, Faust et al (2000) and
Statistics Sweden (2002); and then using a publicly available data-set for the US (available from the Federal
Reserve Bank of Philadelphia) to provide some updated analysis that, as far as possible, focuses on the
revisions at the same stage of the compilation process as themonth three minusmonth one revision in theUK.

4.1 Faust et al’s (2000) Comparison of the G7 Economies

Faust et al take their data from consecutive issues of theOECD’sMain Economic Indicators. The final growth
rate is taken from the April 1999 publication. The revision is defined as the diVerence between the final and
preliminary estimates. It should be acknowledged that some countries, such as the UK, produce their data
more quickly and this may in part explain the higher mean revision for the UK in Table 4. Indeed the UK is
the only country where there is statistical evidence (at a 95 per cent significance level) of bias. This finding of
bias is consistent with the ONS’s own results; see Akritidis (2003).

Table 4

INTERNATIONAL COMPARISON OF REVISIONS TO QUARTERLY GDP GROWTH ESTIMATES
(PERCENTAGE POINTS AT A QUARTERLY RATE): 1988q1–97q4. NOTE T-TESTS ARE BASED
ON NEWEY-WEST ROBUST STANDARD ERRORS (TAKEN DIRECTLY FROM FAUST ET AL)

1988q1–97q4 Canada France Germany Italy Japan UK US

Mean 0.01 "0.02 0.20 "0.01 0.05 0.22 0.02
t-stat 0.21 "0.28 1.61 "0.19 0.61 2.08 0.41

RMSE 0.34 0.34 1.08 0.52 0.80 0.73 0.33

It should be noted that the finding in Table 4 of a RMSE of 0.73 for the UK, although not too unflattering in
the sense that two other countries have a higher RMSE, does appear out-of-line with the findings of the ONS.
Akritidis (2003), as shown in Table 1, albeit over a slightly diVerent sample period, found a RMSE for the
total revision of 0.33.3 The RMSE for the US in Table 4 is, however, broadly similar to that we find below (see
Table 6; the RMSE over the period 1993q3–99q4 for the total revision is 0.361).

4.2 Statistics Sweden (2002)

We use the raw data from Table A5 in Statistics Sweden (2002) that provides the preliminary and final
estimates of growth for some selected countries for the years 1980 to 1998. Statistics Sweden try to focus on
short-term revisions. So although they are not directly comparable to the diVerence between month three and
month one estimates for the UK they do abstract from revisions that occur more than about two years after
the publication of the preliminary estimate.

Table 5 then summarises the revisions properties of these growth estimates.

Table 5

INTERNATIONAL COMPARISON OF REVISIONS TO ANNUAL GDP GROWTH ESTIMATES
(PERCENTAGE POINTS AT AN ANNUAL RATE): NOTE T-TESTS ARE BASED ON

NEWEY-WEST ROBUST STANDARD ERRORS

1980–98 Annual Canada Germany UK US Sweden

Mean "0.047 0.000 0.263 0.126 0.3578
Variance 0.188 0.437 0.261 0.268 0.159
t-stat (p-value) 0.363 0.500 0.069 0.162 0.010

RMSE 0.436 0.661 0.575 0.533 0.536

3 In fact, the higher RMSE found by Faust et al for the UKmay be explained by the diVerent sample period. Revisions in the UK during
the 1980s were a source of concern, culminating in publication of the Pickford Review. A comparison of the UK and US using data
from the 1980smight then be expected to show theUK “doing worse”. However, since the early 1990s, theUK seems to have improved.
Indeed this impression is borne out when comparing Tables 1 and 6. Over the period 1993q3–99q4 the UK has a lower RMSE than
the US.
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Table 5 indicates that the UK has a relatively large mean revision to its annual GDP growth estimates. Indeed
there is statistical evidence for bias although Sweden’s estimates are more biased. However, looking at the
overall reliability of the estimates, asmeasured by theRMSE, the revision for theUKappears to be of a similar
order to the other countries.

4.3 Updated Analysis for the US Using the “Real Time Data Set for Macroeconomists” Compiled

at the Federal Reserve Bank of Philadelphia

Using the “Real Time Date Set for Macroeconomists” compiled at the Federal Reserve Bank of Philadelphia
we examine the revisions between the month one (called the advance estimate by the BEA), month three
(somewhat confusingly called the final estimate) and final estimates of quarterly GDP growth, computed after
an annual or comprehensive revision; for more details see, eg, Dynan and Elmendorf (2001). These estimates
broadly correspond with the month one, month three and final estimates of quarterly GDP growth produced
by the ONS, considered in Table 6.

Results using this data are summarised in Table 6.

Table 6

REVISION ANALYSIS OF US GDP GROWTH (PERCENTAGE POINTS AT A QUARTERLY RATE)

Mean Variance t-test (p-value) RMSE

1968q1–99q4: m3–m1 0.046 0.039 0.001 0.203
1968q1–99q4: final–m3 0.110 0.259 0.007 0.521
1968q1–99q4: Total revisions 0.157 0.272 0.000 0.545
1993q1–99q4: m3–m1 0.044 0.030 0.044 0.179
1993q1–99q4: final–m3 0.040 0.077 0.225 0.280
1993q1–99q4: Total revisions 0.084 0.123 0.052 0.361
1993q1–2003q2: m3–m1 0.030 0.031 0.099 0.178

Table 6 finds a larger bias in the total revision than indicated by Faust et al. Indeed, in contrast to the results
of Faust et al the results in Table 6 indicate that the bias in the revisions is statistically significant. The size of
the bias found in Table 6, however, is broadly consistent with the findings of Fixler and Grimm (2002) at the
BEA who find, over the period 1983–2000, a mean revision for the total revision of 0.46 per cent at an annual
rate (which corresponds to roughly 0.12 per cent at a quarterly rate).Moreover, there is a 21.61 per cent (16.08
per cent) chance of a revision between the month one and month three at least as big as 0.25 per cent (in
absolute value) using the kernel (normal) density.

These results cast evenmore doubt on the finding of Faust et al, summarised in Table 4, that suggests the UK’s
revisions are more pronounced that those of the US, in terms of having higher RMSE. Comparing Tables 1
and 2 for the UK, with Table 6 for the US, we find that while the bias to total revisions is smaller for the US,
revisions between the month one and month three estimates have a larger mean for the US. Indeed they are
statistically biased for the US but not the UK.Moreover, as measured by the RMSE, total revisions in the US
over the period 1993q1–99q4 are higher than in the UK. For the UK there is a RMSE for total revisions of
only 0.327, while in the US there is a RMSE of 0.361.
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TUESDAY 13 JANUARY 2004

Present Barnett, L Sheppard of Didgemere, L
Oakeshott of Seagrove Bay, L Skidelsky, L
Peston, L (Chairman) Vinson, L
Roll of Ipsden, L Wakeham, L
Sheldon, L

Examination of Witnesses

Witnesses: Mr Christopher Allsopp, Head, Mr Geoff Tily, Member, Mr Andrew Holder, Member,
and Mr Michael Williams, Member, Allsopp Review Team, examined.

Q137 Chairman:WelcometoourCommittee,andIam Q139 Lord Sheldon:When you do examine regional
economic policy, which is of huge importance to allsorry to have kept you waiting. It would help, firstly, if
of us, do you not need to set out the policies which areyouwould introduce your colleagues to us, please.
needed for economic growth? Are you short of theMr Allsopp:On my right is Michael Williams, who is
correct data on labour mobility, which is obviouslyfrom the Treasury but I hasten to stress that means
essential, and what are the regional diVerences whichindependently working for the Review. Andrew
you see about access to capital?Holder is from the Bank but also works
MrAllsopp: Perhaps I could start on that. I think youindependently for theReview, andGeoVTily is in the
will understand that our first deliberations as a reviewOYce of National Statistics.
group were precisely along these lines—about what
the underlying policy agendas were—and we felt that
it was necessary to look very carefully at the policy

Q138 Chairman: I have two other remarks to make: agendas that were around. At the same time, we
one is I have to ask all our witnesses if they would regarded ourselves, (and do regard ourselves,) as
speak slowly and clearly, mainly for our colleagues independent reviewers, looking at it from a more
from Hansard but also some of us, as we age more general economic point of view, so we do not want to
andmore, need to be treated with care! Secondly, one sign up to any particular view of regional policy or
question we have not asked you but it may be we regional agendas.We have tried to get above that and
want to kick oVwith it, could you tell us briefly about ask what it would be reasonable to want to know in
the purpose and remit of your Review, and then we a general way about regional information if one is
will get into the precise questions? interested in regional policy.We were, of course, well
MrAllsopp:TheReview in general is about economic aware that the fashion, if I may put it that way, for
policy and the need for statistical information for regional policy has waxed and waned over the years,
economic policy. Of course, I do not need to tell you, and we do say in the report that we think we are in a
Chairman, that that is as long as a piece of string. The bit of an up-phase on that. We are also fairly clear in
two specific points mentioned in the terms of the report that, were that to change, one might want
reference are whether data is keeping up with the to revisit some of these issues but at themoment there
changes in the structure of the economy, and the is an awful lot of regional policy going on: there is an
other is the regional issue. In our first report we state enormous need for data and information of various
that we are concentrating particularly on the regional kinds; andwhilst that continues it seems to us entirely
issue and we are coming in the second report on to right that one should look at this list of policy issues.
look in more detail at the structural issues—that is We were struck right from the start by a rather major
now. That does not mean we ignore them entirely. gap between the supply of regional information and
But definitely the emphasis is on the regions, and it the demands being put upon it. On your specifics, my
might be useful to say why. When we started looking Lord, regional migration and mobility are extremely
at the overall remit, we became aware very quickly of important, and we do say in the report that this is an
the enormous numbers of diVerent policy agendas area that needs to be looked at carefully. On the
and diVerent interest groups acrossWhitehall and the capital side we have really said less because I suppose
regions who had an interest in this. Indeed, in the our focus has been mainly on some of the really large
report we described some of it as a bit bewildering gaps, and I will say more about that if you ask me
and we felt that, in order to get things started as later—in a way I suppose we were starting “further
quickly as possible we really ought to concentrate on back” but, if you lack even GDP figures for the

regions, that is probably where you need to start.the regional aspects.
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cent of the top 100 companies in this country wereQ140 Chairman: I understand the point; obviously
what you are arguing is you obviously would need based in London or the London area and France was

the same but Germany was not and the US was not.regional GDP figures and various things of that sort,
but if you believe, taking the example Lord Sheldon How much of this distortion has some eVect on

regional economic growth, in your view?mentioned, that there is a bias in the system in terms
of access to capital funds in the regions and the Mr Allsopp: It was not really a question for the

Review. The Review was what kind of data wouldfurther away you are from London the harder it is to
borrow for economic development, then we need to you need in order to investigate that kind of issue. In

other words, our remit is, if you like, further backhave some figures on that and, as far as I know, there
are not any. We are probing your minds really as to from the question “What are the causes, if you like,

of regional disparities?” I have my own views on thatwhether that is something you think is important and
would be eventually advising on in perhaps your next but as someone running a review on the statistical

needs I fully take the point that ideally we would likereport, I do not know.
Mr Allsopp: It goes back to the first question then: do to know exactly what the springs of regional growth

and performance are. What we observe, instead, iswe understand, any of us, fully, all the springs of
regional growth? I think we take a rather modest that a lot of diVerent people have a lot of diVerent

views about what those springs are, and that one hasposition on this, that people have been puzzling over
this for at least as long as economists have been to, if you like, go behind that and say, “What are the

reasonable things that one would look at first?” Inlooking at growth, and the regional questions are
some of the most intractable. Ideally one would like our initial discussions, I think it is fair to say that the

thing that almost everybody said to us is, “Let’s starta great deal of information, macro and micro at
submacro and subregional level, in order to test these with the basics, if you like, macro regional data”,

and, as your lordships know, there was a gap and thevarious propositions. When I said that I thought
there was a very large demand for data, that is what latest figures were unrevised figures for 1999 (the

recent figures came out last summer,) so everythingI meant; one would really like to know everything.
Underlying the report there is a bit of a cost benefit was out of date, and the story we heard almost

everywherewas, “For goodness’ sake, we need decentanalysis that one needs to start somewhere and, to be
frank, one of our biggest diYculties to start with was baseline data which one can rely on before one starts

the more interesting and more complex issues aboutto put order andmethodology and to get it into some
sort ‘of boxes’. Some of our recommendations are, if more micro data matters, the springs of growth

and the explanations of some of these regionalyou like, institutional, about how youmight organise
data and find out what you need to know. What you diVerences”. In other words, we did not really know,

on the basis of the data, to any degree of reliability,are raising specifically on capital and the access to
capital is potentially an extremely important issue. I what these regional diVerences are and we tended to

focus on that. Going on from that, we talk aboutcould think of many other extremely important
regional issues if you were to ask me about them, and micro regional data andwe say about that, that, if the

process of devolution or decentralisation meansIwould say yes, “wewould like that data”, but I think
we have had to draw back a little bit from that. anything it probably also means you do not

necessarily want exactly the same information inMr Tily: We did hear that a number of regional
organisations have done work on access to capital every region, and that one needs to build that in, if

you like, to the approach to the report, and we triedbased on their own research, but I think it is fair to
say that we did not hear that these figures were to do that.
required from oYcial sources, perhaps because it is
partly felt that they can be obtained from other

Q142 Lord Barnett: You quote the Chancellor insources already.
paragraph 4.30 as saying that, with this, the nationalChairman: Certainly from my knowledge one area
framework of fairness is set in place.Without directlywhere I think we are extraordinarily ignorant is
contradicting that, the plain fact is fromwhat you areaccess to capital. Onewould be surprised if therewere
saying that we do not yet have the statistics to provenot a demand for better figures on that.
or disprove that, do we?
Mr Allsopp: I think I have to say that we spent a lot
of time discussing questions of why you would wantQ141 Lord Sheldon: Economic growth has always

been the Holy Grail that has occupied me in regional data in the first place, and we came up I
think with two broad answers both of which are part,Parliament, and the regions of course is an important

aspect of it, but over 30 years ago Lord Barnett and if you like, of the devolution agenda. One is quite
close to current government policy concerns, which isI did make a tour of industry throughout the regions

just to see what it was that they were short of, and the the decentralisation of policy towards growth and
productivity and regional convergence: the otherthing that surprised me at the time was that 95 per
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a particular aspect of government policy as it exists atone, which is coming up on the wings, is the regional
distribution of income. Where we got into trouble the moment. That is not for us, nor would we

interpret that in any narrow way. We interpret it as,with that—and I do not think it is trouble but where
we have a certain degree of scepticism—is that we are if there is some regional policy which involves those

kinds of issues, what would be the underlyingnot a federal state and at the moment most income
distribution questions are national questions. In needs for statistical provision in terms of detailed

information and the more macro regionalother words, distribution questions to us tend to be
about people rather than geography. If I may put it information. Could I just add, Chairman, that I think

you will appreciate that there are enormous numberstechnically and economically, if you took a welfarist
view I do not think you would put geography into of demands and the debate is getting quite edgy on

regional issues, and we did spend an awful lot of timeutility function, and if you took a rights based view
(which I think is appropriate if you are talking about trying to think about why you would want regional

data in the first place because it is not alwayseducation or equal access to health care and so on), I
think that would be about individuals and not about completely obvious. Sometimes one is interested in,

for example, the influence of capital marketplaces. So given that most of those are reserved, even
within the devaluation agenda, we are slightly institutions on investment or R&D, but that is not

necessarily a regional issue. So the questionwhen yousceptical about claims about what you might call
wide-scale regional distribution. We are thoroughly and why you want data regionally was very pertinent

and was a very important part of our initialinterested in fairness and, indeed, in productivity and
performance across diVerent geographical areas— discussions of our terms of reference. The question

why you want broad scale, large scale regional data,that is extremely important—but I am not sure what
meaning we would give in our minds to a proposition that is, data on the devolved countries, on London

and on the English regions at NUTS 1 level, (to usethat there should be a particular degree of
redistribution from a particular geographical area— the standard classification) is really a political

economic point: that if there are institutions whicha large area, say, theNorth East or NorthWest to the
South East/SouthWest—or whatever. That seems to have responsibility for aspects of economic policy at

that level, those geographical boundaries areus to be more diYcult. There are other points one
could make about concepts of regional fairness, but important for that reason. If regional policy were

directed not towards countries and the NUTS 1I am wondering whether the others would like to
come in. English regions but (let’s say), towards NUTS 2 or to

county level or to local authorities, the logic of ourMr Williams: No, thank you.
Mr Tily: No, thank you. report would be to say that that is the geography that

you would be interested in. And we found this
extremely helpful because some regions are

Q143 Lord Sheppard of Didgemere: I must, first of reasonably “natural”. I think one might say Scotland
all, declare an interest, I am founder Chairman and is in some sense a region, where most people would
now President of London First, which is business draw a boundary somewhere along Hadrian’s Wall;
groups for London, and my question is on the terms Wales, you would perhaps say, is two—and I am
of reference you were given which were promoting much in favour of Wales of course—and the south
economic growth in all regions—to which Amen— west is probably three in economic terms. These are
and reducing the persistent gap in growth rates administrative boundaries, and the fact that there are
between regions. That question is causing great policy presumptions or, indeed, targets, set for
confusion in London at the present moment because performance—aspirational targets—is the reason
we do not consider that our competitors are East why you want that particular classification. We just
Anglia or the north east; we are trying to succeed simply took that as read: that if the policy were to
against Washington, New York, Tokyo, Frankfurt change, you would probably want a diVerent
and Berlin and so on, and in all the growth sectors classification. It is very important, and we have said
you have in London, financial and business services, this many times, that the classification should not
creative industries and hospitalities to take three, the change statistically, but there is, to an extent,
real comparison is howwe perform in the league table an arbitrariness (obviously) in any particular
of the international statistic, whereas this implies that classification.
you should be very inward-looking at the United
Kingdom where we could end up with trying to
average down everything. So did you have an Q144 Lord Vinson:Following on, I find it diYcult to
opportunity to reject your terms of reference? find the value of some of those figures, and I am sure

you do as well, because within any very large regionMr Allsopp: We took the view, as independent
reviewers of statistics for economic policy, that that there are areas of great prosperity and areas of

depression, and if you average the two together itparticular part of the terms of reference is setting up
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CBI, the Chambers of Commerce and so on, as wellgives you a nonsense. You have to micro analyse the
particulars far more than at regional level, I would as people involved, if you like, in selling services to

the private sector of a regional kind—Experion orhave thought. Is that presenting a diYculty to you?
Mr Allsopp: It is part of the issue. This is why we say Cambridge Econometrics—and discussing with

RDAs and so on the needs of business. We areit is essentially part of the policy debate and the
devolution debate that, if you have an entity called certainly not intending to think only in terms of

government. The moment you get down orScotland, and the Scottish authorities are aiming to
improve economic growth in Scotland, then they are particularly when you get down to subregional level,

the business needs are extremely important. It is alsogoing to need data referring to the whole of Scotland.
That does not mean for a minute they do not need the case that a good deal of data arises from the

private sector—such as CBI surveys. We were veryfiner scale data to do their job in trying to improve
economic performance in Scotland, and some of that impressed with the amount of data that does exist,

although a lot of it is not necessarily coherent: so thedata will go right down to small scale areas: but the
boundary is there because policy is being devolved to private sector is very much a part of it. Trying to

respond directly to “Do youwant regional data of thethat level—that is the point I am trying to make. In
the case of the English regions, they are of similar kind we are talking about for private business?”,

then that depends on the kind of business. Asize—they are the size of small countries, with an
average size of five million people. Increasingly, just multinational, probably, is not that interested in

regional data in the United Kingdom but more in theas amatter of fact in terms of policy, aspects of policy
are being devolved through institutions such as the regional data about Europe or something. On the

other hand, a local retailer would be extraordinarilyRDAs and their responsibilities: and that means that
you need data at that level. One of the first things they interested in regional and subregional information.

So it would be hard to generalise, but on the whole wewould say to anybody asking questions, however, is,
“Ah, yes, of course we need this. And, by the way, we run with the general proposition that more

information is better than less, and the moreare being evaluated, over time, in terms of some of
these statistics. But we are interested in what is information that is classified in a way that makes

sense and can be compared in a sensible way betweenhappening within our region. There is enormous
variation between sub-regions that we will need data diVerent regions, and so on, the better.

Mr Holder: One of the things we emphasise in theon”, and then further down they say, “Well, we also
need information on brownfield sites, poverty”— report is a need for the ONS to develop a better two-

way relationship with business, not just sending outwhatever it is, wherever their responsibilities are. So,
for us, it was a way of classifying the data needs, and forms but more of a dialogue with business. Some of

this will be in train, and plainly the ONS needs toit was useful to think of the policy boundary as being,
so to speak, both upwards (after all they are being collect data and send forms out; other possibilities

will include giving business back information that itmonitored in some sense and they are also trying to
meet certain objectives)—but also, from there down, might find useful. As part of any dialogue with

business we hope that the ONS would begin tothey certainly need all that other data. Certainly what
your lordships have suggested: that the diVerences recognise what business itself wants out of data.
within regions are at least as important as the
diVerences between regions, is, in fact, correct and is

Q146 Lord Vinson: I spent many years trying tosomething that everybody has told us. So we would
develop entrepreneurism in rural areas and came tothink of it more in terms of classification of demand
the conclusion at the end that the problem was veryand need rather than more fundamentally.
much government policies that were inhibiting
growth, not least tax policies on retention of profit
and that type of thing. To what extent would yourQ145 Lord Vinson: Your emphasis has been

particularly on gathering statistics for government investigation reveal that sort of data that could feed
back and diminish the amount of harm that a greatand local departments which are taking wiser and

sounder decisions, we hope, but have you thought deal of government interference does to the growth of
entrepreneurism?about the data requirements of the private sector? If

some local businesses were better informed, would MrAllsopp: I think I would have to be frank: what we
that be helpful in promoting growth? Are there are discussing, which is provision of national data on
entrepreneurs out there sitting on the touchline regions and subregions, is not what I would look at if
waiting for some magic piece of information which I was trying to pursue evidence about your question.
will help them take the plunge? I would want to get good researchers, and I think it

would involve a good deal of detailed questionnaireMr Allsopp:We are clearly conscious of the demands
of various government policy agendas.We also spend material. Of course, we are thoroughly in favour of

that: but it is not obvious to me that that woulda lot of time meeting with institutions such as the
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policy could be developed or amended, and if thebe something that national statistics would be
specifically concerned with. Picking up Andrew’s data were available then action could be taken. So we

are keen for the ONS to be more involved from anpoint, we are extremely concerned, needless to say,
about the compliance costs of statistics provision. earlier stage in policy development so that the data

can be provided to help in formulating policy-They are something that we are well aware of, and
something we have heard quite a lot about. We have making.
made quite a number of suggestions about how they
might be looked at, and some ways in which they

Q148 Lord Skidelsky: Taking up what Christophermight be minimised, but that is not what you are
Allsopp said about compliance costs and statisticaltalking about. You are talking about other aspects of
provision, could you say a brief word about thegovernment policy and how that bears on business
methodology of measuring those costs as againstand that is not part of our remit.
expected benefits of policy? Does it depend on the
sort of assumptions you were talking about, the
eVectiveness of diVerent types of intervention forQ147 Lord Sheppard of Didgemere: An example of

the conversation we have just been having on the which statistics would be required? It seems to me it
is not very tight.importance of regional data which would not be

probably obvious is that about a decade ago Mr Allsopp:There is a benefit side and a cost side. On
relationships with business and universities—and I the cost side the calculation of compliance costs is
am back to London—was patchy. It could get better quite well developed and the ONS does work out
but it has improved dramatically in that 10 year what kind of person would be filling in a form, and if
period. One other factor is that everybody was telling it is the kind of form that needs to be filled in by the
each other anecdotal stories of “What type of people chief financial oYcer then the price is quite expensive
are you short of?”, and that type of thing, but we got per hour and so on. So those numbers are an attempt
down to improving the data on what were the skill to get at the opportunity of cost at the time one is
shortages, what was the shape of the graduate output filling in those kinds of forms. On the benefit side we
coming in and so on, not only from universities but say that there is a kind of implicit cost benefit analysis
other places, and that no doubt has improved the running through a report like ours, (and I do not
whole standard of dialogue between business and think that is avoidable,) but we do say it is more a
universities. I am certain you could give better kind of intellectual framework than something one
examples but sometimes it is not a one-to-one could easily compute. We use two examples
relationship but the importance of regional data. Do specifically in the report where the cost benefit
you agree with that? principle is being used in terms of the
Mr Allsopp: I do agree. recommendations. We draw back from suggesting

computing regional GDP on the expenditure side,MrWilliams: In looking in the report at the diVerent
types of the government’s policy agenda, the because it would involve interregional matrices of

trade flows, and that would be extremely expensive. Iproductivity agenda is a good example of this where
government has stated it has five drivers of think your Lordships may ask us about this later, but

I think the benefits of such a trade matrix would beproductivity and tried to find ways of measuring
those, we do say that the government needs to look very great, but we are there saying it is rather

expensive to do it. On the other side, when we arequite closely at the reasons for its interventions and
that will focus attention on market failures or other looking at statistics for economic policy, we draw

back from suggesting quarterly estimates of GDP onrationale for government intervention where the
information and dataset has not been quite so easy the grounds that most regional policy that is around

at the moment is longer term and structural—so thatand straightforward to acquire. It may be qualitative
in nature and collected piecemeal around the the need for high-frequency information is less.What

I am trying to suggest is that the cost benefit principlediVerent regions. So we do point more in the
direction, of focusing on the rationale for what you is there in the way we are looking at the problems—

but it is not necessarily very easy to quantify.My ownare doing, and would hope that that would itself lead
to better policy intervention as well. Another thought view—and I suppose you will ask me whether I have

any evidence for this and I probably have to just saythat occurred to me, was that in developing datasets
for diVerent regions, with any data that would come I have faith in it—is that I really do think that policy

without the underlying data and evidence isup as a policy is developed, we do say that it is
important that the data requirements of that policy extremely dangerous, and I do think that better data

tends to produce better policy, including theare thought through and one would hope that, if you
go on to pursue any particular policy agenda, if the identification of bad policies and therefore the

replacement of bad policies by good policies. So Idata were to be developed in a similar time it would
show up particular problems or ways in which that think there is a certain economist’s faith there more
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There is, if you like, something out there which coulddata is helpful, though not everybody would agree
with that philosophically. become really important. We have stopped short of
Chairman: We do have one or two quite good that because, if you were to go really seriously down
examples of that which we are not far oV from raising that route, you would not be calling for “good”
with you. regional data but for really accurate regional data,

suYcient to underpin this sort of budgetary process.
I would remind you that questions like the number ofQ149 Lord Oakeshott of Seagrove Bay:My question
people in Westminster are already quite interestingis about regional fairness which you have dealt with
questions, and I think that such issues coulda certain amount already, so I think I will just focus
potentially become generalised. Underlying theseon saying how far do you think regional inequalities
aspects there is a need for data of a rather diVerentare an inevitable consequence of a dynamic economy,
kind. We say it is of a diVerent kind—it is not theand are there further data that could throw useful
dominant demand for data that we are responding tolight on this?
in this report, but I think it would be wise to be awareMrAllsopp:This, I think, again takes us back to what
that those kinds of demands could grow inthe various policy agendas are, and they are not
importance.single. For example, I think there is a diVerence

between the kind of regional flexibility agenda that is
often referred to (and was referred to, for example, in Q150 Lord Oakeshott of Seagrove Bay: That was
the Euro speech and the five tests) and, for example, very helpful. I think you have put your finger well
the objective of improving the productivity in and there on the tension that one sees running right
convergence of every region. I think as economists we through government between flexibility, on the one
would see that these things are both important and hand, and fairness, on the other. I am particularly
they may be reconciled in policy terms. If you can get struck by this at the moment on the whole question
your “flexibility” by raising productivity, that would of are you going to build lots more houses in the
perhaps reconcile it. But at the end of the day it does south east or not. In one sense you can see that the
seem to me that there are issues, which you are Treasury says, “This is where the jobs are, let’s do it”,
hinting at, that some regional disparities may be very and equally that has a lot of consequences for
important. I would myself prefer to be a region with economic activity in other parts of the country. I
low costs than a region which has priced itself out of know your remit is the statistics on it but on that sort
world markets, and to that extent I have to agree that of question, which is so central, what sort of statistics
regional disparities will be there. Saying a little bit

particularly—better statistics, or further statistics—more about fairness, we use a model of devolved
should we have? Are there particular points youpolicy because it makes sense of the data more than
would like to see that would help us with that sort ofanything else, and we do make the analogy with the
question?devolution of policy to the Bank of England. But the
MrAllsopp: Inmanyways there is an obvious answer.analogy is in some ways inappropriate because, when
Youwant good baseline evidence on things like GDPyou devolve policy to the Bank of England, you
per capita, both on a residence basis and on a work-devolve it and that is the end of it, but if you are
place basis. But beyond that, you need good wagedevolving regional policy, you are devolving budgets
data and you need good data on population, andas well, and in the UnitedKingdom system, nearly all
certainly that would involve better data on inter-the money comes, centrally, from the tax system and
regional migration.then goes out, for example, to Scotland, and so on,
Mr Tily: In the report we have made this distinctionunder some kind of formula. The same is true for
between macro economic data and micro regionallocal authorities and for RDAs. One of the things we
data which may be relevant here. On the macroare suggesting is that if you are thinking in that kind
economic data we have been quite matter of fact thatof way, youwill inevitably be raising issues relating to
these are the things you want to do, or should do,those funding formulae—which will raise income
whereas on the micro we have taken a diVerentdistribution types of issue underneath it. At the
approach to say that the systems required are quitemoment these issues are, in some ways, rather
diVerent and what is really needed is an institutionalsuppressed in this country compared with some
solution whereby over time there can be a debateothers.We had quite a lot of information on Canada,
about the sort of data you need to get at the issueswhere a great deal of the process of statistical
that you are interested in. There needs to be this sortprovision is driven by the need for statistics Canada
of permanent dialogue between ONS and variousto provide province-by-province data of similar
users, so that when things are recognised asaccuracy right across the board—whether it is Prince
important ONS can then go oV and measure them asEdward Island or Ontario, to underpin their

formulae for interregional, provincial transfers. part of their routine, and this sort of process underlies
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Q152 Lord Skidelsky: Your faith, I think you haveour recommendations so those sort of requirements
said, is that better data will lead or should to bettercan be kept up to date.
policy. Can I take you up on that in connection with
theMonetary Policy Committee which you cite as an
example? How do regional data help the Monetary

Q151 Chairman:Taking you back toLord Sheldon’s Policy Committee in setting interest rates? This is a
question, he referred to all the large companies in the question that has puzzled the Committee in the past.
south east. If I lived away from the south east—which Mr Allsopp: As you know, it is a statutory
I hasten to add I do not and never would—I would requirement for the Monetary Policy Committee to
regard it as grossly unfair to discover that the head take account not just of regional but sectoral
oYce, the central decision-making part, of virtually information. The standard statistical answer would
every enterprise where I lived was in the south east. be that, by looking at the parts of the country, you
What we are asking you is firstly do we even have would get a better view of the whole. An analogy we
suYcient data to check that out? Is it still true that use in the report is that of stratifying statistical
head oYces are all away from the regions, or virtually samples; that by looking at regions that are diVerent
all, and what relevance does that have in terms of you get more information then by looking at them
fairness? I would regard it as grossly unfair, if fairness only as the total. In that sense, therefore, the reason
is important, which I gather you believe it is. for looking at regional data is to get a better picture
Mr Allsopp: I would have to come back and ask you of the United Kingdom as a whole, even though you
what “market failure” you thought was causing this have a single policy instrument. The Bank, as you
agglomeration in the south east, and what your know, has a system of regional agencies, and there
policy would be in order to do something about it. are times when those agencies are providing much
Would you tax the head oYces, or would you go back more up-to-date information than is available
to licences to keep them out of the south east? I think through inevitably lagging statistics. My own
that would take us well beyond the statistical experience, from my previous job, is that quite often
provision of data. We would certainly agree that you the kind of information one is getting from the
want the kind of data that will help you get at those regions may show interesting diVerences. For
issues. Our report really makes two kinds of example, house prices are an example where the
recommendations: one which is, frankly, fairly regional dimension is extraordinarily important: but

it is not the only one, and sometimes you are getting aextensive, is that you need better macro regional
diVerent picture, for example, of things like businessdata. What I call the “unpleasant statistical
confidence and so on. So I would argue that it is anarithmetic” says that if you want accurate data for
important part of the process and it is not true that,twelve regions, as accurate as for the United
just because you have only one policy instrument,Kingdom as a whole, the first pass is to multiply all
you should only look at the aggregate. Detail isthe sample sizes by 12. Now, it is not as much as that,
actually helpful. I do not think you should bebecause the big firms are more or less subject to
puzzled.census anyway. The ONS do bring out some of the
Mr Holder: The Monetary Policy Committee has anumbers involved in that. But macro data is
vast amount of information each month. This willexpensive—and you cannot get away from that. On
include regional analysis by the Bank’s agents: therethe micro side, we were very impressed with the
is a written report on each region that goes to theamount of data that exists from all sorts of diVerent
Monetary Policy Committee every month as well assources. The people we were talking to were more
regional surveys of organisations like the CBI andconcerned about making the data available, making
BCC which are also circulated and analysed, andsure that surveys done in one area were comparable
there is a person at the Bank with the title “Regionalwith another area, and with dissemination. In that
Analyst” who spends all his time looking at thearea, GeoV has already said we proposed an
regions and what lessons can be drawn from that.institutional solution. The institutional solution

involves using what has already been developed for
Neighbourhood Statistics. We are assured that the Q153 Lord Skidelsky: What I got mostly from that
infrastructure could be used to mount all sorts of perhaps is that it is a way of overcoming the problem
other data of interest to business and to people of lagging data and getting more up-to-date in the
interested in things like housing orR&Dorwhatever. basis for your decisions than you would just by
The mechanism has to be to try and find an looking at the aggregate data. Is that, in fact, correct?
institutional solution to making the data that is Is that what you are saying?
available, available in a way that is useful and Mr Holder: It is part of it. Chris mentioned the
comparable across areas. It is quite a diVerent kind of housing market where the Bank published an article

last year looking at the circumstances in which thesolution in that kind of area.
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that the data was not “fit” for that particular policyhousing market in the south east would lead the
housing market in the national economy. It is also of purpose. The more general question about what one

needs data for is well taken—one needs it for all kindsinterest to the Committee if the national picture is
spread evenly across regions or if there are some of regional policy—but the question of what kind of

regional policy or fiscal policy one should have andregions where pressures are emerging and others
where there is much more slack. what its data needs would be, is not really for the

review. We were trying to think of the macro data
needs and the kinds of ways in which micro dataQ154 Chairman: I am interested you say that,
might be looked at. For example, on the micro databecause this Committee has been investigating the
side, a lot of this might well be important in trying toMonetary Policy Committee for many years and in
investigate regional transmission mechanisms, but itour early days the Monetary Policy Committee
would be equally important for measuring the fiscaltotally rejected that view.We first pressed on themon
transmission mechanism and there may be particularthe regional aspects of this—on the, to use the
things on the fiscal side which are of particularcommon parlance, “one size fits all” policy—and the
interest regionally. Ian McLean has produced aMonetary Policy Committee totally rejected our view
report, which I am sure you are aware of, looking atthat we ought to have some sort of regional
how good the data is on public expenditure by region,indicators and so on. One of the things that is giving
and there is a kind of mixed message coming fromus a lot of pleasure from your report is that it turns
that—out we are right and the original responses by the

Monetary Policy Committee some years ago, they
have realised, were wrong! In particular, you cannot Q157 Lord Oakeshott of Seagrove Bay: Very mixed,
say that the reading for RPIX is good enough for all I would say!
regions unless you are measuring RPIX in all the Mr Allsopp:—that yes, of course, data ought to be as
other regions; you need the data in order to answer good as possible and it should be fit for purpose, but
the question, and that was totally rejected by the I do not think it would be our job to say what
Monetary Policy Committee in its early days. You particular new data would one need in order to do
were not there then. fiscal policy. I think one needs to understand the
Mr Allsopp: I was not, no. regions full stop—and that would include fiscal

impacts and so on.
Q155 Chairman: One of the reasons we have you
here is precisely because I think things have moved

Q158 Chairman: Are we able to construct a tableforward.
where there is a list of the regions and their totalMr Tily:We do not go as far as saying that the ONS
contribution to the Exchequer on the tax side?should estimate regional RPIs.
Mr Allsopp: I did ask Professor McLean that, and heChairman: We are coming on to that in a minute. We
told me, and I would not guarantee the accuracy ofcannot make head or tail of what the ONS is telling
this information but, as far as I know, there was aus.
study which attempted to put together the
expenditure on the tax side region by region done

Q156 Lord Wakeham: You comment on the quite a long time ago, I believe by the IFS, and as far
importance of data being “fit for purpose”. It seems as I know this has not been done in any systematic
to some of us that such purposes are likely to involve way very recently. On the other hand, Professor
fiscal as well as monetary policy. Would you like to McLean has looked at the expenditure side and has
comment on that and the ways in which fiscal policy produced estimates, as far as he can, of the
might be better formulated for regional purposes? expenditure side of that, not the tax side.
What regional fiscal instruments are there that could Mr Tily: The ONS carried out a study a year or two
be used? ago that did attempt to bring these things together as
Mr Allsopp: What we had in mind was the rather experimental statistics.
specific purpose at the moment which is that there is
a PSA target agreed jointly between the Treasury, the
ODPM and the DTI, which is concerned with Q159 Lord Wakeham: Is it not pretty fundamental

to understanding how a regional economy isregional growth and involves regional GDP in real
terms. There were very serious problems with operating if one can start by assuming that tax take

has some relevance to the earnings of the area and, ifmeasures of regional GDP in nominal terms—which
was in that sense not “fit for purpose”: and data on you are not able to work out what the tax take is, are

you able to work out what the earnings of that areareal GDP simply did not exist. So this is a rather clear
example, I think, where the policy needs some data are in a regional sense? It would seem tome it is pretty

fundamental.which presently did not exist, so that one could say
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refer to it in your report. You clearly do understandMr Allsopp: That would depend on Government’s
Departments and howwell the tax system is classified what it means, unlike many. You quote that there are

three factors that determine change and expenditureby region. I completely agree, you ought to be able
to— in the regions, not just the Barnett formula, and you

put it very simply when you say that the net change
in spending allocations for each devolvedQ160 Lord Wakeham: Let me put the question
administration is determined by, “a change toanother way.
the United Kingdom government department’sMr Allsopp: There are diYculties.
programme multiplied by comparability percentage
multiplied by appropriate population proportions”,Q161 Lord Wakeham: If there is any chance of the
so it really is quite simple. Everybody, I am sure, willgovernment relying upon this information,
understand that simple method of doing it as yousomebody ought to tell them whether or not this is
refer to it in box 4.3 on page 55, but to what extent doreliable information that they ought to be able to rely
you feel it would be necessary in your presentation ofon. That is the point. If the head oYces are all in
figures to help regional growth in the allocation ofLondon it is probable the taxes are paid in London
expenditure which clearly is based at the moment onand they may well have been earned in the regions,
the size of population rather than on need? Will thatand it seems to me that is a very important factor in
be a factor in your consideration?understanding regional policy.
Mr Allsopp: Our report is about the data rather thanMr Allsopp: That is an extremely important factor
about this aspect of policy, and I stress that. Therunning right through the problem of producing
question, however, is highly pertinent and goes backaccurate macro regional data. The apportionment,
to a point raised before: that if you are devolvingnot just of taxes, but of profits to local units, is one of
budgets then it matters very much how they arethe things we focus on in the report as being really
devolved. I hope you will not mind me saying this,very diYcult. GeoV can answer this in more detail if
but one of the attractions of the Barnett formula is ityou are interested, but recent improvements of the
is relatively simple and based on population. If youNational Accounts have probably somewhat
are trying to think about broad regional fairness, nointensified the problem of discovering the place
doubt someone would want to put in Scottish GDPwhere it arose. There are diYculties and
relative to the average and no doubt all the othercompromises here. That is one of the diYculties in
things that go in like the number of deprived wards,providing regional data; it is the way the world works
demographic issues about population and schoolsunfortunately. When you start to examine the
and so on, would go in as well and it becomesquestion of where tax is paid from, and how you put
extremely complex. At that point one would need notthat against public expenditure in the region, it
just good data but very good data on all those thingsbecomes extremely diYcult to see exactly what it
that underlay the formula, whatever it turned out tomeans. For example, is total public expenditure in a
be, we are saying that if one removes that kind ofregion on the basis of “in a region” or “for a
formula funding in areas which are as important asregion”—these are two concepts that Professor
that, one would be asking for data of a diVerentMcLean talks about. But, if one goes behind that,
quality, the kind of data that would go with seriousshould one be adding up defence expenditure,
money flowing from it. So we are not suggestingHEFCE, social security and so on? What do the
anything about government policy, we are simplyaggregates mean? What we feel, in terms of this
pointing out that if you use formula funding, and wereport—the message we would take out of Professor
do, then the question of the statistics that underlieMcLean’s study—is that it is showing that a lot of the
those becomes of great importance. The same is trueunderlying data, department by department, could
of local authority funding—things like area costs, forbe much improved if everybody moved to best
example—and it is true of the funding of the RDAs,practice, and we would start there. At that point
which are based on quite a complex formula. We areanalysts, such as yourselves, might want to produce
just sort of observing statistical economists lookingthe aggregates. But if the underlying data was not up
at this and saying that it is extremely importantto it, then we would be worried, and we are worried.
potentially and that the statistical services should be
aware of it.

Q162 Lord Barnett: Dealing with the expenditure
side of fiscal policy in the regions, or at least some
regions because at the moment we have some Q163 Lord Barnett: But you say in paragraph 4.41

you have not investigated the mechanisms anddevolution in London but the basic devolution is in
Scotland and Wales, at the moment public formulae used by government departments in

allocating resources and spending in general. Doesexpenditure to some extent is allocated under a
formula which you will probably have heard of—you that mean you intend to do so in the future?
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end of the story. I would want to know what kind ofMr Allsopp: No. We are aware of the distinction
expenditure it was.between those resources which are, broadly speaking,

on the basis of needs, however measured. For
example, there is clearly an objective of a “rights” Q165 Chairman: Capital versus current is the
kind, that access to health care should not depend on obvious distinction.
a “postcode lottery”. That does not seem to us to be Mr Allsopp: Indeed, but there seems to be a
a regional policy; it seems to be a national policy, distinction between, let us say, expenditure on health,
which has a very important regional aspect. Certainly education, on business support, and so on, and
the data underlying this is data that one needs to have whether one is adding those things up or thinking of
and it should, properly, be provided within the these as resulting from national policies as they
Department of Health and looked at, and it is indeed impinge on regions. I think we are taking rather the
part of the way in which the system functions: but it is latter view, but the expert on all these diVerent
not a regional policy. When it comes to the devolved policies is here.
Administrations, if they are responsible for their own
health service budgets, then there really is a question Q166 Chairman: We do not want to lead you into
as to how those budgets are determined and whether areas in which youwould feel uncomfortable in terms
they are in fact reflecting the underlying needs. It is of policy, but say whatever you have to say.
not at all easy. It is a fact, that in this country, we have MrWilliams: I would not have much to say, I do not
a huge fiscal disparity. Everything goes to the centre, think, other than that certainly with the possibility of
and then it goes out from there. So the “vertical devolution in the three northern regions of England
distance” between the receipts and the expenditure is the focus on data will increase. For example theRDA
quite large. In truly federated states you tend to have budgets are calculated using nine diVerent pieces of
taxes and expenditure both involved, and that is a data.We certainly saw the direction going one way at
very diVerent situation. the moment and the need for clearer and better data

in order to allocate those budgets and regions
comparing whether they are receiving funds on the

Q164 Chairman: One distinction you made, almost basis of accurate and good data and not missing out
as a throw away line, was a distinction between will increase the demands on good quality data.
spending by the regions and spending in the regions.
Following on fromwhat Lord Barnett put to you, the

Q167 Lord Sheppard of Didgemere: I understand,centre could send out funds to a particular region, it
and (you obviously make a statement of the obvious)could have an enormously high propensity to import,
you make a coherent case in your report for

but what it does is spend those funds in other regions improving the whole of the regional economic data,
and, therefore, on old-fashioned Keynesian grounds, because working in the dark cannot be very good for
all the various stimuli would occur outside the region, one. Having said that, how can we then stop as a
even though in a sense on the welfare side they have nation looking at everything in terms of geography?
got the regional benefit. You have obviously reflected For example, we were earlier on. We were looking at
on this. Were you given any guidance by the capital availability. I do not think the issue is a
Treasury, for example, as to whether that is the sort geographical one, I think it is small versus big; and in
of thing you ought to have been also looking at? London, I can tell you, if you are an SME it is
Mr Allsopp: I think we would really try to avoid probably even more diYcult than up north, because
getting into those kinds of issues, because what we everybody says, “Oh, you do not need any money.
are trying to look at is the data. There is plenty of money in London.” If you are
Chairman: There are two lots of data, though. There actually starting oV with nothing, that is not true. I
is the data of what money you get and there is the have done both and I will end up with nothing. So is
data of how you spend that money. I do not want you there not a problem that we have to be careful that
to get into policy making, but looking at the regional not everything is geography?
budgets you could be asking two diVerent sorts of MrAllsopp: I think this is somethingwe havewrestled
questions, could you not? with quite a lot, and it is whywe started looking at the
Mr Allsopp: One certainly could. Quite a lot of these demand for “large regional” data—where one sees a
regional budgets, we are talking about here, are clear reason for that geography in terms of the
actually done through local authorities. These issues policies that might be done by the institutions; and if
have been gone through quite extensively by those institutions change we would need to change
ProfessorMcLean and his research team—looking at the argument. We were well aware, right from the
places where this is done well and places where it is start that, there were other demands for data which
done badly. The distinction between “in” and “for” are driven by quite diVerent policy agendas which

sometimes look regional but may not actually beis one that is quite helpful, but it is certainly not the
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government would itself be responsible for makingregional. For example, the social exclusion agenda is
mostly about individuals and identifying them and sure that their various departments knew what was

going on. It is true that you can look at areas ofalso about identifying small-area geographies within
which negative externalities might apply. It is really government expenditure, and you may find, as

Professor McLean found, that they may not knowa national policy which requires small-scale regional
information. I wouldmake a distinction between that very easily which regions they were spending in, but

that is something which I hope is changing. Michael,and the kind of regional policy that one is discussing
elsewhere. A business example, which you may or do you want to add anything to that?

Mr Williams: I do not think so.may not like but one which springs to mind as an
example, would be policy ideas about agglomeration
clusters. That would be a national policy involved Q169 Chairman: If one were wearing one’s academic
with, let us say, business development, which also hat and you looked at the golden rules and the policy
involved relatively small-scale geographical links. initiative, then as an academic you would
But again it is not necessarily specifically a regional immediately say, “I wonder if the golden rule applies
thing, and it certainly would not necessarily fit into and how it applies at regional level?” You are
the rather arbitrary boundaries of the north west advocating, for example, GDP data.
versus the north east versus Yorkshire, and so on. Mr Williams: Yes.
But one of the problems we face is that there are,
cross-cutting the demands for regional data: these Q170 Chairman:Which means that you could start
other demands, for diVerent geographies, often call to date the cycle regionally rather than nationally;
for an extremely small scale. In some areas, the ONS and you do not have to be the most abstract
is actually moving right down to ward level and even economist to say, “Well, I think from the date of this
beyond that. They are using grid references (output cycle I would not mind testing whether the golden
areas and super output areas) and building up from rule applies at the regional level.” Do you then feel,
there. The ideal (if you like, the gleam in the statistical since you have said that you wanted to provide data
eye) is that one starts with data for very small areas for good policy making, that we ought to move
and then one can add it up, depending on the user, to forward so that we could check whether the golden
this geography or that geography or what have you. rule applies?
I think we are not there yet, but things are moving in Mr Allsopp: I have to say that, if you asked me as an
that direction.We do not think itmakes all thatmuch academic, I would say that I thought that perhaps the
sense for things like GDP, but it may make sense of data diYculties might suggest it might not be a good
some other variables of interest. But I think this idea. Economically I would have some doubts.
problem of variable demands for diVerent Chairman: I always believe in asking questions. That
geographies is one that we feel that we simply have to is the role of the Economic Council. That takes us on
back oV from. That way lies an infinite demand for to yet another conceptual area.
data which no-one can supply.

Q171 Lord Sheppard of Didgemere: We talk about
Q168 Lord Roll of Ipsden: If fiscal policies have a measuring regional output and regional pricing and
regional dimension, does this necessarily imply that making certain production data as good as possible.
the fiscal framework itself would have to change, The problem is, as you well know, that the
that is to say, for example, that the manner in importance of manufacturing versus services varies
which current and capital expenditure, regional considerably between regions. Without telling you
government expenditure and finance would itself what the answer is, how does that distort the whole
have to be altered? thing and are you happy with the distortion? If you

take services, for example, how does one separateMr Allsopp: I am not quite sure how to answer that:
because in terms of our remit, it is not really our price from quantity, which is more diYcult than, say,

in a motor car, or something like that?business as to whether we do or do not have regional
policy of that kind. If we did have regionally Mr Allsopp: I think it is more diYcult, but not

impossible, but can I pass it on to GeoV?diVerentiated fiscal policy, then I think the kinds of
distinctions you make would be important within Mr Tily: I think people are well aware of the

diYculties with measuring service output and thatgovernment. One would expect the government
departments themselves to know whether they this is an issue for UK data itself, not just regional

data.. But I do think it is fair to say that theONShavewere supporting current expenditure or capital
expenditure; and I think one would make the general put a lot of eVort into measuring service data over

recent years and its eVorts are well regardedpoint that, if you are doing something, it is a good
idea to know what you are doing—and the data internationally, although there is still a way to go.

The answer is, yes, it increases the complexity ofshould be provided. In that case, I think the
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seem to be saying that ONS should calculate regionalmeasuring regional data, but steps have been made
that should be translatable to regional data to get a price indices.

Mr Tily: Yes.bearing on this. More generally, we do suggest, as I
think you know, that it may be more sensible to
measure regional GVA using the production Q175 Chairman: That is my first question.
approach (the GDP) than the existing income or Mr Allsopp: Deflators?
expenditure approach (figures), for various reasons.

Q176 Chairman:No, no. That is why I am not clear.
You are also arguing that we should be producingQ172 Lord Sheppard of Didgemere: May I ask a
regional GDP figures in both constant prices andsupplemental on that? You have also added yet
current prices, which means that if you do that youanother factor which runs through that, which is the
get the deflators for nothing?distortion of the fact that, not somuch themovement
Mr Allsopp: Yes.of prices, but the absolute level of prices varies

dramatically. Obviously housing is the best example
and probably the biggest example. Does that not Q177 Chairman: So whether you view it as a
distort a lot of the regional data? Simply, it is said deflator, I have always believed that the GDP
that people in the south east earn more, but in real deflator is the best price index. If I had my way, that
standards of living, when that is measured, do they or is what the LPCwould cover. But I do not want to get
do they not, for example? involved in that. The fact is you do end up with a
Mr Allsopp: As you know, there is a request by the price level index, and what I am lost on is that ONS
Chancellor to provide just this kind of data, and there seem to be saying, yes, that will be done, as I
is now preliminary data. It is not perfect, but there is understand it, though I am not sure. I am also not
a process of providing this kind of data which shows sure whether they are going to also produce regional
exactly what you suggest; that, particularly if you put price indices as such. There was an economic trends
in housing, it is more expensive to live in the south article not long ago where they seemed to be saying
east, but on the other hand wages are a bit higher. So they were going to do that. They also seemed to be
the comparison between the south east and the north saying that, although you are allowed to calculate
east is very complex in fact. those indices, youmust not take their first derivatives

and infer the inflation rates from them. The ONS
seem to be saying that definitely; and you almostQ173 Lord Sheppard of Didgemere: But that is not
seem to be alluding to it as well. My view is that oncereflected in fiscal taxation.
you have got to that level, a rate of change, you pressMr Allsopp: Well, it is not something that should be,
the button on Excel and you do get an inflation rate,because some of the diVerentials go away as you
whether you like or not. That is what I am puttingapply the PPP-type data. But, in our discussion of
to you.prices, we were well aware that there is more than one
Mr Allsopp: Can I give you the history and pass it tothing going on. One thing we do think is needed, and
Michael to explain the diVerent policies, becauseI will perhaps say something more about this, is real
GeoV is dealing with statistical issues. The history isGDP, which involves GDP deflators. There is also a
that there is a demand for regional price levelquestion about regional price indices, which I think
comparisons, and there was already a comparisonhave not been mentioned yet, regional inflation rates,
done as part of a European exercise to provide PPPwhere the report says we did not find much demand
comparisons: this was done in the year 2000. Thefor that—RPIs or HICPs by region. We do not say
Economic Trends article referred to, updates thatmuch about that. Then there is this other question
and adds in certain things which were not doneabout the regional cost of living and the question
within that, including the very important aspect ofabout parity comparisons, which is completely
housing costs. There were also things like transportdiVerent from the regional deflator. Obviously the
costs. So now, at last, we do have indicators, if youreport mentions both, but, GeoV, can you say any
like, for regional PPP-type comparisons. From ourmore about that?
point of view that is quite diVerent from a diVerentMrTily: I think it depends on which line you want to
demand, which is for regional price inflation and forpursue. Did you want to pursue regional deflators?
regional deflators. The argument for regional
deflation is simply are we really interested in regional
activity rates and regional growth rates, and thatQ174 Chairman: I am about to ask you about

regional deflators. I do not know whether you would raises issues of deflation (which are diVerent from
PPP). On top of that, you might think that the GDPlikeme to ask the next question and then you can deal

with it altogether. I must admit, I start from the deflator, contrary to your assumption, was not the
perfect index of inflation, and you might want theposition of being very puzzled, but essentially you
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coherent. I think ultimately one rejects that at thisHICP or something else. There, I was saying that we
had not seen very much demand for that. But stage on cost benefit and user demand grounds, but
Michael will say perhaps, a little more about the you bear in mind that the system you are going to
diVerent demands for these diVerent things, because need, and that you therefore are going to have in
they are quite diVerent. The PPP calculation is quite place, is going to have some imperfections, if you like,
diVerent from the GDP deflator. and we state that ONS would need to handle this

imperfection very carefully, because it does seem
inevitable that there will be incoherence betweenQ178 Chairman: Before Michael does that, what
aggregates and applying the basic rate for the levelyou have answered is Lord Sheppard’s question, as I
data and for the consumer pricing.understand it. Either we will or we already do have

the data which enables you to ask the question how
much more expensive is it to live here than—

Q181 Chairman: But you do not include economistsMr Allsopp: Yes, but the data is said to be
amongst users. It is such an obvious question. Thepreliminary and—
one question the economist will ask when confronted
with the MPs and what it is he is supposed do is

Q179 Chairman: Yes, it is still early days. whether it neglects diVerences in regional inflation
Mr Allsopp: It will improve over time, but new rates. Going back to what Mr Allsopp said, being
surveys will have to be carried out that have not been brought up in the Lionel Robbins situation, I am a
carried out before. great believer in a priori inclusion, so I find it

unbelievable that the inflation rate would diVer
Q180 Chairman: I understand that, but that is what between regions. Levels yes: inflation rate no. But
Lord Sheppard is guiding you towards. Michael, if following what Christopher says, I would really like
you can take us on to the next stage? to be able to check it out, and I cannot check it out
Mr Williams: I will try and do that very briefly, unless someone gives me a price series that it is
Chairman. I think the demand forGDPdeflators is in reasonable for me to take the first diVerence of. That
having a vehicle for something which in the regional is all.
economies is quite clear, which a lot of people that we Mr Allsopp: There is another issue, and that is the
spoke to set out in discussion. With regard to price regional price deflator. The estimation of GDP over
levels, the only real demand came through from the time is going to give indicators of what is happening
Chancellor’s statement in the Budget and his over time. What the report says is that the technical
statement on the Euro. But with regard to inflation

problem of measuring deflators regionally is not allrates at a regional level, as Chris has already said, we
that simple. It turns out that most countries actuallyhave not really met any real need for that. A number
do not estimate deflators, or, if they do, they do it inof people like yourself have said that if falls out of
a very crude way by taking the national priceestimates of levels, and I would have been perfectly
deflators and applying regional weights. GeoV canhappy with that, while GeoV will say something
explain a little more about the problems of regionalabout those types of measures, but beyond that we
price deflation, if you want him to.have not really come across any real demand. It may
Mr Tily: Again we are treading on the same area webe fair to say that a couple of people that we met in
were discussing earlier. The problems at regionalthe course of our investigation were not particularly
level are problems that have not been fullyin favour of having regional price levels—and you
satisfactorily resolved at national levels. But oncan probably guess who they may be—but at the
regional deflation we are basically suggesting a quitemoment the demand does not seem to be particularly
gradual approach. Firstly, ONS, or someone, shouldlarge. Quite which measure of regional price level we
go out and find out if there is a way of resolvingwould end up with is something that we need to
whether there are regional price changes, where theyinvestigate a little bit further, whether it be using a
exist and whether it is going to be worth setting up anational basket, regional weights or regional baskets.
full system to measure these things. But the processThe types of questions which we need to investigate a
does have to be gradual. That is why we arelittle further in the next part of our review will direct
suggesting that ONS go.the regional price index we would be recommending
Lord Vinson: It might be also of some value, if youin the report.
really make the point that the regional diVerences areMr Tily: I think what you are getting at is that in a
so small and so based on factors that are so diYcultway there is a coherence issue, that is to say various
to measure in the first place that actually the wholepeople will be able to discuss the regional price
things is not worth the candle, and it may save anobtained from the level data. In an ideal world you
awful lot of argument, if we go back to using nationalmight set up a system in which levels and regional

price change all fall out of the same system and are all based statistics and get on with it.
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issues that Lord Barnett was mentioning aboutChairman: That is the controversial point. We have
come to our last two questions, and I am not clear budgets and distribution between regions were to

come up as a political issue—and it is quite possiblewhether you have already answered them. You have
talked about cost and benefits and why you have not that they will—then onewould be looking at countries

like Canada which have had to face that. The onlydone certain things. Perhaps if you looked at them
you might tell us generally whether there is any more reason they can get by with only a largeish increase in

the statistical costs is because they rely heavily onyou wanted to add. What you are saying is that
clearly you have to bear in mind the costs as well as administrative data and they take it extremely

seriously. Canada actually has the opportunity, whenthe benefits when suggesting that particular bits of
work in the statistics area are worth doing. Other a new VAT form or tax form is designed, to put in

statistical questions—because they want particularthan that is there any more that you want to add?
statistical answers to come out of that administrative
data. If you need data of that quality, then you more

Q182 Lord Sheldon:One question. You talk about a or less have to go down this administrative data route.
new regional survey which would raise the costs It raises all sorts of issues about confidentiality and
from, is it, 7.3 million to about 20 to 25 million. You privacy and all those sorts of things, but it is something
have talked a lot about regional data. Is it a realistic that in the future, as things get more diYcult, will have
estimate, number one, and, secondly, how can you to be faced more and more. It does oVer an
assess the value of this?What are the costs benefits of opportunity of looking forward to a situation where
spending all this amount of money on getting these some of the costs could be reduced. At the same time
figures? the data could be of much higher quality.
MrAllsopp:May I just explain the figures? The figures
are about estimates by the ONS of compliance costs,
not the total costs of having the ABI survey, and the Q183 Lord Oakeshott of Seagrove Bay: Could I
upper value, which is 25 million, is actually the possibly ask one very short supplementary question
estimate ofwhat I thinkweare going to call the “Rolls- on the report? You say, “The ONS should have a
Royce service” of trying to produce regional data to fiscal presence in each region.” Is there any reason
present national data degrees of accuracy. I thinkmost why the head oYce has to be in London? Is that
people would not expect to go that far in terms of something you might look at in a future report?
costs. They produce another estimate—this is in Mr Allsopp: I thought you were going to ask us why
Appendix A2, I think—which is not the “Rolls- we suggested that there should be a ONS presence
Royce” but themore “family saloon” kind of solution, in—
which does not ask for regional data to be quite up to
national data standards, and that is considerably

Q184 Lord Oakeshott of Seagrove Bay:No, my logiccheaper. But this is not the total cost, because you
is why does it have to be in London?would be expanding the API. Can I make a point that
Mr Allsopp: Logically, there is no particular reasonthese numbers, if you think about them—the question
why any head oYce should be anywhere. We wereabout cost benefit and is it worth it—are
making a functional point, which is that withinextraordinarily small. 20 million is .002 per cent of
regions—and we argue this is the case with theGDP. It is not a very large number, and it would not
Scottish Executive and Northern Ireland, and soneed much better policy to justify that kind of extra
on—there are people who look at the data and lookexpenditure. I personally would say that I think the
at the samples and notice that the basic data says,really important part of this is a question of resources,
“There is no chemical industry”, and yet when theypartly of resources within the ONS, the question of
look out of the window and see it steaming away,whether, if you like, the capacity can be provided
they can see that something has gone wrong. By notquickly enough, and the very important question of
having a process of iterating back and forth, one isbusiness compliance costs: because though the actual
throwing away information. So what we are askingnumbers may not be high, I think the question of
for is, if you like, an ONS or GSS presence in thecompliance costs is very important. GeoV said earlier
regions to complement what already exists in thethat one of our views is that the whole relationship
devolved Administrations. There are other reasonsbetween the statistical service and business does need
for it too, as we say in the report, like provingto improve. But there are other things that we
consistency and access, and all that sort of thing, asrecommend. The big possibility which most people
well. But that is a functional point. It does not saywouldmention is the better use, the better integration,
anything (and it is not something I would want toof administrative data, which could have a rather large
comment on at all) about where any particular headeVect in reducing compliance costs and which may be
oYce should be. Indeed, nobody has raised thenecessary if one finds there is a demand for much

higher quality regional data. If, for example, all the question ofwhere theHouse of Lords should be sited.
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that—and it is one of the fundamental advantages ofChairman: We are not allowed to look into that. But
the compliance costing was an obvious free rider London, for example, multi-language.
problem. You could argue that the data makes it
possible for policy to be better so that we can create Q185 Chairman: You are not allowed to campaign:

I know what members of this Committee get up to!a much better economic environment for business in
general, but that is not necessarily a better economic Christopher, Michael, Andrew and GeoV, thank you

very much. We have kept you much longer than weenvironment for any individual firm. It is a standard
socio-economic problem. But we are aware of the should have done, which shows our interest. I think

on the other point, I am a bit out of touch, butcompliance costs issue andwewill certainly will think
about it. geography has now become the “in thing” in

economics today. Rather than geography beingLord Sheppard of Didgemere: Given the fact that this
is going to go into wide circulation, I am a bit worried nothing, I read in the literature that geography is

everything. I am glad that at least you have taken itabout the fact we have been very successfully
working and getting inward investors to place their on board. It shows how up to date you are.

Mr Allsopp: Thank you, Chairman. These things doEuropean headquarters in London. We have said to
investors that is a highly economic decision—it is not go in cycles so perhaps one can anticipate the next.

Chairman: Thank you very much indeed.what the Chairman’s wife likes, or something like
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Assessment Team, Mr Andrew Lewis, Head of Tax Policy Team, Mr Stephen Mitchell, Head of Better
Public Services Team, and Mr Jitinder Kohli, Head of Productivity and Structural Reform,

HM Treasury, examined.

Q186 Chairman: Jon, since your name appears at translation, and Jitinder Kohli, who is Head
of Productivity and Structural Reform, whichthe top of the list I will assume you will act as the

leader of the team. Welcome to their Lordships’ translates to Assistant Secretary.
House and to our Committee. As far as I know, and
I was discussing Alzheimer’s a moment or two ago Q189 Chairman: Thank you for that. I must say
before you came in, I do not think we have seen any when I was a very young man in the Treasury the
of you before; is that right? great men who were at the top would now be turning
Mr Holgate: You saw me on 11 February last year. in their graves.

Mr Cunliffe: We have had intermediate labels in
between but that is the best.Q187 Chairman: So you have obviously aged a bit

since then! Three things: one, you cannot do anything
about, my bifocals clearly do not focus in either level Q190 Lord Roll of Ipsden: Gus O’Donnell is still
on your names so I will try very hard towork out who called the same thing, is he?
you are. Secondly, partly for our stenographer and Mr Cunliffe: He is still Permanent Secretary of the
partly for us, if you could speak slowly and clearly Treasury. He is not called Chairman of the Board or
and loudly then we will hear you and so will our anything.
stenographer. Lastly, and I know this is a frightful Chairman:That is really fascinating. Jon, if you could
bore, since I was last involved inGovernment and the get us started with the actual business.
Treasury, people now have diVerent kinds of names
so we would all like to know what is a “Managing Q191 Lord Wakeham: Absolutely. My question is
Director”, what is a “Director” and what does “Head pretty short and straightforward but I wondered if
of” mean. you could tell us what the Treasury sees as the main
MrCunliffe:Would it help if I introduce themembers purpose of their Pre-Budget Report?
of the team and did the calibration at the same time? MrCunliffe: It might help if I set this in the context of

the fiscal framework that we operate. That
framework is established by the Finance Act 1998,Q188 Chairman: Excellent.

MrCunliffe:Onmy far right is Andrew Lewis, who is which sets out a number of principles for fiscal policy.
One of the key principles is transparency; the othersHead of Tax Policy Team. I think in old speak “Head

of Team” equates to Assistant Secretary. Then there are stability, eYciency, fairness and responsibility.
And beneath that primary legislation sits the Codeis Nicholas Holgate, who is Director of Welfare

Reform, and that would have translated ten years for Fiscal Stability, which sets out really how the
Government will deliver those principles, theago into Under Secretary, although we have moved

the grades around a little bit. Then next to me documents to be produced, the procedures to be
followed. The Code specifies that there should be aChristopher Kelly, who is Head of Economic

Assessment, and that translates to Assistant Pre-Budget Report which should happen at least
three months before the Budget, and it really hasSecretary. I am Jon CunliVe, the Managing Director

of Macroeconomic Policy International. That within that setting two main objectives. The first is
transparency, in order to give suYcient informationtranslates in old speak to Deputy Secretary. On my

left is Stephen Mitchell, who is Head of the Better to allow public scrutiny of the economic position and
the fiscal position and, more broadly, scrutinyPublic Services Team, Assistant Secretary in
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MrCunliffe: I think the intended readership would beof economic policies. The second objective is
Parliament, the PBR is subject to scrutiny by theconsultation, to encourage debate on proposals that
Commons Treasury Committee and of course thewill then come forward in the Budget some months
Chancellor makes the Pre-Budget statement to thelater. For the transparency objective the Code
House so it gives all the background to thespecifies that the PBR has to have an updated
Chancellor’s statement, also outside commentators,forecast of the economy and an updated forecast of
the media, and ultimately the population at large, thethe fiscal position, but also a statement about how the
electorate.public finances have been aVected by the cycle. That
Mr Lewis: Perhaps I can just add there the taxis because the whole of the fiscal policy framework
consultancy community and tax advisers, many ofthat we now operate is operated in a cyclically
them employed overnight to analyse the impact ofadjusted manner so there is a requirement for the
some of the things we have said, and that is a veryPBR to set out the cyclically adjusted position on a
important community for us as well. As Mr CunliVenumber of key fiscal aggregates. That is to
has said, we have used the Pre-Budget Report as partallow people to measure progress against
of a very fundamental change in the way that taxthe Government’s fiscal objectives and the
policy is being delivered. The old approach wasGovernment’s fiscal rules. Indeed, we have seen that
unveiling tax changes in the Budget and then movinghappen with the PBR last December. It is a little
straight through to the Finance Bill, and while thatdiVerent to the Budget because the PBR does not
is appropriate for some changes, in particularnecessarily set out the outcome the Government is
those that are combating anti-avoidance whereseeking; it is just a forecast of where we are at present.
consultation is not really appropriate, but we wouldThe Government’s fiscal stance and the outcomes it
now aim where we can to signal intentions in the Pre-is seeking are expressed in the Budget alongside the
Budget Report. We often set up a very formalmain policy changes that happen there, so it is like a
arrangement with a consultation document whichcheck part way through the year of how well we are
allows much more external input into the way thedoing but it does not have quite the same policy
policy will develop. The Pre-Budget Report has beenfocus. It does, though, set out any fiscal measures
a particularly eVective arrangement for conductingthat have been taken since the Budget and the cost or
some of those key consultations into things likebenefit of those, plus any firm decisions taken in the
Corporation Tax reform, pension simplification andPBR. Sometimes fiscal decisions are taken there, for
Stamp Duty reform, where a huge amount of

example tax credits are normally uprated in the PBR consultation has been necessary.
to allow them to be updated by departments in time
for the Budget. On the consultation side it sets out

Q193 Lord Wakeham: It is very interesting and themajor changes the Government is proposing so that
second answer was really on what I was going to say.there can be debate about those before the Budget,
To what extent do you feel in the Treasury that thisbut we do not guarantee to consult on everything in
process inhibits what the Chancellor does? Does it inadvance. There are some areas where in order to
any way restrict what he feels he can do in the Budgetavoid forestalling or distorting behaviour we will not
because he has already sent signals earlier on?consult on tax in advance. Those are the two main
Theoretically no but in practice?areas: transparency, to show where we are on the
Mr Cunliffe: In practice no. If there is a measure oneconomy and to show where we are on the fiscal
which we have consulted, we have consulted becauseposition and consultation. We use it also, although it
we want to know what the outcome of theis not strictly part of the Code, as a way of showing
consultation would be. It may be that thewhere we are on the major economic policies that
consultation comes back with an answer we do not

bear on the Government’s economic objectives. For like but then that is always the cost of consulting.
example, all the productivity measures we are taking That does not though prevent us from bringing in a
on the supply side. We will set out progress against measure quickly at Budget time if we felt it was
those as well. That again is designed for transparency necessary.
and to reinforce the credibility of Government
policy.My colleagueAndrewLewis can say a little bit

Q194 Baroness O’Cathain:When you talk about thisabout howwe have consulted in the past if that would
consultation there was an occasion last year whenbe helpful.
something came out of the Budget which was in the
process of consultation, I cannot remember the issue
now, it was one of the ones we looked at in the

Q192 Chairman: Before he does that could you just Finance Bill Sub-Committee. The complaint at that
finish by specifyingmore clearlywho are the intended stage was that consultation had gone so far then the

Pre-Budget Report came and that was the end of it.readership?
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am sure we would not get away with having moreDoes that mean that anything that you have been
consulting on which suddenly comes into the Pre- than one Finance Bill during the course of every year
Budget Report that consultation stops between then because of the constraints on the parliamentary
and the Budget? process, so I hope we have addressed some of the
Mr Cunliffe: That is a choice that can be made in reasons why that proposal was made but through
particular circumstances.We are not required once it a diVerent mechanism and probably a more
is in the Pre-Budget Report, as I understand it, to transparent mechanism.
stop the consultation. There are some tax changes
where the consultation has gone on through a longer

Q196 Lord Sheldon: This was introduced in theperiod and through a Pre-Budget Report policy
1970s following the actions of the Treasury Selectdecision.
Committee which made some recommendations.Mr Lewis: It is an unfair characterisation of the
There was one particular individual who fought veryprocess on Stamp Duty where we had concluded the
hard for this and there was some opposition from theprocess of consultation. The Chancellor made some
Treasury at that time because it was felt that it wouldannouncement on the back of that consultation.
limit their action. This was quite strongly felt in someClearly not every consultee was comfortable with
quarters. You do not have that view now but is therethat, but then we extended our consultation beyond
not someway inwhich the actions of the Treasury arethat (but that is over and above the initial
limited just because you have to make twoconsultation process). There is the consultation on
pronouncements instead of one at Budget time?the Finance Bill clauses, which is a very important
Mr Cunliffe: Limiting our field of action on taxationelement of what we do because it gives external
measures?experts an opportunity to improve the legislation put

forward, and also because there were certain
elements of the policy reform where the Chancellor Q197 Lord Sheldon: Yes.
thought there was a further debate to be had, he Mr Cunliffe: I do not sense any feeling of constraint.
opened up the discussion. The other example I could If there is a good reason why things should only
use on that is Pension Tax simplification. There was

happen at the Budget without consultation, that isa formal consultation but then we have gone beyond
what we will do. If the fiscal position were to changethat with additional input by experts both on policy
markedly for some reason between PBR and theand on detail.
Budget we would have the ability to bring in
measures, and from the point of view of making tax
policy the pay-oV is that you get better legislation andQ195 Lord Goodhart: I know for a long time that tax
it is technically a superior product so I do not senseexperts have been suggesting that there was a
any feelings of constraint.desirability in having a basic Finance Act following

the Budget enacted by the end of July, which would
deal with changes in rates and urgent tax issues, and

Q198 Lord Sheldon: At that time there was quite athen there should be a separate Finance Act at some
strong feeling about that. I am pleased that Lordother time of year to deal with changes in the
Barnett and I were very strongly in favour of openingtechnical system. Do you regard what has happened
things up a bit, and that is what happened. I was justnow as eVectively dealing with that problem in
wondering whether you feel there has been someanother way so that you have a single Bill but on the
constraint. Perhaps some of your colleagues wouldtechnical issues you have a much longer period of
like to answer.consultation?
Mr Lewis: Certainly our experience is not thatMr Cunliffe: Essentially that is how we deal with
consultation limits options. Sometimes it can raisetechnical issues that require consultation and also
expectations because often in the process ofconsultation on some of the main policy choices. I
discussing things people form diVerent views and thatthink the pre-consultation Pre-Budget Report serves
can make the delivery of the final policy productthat purpose. I would only say that there could be
more diYcult, but really that is amatter of putting antechnical issues like anti-avoidance measures where
obligation on us to explain the areas where we haveone does not want to consult but bring them in
not been able to respond to representations made inquickly and they would not have a consultation
consultation. So our experience is not that it hasperiod.
limited policy action but actually it has expanded itMrLewis: Just to agree with you that the process that
by bringing in new perspectives to the process,we have of consultation on particular issues,
particularly on things like consultation on legislationdepending on the nature of those issues, probably
where there is a lot of external expertise which we aregoes some way to fulfilling that interest, certainly in a

better way than artificially splitting the FinanceBill. I successfully tapping into.
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further on these things and to be moreLord Barnett: You set out very fully in this Pre-
Budget Report your definition of fiscal policy of sophisticated?” We mentioned pensions because we
course, although at £45 a time I am not sure how have just done a report on this. Equally, I do notwant
many members of the public are reading it. to get you into the policy area, but any economist
Chairman: Is that what it costs? analysing tuition fees would not remotely think the

trade cycle was the relevant period in which to do the
full analysis for all the things to do with tuition fees.Q199 Lord Barnett: But if I could ask you, is that
It is not apparent to me what the time horizon shouldfiscal policy, as it were, immoveable, is it set in stone?
be but I assume that in the Treasury there are peopleI am not talking about the actual figures but about
thinking about time horizons and thinking aboutthe fiscal policy andGoldenRule, et cetera. Is that set
how that fiscal policy might emerge. I do not wantin stone, immoveable?
you to reveal any secrets; I just want you to tell us thatMr Cunliffe: If I go back to the things that are set in
at least you think about these things.stone—the primary legislation and Code for Fiscal
Mr Cunliffe: First of all, we do think about diVerentStability (although of course it is always open to
time horizons for diVerent policies. One of theParliament to change primary legislation) the Code
documents we are now releasing alongside PBR—wefor Fiscal Stability says that the Government has to
did it first in 2002 and we will do it again in 2003—state its fiscal objectives and the rules by which it
is quite a detailed report on long-term fiscalproposes to meet those objectives. It also allows any
sustainability. That looks at the pressures that willgovernment to change those objectives and those
develop over the next 50 years and the adequacy ofrules from time to time. It just requires that when that
public finances to deal with them. The point I wouldis done a full statement is made of what the new
make about the objectives and the rules is that theobjectives and rules are and why they are being
medium-term objective is sound public finances andintroduced. It also allows anyGovernment to deviate
equity across generations and within generationsfrom the rules or the objectives for a specified period,
and, as you say, the short-term objective is that fiscalagain provided the Government makes a statement
policy should support monetary policy throughof why it is deviating, how long the deviation is
stabilisers and discretionary action. Those rules—theexpected to last and what rules and objectives will
Golden Rule and Sustainable Debt Rule—are reallyoperate in that period. In that way it is very much
designed to support those two policies. There aremodelled on what we do for the Bank of England
definitional issues around what is investment andwhere the Government sets the inflation target. That
what is not investment but the thinking in theinflation target can be changed from year to year but
Treasury is that this framework will work best if it iswe have to explain why it is being changed and the
credible. Again, it is similar to monetary policy. IfGovernment can also decide to deviate from the
people believe the Government will meet its fiscalinflation target but in that case we need not only an
rules then the rules will have their impact, and inexplanation but secondary legislation to do that.
order to achieve credibility you need simplicity and
you need consistency, so when it came to this

Q200 Lord Barnett: I understand that, at least I question of what is investment and what is not
think I understand it. I mean I understand what you around education, human capital, a whole set of
are saying. If at some time the Chancellor wants to issues, we decided the trade-oV was best if we said we
change the fiscal rules, for whatever reason, all he has will follow international statistical standards in
to do is say I am changing the fiscal rules to this and deciding what is investment and what is not. I sit in
it is changed. on a lot of European discussions on fiscal policy and
Mr Cunliffe: He would have to make a fairly full whenever we mention the Golden Rule the Germans
statement as to why. and the Dutch say, “We tried that and the reason it

did not work was because it is diYcult to define what
is investment and what is not.” The answer is it isQ201 Chairman: Presumably the Treasury has not
diYcult but you can achieve a lot of that credibilitysuddenly become a place of idiots, therefore the
if you use internationally accepted statisticalpeople within it are presumably discussing these very
standards. It then leaves you with a question oftopics all the time, that is what they are discussing.
deciding the time horizon at which you have to makeYou have a two-year time horizon, a cycle for current
certain changes. I have to say that within the rules asexpenditure and an indeterminate time horizon for
we operate them the Government has been able tocapital. Any economist knows that a great deal of
make major changes to public services—healthwhat goes into the current expenditure is actually
spending is growing by 7 per cent in real termscapital, subject to any view of human capital and
to 2007–08—within the Golden Rule and thevarious things, and therefore some of your

economists must be saying, “Don’t we need to think Sustainable Debt Rule, and I will assume that it will
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uncertainty that the real question is how within thisbe able to do that in other areas. Clearly if there were
something so large that the Government wanted to framework we deal with forecasts that are uncertain,

and we deal with that by trying to build caution intosay, “We will suspend the rule,” that would be
possible. I have thought about the pensions example. the whole process. We do that in two ways: one, by

trying to ensure in the upswing the building up ofIt would be quite possible for the Government to say,
“We want to increase public pension provision.” I surpluses; and, two, by using assumptions that are

deliberately cautious and we deal with thethink at that point though we would have to explain,
if we did not want to achieve that within the Golden uncertainty that way. It is always open for someone

to forecast Income Tax receipts and come up with aRule, why it was right to borrow and why future
generations should pay for an increase in pensions diVerent number.

Chairman: I think we have covered with as much ofnow. So while we think about these things, it is not
obvious to me that they are constraining policy even that as we can cope with.
though the time horizon of some policies is much
longer than the economic cycle.

Q204 Lord Oakeshott of Seagrove Bay: There has
been the change from a RPI target to a CPI target.

Q202 Chairman: Pensions is a very complicated How are you sure that the new target does not
area. We can take a much easier one which many of represent monetary relaxation? To the naked eye on
us have advocated for donkey’s years—student loan page 17 in the figures it looks as though the diVerence
schemes. Their pay-oV period is essentially the between those two rates of increase over the last
working life of the graduate. Those who have seven years or so has been more like three quarters of
advocated it here have always argued that it would a per cent rather than half a per cent. What does
pay for itself but we were always led to believe that it “consistent” mean in the sentence about “the new
never happened because the Treasury could not look target is set to be consistent with the old target in two
beyond three years, so what some of us thought was years’ time”? In particular, what assumptions has the
a very good idea was constantly being stopped by the Treasury made about housing-related aspects of the
Treasury because their fiscal time horizon never took RPI-x over the last two years in order to be able to
account of all the benefits. I am not asking for you to say that?
comment on your view of student loan schemes but Mr Cunliffe: The Governor and the Bank have said
you have admitted that there could be a genuine time that they do not expect it to have a material impact
horizon problem. and the reason for that is because monetary policy
MrCunliffe:We do and we think about that. Some of operates over roughly a two-year time horizon. If you
it is also to do with the fact that the Golden Rule is look at that two-year time horizon the diVerence
subject to the Sustainable Debt Rule so it is between the two is forecast to be half a per cent,
constrained by keeping net debt at 40 per cent of which is the diVerence between the two targets.
GDP, and I think there are some adverse eVects of Clearly within that forecast there are forecasts for
allowing that debt level to rise up even if you believe house price increases and other elements of housing
that over a much longer time horizon that debt will costs which are included in the RPI but which are not
be paid back. included in the CPI and again that is a forecasting

issue but it is the Bank’s best forecast of what is
supposed to happen and we are starting to see houseQ203 Lord Barnett: You say in paragraph 1.17, as

you have said often, that the projections are on track price increases moderately in line with those
forecasts. I think it is important to understandto meet the strict rules, but there are many perfectly

serious commentators who have used, as they say in though that we are not saying that the diVerence
between those two indices will always be constant. Itsome cases, your own models and come up with

totally diVerent figures. Could you explain how that has not been constant in the past, it has moved
around a lot because of the behaviour of housing.could happen and if they are right would you have to

change the rules? There is a standard diVerence brought about by the
diVerence in formulae and the way in which they areMrCunliffe:Forecasting the public finances is subject

to error. I think the average error over the last 20 calculated and the fact that CPI averages out prices in
a diVerent way to RPI. On top of that there are someyears for the forecast one year ahead has been around

1 per cent GDP, so clearly forecasting the public coverage eVects that are diVerent, predominantly the
housing one. After the two-year horizon it could wellfinances has quite an element of uncertainty, and I

think the commentators who have taken issue with be that those indices move against each other in
diVerentways. Themovementmight be up or itmightthat have put in a diVerent forecast for the public

finances. It is worth saying that the IMF and the be down. The key is whether there is any relaxation
in what the Bank does now and going forward; we doOECD and others have all said they think it is likely

we will meet the fiscal rules. It is because of that not see that will happen.
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not clear to us that the long-term diVerential betweenQ205 Chairman: Is there not a logical problem that
if it makes no diVerence why are you doing it? If it is those two indices is 0.75 per cent.
exactly the same monetary policy that is following as
you have just said—and we are going to ask theMPC Q209 Lord Oakeshott of Seagrove Bay: Would the
about this next week because we were slightly neutral way not be to change it by half a per cent
surprised to hear their response—why bother? which, as you say, is basically the technical formula
Mr Cunliffe:We are doing it because CPI is generally eVect? Would that not be the right way to do it? Is
acknowledged to be a technically superior index. there not a bias to relaxation by changing it to three

quarters? Ever since 1996 the gap has been running
well above 0.5 per cent. It fluctuates slightly but onQ206 Chairman: Therefore it must make a

diVerence. average it is more like 0.75 per cent than 0.5 per cent.
Mr Kelly: Can I just come in there. If we look atMr Cunliffe: It does make a diVerence over time.

Choosing the timing of it, you obviously choose a house price inflation since 1997, this is the
Nationwide index, it was 11 per cent in 1997, 10 pertime when it does not make a diVerence and it does

not distort decisions, and that is exactly what we have cent in 1998, 9 per cent in 1999, 13 per cent in 2000,
10.5 per cent in 2001 and almost 20 per cent in 2002.done. Over time because it was developed as an index

for compensation it does not have full coverage. RPI So every year more or less double digit house price
inflation. That is not the sort of assumptionwewouldas a way of averaging out price diVerences is inferior

and the National Statistician has made the same be making for the future on average where we would
tend to think that house prices would broadly go uppoint. It is not the technology used by the majority of

countries and as far as international comparisons are in line with earnings in the medium-term.
concerned it does not provide for them. Whenever
you change the index you are going to have this Q210 Lord Oakeshott of Seagrove Bay: This was my
particular problem. We have tried to do it at a time question.
when we do not think it will make a material Mr Kelly: But over the next couple of years we are
diVerence. The underlying inflationary pressures in assuming in projections that house price inflation
the economy are the underlying inflationary comes down below earning’s inflation.
pressures in the economy whatever happens to the
index; I do not think they change. Q211 Lord Vinson: RPI and HICP are used very

widely. It seems to me that it is very important these
Q207 Lord Oakeshott of Seagrove Bay: I understand dials, these indicators are correct because we tend to
the technical reasons for it, which is why I did not ask steer the ship of state by them. There is a strong belief
you about that because I think the technical reasons that both indices do not take into account suYciently
are good ones, but you chose to answer the point qualitative improvements in price, which I accept are
about monetary relaxation purely on one timescale hard to measure and therefore consequently often do
two years ahead, a point which I accept it could not get checked correctly. Do you do any checking
actually well hit, but could I ask the question again: back using your own department to see whether you
for the last seven years—and that cannot all be are happy that qualitative and other distortions in
housing related—the gap has been significantly more price are fully taken into account and the appropriate
on average than 0.5 per cent a year.Why do you think formula is used?
we should disregard that and say for the next few Mr Cunliffe: Yes, there have been a number of
years we think it is going to be 0.5 per cent? On the changes to RPI to reflect changes in quality and
face of it one would have to change the target by currently there is one underway on computers, but
three-quarters of a per cent not by half a per cent. they do try to keep the technology moving to keep in
Can you address those actual figures not just the line with best practice. You are right, it is diYcult to
principle of how you might look at it? measure and it is not an objective that is always met.
Mr Cunliffe: The reason we chose the two year point Mr Kelly: I think these sorts of issues really came to
is because that is the time horizon. the fore in the United States with the Boskin Report.

I do not recall exactly when that was but it was a
considerable number of years ago now. These haveQ208 Lord Oakeshott of Seagrove Bay: But it is not

going to change? been live issues, not just in the United States but lots
of other countries since that time. We have fairlyMr Cunliffe: The diVerence between the indices has

moved around a lot. Half a per cent of that diVerence close relationships with statisticians at the OYce for
National Statistics; and indeed the Bank of England,is the formula eVect. The exclusion of housing costs

from one index to the other has been the main driver Treasury andONS statisticians get together on about
a quarterly basis to discuss technical issues. The ONSof the diVerence. Pre-1995 before housing costs came

into RPI you will find that the diVerence is less. It is have had a research programme on this sort of thing
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Mr Cunliffe: Yes, we will have better management ofsince about 1998. Research is on-going at the ONS
and they consult us and let us know what is going on. monetary policy.
We are not experts in these sorts of areas but we keep
in touch with what is going on and we let the OYce Q217 Chairman: Better management means we will
for National Statistics have our views as we see fit. be better oV. You have been given one chance to

withdraw it if you want to.
Q212 Lord Vinson: You are pretty confident that Mr Cunliffe: No.
there has been no over-statement of inflation? Chairman: That is your definite view. Let’s go on to
Mr Kelly: It is very diYcult to judge. There are the next question.
diVerent views on this sort of thing. Some people say
that quality improves; other people say there are Q218 Lord Sheldon: On page 27 you say you are
plenty of goods where the quality goes down. I expecting the cycle to have started from mid-1999
remember 20 years ago certain goods were much and to go on for nearly seven years to early 2006. The
better quality. I think the areas where the quality thing about the trade cycle or the economic cycle is
issues are right to the fore are ones that have been that it is easy to see in retrospect but it is very hard to
seriously addressed and in some instances Hedonic forecast. In fact, even the beginning of a cycle is
methods have been introduced into producer prices, diYcult to forecast until some time after it has begun.
not the retail prices index yet, but there are other We had a short cycle of two years from 1997–99 and
methods of quality adjustment that have been now we are going to have a seven-year cycle
applied to various price indices so, yes, I think I according to your expectations to late 2006. It is not
would say that we have been satisfied with the all in our control because there are overseas aspects
progress that has been made on this front. of this in world trade and so on.Howdid you come to

this decision that the economic cycle will end in 2006?
Q213 Chairman: Let me try and summarise this Mr Cunliffe: The cycle is estimated by trying to
because I am afraid you have left me very confused. extract on trend points, so what we try and do is look
On the general question of switching to HICP, are for points when the economy was on trend and we
you saying that it makes no diVerence to monetary identify those points. There are statistical methods
policy or are you saying that monetary policy will for doing this but the method we use is we identify
now get better as a result of using that target? We are those points by eVectively looking at measures of
going to ask the MPC the same question. You seem capacity in the economy. Those can be business
to want to have both views. surveys, labour conditions, a range of indicators that
Mr Cunliffe: I am saying that it should have no look at pressures in the economy, and they in the past
material impact on monetary policy over the two- have had a fairly good predictive record and on that
year horizon. We made the change when the basis we try and identify when there is an on-trend
diVerence between the two indices is in line with the equality. In our forecasting—and we are forecasting
target going forward. the cycle to end rather than deciding it will end at a
Chairman: Did you mean by that the next two-year particular point—we look at the size of the output
horizon and not all two-year horizons? gaps and the extent to which the level of the economy

is either above or below its trend and thenmake some
Q214 Lord Oakeshott of Seagrove Bay: That is the assumptions about the speed during which it can
point. close that gap. In the forecast that is how the two year
Mr Cunliffe: Projecting past that you have to make time to the start of the next cycle is derived, but of
some forecasts about house prices and the RPI— course we will not know that is the case until those

capacity indicators are showing again that the
economy is on trend. We monitor those quiteQ215 Chairman: You do not understand my
regularly. They underlie a lot of the forecasting workquestion. I am not discussing anything specific. I am
that is done in the PBR and the Budget and at thediscussing the general question of why use that
point we think the indicators show the economy ismeasure rather than another measure?
running on trend and the output gap is zero and thereMr Cunliffe: Generally speaking, as a
is an excess of current capacity, that is the pointmacroeconomic indicator, the Bank of England will
where we reach a view on where the cycle is.be able to make better monetary policy decisions and

through time we will see the benefits.
Q219 Lord Sheldon: How do you take into account
the possible changes which you cannot easily predictQ216 Chairman: Sowhat you are saying—and this is

really what I was asking—is so long as we live long about world economic conditions? As they change
they are going to aVect your expectations, are theyenough we are going to be way better oV by moving

to HICP. not?
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forecasting, but we cannot forecast unexpectedMr Cunliffe: Part of our economic forecast is a
events. That is just in the nature of whatwe are doing.forecast of world economic conditions going out of

the forecast period for three years. Those forecasts
are not always right. Our forecast of world economic Q221 Lord Oakeshott of Seagrove Bay: Just to
conditions clearly could not have taken September 11 clarify, it is the past as opposed to the future.
and the attendant downturn into account. It could Obviously we understand forecasting is diYcult. The
not have taken into account Enron and the eVect of paragraph talks about the Government’s provisional
Enron on business investment, so we are dealing with judgment on the dating of current and past economic
uncertainty, but the forecast is based onwhenwas the cycles and then you say that the current economic
economy last on trend and operating at capacity, cycle began in mid-1999, which is quite a long time
how much has it grown since then and how much is ago. Is that provisional or is that a final judgment?
that growth in line with its potential growth, which We do definitely know and the Treasury now
gives us some idea of the gap between the level of the definitely says that this cycle began in 1999, do we?
economy now and its trend level and then how Mr Cunliffe: Sometimes the past can be revised.
quickly can that gap be closed. What the cyclical
behaviour of the economy shows is that we do close

Q222 Lord Oakeshott of Seagrove Bay: But fouroutput gaps upwards and downwards over certain
years on, even with Len Cook in play, presumablyperiods of time.
that is the final decision?
Mr Cunliffe: I do not think we are going to change

Q220 Lord Barnett: If you wanted to change the our view on that.
length of the cycle at any given time, would that be
the kind of changes we were referring to previously in

Q223 Lord Oakeshott of Seagrove Bay: Thisthe fiscal rules so you would simply have to make an
business about past economic cycles is a bitannouncement and that would be the end of it?
confusing.Mr Cunliffe: No, the cycle is forecast to end in 2005
Mr Cunliffe: It is theoretically possible for the past tobut it is an economic forecast and if we change that
be revised. The US has released figures that change

forecast then it would appear in the next Budget. We the economic forecasts back to 1929 I think. So it is
would probably put out a supplementary publication possible.
explaining why we have changed the forecast cycle, in Lord Oakeshott of Seagrove Bay: We have got to
the way we did when we last changed the cycle in the have a cut-oV somewhere otherwise we do not know
Budget of 2000. We put out our reasoning and our where we are.
evidence in full but it would not be a change in the
rules. What we have to make sure is that we are

Q224 Chairman: Is there not a classical economicoperating fiscal policy in such a way that we could
problem here again that if the cycle lasts longercope with an abrupt change in the cycle so if the cycle
unexpectedly so you are on the downturn longer andwere to last longer the question is could we still meet
then on the automatic stabilisers you are getting inthe fiscal rules and if it were to end earlier would we
less revenue for a longer period. Unless you find astill meet the fiscal rules?
way round this you have got a choice of breaking theMr Kelly: Under normal circumstances I think we
Golden Rule or raising taxes and increasing thewould be fairly reluctant to assume a cycle that went
length of the cycle. Is that not a problem if you are hiton more than two or three years from now from any
with an unexpected shock?point in time, because forecasting is a diYcult
Mr Cunliffe: I think—business and once you get two years out it all gets

extremely uncertain, so, as I say, under normal
circumstances we would want to forecast that the Q225 Chairman:Let’s assume todaywas the day you
Monetary Policy Committee does its job and sets started and you are planning to get your current
interest rates in such a way that the economy gets expenditure and taxation balanced over the cycle as
back on track in two years or so. Exceptions to that you have just forecast.
would be if we thought there was a great big negative Mr Cunliffe: We build in a cushion but clearly you
output gap, say of the order of 5 per cent or can imagine a series of shocks that pushed a cycle so
something like that, and then we might have to think far out that it exhausted that and then the
twice about the economy returning to trend over a Government would have to take a decision. If there
couple of years. Of course, as time goes by there may were a number of exceptional shocks of that sort then
be further shocks to the economy that would keep the theGovernment would have to explain if it wanted to
economy below or indeed above trend, so the cycle deviate from the rules why it was deviating. In a way

that is similar to the Monetary Policy Committee. Ifcould well turn out to be longer than we are
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Q228 Lord Vinson: I think I am right in saying inthere were an inflation shock they would then have to
terms of purchasing power parity that we are now 15decide how far they wanted to be away from their
per cent overvalued against the dollar. Would thisgoal.
have any serious input into your calculations?
Mr Cunliffe: I think I would look first at the eVective

Q226 Chairman: Yes but the Monetary Policy exchange rate in this because more of our exports go
Committee has great flexibility in getting itself back to the euro area than are price in dollars, so you have
on track. You are stuck in a very formalistic way to to look at the overall balance. If you look at that,
the Golden Rule. You would not have any flexibility. sterling was very strong in the late 1990s, particularly
MrCunliffe:Youwould have to explain why you had as the euro was really weak. Some of that changed
made that choice but there is flexibility in the system. starting at the beginning of 2003 when it depreciated
It is just it would be a pretty big thing to announce against the euro. That seems to have stopped towards
that you wanted to deviate from the rules. the end of last year. If you look at that eVect it is
Chairman: I am afraid we are going very slowly. I will greater than the eVect we have seen in the recent
have to speed up. Nigel? dollar appreciation. The other point I would make is

it is not just the price eVect that matters; it is also the
increase in demand in the United States and in the

Q227 Lord Vinson:Your document makes very little areas that work in dollars, and very often you get
comment about the external position and the more benefit from higher demand than you lose from
exchange rate. I appreciate that economic fashions go a change in the prices, and I think in the short term
round in cycles but there was a time in the Treasury that is what we have seen, certainly with the US/UK.
when the balance of trade or the current account Exports to the United States have gone up even
deficit was considered an extremely important factor though the currency has got stronger. We are seeing
in their thinking. Are you concerned about a current the counterpart in the euro area that even though we
account deficit of some 2 per cent net of GDP or is have depreciated against the euro our exports to the
this phenomenon now of limited importance? euro area have gone down because demand there is
Mr Cunliffe: There is an Annex A of the document, so weak.
which includes some discussion of the current
account and the trade balance and which informed Q229 Lord Vinson: There is a £3 billion a month
why we think it is going to be two and a quarter/two deficit on trade with the euro zone. Do you think that
and a half per cent going forward and what are the is some cause for concern or do you think it will
main things driving it.We have had a current account naturally correct?
deficit since the early 1980s and it has fluctuated, Mr Cunliffe:No, I think my own view is that demand
going up as high as 4 or 5 per cent in some periods in the euro zone will take quite some time to come
before coming down again. I think the average over back. When we came to our forecast in the PBR we
the period is about one and three quarter per cent. wrote down the Budget forecast for UK exports and
The forecast of two and aquarter going up to two and particularly the euro zone. One would hope over time
a half then coming back to two and a quarter towards the price eVect over sterling would have an impact,
the end of the period does not look to us to be an but I think domestic demand in the euro zone will
undue problem or an issue of concern. The main play a much greater part.
things that drive it, if you look beneath it, we expect
the trade balance for goods and services to widen Q230 Chairman: For those of us who have lived
slightly and get slightly worse over that period, through the nightmares of some of the external
although as a proportion ofGDP it narrows a bit, but account problems of many years ago this document
we also expect the income balance which has been is amazingly optimistic. I am not saying you are
very favourable, the income coming in from abroad, wrong, but for those of us who used to teach
to narrow because a lot of the external investments economics the notion that you can run a current
made in the financial sector by foreign investors have account surplus or deficit for as long as we have and
not actually over the last two years (because financial to have the Treasury saying what you are is amazing.
sector profits have been low) been exported out of the Again, I am not saying you are wrong but times have
United Kingdom. Over the next few years we expect changed. You do not disagree that there must be
that to change as the financial sector comes back so some explanation of why we are able to, for example,
the income balance will narrow a little but at around finance the deficit with apparent ease. There is no sign
two and a quarter/two and a half per cent it does not of a problem.
look as though it is going to be at a level that is going Mr Cunliffe: I think some of this is to do with capital
to cause us problems and we are not forecasting any liberalisation. Capital markets are much deeper,

much more liquid and the UK’s relative economicsharp growth.
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could start thinking in similar terms about us? Isperformance is strong compared to Europe, and it
does not strike me as being a cause for great concern. there not a danger in that?

Mr Cunliffe: I think there is a risk that the very largeForeigners are prepared to finance a current account
deficit of two/two and a half per cent. If you look at current account imbalances that we see in the world

more generally unwind sharply and rather than athe United States it is much higher. There have been
some studies that suggest when you get to the 4 or 5 rebalancing world growth in which there is stronger

demand in Europe andweaker demand in theUS andper cent mark that is the point at which you see a
sharp correction. I see Sir Alan Greenspan is arguing they adjust gradually if there is an outside risk, and it

is not a central risk, that the currency adjustmentnow that in a much more integrated global economy
you can carry on running higher current account would be disorderly and at that point the sort the

scenario youmention could occur. On the question ofdeficits longer provided the world believes that the
returns they get from investing in the US are greater whether capital markets have shown over the last

years a reluctance to finance a deficit of this level, Ithan the returns they get for investing in Europe. I
think there is some evidence to support that. think the evidence suggests that the conditions have

changed and two to two and a half per cent will not
cause a problem provided there is not some very largeQ231 Lord Sheldon: The current account deficit in
shock perhaps from somewhere else.Britain is two and a quarter per cent; in America it is
Mr Kelly: I do not think we would say we are5 per cent. I find it astonishing with the history that
unconcerned or relaxed about anything that goes onwe had over the crises of deficits far, far less than this
in the economy. Some people would say we are far,(admittedly this was at a time when there were fixed
far too concerned about things.We look at economicexchange rates) and the principle that people are
developments and we try and assess things and tryprepared to go on indefinitely supporting those
and decide is this liable to be a source of a problem,deficits strikes me as something of an optimistic
but we will carry on monitoring and that is the wayattitude to it. Things could suddenly change and
we tend to look at these balances.people will see at 5 per cent you cannot keep this up
Chairman: If you have not lived through 1976 thenand once that changes in relation to America it could
you do not know what the concern is about. Alan?also change in relation to Britain as well. This is

something we need to consider how much of a threat
it is to us. Q233 Lord Sheppard of Didgemere: If I can switch
MrCunliffe: It is clearly right that it is not linear. You you for a few moments to the subject of productivity
get into problems at certain levels. It is not an even growth which has been a problem, I guess, on and oV

progression. I think it would be a cause for concern to various degrees and with us for years even decades
for us if it were rising rapidly. The fact that it stays in the United Kingdom. Two questions: firstly, is
broadly constant as a percentage of GDP I think there anything diVerent in the policies that we are
takes away some concern. It is possible that following over the immediate forecast period which
foreigners will say, “Look, we are not prepared to makes us think that that issue will not come back to
make this investment any more”, but what seems to us, and, secondly, what have you assumed, if
be happening in global capital markets is capital anything, on your calculations on trend growth rates
seeks the highest return, adjusted for risk. I see no about productivity eVects?
reason for that process to be reversed. MrCunliffe: I will defer the question to my colleague.
Mr Kelly: I think it is probably fair enough to say MrKohli: I think you are absolutely right to say that
that the degree to which you would be concerned the UK productivity gap is not a problem of a few
about any given current account balance rather years, it is a problem of decades, and various
depends upon what is driving that balance. The governments have tried approaches to deal with it
composition of that balance matters and it may well over the years. I am not really in a position to
be that the composition of our balance now is comment on the approaches of previous
diVerent to what it has been at certain points in the administrations for obvious reasons but I can say a
past when current account deficits have started little bit about what this Government has tried to do
bothering the markets. There is very little evidence and the approach that we have tried. The first point
that deficits of the order of 2 per cent are of any really is that we have tried to approach productivity
particular concern to the foreign exchange markets. not as a single issue. What we have tried to do is look
Chairman: That is fairly clear. at what the constituent drivers of productivity

growth might be and in doing so we have looked at
the work of various academics, we have worked withQ232 Lord Sheldon: But is there not a danger of a

“domino” eVect if people start thinking there is OECD, the IMF and other commentators, and also
looked at the experience of other countries, and wesomething wrong with America’s 5 per cent and once

they start thinking in those terms aboutAmerica they have spent time trying to understand what they are
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is a very complex problem which is very deep-rooteddoing and why. Broadly, that led to a bottom-up five
and it has taken a long time to get to this point anddriver approach which you might be familiar with.
really all we can do is try our best and look to the bestVery briefly, the five drivers are, firstly, the driver of
academic evidence. I think there are some greeninvestment which is based on the belief that the more
shoots of success but no more than that at this stage.capital stock that workers have to work with the
We know that actual productivity growth per workergreater the levels of productivity will be. Historically
in the 1986 to 1997 cycle was 2.1 with underlyingUnitedKingdom capital stock has been lower than in
growth at 2.3 per cent. In the next cycle 1997 to 2001other countries and anything the government can do
the comparable numbers are 2.4 and 2.7, so a slightto encourage that, which is very diYcult because
increase there but there remains an enormousdecisions are made by businesses, would be very
amount to do.We are fairly certain that we are basingwelcome. Secondly, on skill levels, again an area
it on the right foundations but we are always lookingwhere the United Kingdom does poorly, particularly
for more evidence.at the lower end. As the OECD say in their report

published this week, if the skill levels were similar to
Germany the GDP per capita here would be five to Q234 Lord Sheppard of Didgemere: Thank you for
ten per cent higher. Again, there are a whole series of that reply, it was extremely interesting. Without
policy measures in this area—from in schools all the sidetracking you from the main action points, are we
way to the level of workers to increase the amount of getting better particularly in public services at
training in the workforce. Thirdly, innovation has an measuring productivity or have we still got to do a lot
eVect on productivity. More eVective business of work on that as a nation?
processes and also more eVective technologies will Mr Kelly: I think at a macroeconomic level it boils
then lead to an increase in eYciency of business down to the measurement of GDP and labour input,
operations.We know that we are good at some of this either employment or hours. Yes, I think I would
as a country. We are good at papers and citations argue that we are getting better at it but we have still
where we do very well but we do much less well in got some way to go.
respect of commercialisation of technology as
reflected in patents. Again, there are a whole series of Q235 Chairman: Just going back to the point that
policy measures in this area. Fourthly, competition was made, one of the things we were asking about, as
between firms. It is essential to have the entry of new you know, was whether the underlying growth rate is
firms into the market or the threat of entry of new higher than it was. You seem to be saying “yes but
firms to the market because it acts as a spur or a not a lot”. In fact, half a percentage point
pressure on existing firms to raise their game. The compounded is a lot. I am not very clear whether you
UK competition regime was regarded as being weak. are saying you are pretty confident that it is at least
Indeed, that was recognised by the previous half a per cent on a high track or whether this is just
administration and then by this one. The previous that cycle. What is the Treasury view?
administration published a consultation document Mr Cunliffe: On the underlying trend in productivity
on reform and this culminated in the Competition the way we forecast it going forward is not to assume
Act 1998 and the Enterprise Act 2002. Lastly that particular policy actions will have a particular
enterprise and the environment in which businesses eVect. Obviously we do expect them to have an eVect
start, and grow—where the attitude towards but in the forecasts it is quite diYcult to take account
entrepreneurship, while positive, remains weaker of them in that way.What we do is historically based.
than in theUnited States, and although theUK ranks We look back over the past cycle and we look at
highly in international surveys of regulation, for growth over that period and then from that we work
example in relation to starting up businesses, the out what the underlying productivity growth has
business lobby groups I am sure will tell you and us been. To get the trend rate of growth one then adds
that there are things the Government ought to be to underlying productivity growth, changes in hours
doing, and we look to do what we can in that area. worked, changes in employment rate, and changes in
Those five drivers are complemented largely by the the working age population. In fact, the revisions
issues you have been talking earlier in this session that the ONS produced last autumn eVectively
around macroeconomic stability. Indeed, one revised up from the last cycle the trend rate by about
diVerence which is very clear in terms of progress is 0.3 of a percentage point and all of that was in
that we seem to be moving to a diVerent underlying productivity. Then we had to deal with
macroframework and which should help business the issue where we have estimated trend growth
behaviour in terms of investment and see its way looking back over that cycle as being two and three
through into productivity. I suppose in answering quarters per cent and underlying productivity growth
your question how can we be sure this will work, the of 2.35 (?). Looking back over the cycle, should we

have increased our trend rate projections? Wehonest answer is we cannot be sure it will work. This
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write to us, perhaps even with a numerical exampledecided not to because it looked, taking other
evidence into account going into this cycle, that a and say this is how it works and that is how it

therefore aVects the trade balance, wewould find thattrend rate of nearly 3 per cent, or close to that, would
suggest that the outward gap is greater than we very helpful indeed. It is so technical that I am

beginning to tire.thought. You would have expected with that much
spare capacity the economy could grow faster and it Lord Sheppard of Didgemere: Can I add one point to

that. I am not asking you to tell us what the nexthad not and we would be seeing a negative eVect on
inflation and big eVects on employment, which we fraud is going to be because I guess you have got to

catch them first, but the fraudsters will never go awayhave not seen, so we did not take that into account
going forward. Personally I think it is quite likely— and as citizens I guess wewould like to know that you

are out there looking for the next fraud.and this is related to the earlier discussion as well—
that some of the policies that have been described are Chairman: If we could now go on to our next

question.actually having an eVect but we do not try and look
for the specific eVect on the specific policy and
measure it that way, we measure it at aggregate level.

Q238 Lord Goodhart: As is pretty obvious andThere is evidence to suggest, putting it at its mildest,
indeed as you point out in paragraph 2.53 of thethat our estimate of the trend rate of growth (which
Report, public sector receipts are aVected by changeshas underlying productivity growth as its major
in equity prices, particularly as a result of Stampcomponent) at two and three quarter per cent is
Duty or taxes on capital gains. On the other hand, Irobust. When it came out as an estimate there was
think a large number of economists, including I mayquite a lot of criticism of it and wewere confident of it
say my brother Sir Charles Goodhart, take the viewthen and past revisionsmake usmore confident going
that movements in market prices are inherentlyforward. It may be higher but we will have to wait
unpredictable. Do you therefore make anyuntil we reach the next on trend point to look at what
assumptions in making your forecasts about howhas happened over this cycle before we can determine
equity prices are going to change?that. But it does seem to have had an eVect.
Mr Cunliffe: First of all, I agree that equity prices
particularly in the short run are diYcult to forecast.

Q236 Chairman: All that is very interesting. You do There may be some evidence that in the longer term
agree that just as there has always been a credibility they revert to some sort of mean but the evidence on
problem on the inflation rate being credible and the that is mixed. Equity prices aVect tax receipts
assumption that if it becomes credible the economy including those from Inheritance Tax, Capital Gains
will do better. If we are moving on to a higher growth Tax and Corporation Tax for life assurance
path thenmany of us would argue that has to become companies. They also aVect tax indirectly because
credible so that people can start planning for that bonuses in the financial sector are aVected by them.
path. You are being a rather cautious Treasury We make a fairly standard assumption that equity
oYcial at this point by saying “don’t count your prices grow in line with money GDP and the theory
chickens”. behind this is relatively straightforward, which is that
Mr Cunliffe: The way you establish your credibility is equity prices should be related to company profits.
by meeting your forecasts. Company profits change with the level of economic

activity and the share of profits in the GDP has
remained broadly stable over time, so it is a relativelyQ237 Chairman: We were going to ask you about

missing trader fraud but we are running so behind I simple and safe assumption that equity prices grow in
line with money GDP. Of course they often do not,wonder if I can ask you if you could send us a short

paper explaining what the answer to that is. We are not in the short term. The assumption we use is the
same one the IMF uses, the Bank of England usesinterested in it because when we were looking at the

Budget we were intrigued by it. I must tell you I still and the National Institute uses. It is a similar
assumption and the key is to choose something whichcannot work out how the fraud works—

Mr Cunliffe: I am relieved not to have to explain it even though you know is not likely to be accurate in
the short term is suYciently cautious to take intoto you.

MrKelly:That is what you would like to know about account in forecasting public finances. This
assumption has just been audited by the Comptrollerthe fraud? You would like to know how the fraud

works. and Auditor General (he has a rolling audit
programme) and his conclusion is that it is a simpleChairman: I also want to know, because you have

been making quite a song and dance about it, how it and appropriate assumption to use. When the equity
market was rising, and rising faster than monetarydistorts the trade balance. One of the reasons I do not

understand how it works is therefore I cannot work GDP, we tended to underforecast. When prices
started to come down we tended to over forecast andout how it distorts the trade balance. If you could
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the implicit assumption that trading relative tothen since the Budget of 2003 we have been
underforecasting again so it works both ways. The transactions also averages out.

Mr Kelly: On transactions.ONS estimate that the eVects of underforecasting and
overforecasting have come out at about £1 billion a Chairman: Yes. I think that covers that, does not it?

If we could go on then to how you discussyear so it is that order of magnitude on public
finances which would be, crudely, 0.1 per cent of unemployment. Lady O’Cathain?
GDP. If you think the average error is 1 per cent of
GDP it is not a huge amount. We deal with it, this Q243 Baroness O’Cathain: You use the expression
comes back to this point I made before, by trying to “employment opportunity”. What really does that
build up a cushion through cautious assumptions so mean and how do you arrive at that definition?
that we can take these hits when they come and also Mr Holgate: I think there are three overlapping
when there are surprises on the upside to ensure that connotations to using the words employment
we do not confuse it with some structural change and opportunity. Quite often what we say is employment
we use it to build up the cushion. opportunity for all and what that does is underline

the fact that we are making eVorts not only to get
Q239 Chairman: The reason we asked the question those classified as unemployed back to work but
and raised a few eyebrows is you did say that you are also to give more help than perhaps ever before to
not claiming the Treasury can forecast equity prices. those classified as “inactive” to get back to work, so
Mr Cunliffe: I do not think any of us would be in our we are saying that a much higher share of the
current jobs if we did. working age population is employable and to the

extent it faces barriers to employment we are going
Q240 Chairman: Exactly. Indeed, you would be able to help them overcome those barriers. That overlaps
to abolish the whole national debt, no trouble at all! with the second connotation which is about
It is just a working assumption and you are arguing employability and not about guaranteeing
it sort of averages out over the cycle. employment as such. By that I mean that we
Mr Cunliffe: We have to make an assumption. We acknowledge that people may have to change jobs
looked at using independent forecasts but they are more frequently in order to stay in employment than
not very independent often and that would lead to a maybe was the case in the past. A lot of the figures
less cautious approach. There are other ways you can do not show a dramatic alteration on that point.
forecast using fair value techniques but that involves The final connotation is to acknowledge that the
you making assumptions about risk premia. Government is not in the business of creating jobs
Ultimately we need something that is simple, that in the command and control fashion but is about
commands credibility and that we cannot fix so the creating conditions in which other people can set
Treasury cannot field that as part of our forecasting about creating jobs.
if we are to have credibility and there is the fact that
this is used by other institutions.We just then have to Q244 Baroness O’Cathain: First of all, when you
be able to deal with the uncertainties. are talking about the employment opportunities in

terms of getting more people into work, does that
Q241 Lord Goodhart: Just one follow up. Your take into account relaxing the age limit to
assumption of steady growth in line with the increase employment? Does that come into your forecast, in
in money GDP would mean that you would be other words, women have to retire at 60 and men
overestimating public receipts when the markets are at 65, or whatever?
low or falling and underestimating them when Mr Holgate: It comes in as a sensitivity to the long-
markets are rising. term fiscal sustainability paper that Jon referred to
Mr Cunliffe: We overestimated them in 2000 and earlier. In the short term I do not think we do very
2001 and 2002. We underestimated them in 2003. much to assume dramatic changes but it is the case
Mr Kelly: All I wanted to add is that the description that since 1997 the employment rate for those over
of equity prices as being unforecastable simplymeans 50 has risen from 64.5 per cent to 69.6 per cent at
that they are more or less equally likely to go up as a time when the overall working age population has
down, so the best forecast is something round about gone up two points from 72.7 to 74.7. So partly due
the current level, which is what our assumption in the to macroeconomic stability and partly due to
short term amounts to. microeconomic stability we see the narrowing of

that particular gap, and that is the sort of success
rate which the Department of Work and PensionsQ242 Chairman: Existing prices is still the best

forecast. Just a minor technicality; since quite a lot of has as a public service agreement to narrow the gaps
between various disadvantaged groups and theyour Stamp Duty receipts do not depend on price

level but the amount of trading, you have also got average.
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stay on. In the period from 2008 to 2013 there isQ245 Baroness O’Cathain: A supplementary on the
second point about changing jobs more frequently. actually a dip in the labour force. That is taken

account of in the trend rate predictions. That goesOver what timescale do you measure that? You said
there has not been much change but my perception down from two and three quarters to two and a half

in that period.is that there has been quite a big change so on what
timescale do you measure that? Baroness O’Cathain: Is that because of the eVect of

“baby boomers” coming into retirement age?Mr Holgate: I was talking in rather vague terms
over, say, 10 to 20 years. I think what has happened
is that while the average has not moved very much Q248 Chairman: If I may interrupt and I speak as
I imagine that there are sections of the labour force one of the few surviving old-fashioned Keynesians;
that have changed so there has been an element that does employment opportunity mean the demand
slightly more numbers of people are entering work for labour?
as such and also the part-time market may be more Mr Holgate: It means making sure that there is an
fluid and that has grown. So it depends a bit on eVective labour supply. Macroeconomic policy, the
whether you are wanting to compare an overall Monetary Policy Committee ensure a stable rate
average across the working age population or take of demand as best they can and then the
a representative person and say whether a median microeconomic policies and New Deals ensure that
person has changed very much in their employment people do not face barriers to getting those jobs.
practice, and I think the answer is probably not.

Q249 Chairman: You are nodding.
Q246 Lord Sheppard of Didgemere: On the study Mr Lewis: I agree!
we have just completed on the economics of ageing,
many of us were struck because whereas we

Q250 Chairman: So does it mean the demand forexpected to be finding how do you get more 65 years
labour or does it mean that you can be employed ifand plus into work we see the biggest opportunity
you meet all sorts of very complicated pre-as being getting more 55s through to 65s working,
conditions for jobs that are there?particularly as it varies dramatically by area round
Mr Holgate: No, I think one of the ways in whichthe country, some of which I guess is very much to
we have achieved the relative employment successdo with opportunity.
that Jon refers to is that the labour market is moreMr Holgate: That is absolutely correct. There was a
flexible and there are fewer barriers both to startingfalling oV in the employment range of men aged 60
up new business, as Jitinder was talking aboutto 65 and that appears to be being reversed. Of
earlier, and moving between occupations.course the answer is that they should not lose
Chairman: I will look at the transcript to see if Iemployability-cum-employment in the first place but
understand the answer.if they do then it is our intention to get them back

into work as quickly as possible before they lose
Q251 Baroness O’Cathain: Also is it not true thatheart or become less employable than they
people in the labour market are more flexible aboutactually are.
the jobs they go for and they also undertake moreMr Cunliffe: Could I add two points on that. One,
training? They recognise that in their lifetimethere is quite a challenge in this area. If you look at
somebody has three or four diVerent types of jobs?this alongside our European partners, particularly
Mr Holgate: There is a particular initiative that weon this 55 to 65 age range, our employment rate is
are seeing on training whereby we are trying to getvery considerably higher.
employers to be interested in training people up to
adult level two which is the equivalent of fiveQ247 Lord Sheppard of Didgemere: Could that be
GCSEs at 16. Those pilots are going well. The freedistorted by the proportion of women working?
market trains well those people who are already wellMr Holgate: It is certainly helped. We have a higher
trained or who are eminently trainable. It does lessproportion than many other European countries.
well for those who arguably need it more, and theseMr Cunliffe: I think a lot of it is also to do with
pilots are going quite well.retirement ages in European countries, particularly

for public sector workers. The other point I wanted
to make was on demographic change. We see the Q252 Lord Vinson: It is still very diYcult to sack

incompetent people, particularly in governmentlabour force being aVected by the change in the
pension age around about 2013, so as far as the state departments and particularly those employed by

government, which is up to one quarter of ourretirement age for women changing, that kicks in,
and in the assumptions we use increases the labour labour force directly or indirectly now. Do you not

think your productivity figures might have a markedforce because the assumption is that more people



77economic affairs committee: evidence

21 January 2004 Mr Jon Cunliffe, Mr Nicholas Holgate, Mr Christopher Kelly,
Mr Andrew Lewis, Mr Stephen Mitchell and Mr Jitinder Kohli

point. The general point I would make though isboost if we could get a little more labour market
flexibility in that quarter of the economy? that the Growth and Stability Pact—and I was
Mr Holgate: All I would say is that those people who involved in the negotiation of it in 1996–97 and I
look at labour market inflexibilities and the extent lived with it and watched it evolve—has changed a
to which regulation may impede employers’ tremendous amount. It has not changed overtly and
discretion give the United Kingdom relatively high there have been no big statements that it has
marks and I think within the public sector probably changed in another way. It a bit like English
there is more capability to take the sort of things common law in that rather than move by major
you say than there has been in the past. changes it has moved by precedent and common
Lord Vinson: It still does not make it good. law. On the point I mentioned it takes much more

account of the cycle now, both on the giving of early
warnings where the Commission is using cyclically-Q253 Chairman: You must not make it a triviality.
adjusted Budget technology in a very similar way toIf you fire all the low productivity workers your
that we use in the United Kingdom, and also whenproductivity measures go up, but your national
excessive deficit warnings are given in deciding howincome and welfare go down. You must not make
sharp the path should be back to below 3 per cent,elementary arithmetical errors. You can see that we
deciding how quickly you correct that. Theare flagging and if you are not I certainly am. We
Commission has told Member States that the pathwould very much like it, on question ten on what is

happening on government debt, if you would write back to below 3 per cent needs to reflect the cycle as
to us rather briefly and, equally, the savings well, and the recent France and Germany decisions
question would be worth a half an hour and we have brought that in. I would say it recognises the cycle
not got it, so if you could again write to us. You a lot more than it did and whereas if you said
can tell that your job is educative. If you could fill “cyclically adjusted deficit” in 1996 you were seen
us in on both those we would be indebted to you. as a heretic, that is now accepted. On sustainability,
Mr Cunliffe: On debt are you interested in the broad again, there is beginning to be more emphasis on
public sector net debt or is it the national debt debt. It is always very diYcult in these arrangements
stock? to treat countries in diVerent ways because their
Chairman: I think the former. To put it diVerently underlying situations are diVerent. There is always
since we are the pupils and you are the teachers we a sense we treated say Germany this way so say
are interested in what you think we ought to be Portugal has got to be treated in exactly the same
interested in. We will come to our last rather way even though their underlying conditions are
controversial question. diVerent. Over the last few years there has been an

increasing recognition that debt sustainability
makes a diVerence and that a country with a debtQ254 Lord Barnett: I have a very simple question
stock below 40 should be treated as having moreon the Stability and Growth Pact because you say

in paragraph 2.70 that you support a prudent room to do things than a country with a debt stock
interpretation. Everybody does that. Can you kindly of over 100. That is coming in and I expect that to
define what you mean by that. Do you mean that increase. Lastly, on the role of public investment
you would like to see the Stability and Growth Pact that is coming in as well. The Commission proposed
be changed into our kind of rules and Golden Rules a year ago that countries with low debt should be
and economic cycles and the rest? able to borrow to finance investment. They were not
Mr Cunliffe: Yes, but in the European context I just thinking of the UK, they were thinking of some
think I would make a couple of quick points. One, of the accession countries coming in who have got
we recognise that the euro zone needs a fiscal major investment needs but low debt stocks. That
framework and that the fiscal framework is more did not go through as a change but the fact this was
diYcult to operate whether you have got 12 fiscal in the debate suggests that the sorts of changes we
authorities trying to operate than one. So it is a would like to see are the ones that recognise the
more diYcult job they have than we have. That is same underlying principles as our framework. The
the first point. The second point is we see this as Pact has evolved in that direction and debate is
predominantly inter-governmental in that under the taking it further in that direction. I would not say
EMU arrangement fiscal policy is a state that they have to make a major break from their
responsibility so we see it as fiscal co-ordination arrangement to ours.
rather than authority, and then interpretation with
greater recognition of the cycle, greater recognition

Q255 Lord Barnett: Do I understand that to meanof sustainability looking at debt and debt stocks,
you are happy with the Commission’s currentand finally recognising the role of public investment,

subject to debt sustainability is quite an important interpretation?
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Mr Cunliffe: I think both substance and processMr Cunliffe: I am happy with the direction the
(but substance more than process) has led to somediscussion is going and the concepts that are
of the small countries saying that small countriesrecognised. I think there are still things around the
are being treated diVerently to big countries. Iinterpretation which could be developed further.
think there are a number of small countries that
have a very, very tough interpretation of theQ256 Lord Barnett: So it is not one of our five
Stability and Growth Pact even though that iseconomic tests?
changing and I think they are becoming moreMr Cunliffe: It is not but we did look at macro
aware that it just will not work if you do it thatframeworks in the euro zone and it is clearly
way. There is a range of views but the debate issomething that we have to be alive to.
certainly moving in the direction I mention.
Chairman: That is very helpful. I usually tell them

Q257 Lord Marsh: It is a comment rather than a this is rather like the world of football and it is the
question. Certainly when we meet senior people equivalent question of no referee ever gives a
from smaller countries they are furious at the way penalty against Manchester United, but that is by
the larger countries are interpreting the Stability and the way! As you can see, we have found this
Growth Pact, and they certainly keep saying to me, immensely interesting and very helpful to us. I am
“They must really stick to the exact letter of what sorry we have given you a bit of extra work but if
is written there”, and you are in a sense saying, you could put that together we would be grateful.
“Well, they are rather misinterpreting what is Altogether it has been an excellent session, for

which we are grateful.happening.” Are they wrong to be furious?

Memorandum by HM Treasury

Note on Missing Trader Intra-Community Fraud

1. This information note provides detail on the nature of Missing Trader Intra-Community (MTIC) fraud,
and its impact on the UK national accounts statistics in recent years.

Missing Trader Intra-Community VAT Fraud

2. Changes made to the VAT system in 1993 in order to provide a more seamless Single Market removed the
concepts of “imports” and “exports” for intra-Community trade. Instead, goodsmoving between EUmember
states are sold VAT free by the “exporter” and declared on the VAT return of the acquiring “importer”. The
changes, whilst simplifying the VAT system, opened the door to an opportunity for fraudsters.

3. MTIC fraud is a EU-wide systematic attack on the VAT system orchestrated, in the main, by sophisticated
criminals. The main steps in the fraud are:

— obtaining a VAT registration;

— purchasing goods from a VAT-free source elsewhere in the EU;

— selling them on the domestic market at a VAT-inclusive purchase price; and

— going missing without paying to Customs the VAT due (hence ‘Missing Trader’).

4. This basic variant of the fraud is commonly known as “acquisition fraud”. It often involves items that are
moved in high volumes, such as soft drinks and confectionery. A development of this fraud, known as
“carousel fraud”, involves the continuous movement of goods between traders in diVerent EUmember states,
resulting in multiple tax losses.

5. In a UK “carousel” fraud, the initial steps resemble those of acquisition fraud, set out above. However, the
goods imported into the country will eventually be re-exported, either back to the original supplier country
or to another EU member state. Typically there will be a number of companies in the UK supply chain,
increasing the distance between the UKmissing trader and UK exporter and making detection more diYcult.
Goods that are easily traded and have a high value and low volume, such as mobile phones and computer
chips, are particularly attractive to MTIC carousel fraudsters.
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6. Carousel fraud is the most abusive variant of MTIC fraud because it can be repeated several times with the
same goods. Sometimes, goods can even arrive, depart and return to the UK on the same day and the carousel
can operate either through the original EU supplier or another EUbusiness in the same or a diVerent EUState.
Annex A provides an illustration of a simple carousel fraud.

Scale of the fraud

7. The levels of transactions undertaken by fraudsters are often staggering. For example, sales recorded to
Ireland of a certain type of computer chip in the first 6 months of 2002 exceeded the total market for those
chips in the continents of Africa, Europe and Asia combined. Annex B contains some examples of MTIC
cases. During 2002–03, on average each individualMTIC fraud identified resulted in around £1.7millionVAT
being stolen from the UK Exchequer in just a nine-week period.

— The losses in a single case can be as much as £1 million VAT in a single day. Indeed, in a recent case,
£25 million VAT was stolen in just 25 days.

— The fraudwas growing in theUK at between £0.45 and £0.75 billion per annum before HMCustoms
and Excise implemented its strategy in September 2000 to tackle it.

— In 2002–03, the fraud losses were reduced by around 5 per cent to £1.65–£2.64 billion per annum
(down from £1.7–£2.75 billion in 2001–02).

— There are signs of a further sharp fall in illicit activity during the early part of 2003–04.

Impact on UK trade balance

8. As noted above, the missing trader that “imported” goods from the EU supplier ceases operation after a
period of intense trading without paying over to HMCE the VAT it has collected on domestic sales. As such,
full VAT records are not submitted for intra-EU trading associated with MTIC imports. Since the collection
of intra-EU trade statistics through the Intrastat1 system relies on VAT information being recorded correctly,
MTIC fraud therefore results in misreporting of intra-Community trade data:

— MTIC “acquisition” fraud, where goods are sold on by the fraudulent trader but remain in the UK,
results in an under-recording of imports into the UK, since no VAT returns or Intrastat declarations
are submitted by the “missing trader”.

— MTIC “carousel” fraud targeted at the UK acts to raise the actual level of both UK imports and
exports. As with acquisition fraud, where fraudulent traders import goods and subsequently
disappear, no VAT records or Intrastat declarations are returned and therefore those imports are
not recorded. However, VAT returns (and usually Intrastat declarations) are completed when goods
are re-exported, since this is required in order for the exporter to reclaim VAT on its purchase of the
goods. Therefore the measurement and recording of MTIC-related exports in the national accounts
is not aVected.

9. The net eVect of MTIC fraud is that both actual imports and exports are higher than they would otherwise
be. However, the level of imports as recorded in national accounts is understated. Therefore an upward
adjustment is required to the import data to capture this economic activity and to redress the imbalance
introduced by MTIC fraud activity to the balance of trade.

10. There is a further impact onUK trade data when fraudsters cease operations. The success ofHMCustoms
and Excise’s strategy for combatingMTIC fraud, launched in September 2000, has led to a sharp drop in illicit
exports and imports of goods favoured by the fraudsters. SinceMTIC-related exports are observed in national
accounts data, this fall resulted in depressed overall UK trade growth over the past year.

MTIC adjustment

11. Initial adjustments for the impact of MTIC fraud on the trade statistics were published on 9 July 2003,
and were subsequently incorporated into published national accounts datasets. Making an allowance in trade
data for the level of fraud is very diYcult, since EU trade statistics rely on declarations that missing traders,

1 Intrastat is the name given to the EU system for collecting statistics on the trade in goods between EU Member States since 1
January 1993. All VAT registered businesses must complete two boxes on their VAT returns, showing the total value of any goods
exported to and imported from other EU States. VAT registered businesses making intra-EU supplies or purchases of a value which
exceeds a specified threshold (currently £233,000 per annum) are also required to provide additional information in the form of a
Supplementary Declaration.
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by their nature, do not complete. Although MTIC fraud has been detected in many EU Member States, at
present there is no internationally approved methodology for including adjustments for the impact of MTIC
fraud in the trade figures and the national accounts. Indeed the UK is the first country to make adjustments
to trade statistics as a result of the MTIC fraud and is now sharing its experiences with other EU states.

12. The methodology, developed by ONS in partnership with HM Customs and Excise, relies heavily on
information gained from HMCE’s operational activity. As such it cannot be detailed for risk of prejudicing
current activity, including criminal investigations and prosecutions, and more generally undermining
HMCE’s ability to tackle the fraud eVectively. The method is only applied to transactions involving mobile
phones and computer components—the current commodities of choice of the fraudsters. It specifically
excludes other commodities and adjustments for the acquisition variant of the fraud, which cannot be
separately quantified at present.

13. Table 1 below demonstrates the impact of MTIC fraud on UK balance of payments data. The top panel
shows the amounts, in £ billions, by which trade data were revised to account for MTIC. Revisions have been
made to imports only, and are shown applied to exports for illustrative purposes. The overall trade deficit in
2002 was revised up, from 2 per cent of GDP to 3 per cent of GDP. The lower panel shows the resulting change
on trade growth.

Table 1

IMPACT OF MTIC ON TRADE DATA

Year Exports incl Exports ex Imports incl Imports ex
MTIC MTIC MTIC MTIC

£ billion
1999 166.2 164.5 195.2 193.5
2000 187.9 185.0 220.9 218.1
2001 190.1 182.9 230.7 223.6
2002 186.5 175.0 233.1 221.6
2003 Q1–Q3 140.2 136.3 174.1 170.1

Percentage change
1999 1.3 0.3 5.0 4.1
2000 13.1 12.5 13.2 12.7
2001 1.1 "1.1 4.4 2.5
2002 "1.9 "4.3 1.1 "0.9
2003 "1.3 2.7 "0.7 2.4

Impact on GDP

14. The eVects of the revisions to account for the impact ofMTIC fraud onGDP have been incorporated into
the Blue Book 2003 dataset, published on 30 September 2003. The ONS estimate that, as a result of the fraud
alone, real GDP growth in 2000 and 2001 would have been revised down by between 0 and 0.2 percentage
points each year. GDP estimates are aVected by much less than one might have expected (considering the size
of the trade revisions) because they incorporate the balance of information on output and income (which are
not aVected) as well as expenditure.

15. However, the impact of the higher import figures wasmore than oVset by other revisions to raise real GDP
growth in 1997–2000, to leave the level of current prices GDP broadly unchanged compared with previously
published estimates. And estimates of real GDP growth since the beginning of 2002 have not been aVected by
the import revisions as they are measured primarily by output data.
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Rationale for MTIC adjustments

16. For the purpose of assessing economic developments, there is a case for adjusting national accounts data
to remove the eVects of MTIC-related trade. However, as an economic activity this illicit trade consumes
national resources and does generate income and expenditure. It would therefore be diYcult to exclude its
eVects across the whole national accounts. Moreover, national accounting standards as set out in EAS95
require that, where possible, illegal economic activity should be scored within national accounts boundaries.
An adjustment for estimated MTIC"related trade data is therefore included in the national accounts.
However, to aid the accurate assessment and scrutiny of trade data, ONS also publish quarterly estimates of
imports and exports excluding trades associated with MTIC fraud.

MTIC Strategy and Other Anti-fraud Developments

17. HM Customs and Excise launched their strategy to tackle this fraud in September 2000. Over 450 staV

are currently deployed to tackle the fraud. HMCE’s aim is to halve the level of the fraud by the end of 2004–05
from what it was when the strategy took eVect. This is being achieved through:

— enhanced VAT registration checking procedures to detect and prevent bogus registrations;

— rapid targeting of fraudulent registrations that slip through the registration net by investigative
eVort, thus disrupting fraudsters at an early stage;

— tightening of controls on VAT repayment traders in transaction chains containing suspect suppliers;

— targeting specialist investigators at the criminal organisations behind the frauds, particularly where
disruption activities alone are insuYcient to stem their activities;

— working with others—such as legitimate businesses, financial institutions, counterparts in other EU
States and NCIS—to identify missing traders and others in the chains of transactions; and

— taking action to recover the VAT that has been stolen using a range of debt and asset recovery
techniques.

18. The fraud, by its nature, relies heavily on the ability of the fraudulent businesses to undertake trade in
goods with other businesses that may be either complicit in the frauds, that turn a blind eye, or are not
suYciently circumspect about their trading connections. Such participation fuels the growth of the fraud and
the legislation introduced in sections 17 and 18 of the 2003 Finance Act is designed to tackle this.

19. A continuing risk is the diversification of MTIC fraud into new commodities or fraud mechanisms. Over
the last three years, HMCE have constantly refined and developed their strategy and its impact has forced the
fraudsters to react with increasing sophistication. For example, as a result of the enhanced activity, frauds are
now identified at a much earlier stage, and the average period has dropped to just nine weeks. Fraudsters
reacted by ‘carouselling’ more goods more quickly—thus increasing the amount of VAT that can be stolen
within any given period of time.

20. HMCE Intelligence teams draw on intelligence and other information, from sources across all operational
area and use various data sources to track emerging products enabling developments in the fraud to be detailed
and new trends identified. In addition, HMCE cooperates closely with other EU States, sharing best practice
on tackling the fraud and emerging fraud trends. This is achieved on a bilateral basis and through EU fora.
Further detail on HMCE’s approach to tackling VAT and other indirect tax frauds, including the recent
extension to the VAT strategy, is set out in “Measuring and Tackling Indirect Tax Losses”, published
alongside PBR 2003.
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Annex A

ILLUSTRATION OF MTIC “CAROUSEL FRAUD”

The diagram below illustrates the main steps in a simple carousel fraud example.

A simple typical VAT Missing Trader Fraud

(‘A’)
Belgian
Supplier

Mobile phone supply
£1,000,000 - VAT Nil

(‘B’)
UK  Missing 

Trader

(‘C’)
UK  Buffer 

Trader

£900,000 + £157,500 
VAT

(‘D’)
UK  Buffer 

Trader

£ 920,000 + £161, 000 VAT

(‘E’)
UK  Broker

£950,000 +
£166,250 VAT

£970,000 -  VAT Nil

(Reclaims VAT paid from HM
Customs & Excise  -  £166,250)

Tax Loss -  £157,500

— The EU supplier (based, say, in Belgium)—company A—supplies a tax free supply of goods to
the UK missing trader—company B—for £1,000,000, with no VAT included in the price;

— Company B (the UK missing trader) now sells the goods at a VAT inclusive price to a second
UK trader—company C—for £900,000 plus VAT of £157,500, and disappears with the full amount
without paying over to Customs the VAT due. The missing trader (company B) will commonly
take a loss on the price excluding VAT, as this prevents the price from moving ever higher as the
goods carousel;

— Company C reclaims from Customs the VAT paid on the purchase and makes an onward supply
to another UK trader—company D—for £920,000 plus VAT of £161,000, paying over to Customs
£3,500 net tax due;

— Company D reclaims from Customs the VAT paid on their purchase and makes an onward supply
to a final UK trader—company E—for £950,000 plus VAT of £166,250 paying over to Customs
£5,250 net tax due; and, finally

— Company E (the exporter) reclaims from Customs the VAT on their purchase and makes an
onward VAT free supply of £970,000 back to the original EU supplier—company A—reclaiming
from Customs the VAT he has paid of £166,250. In many cases, company E may instead sell the
goods on to a diVerent EU business, either in the same of a diVerent EU State, thus enabling a
new “carousel” to begin.
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Annex B

EXAMPLES OF MTIC FRAUD

Example 1:

A man and a woman were found guilty of orchestrating a £20 million fraud involving computer
components. The man was living a playboy lifestyle, undertaking regular trips to the Bahamas and other
exotic locations. The woman was using the funds to build a country club in Ireland, having purchased 6
properties in the UK, Isle of Man and Republic of Ireland.

Example 2:

Six men were jailed in March 2002 for a total of over 26 years and fined over £500,000 for evading £10.5
million of VAT. The members of this organised criminal network, including one previously convicted for
drugs traYcking oVences, operated 12 companies located in Kent, Sussex, London and the West Country.
The criminals masterminded the fraud with some of them setting up and running the companies and the
others instructed by them, partially to obscure links between the companies.
The fraud involved the importation of computer parts into the UK from six diVerent EU States—
Luxembourg, the Netherlands, Belgium, France, Spain and the Republic of Ireland. Of the 12 companies
involved, eight were “missing traders” and the remaining four were “buVer traders” or middlemen, that
were set up to provide a veneer of legitimacy to the transactions by buying and selling the goods and
declaring VAT on them. There were also clear links to organised crime in Belgium and Luxembourg. This
is an example of how transactions are set up within the fraud, with the businesses other than the missing
traders being knowingly complicit in the execution of a premeditated attack on the VAT system.

Example 3:

Two men set up a company trading out of a bungalow in Buckinghamshire. They were selling computer
components at a loss but, not withstanding this, were able to steal around £6 million in VAT from the
UK Exchequer. Apparently businesses that were buying computer components from this company did not
consider it unusual that two men who had recently set up a business were able to supply £30 million worth
of computer components in a three-month period. Both men are now serving 7-year prison sentences.

In yet another case, a 21 year old supposedly supplied 10% of the entire world production of one type of
computer chip in a three-month period—what, in eVect, was happening was that the same chips were going
round and round in circles with huge amounts of VAT being stolen each time they went round.

Note on the Savings Rate

In recent years the household saving ratio has been around levels seen in the 1960s, and at 5.9 per cent in 2003
Q3 is not at an all-time low. Since 1998 the saving ratio has been lower than earlier in the 1990s, but it was
inflated through most of the early and mid-1990s as households retrenched and saved for precautionary
reasons following the unsustainable developments of the late 1980s. During past periods of macroeconomic
instability, households have had to save tomake up for the loss of value of their savings due to high and volatile
inflation, and to provide a cushion in the event of becoming unemployed. Thus the lower saving ratio now at
least partly reflects relatively stable macroeconomic conditions.

It is clear that peaks in the saving ratio over the past 40 years have more or less coincided with peaks in
inflation. Indeed in inflation-adjusted terms the household saving ratio, at around 4 to 5% since 1998 on Bank
of England estimates,2 is well above the average over the past 40 years, and was only significantly higher in
the mid-80s and mid-90s, both periods when households were retrenching in the wake of recession (see table
below). From this perspective it is the high saving of the early and mid-1990s that looks exceptional, rather
than the more modest rates of recent years.

Households also tend to save less out of current income when their wealth is high relative to trend, as in recent
years, and save more when their wealth is relatively low, as in the mid-1980s. This is only to be expected given
that people save in order to acquire wealth—if wealth rises through higher asset prices (eg houses or equities)
then there is less need to save out of current income. Thus it is important to assess the sustainability of
household spending and saving behaviour in the context of balance sheet developments. Equally,
developments on the liability side of the balance sheet, with a strong build-up in household debt in recent years,

2 Calculated from ONS data, see chart 2.3 in the Bank of England’s Inflation Report, November 2003.
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need to be viewed alongside those on the asset side. For example, since early 2000, 77 per cent of the increase
in mortgage debt has been matched by increased holdings of currency and deposits by households. This is
consistent with much of Mortgage Equity Withdrawal being saved rather than used to finance spending.
Overall, as discussed in Box A6 of the recent Pre-Budget Report (Cm 6042), the maintenance of
macroeconomic stability with low inflation, low interest rates and high levels of employment is expected to
ensure that existing levels of household debt are sustainable. Whereas naturally there are risks surrounding
this prospect, the chances of an uncomfortably sharp retrenchment in household borrowing are judged to
be low.

The Government’s strategy to encourage saving in the private sector is to provide the right environment,
incentives and information for people to save. This includes generating a climate conducive to saving, based
on macroeconomic stability and an eYcient and well-regulated market in financial services; creating the right
incentives by ensuring that the tax and benefit system does not unfairly penalise savers, and by assisting those
on low incomes; empowering individuals by ensuring improved financial information and access to advice,
and promoting the provision of simpler and easier to understand savings products; and by running fiscal policy
so as to adhere to the Golden Rule, thereby ensuring that the Government does not dis-save over the cycle.

Specific policy measures include the new Child Trust Fund to strengthen the saving habit of future
generations, underpinned by improved financial information and education. It is intended to promote positive
attitudes to saving and ensure that all children, regardless of background, will have a stake in the wealth of
the nation and benefit from a stock of financial assets when they start their adult lives. ISAs and stakeholder
pensions oVer opportunities for people, particularly low and middle-income savers, to save tax-free. And the
10p starting rate of income tax further rewards saving.

SAVING RATIO DATA

Per cent Saving ratio Inflation adjusted
saving ratio*

1963 5.4 2.7
1964 6.5 1.9
1965 6.8 1.0
1966 7.1 2.5
1967 6.4 3.0
1968 5.6 0.0
1969 5.7 "0.3
1970 6.6 0.4
1971 5.0 "3.8
1972 7.3 1.1
1973 8.2 1.3
1974 8.4 "4.0
1975 9.2 "5.6
1976 8.8 "1.1
1977 7.6 "1.8
1978 9.4 3.5
1979 10.9 3.6
1980 12.4 3.5
1981 12.1 5.6
1982 10.9 5.5
1983 9.0 5.2
1984 10.3 6.7
1985 9.8 6.1
1986 8.2 5.0
1987 6.4 4.2
1988 4.9 2.4
1989 6.7 4.1
1990 8.0 5.2
1991 10.2 7.4
1992 11.6 9.9
1993 10.8 9.4
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Per cent Saving ratio Inflation adjusted
saving ratio*

1994 9.3 8.4
1995 10.0 8.4
1996 9.3 7.6
1997 9.6 8.2
1998 6.4 4.6
1999 5.3 4.1
2000 5.5 4.8
2001 6.7 5.4
2002 5.4 4.7

Average 1963 Q1–2003Q3 8.0 3.5
Average 1979 Q1–2003Q3 8.6 5.8

*Inflation adjusted saving defined as saving adjusted for the eVect of higher inflation in reducing the real value of
nominally denominated financial assets. The adjustment to household income and saving is defined as (stock of
nominally fixed financial assets—stock of financial liabilities) x inflation rate; and adjusted saving ratio is then
(saving—adjustment)/(income—adjustment).
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Present Barnett, L Peston, L (Chairman)
Elder, L Roll of Ipsden, L
Goodhart, L Sheldon, L
Marsh, L Sheppard of Didgemere, L
Oakeshott of Seagrove Bay, L Vinson, L
O’Cathain, B Wakeham, L

Examination of Witnesses

Witnesses: Mr Mervyn King, Governor, Bank of England, Ms Rachel Lomax, Deputy Governor, Bank of
England, Mr Charles Bean, Chief Economist, Bank of England, Ms Marian Bell, Member, MPC, and

Mr Richard Lambert, Member, MPC, examined.

Q258 Chairman: Mervyn, welcome back to their monetary policy are operating satisfactorily and that
the outcome is satisfactory?Lordships’ House. This is the first time we have seen

you since you became Governor so a belated oYcial Mr King: Yes I am. There is one very big diVerence
congratulations. between monetary policy and fiscal policy and that is
Mr King: Thank you very much. the time horizon over which those policies can be

made and can be reversed if necessary. The great
attraction of monetary policy for the purposes of

Q259 Chairman: I think we have seen one or two of managing the balance between demand and supply in
your colleagues before but one or two of them we the economy is that if necessary it can turn on a
have not so if you would introduce them. sixpence—that is we can change the direction of
Mr King: Starting on my right-hand side there is one interest rates and the level from one meeting to the
of the new members of the Monetary Policy next. I think it would be extremely diYcult for the
Committee, Richard Lambert, whom I am sure you Chancellor to introduce a new budget everymonth or
know from his former life, but he joined us last to change tax rates or the broad stance of fiscal policy
summer; Marian Bell, on my immediate right, on my markedly from month to month. And of course in
left is our new Deputy Governor for Monetary most conditions one would not expect to need to
Policy, Rachel Lomax; and on my extreme left is change policy sharply frommonth to month, but it is
Charlie Bean, Chief Economist and Executive very important to have that ability. Historical
Director, Monetary Analysis and Statistics. experience suggests that quite often the gap between
Chairman: Going back to our recent report on a previous either increase or reduction in interest
ageing, if I could ask youwhen you are answering our rates and the next move in the opposite direction can
questions to speak up and, given our age group, to be fairly short, a matter of weeks or a few months.
speak rather slowly and occasionally if you drift oV, There are times in the business cycle when it is
as we all do, I will remind you that we like to hear necessary to react very promptly to a change in
what is being said. You know our broad line of circumstances, and monetary policy is well-placed to
questioning and the areas we wish to ask you about. I do it; fiscal policy is not well-placed to do it. Of
think the best thing given one or two time pressures— course, as you point out, it is very important that they
and I would like to be sitting in front of my television go on working together. From our point of view I
set watching a football match by eight o’clock and we

think that means two things. The first is that we arewill be well finished by then,Mervyn!—the sooner we
kept closely informed about what is happening toget started the better. Lord Vinson?
fiscal policy and to revenues and expenditures—and
we are briefed where necessary by the Treasury
representative at our meetings—and secondly, andQ260 Lord Vinson:Welcome back, it is very nice to
more importantly, that the Government sticks to itssee you again.When theMonetary Policy Committee
own fiscal rules, namely that fiscal policy does in factwas set up there was some concern expressed that the
meet its medium-term objective. From that point ofeconomy would be steered by two drivers: firstly,
view we know what the stance of the fiscal policy ismonetary policy controlling the brakes and,
and in turn the Chancellor knows that if there weresecondly, the Chancellor controlling the accelerator,
changes in the stance of the fiscal policy that weor vice versa, and that there might be inadequate co-
would take those into account when assessing theordination between those two to get propermonetary
likely movement of demand in the economy. Andpolicy overall. Are you satisfied that the present

divisional responsibilities between fiscal and that would be one of the factors that would lead us to
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happening in the economy to the Chancellor so welook at the overall picture and if necessary respond by
a change in interest rates. So he knows that we are can have a conversation about it, but there is no

formal co-ordination in any sense. I would like tobound to react to significant changes in fiscal policy
and he can therefore take that into account when make absolutely clear that there has not been a single

occasion since 1997 when there has been anymaking his own judgments on fiscal policy. In that
sense I think co-ordination works extremely well. suggestion or pressure of any kind as to what we

might do on interest rates, none at all, and from that
point of view the framework has worked absolutelyQ261 Lord Vinson: Thank you for that broad brush
admirably and we are extremely pleased with that.reply. It could be argued that our interest rates

relative to our rate of inflation are considerably
higher than other comparable countries. Is this a Q263 Lord Barnett: I am sure you are. In the last

sentence of paragraph 19 of the December minutesreflection of inadequate fiscal policy?
Mr King: I do not think it can be a reflection of you say: “The implications for monetary policy from

the information in the Pre-Budget Report would beinadequate fiscal policy for two reasons. One is if you
look at our overall budget position, it is quite assessedmore fully in the comingmonths.”Have you

now completed that and what conclusions have youfavourable compared with most other countries. In
Europe they have been having a debate about the size come to?

Mr King: I think the important thing to note aboutof their fiscal deficits which are much larger than
here. If you look at the United States the swing from the Pre-Budget Report is that it is an interim

description within the fiscal year of the currentsurplus to deficit has been very marked, not just on a
cyclical but also on a longer-term basis. I thinkwe are position, and what it revealed in December was that

the likely borrowing requirement for this year wasin as good a position as any and better than most. I
do not think the diVerence in interest rates can be put about £10 billion higher than was expected at the

time of the Budget and that was due partly to higherat the door of our own fiscal policy. Indeed, I would
go further and say the link between fiscal policy and spending and partly to lower tax receipts. That is

relevant because it means that the margin for error ininterest rates is verymuch (in terms of fiscal policy) at
the level of industrialised economies taken together. I terms of the fiscal rules is smaller. There will be some

impact on demand and we take those things intodo not think any one small country can have a big
impact on world interest rates. It is less true of the account in our forecast, but of course it is only

interim in the sense that what the Chancellor will doUnited States which is a very large economy, but for
ourselves the impact is largely through expectations about fiscal policy looking ahead is something that

we will start to learn about in the Budget. The Pre-about future policy on inflation or throughworld real
interest rates and our contribution to the world fiscal Budget Report is not the time to announce those

decisions. The Budget is certainly a more importantsurplus or deficit. So, one reason for thinking it is not
inadequate is that our fiscal position is not bad at all, moment when we shall learn information that

is relevant to our decisions. The overridingand the second is that there is a good reason why our
short-term interest rates have been higher than many consideration for us is whether we think the

Government will meet its own fiscal rules, and theother countries, which is that our position in the
business cycle has been rather diVerent. Whereas we Government has made absolutely clear its

determination to do so.have now had 46 consecutive quarters of positive
economic growth, all other G7 economies have had
at least one quarter of negative growth during the Q264 Chairman: So we would be wrong to interpret
recent slow-down. So I think our cyclical position is what you have said in your reply as meaning that you
rather diVerent too, and that helps to explain the will be producing an internal policy document that
diVerence in interest rates between ourselves and says “the Pre-Budget Report means this, this and
other market countries. this” or that “the workings of theMPC cover the first

half of the fiscal year”?
MrKing:No, to be clear on this, when those minutesQ262 Lord Barnett:Good afternoon, Governor. Do

you still have the monthly meetings with the were written theywereminutes of ameetingwhere we
had only just had a very first sight of what might beChancellor—I assume you do—and do you discuss

the co-ordination of monetary and fiscal policy at in the Pre-Budget Report and therefore we were not
in a position at that meeting to come to a clearerthose meetings?

Mr King: The meetings are now at breakfast rather judgment as to what the Pre-Budget Report meant.
All the time in the Bank there is analysis of what isthan lunch and they do take place once a month. We

do not discuss the philosophy of co-ordination happening to the fiscal position andwhat it means for
the likely path of demand in the economy and hencebecause I think the framework is very clear. If there

are changes I will sometimes describe what has been the outlook inflation, so we have done an analysis
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position in the cycle relative to other countries weand we are always trying to update it as the monthly
numbers come in. have on average over this period been at a rather

diVerent position. Maybe one of my colleagues,
perhaps Charlie or Rachel, has views.Q265 Lord Sheppard of Didgemere: Governor, we
Mr Bean: The one thing that is useful to add is theunderstand what you have said about the euro zone
fact that long-term interest rates—nominal andand the UnitedKingdom being in a diVerent position
real—are very similar across the three areas and thaton the cycle. Is there any sign of those cycles coming
in some sense is indicative of theway interest rates areinto alignment?Without getting into the politics, just
common across countries and the shorter-termon the pure economics I would say, if anything, at
diVerence, as the Governor says, can be tracedpresent we are moving back away from each other
primarily to cyclical divergence at the moment.slightly.
Chairman: Perhaps if we go on to our next questionMr King: It is very hard to judge because we are still
we will get some more light thrown on this one asin the same cycle we were a few years ago. If you want
well.to see a number of cycles to form that judgment you

will have to look over a somewhat longer period. The
judgment about the convergence of cycles is not Q267 Lord Marsh: Staying in the same area I ought
something that one can base upon saying, “With a to say that I am a newcomer to the Committee but
few months’ more data can we update our view on they expressed some doubts on this second question
that.” I do not think we have learnt a great deal more too, and it is that one would think that with the time
than we knew a year ago but I suspect in terms of the horizon for fiscal policy being current expenditure
pattern of cycles that is always the case, that you and with no time horizon for capital expenditure
learn a little bit over a period of time and that there must be a possibility of confusion and conflict
accumulates into something that is worth having. with macroeconomic policy. Would you regard that
Over a six or 12 month period you are not going to as serious?
learn a very great deal more. Mr King: You are right to point out that the time

horizons are diVerent for monetary and fiscal policy
and I think that is largely because of the very diVerentQ266 Chairman: I got a bit lost on your answer to

Lord Vinson on the short-term real rate of interest lags in the transmission mechanism. If they were
being used therefore to target the same objective, thatbecause you seemed to be saying it was to do with

cycles being out of sync, but is it not the case that the is if both fiscal and monetary policy were being used
as substitutes to try to tackle macroeconomicshort-term real rate of interest in this country has

been higher than the European Union for a very long stability and the inflation rate, then I think there
would be the diYculty of co-ordination to which youperiod of time and therefore it cannot really be a

cyclical phenomenon at all? refer. That is one good reason why I think fiscal
policy should be looking to the medium term toMr King: It depends how long you think the cycle is.

Clearly our relative position in the cycle seems to me guarantee the sustainability of the performance of
the economy and monetary policy instead needs toto have been rather diVerent relative to other

countries over quite a long period and we have not try to influence the path of aggregate demand and
therefore the outlook for inflation. Let’s suppose thathad any downturn in output since the second quarter

of 1992. That degree of stability means that it is not if we were really lucky, which is unfortunately not the
case, and the lag in monetary policy was only onesurprising that we have seen interest rates much

closer to what one would think of as being perhaps week, then we would always see the impact of
changes one week later, that would be the idealaverage longer-run levels, whereas in some of the

other countries, they have been through quite long instrument for responding to news about
developments in the world and the British economyperiods where output has beenmuch lower relative to

trend. That was certainly true for the United States, and it would make our life much easier in terms of
setting monetary policy, but it would make it evenwhere their interest rates were much higher as

recently as 1999 than they are now relative to ours more obvious that the lags and time horizons were
very diVerent and that monetary policy and fiscalbecause they suVered a fall in output and a sharp rise

in unemployment, which we did not suVer. So I think policy should be aimed at diVerent objectives. I think
the answer to your question has to be that it is thethese things domatter and if you take an average over

ten years it is actually influenced a lot by this cyclical very diVerence in time horizon which is why
monetary policy should be used to target inflationposition. If this were to be a longer-run or permanent

phenomenon, then I think you might ask questions and fiscal policy used to produce a sustainable
pattern for public finances given that whatever theabout what has been happening to the exchange rate.

I certainly do not want to derive a conclusion on this balance is between spending and taxation it has to
balance out in the long run.but I think the rule has to be if you look at the
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ability to look each month and make a new decision,Q268 LordMarsh:Given the lead times and some of
the decisions involved in either of those courses, I that we can do. I do not think it is really open to the

Chancellor to pretend that he can set fiscal policyremain a permanent pessimist; life is not always that
easy. Can you conceive of a situation where you every year or change tax rates every month.
would have a major problem and that which started
oV looking like a very sensible macroeconomic policy Q270 Baroness O’Cathain:Are you concerned about
is shown not to be by circumstances that are totally this, because when you do not have a time horizon for
outside control in the short term? capital expenditure, surely that could make you quite
Mr King: There is no doubt that because of the lags risk averse, and therefore there could be a situation
involved between changes in policy instruments and arising where this country does not look far enough
their outcomes, there will be many occasions when ahead to make big decisions about capital
the policy setting that seemed sensible at the time, expenditure and therefore macroeconomic policy is
with the benefit of hindsight, does not seem so aVected by that?
sensible and the policy has to react to it. That is the Mr King: It is certainly conceivable that wrong
art and science of monetary policy. I do not think it investment decisions are made and that will have a
follows from that that because the lags are diVerent feedback in due course for our policy decisions. That
for fiscal policy that complicates matters. Provided is a question you have to put to the Treasury and
that fiscal policy is set so that the tax raising side is in those responsible for making decisions on public
sync with the expenditure side and that over the cycle investment. You have to try to ensure that they are
as a whole those two balance, then as far as we are setting the right time horizon. Our contribution in
concerned that is what wewould like the policy to do. terms of setting monetary policy is that if we can
If fiscal policy starts to be used to try to oVset or ensure a reasonable degree of macroeconomic
substitute for what we are doing then we will have a stability, then it is feasible for other parts of the
problem, but I do not think it is; it is being set for the government machine to take that long-term view. I
medium term. think what we do is a necessary part of taking a long-

term view but it is clearly not suYcient. That requires
other people to set investment decisions in the rightQ269 Lord Sheldon:There is one aspect of monetary
way.policy which is something similar to fine-tuning. You

cannot do the coarse things in fiscal policy because
they take so long but you can fine-tune the economy Q271 Baroness O’Cathain: It is not necessarily that
by using monetary means. the wrong investment decisions are being taken; it

could well be that no investment decisions are beingMr King: You can change stance very quickly and if
that is what is meant by fine-tuning the answer is yes, taken in certain areas which actually then predicates

that we are in fact going to lose our competitivenessbut it is not fine-tuning in the sense that one can
target exactly either the inflation rate or GDP growth over a longer period. I will be specific about this.

There is a question, for example, of security of energyor anything else because we simply do not have the
knowledge to fine-tune. What we do have is the supply, which is something we have been looking at

in this House at the moment in connection with theability to change instrument setting each month and
that is the flexibility we have. It is the flexibility not to Energy Bill. It appals me to think that decisions

which are beingmade about security of energy supplybring about precise control of the economy; it is the
flexibility to change the policy position. I suppose it in other countries are being taken firmly now and

ours are not being taken apropos nuclear. Thereforeis a bit like trying to steer a yacht into the harbour.
You can change the tiller pretty frequently but you what role would you as the Monetary Policy

Committee (which really formulates macroeconomiccannot steer a precise course because you are always
being blown oV course by the wind changing policy, if you like) have if that issue came up?

MrKing:None directly. There are two things I woulddirection and moving around. You just have to
respond and we can respond all the time but we say. One is to repeat that our role is to try to create a

background of stability which provides a springcannot be entirely confident of the precise path that
we will then follow in order to get into harbour. We board to enable other people to take long-term

investment decisions.We cannot take those decisionsthink that on average we will be able to keep inflation
close to the target but the precise consequences of for them, whether they are in the private or the public

sector. Our job is to make it possible for people to dochanges in interest rates cannot be predicted and
there will be surprises along the way, so it is not fine- it without continually being overtaken by financial

crises. That is the first point. The second point is thattuning in that sense. The idea that we can always keep
the growth close to trend or inflation bang on target if we felt, as we do when we look at our projections,

that the level of investment in both the private andwe simply cannot do. If that is what is meant by fine-
tuning we cannot do it. If by fine-tuning is meant the public sectors influences the supply side and that
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Mr King: That is certainly an operational questioninvestment is low for a considerable period, then that
and it is a diYcult question. I will say a fewwords andwill aVect our judgment about the supply capacity of
then perhaps ask others to comment because this is athe economy and in turn that will feed through into
very good example of an area where people may wellour policy decisions.
have diVerent judgments about what this will mean.
At one very broad level a change in exchange rate in

Q272 Chairman:One last question on that. I am still a sense redistributes demand around the world from
puzzled about this and we asked the Treasury about the economy whose exchange rate has gone up to the
it last week. In the Pre-Budget Report it has a scatter economy whose exchange rate has gone down,
diagram that appears to be saying that monetary and although even there you have to ask why has the
fiscal policy should always move in the same exchange rate changed because if it has changed in
direction. It talks about that precisely and I must say response to weakness in domestic demand even that
it made no economic sense to me as someone who statement may not be true. Broadly speaking, I think
used to study these things. This question we are the question we have asked ourselves is, is it the case
asking you is precisely along the same lines. Surely that the fall in the dollar against the euro means that
the hindsight question is of relevance? If you had the weakness of the euro area, about which we had
known when we all first started talking about these been concerned for some time, will continue longer
matters that what is happening currently to the fiscal than might otherwise have been the case? We have
position was going to happen, one has to ask would seen a recovery of business confidence in the euro
the MPC have taken the same decisions that have area for some six months now, which is rather
been taken? I do not expect you to answer that. What encouraging, and we have seen some pick-up in
we want you to answer is whether that is a valid domestic demand, and that is very encouraging, but
question. there is still uncertainty about the timing of the
MrKing: I think in almost any aspect of the economy recovery in the euro area, so for us the big question
if it turns out to be rather diVerent fromwhat one had we have tried to look at is whether we think that will
believed ex ante clearly one ought to be able to do mean, despite a potential policy response by the ECB,
better and would have taken a rather diVerent that nevertheless the euro area might be slower in
decision with the benefit of hindsight. I just do not recovering than we had previously thought. That is
think it is an operational or terribly helpful question the question. Having posed the question let me see if
to have answered because we do not have the benefit my colleagues have the answer!
of perfect foresight and I do not see how we could. Ms Bell: I agree with the Governor absolutely that a
Clearly if there are any changes in the economy, change in exchange rates should merely redistribute
whether it is on investment or spending decisions or growth but, of course, for the United Kingdom the
savings propensities or what is happening in the euro euro zone is much more important as an export
area, if we had known with perfect foresight market than theUS, so it is of some concern to us that
beforehand what was going to happen, then we the appreciation of the euromay slow growth beyond

what we might otherwise have expected. It iswould probably have made a diVerent decision, but
something that we are considering. The imbalances inhow diVerent I cannot say. It is a hypothetical
the US have also been an issue for us since I came onquestion and it is very hard to go back and re-
the Committee, and I think for some considerablecreate the old Committee in these hypothetical
time before that, so we are also looking at the riskcircumstances.
that the movement that we have seen in exchange
rates may go further in order to address those

Q273 Chairman: I am a great believer in that sort of imbalances, or that theremight be additional changes
thing, Mervyn. in demand in the world (perhaps a slow-down in US
Mr King: I look forward to you interviewing the domestic demand) to address imbalances.
reconstructed MPC.
Chairman: We will do it through the equivalent of

Q275 Lord Sheldon: The present current accountDNA! Let’s proceed because one or two of these
deficit in theUnited States is about five per cent. Thattopics are going to come up yet again.
is an astonishing level and there is no sign of it going
down. In fact, some of the stories we have been

Q274 Lord Oakeshott of Seagrove Bay: You told us hearing recently suggest that it is going to keep going
that in the past the exchange rate can aVect the badly for quite a long time. Our own deficit of course
transmission mechanism and also the price level. In is about two and a quarter per cent and if there is any
particular what is the significance of the weakness of real and serious change in the United States it is
the dollar andUS current account at themoment and bound to have some aVect upon us. How do you

see this?how far does this aVect your thinking?
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because of the current account deficit which startedMsBell: I think you are right that theUS deficit is not
likely to improve dramatically quickly but there are to grow to four or five per cent plus of GDP. We did
considerable lags in this and the large move in the say that in those circumstances wewould expect there
dollar will not have yet had an impact, so I think would be an adjustment. However, there has been an
there is a possibility there for an improvement and adjustment to the US eVective exchange rate index of
there may also be a policy reaction, as Mervyn said, over 20 per cent, which is a very large change. I do not
in the ECB which would alter the prospects for UK think any of that is terribly surprising. What is
demand. comforting is that it has been managed so far

relatively easily and has not led to any great
diYculties. I think it is impossible to know what willQ276 Lord Sheldon: But there was a situation years
happen in the future. One of the things we look atago when we had a reserve currency and when we
whenwe examine our forecasts every quarter is to askfailed in that it was always easier to move everything
ourselves the question if there were to be largeover to the United States. There is only one reserve
changes in exchanges rates between, say, the dollarcurrency now and that is why it has been able to
and the euro, what eVect did we think thatmight haveaccumulate these deficits because there is no
on the sterling eVective exchange rate. It seemedalternative. Eventually people will come to realise
sensible to imagine that one possible scenario wasthat they cannot go on forever and there could be
indeed if the dollar were to fall sharply against thesome rather unfortunate circumstances at that time
euro. Although we did not have imbalances on thein which we would be implicated too.
same scale as the US, we did have some imbalancesMr Lambert:As you will see from our minutes, this is
and our own eVective exchange rate index might alsoone of the two or three things that have occupied us
fall. That was one of the downside risks to thequite a lot in our discussions in the last three or four
exchange rate and upside risks to inflation that wemonths and one of the things I think we all feel is that
looked at. I think what has been surprising is thatwe cannot forecast exchange rates. We build risks
during most of the period in which this adjustmentinto our forecasts and we discuss them every month.
between the euro and the dollar has taken place theIt is one of the great benefits, I think, in the way the
eVective exchange rate index of sterling has beenGovernor put it, of having a monthly meeting where
remarkably steady. The eVective exchange rate indexwe can see how things are working out compared
did fall back in the first part of 2003 from a level ofwith our central forecasts made every quarter to try
around 107 or 108 to 100. I think we drew someand form some judgment as to whether we should
comfort from that because it did not imply anudge correspondingly to the current movement.
significant inflationary injection into the economy,What we cannot do, what I certainly think I cannot
rather that this was something that helped to restoredo is sit around and take a view of what value the
imbalances in the economy. In the last couple ofdollar is going to be in a year’s time.
weeks, of course, we have been noticing that the
eVective exchange rate index has gone up again andQ277 Lord Vinson: It is a continuation of the
it is now about 1.5 percentage points above that level.previous question really. Our exchange rate
That is something that we will have to take intopurchasing power parity is now 15 per cent out of
account when we come to our next projectionkilter, or higher than it ought to be, relative to the
forward. So that is a factor and it is not somethingdollar. We have a current account deficit of about £2
that we had necessarily expected. Those exchangebillion a month. We have a current account deficit
rates move around and people have to examine andwith the euro which is substantial in its own right.We
think about why and take that into account when wehave a trading deficit with the euro of nearly £3
make our projections. One thing we have learnt in thebillion a month, I think I am right in saying. All these
last ten years is that the simple relationship thatthings would indicate at some stage an overvalued
might have existed in the BrettonWoods days (beforecurrency. Some would argue that interest rates are
that agreement came to an end) and in the immediatebeing kept up to dampen the housing market and we
aftermath (of floating exchange rates) when we weredare not cut interest rates any more, which otherwise
worried about how capital account movementswould be a mechanism for lowering the rate of
would be financed is less of a concern now, but thereexchange. Do you consider you are on a Morton’s
have been changes. The US, for example, is no longerFork or are we sailing happily?
attracting so much indirect investment or equityMr King: I do not think Morton’s Fork is the right
portfolio investment as it was and the recent capitalway of putting it. I think there is a great deal of
inflows into the United States, which are theuncertainty about how to think of the consequences
counterpart to the current account deficit, have beenof these large current account deficits. For a long time
in the form of short-term loans and a good part ofwe said we felt it was diYcult to understand why the

dollar was so strong against the euro, precisely that has been overseas central banks accumulating
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Q280 Lord Sheppard of Didgemere: Chairman,short-term dollar assets. There is some sign that those
central banks will not wish to go on indefinitely could I just ask one question. If I take you back to the

capital account capital flows and how we look at itaccumulating dollar-denominated assets and will
start to accumulate assets that are denominated in fromwhether it has yet had any impact on the private

sector and companies buying and selling in eithereuro and maybe even sterling. In that case, there will
not just be one reserve currency: the euro will start to dollars or euros (because there certainly at times has

not been any reason for acquisitions one way or theplay more of a role and countries may well have a
group of currencies, not just one or even two but a other but it has certainly helped some of the figures

look better in some instances or worse) is there anybasket of currencies to formulate their reserves, and
thenwe are back into a somewhat diVerent world. All sign of that?

Mr King: The translation of profits earned abroad—of these changes are taking place and I am not going
to speculate what they will lead to, but they are things
we have to watch and monitor as we go ahead. These Q281 Lord Sheppard of Didgemere: I was thinking of
concerns about the current capital account are real capital purchases, buying companies.
concerns and they are relevant to us too, but on a Mr King: The figures in this area are extremely
much smaller scale than in the United States. diYcult to judge because there are no compulsory

reporting requirements and it is very hard to know
what figures one should use for capital flows. TheQ278 Chairman: Could we summarise following on
main picture one can draw at this stage is thatwhat Richard Lambert was saying. If we look at
whereas three or four years ago the argument wasparagraphs 20 and 21 of the January minutes
used that it was easy to understand why the dollar(although there is a corresponding paragraph in the
was strong and that although there is a large currentDecember minutes) I want you to clarify for me at
account deficit, the reason for that was that peopleleast because I am never clear what you mean by the
wanted to buy real capital goods to invest in theupside and downside of things, but I think I now
United States and to buy equity, and the attractionunderstand that with “downside” you are just using
was the greater profitability of investment. Thethe expression to mean “lower than upside” rather
United States was sucking capital in and thethan good versus bad?
counterpart of that was an inevitable current accountMr King: Absolutely right.
deficit (it would eventually naturally unwind but
nevertheless it would be a deficit in the short run) that
argument is harder to sustain as of now. It might wellQ279 Chairman: What we are trying to understand
have been a good description then; it is not a goodis how you analyse your decision. I take it that a
description nowbecause those capital flows are less insummary of paragraphs 20 and 21 would be that
the form of foreign direct investment and equitysince the thing was somewhat uncertain you decided
portfolio investment and more in the form of short-to exercise the option of doing nothing. That is my
term assets which can unwind very quickly, andsummary of paragraphs 20 and 21. There are some
indeed some of them have dropped 20 per centpluses and minuses and therefore the optimal
against the euro in the last part of last year.decision which is an option for you (that is the new

buzz word) in your decisionmaking, was you decided
to exercise that option knowing that next week you Q282 Lord Elder: Moving on a bit, the MPC has
could exercise that option or not as you decided? now been around for six years. Do you have any
MrKing: I think we decided in January that the news plans to examine in a formal way the workings of
on the month did not add up to a significant the MPC?
argument for thinking that inflation would be higher Mr King: Internally we have what we have perhaps
or indeed lower than we thought for the previous somewhat pompously described as a “culture of
month. There were oVsetting movements of data. In continuous improvement”. That is we are always
terms of the world economy things seemed a bit trying to find ways to improve our procedures. We
brighter and, other things being equal, that meant have a process in which once a year we have to
that total demand was likely to be a little stronger explain to the Court of the Bank how our procedures
than we thought the previous month. But, on the work and explain what improvements, if any, we
other hand, the exchange rate was also somewhat have made. The Court talks to everybody on the
higher and, other things being equal, that would be MPC, looks at our procedures and makes us
likely to lead to an overall lower inflation projection. think hard about it and, if necessary, makes
The net aVect of that was diYcult to judge and we did recommendations to us. That is one area we look at.
not think it amounted to a very strong case for We try and look regularly at our own monthly and
thinking we needed to make a change in that month. quarterly internal staV analyses and forecast round.

As a committee we often talk among ourselves aboutChairman: I think that has helped us a bit on that.
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no. The more I see it, the more I think the idea of awhether we could change the internal procedures of
how we operate. From that perspective—in terms of committee of nine people and the pooling of technical

expertise is an extraordinarily good way to makehow we operate within the Bank, including the
communications we make and the way we these technical judgments, providing of course that

the Government is setting the strategy, which is thecommunicate with the outside world,—we do look at
that fairly regularly and of course we have over inflation target, and then we take decisions on

interest rates. I certainlywould notwant to claim thatseveral years commissioned external reports. We had
the Kohn Report and we had the Pagan Report. everything we have done is perfect but I do feel—and

I look around the world at what other central banksAdrian Pagan has reported and he will be coming
back again later this year to see how we are getting do and what the alternatives are—that we have as

good a framework as any and I am content toon. So I think we try to have continuous internal
assessment of what we are doing and peer review continue to operate within it. Maybe we should ask

Rachel who has just joined and who has seen it fromfrom outside. In terms of those aspects of it we are
looking at it all the time, but maybe you had in mind the outside and now sees it from the inside.

MsLomax: I have seen improvements in this from thesome broader aspect.
way it used to be done in the past. I suppose the real
thing that counts is track record and that is a matter

Q283 Lord Elder: That was the first part of it and of historical record. By historical standards the
also the question of whether or not you have looked hitting of the inflation target and the degree of
at the work of the Committee, the output of the stability of output is quite exceptional. You perhaps
Committee and assessed its eYciency, eVectiveness, cannot put it all down to theMPC but certainly if the
and correctness? Do you make any kind of record had been worse people would have been
assessment on that kind of basis? inclined to raise questions about theMPC. I think the
MrKing: In our speeches and comments in public we one issue you did not raise which is worth perhaps
occasionally refer to the track record. We publish just mentioning is public understanding of what is
once a year an analysis of our forecast record. I think going on, which is quite an important part of the
the major burden of assessing whether we have done regime. That is the area where I think it is a little bit
a good job or not should fall on you and your disappointing. If you look at inflation, the Bank does
counterparts in the other place. I think in a sense we regular surveys of inflation expectations and I think
would prefer other people to form judgments than you can see people’s inflation expectations coming
ourselves, although of course we are very happy to down and grouping round the target, and that is right
answer questions on them. If you were to say are and that is very good and I think that is very helpful
there issues that have arisen that we have learnt a lot from the point of view of the eVectiveness of
about in recent years, I think it is fair to say that since monetary policy and promoting a more stable
the framework has started we have had to think a environment. But what is rather curious is people do
good deal more about the mix between asset prices not seem to really understand yet what the role of the
and how we set interest rates and the time horizon Bank of England is, what the role of the MPC is. So
over which we look when we are judging the inflation I think there is more that we could do by way of
outlook and forming views on interest rates.We have explaining ourselves more generally to the general
had to think carefully about the degree of pass public and even the business community. General
through on exchange rate changes. In part that is a knowledge of the regime is still a bit patchy. I think
question of trying to judge whether firms and on some of the questions about reviewing the MPC,
businesses regard changes in exchange rates as likely the Bank of England Act is a very prescriptive piece
to be sustainable permanently or likely to reverse of legislation. There is an awful lot of stuV in there
themselves temporarily, in the common jargon. about exactly how the Bank of England should be
Those things have been issues that we have had to organised and how many meetings we should have
think quite hard about. I do not think we had all the and all the rest of it, which slightly limits the way we
answerswhenwe started, we have been learning aswe can change. I think it would be for the Treasury to
go along. Obviously other central banks have done think whether all that is really necessary six or four
the same. We have learned a lot by talking to years down the track or however long it has been.
colleagues in the Fed about the asset situation. In
particular, we have to take the view that we are

Q284 Lord Elder: Presumably they would bealways being challenged and new questions are
unlikely to do that unless youwere perhaps to suggestthrown up on which we need to do work to produce
to them that they did impose certain limits?answers. If you say, do we feel there are any flaws in

the basic framework or do we feel the framework of Ms Lomax: I am not sure. I think there is a culture of
continuous improvement in the Treasury these days,an inflation target or the existence of a nine-person

Committee has thrown up diYculties, the answer is and considerable pride in what has been put in place,
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interesting or new or newsworthy and that will be abecause it has won admiration, as the Governor said,
around the world. Complacency is always the great sign of our success. But it is a challenge to us because

at the same time we do not want people to forgot thatenemy of excellence and I think the Treasury needs to
be all the time thinking, “Is this absolutely the best stability is actually very important. We will not be

newsworthy but if people go that one step further andframework?”
forget that low inflation is important, then in fact we
will get back to making all the mistakes in policy thatQ285 Baroness O’Cathain: When I signalled to my
were made in the 1960s. I think this is a really bigLord Chairman that I wanted to ask a question I did
challenge for central banks because it is not justnot realise it was probably going to be answered in
public perception, it is also the case that aswe becomethe subsequent follow-up but one thing I was
more successful and as inflation expectations areastonished to hear you say was that you were slightly
anchored on the target that we start to notice theconcerned about the perception of the work you do
changes in demand appear to have a smaller eVect onand the acceptability. Firstly, I would have thought
inflation, and it is a slippery slope if we ever think,that the level of acceptability has just been amazingly
“Oh well, nothing much is going to happen tohigh. Secondly, in previous meetings that we have
inflation, we can expand the economy as much as wehad over the years since this Committee was first
like.” We ask policy makers to look back to thestarted as the Monetary Policy Select Committee we
mistakes that were made in the 1960s and the publichave had witnesses who have been saying, “We wish
will not be giving us stern instructions because theywe had a similar MPC”, and that is all on the record.
will have forgotten about inflation as an issue. I thinkThis is really my question: I am wondering—and you
in some ways, looking forward, our task in buildinghave answered and said that you do have continuing
this constituency for low inflation is crucial becauseconversations with people abroad—have they learnt
it is that that will stop both the public and ourselvesanything from you and what have you learnt from
from being seduced into thinking that because thingsthem? Is there anything that you would change in the
are alright now we can forget the underlyingAct that you have learnt from anybody else? I suspect
intellectual framework that created this Committeethe answer is no and that everyone has learnt from
and the framework of an inflation target in the firstyou.
place.Ms Lomax: Can I just clarify what I meant about

public perception. I was talking about the general
public. It is absolutely true what you say about Q287 Lord Oakeshott of Seagrove Bay: If you went

to Highbury more often you would know why we go;informed opinion here and certainly abroad as well,
having considerable admiration for what has been because it is exciting not boring, but that is a separate

issue! Rachel Lomax, I was listening to you carefullydone at the Bank. But I was thinking of specific
survey evidence, when you ask people who sets and you did say that the business community also

does not fully understand or words to that eVect. Iinterest rates—only three per cent of people will reply
unprompted the Monetary Policy Committee. think the general business community understands

very well. I agree with Detta and I think you areMr King: Many more say the Bank of England.
wrong on that.
Ms Lomax: It is a small sample I have to admit but IQ286 Lord Oakeshott of Seagrove Bay: Pass on that
have been on a couple of regional visits since I joinedone, Rachel!
the Bank and when I stood up and told people aboutMrKing:One of the challenges to us is that the more
what we do and the framework and all the rest of it Isuccessful we are, the less interested in us people will
have been slightly surprised that five or six yearsbecome. The height of our success will be when, for
down the track it appears to be news to people in theexample, just suppose there were to be another
audience who have been motivated to come alongProductivity and Enterprise Conference—my Lord,
and listen to me talk. But I think the real danger islet’s suppose there was another one in five years’
that people will take low inflation for granted.time—it ought to be the case that nobody would turn
Among younger people they are almost at thatup to hear the Governor of the Bank of England and
position now. You are beginning to see it in theireverybody would go to hear Bill Gates and his
attitudes and behaviour and it is hugely importantsuccessors. Because it is like when you go, my Lord
that people do not forget.Chairman, to Highbury, people want to see the
Chairman: We really have to make some progress.players and not the referee. Our job is to create a

background of stability which enables other people
to do interesting things. They will be interesting; we Q288 Lord Oakeshott of Seagrove Bay: This is a

serious point. On the Treasury’s role you trailed yourwill not be and we will be faceless, and it is easier for
me than it is for Rachel and Marian. But that coat and said that you want some changes.What sort

of things do you think we should be focusing on asoutcome is really very important, that we will not be
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Committee judge that it is a sensible view, althoughthe way the brief could change? That is a practical
and operational point. nomore than that, that if house prices were to subside

over the next two years it would mean that theMs Lomax: This is very much for you and the
Treasury but I will give you one example and that is diVerence between the two measures would be

around half a percentage point, precisely the amountthat we have to have 12 meetings a year. The Federal
Reserve has eight a year, other banks do not have 12 by which the target has been reduced. That is a

complicated story to get across. We have tried to doa year; it is an awful lot. It is a small point but there
are things like that that you might look at. it. The fact that people do not find inflation terribly

exciting now makes it a little harder. But we haveChairman: We will not talk about your pay being
related to your productivity. That might improve the tried to explain clearly what this target is, why it is a

diVerent measure. And certainly one of the majorpublic finances.
diVerences between the two measures, namely the
way in which individual prices are averaged together

Q289 Lord Wakeham: I think my question is rather to construct the index as a whole, we think is done in
narrow—perhaps I ought to ask you before you a superior way in this new CPI measure compared to
finally disappear from public view—and that is the the old RPIX and is onemajor diVerence between the
question of the switch from RPIX to CPI or HICP, two measures. The other diVerence, the exclusion of
whichever is the right phrase for it. The change has house prices and council tax from the CPI measure,
been interpreted in various ways from it being a mere is more problematic and indeed Eurostat, which sets
formality to it being of great significance and I just the parameters for the harmonisation of price indices
wondered what your view was. across Europe, is trying to work out ways of bringing
MrKing:This is a complicated question and I almost prices and other costs of housing into this index. That
wish I had slipped from public view already! Let me may happen at some point in the future although it is
try and set out the ways in which I think this matters not likely to be immediate. So looking at all these
to us. Fundamentally the target must matter a great things together, there are some good reasons for
deal. Any change in the target is a matter of great thinking that this newmeasure is superior.We do not
importance. It is important that we understand that. think it will aVect monetary policy in the next few
It is important that firms and families making months and looking ahead we will have to work hard
economic decisions understand what the target is, so to explain to people that for technical reasons in the
any change in the target I think is very important and way in which prices are averaged, which is not
it is of great significance from that point of view. something that is intuitively easy to explain to people,
There is a narrower question that you could ask the CPI measure of two per cent is broadly the same
which is, “Will it aVect the stance of monetary policy as two and a half per cent under RPIX; not quite,
in the next fewmonths?” andmy answer to that is no. there is an extra quarter point diVerence or so
The reason is because we think the diVerence between between them, but it is not very large.
the RPIX measure, the old measure, and the
Consumer Prices Index, the new measure, looking

Q290 Lord Wakeham: I can see that if you aretwo years ahead, (which is broadly the normal
forecasting for the future there must be an element ofhorizon we use when thinking about the stance of
uncertainty about it but presumably in the exercise ofMonetary Policy,) will be around half a percentage
making decisions as to what to do, it was possible topoint, which is also the amount by which the target
look at what had happened in the past under the twohas been reduced. Therefore, we think that changing
measures. Has anything been published on thosethe target just nets out looking two years ahead.
figures?From that perspective, the change in the target will,

as of now, have no implications for monetary policy Mr King: Yes, we have published an historical
average diVerence, which is three quarters of ain the next few months. One of the reasons why this

is not easy to explain is because the current diVerence percentage point. We think that is not a bad guess as
to what the long run future diVerence between thebetween the twomeasures of inflation is certainly not

half a percentage point, it is 1.3 percentage points. two measures will be. In that sense it is possible to
argue that the target has eVectively been raised by aThe reason for that current diVerence is largely house

price inflation and we think that will subside over the quarter of a percentage point. The measure is now 2
per cent—probably equivalent in the long run onnext two years so that the diVerence will no longer be

as large as 1.3 percentage points but much smaller, average, but only on average, to two and three
quarter per cent RPIX. I do not think we feel that aabout half a percentage point. That means that

therefore in explaining what this change means we reasonable person could describe 2 per cent under
CPI as anything other than low and stable inflationneed to explain to people why it is necessary to look

ahead—because of the lags inmonetary policy,—and and price stability. It is virtually the same target as
the ECB has. The US does not have a formal targetwhy looking ahead two years the Monetary Policy
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with the plus or minus one per cent. As it has turnedbut it cannot be a million miles away from that. So I
think this is a perfectly reasonable position to take. out we have never had to write a letter. I do not think

that is a good guide to how oftenwe will have to write
a letter in the future. We have a pile of envelopes andQ291 Chairman: Just to finish oV what you are
stamps all ready! If you are making a diVerent pointsaying, on a technical point, since CPI and HICP is a
which is the switch in the nature of the target fromgeometric mean, by definition, it has to have a lower
RPIX to CPI should mean that the width of bandsvariance than the average inflation rate and therefore
would be diVerent because of the change in interestplus or minus one looks, purely as a matter of
rates, that is a diVerent point, and that is a reasonablearithmetic like an easing of the task that has been set
question to raise. But I think to have a band whichfor you.
said, “Would you like to write an open letterMr King: Plus or minus one is not the target for

inflation, it is part of the accountability— explaining to the general public why inflation is more
than 0.7 percentage points above or below” does not
have quite the same ring as one per cent above orQ292 Chairman: That is right but it still looks as if
below. That is the Treasury remit and that is ayou are under less pressure.
question you ought to put to them because theyMr King: Because we are less likely write a letter?
decided on that.

Q293 Chairman:More generally. If I am told, “Aim
for that and it is no big deal if it is within that range Q296 Chairman:Weknow in primitive thinking that
rather than that range,” I would have thought it

one has a magical quality, what I am trying to say ismakes my life a bit easier, no matter what the
that the number ought to be 0.75. It does not haverhetoric is.
quite the same ring but I thought our policy settingMr King: I do not think that is the right way to look
was slightly more sophisticated than that. I will haveat the target. The target we have been given is that we
to accept that I do not understand that.must always try to bring inflation back to two per
Mr King: It is a reasonable point to make which is ifcent under CPI. Plus or minus one per cent is not a
you were to say that we would like to ensure thequestion of saying, “It doesn’t really matter if
probability of writing a letter is similar to the oldinflation is plus or minus one per cent; you must not
regime, the width would be very diVerent, and that isgo more than that.” That is not the way I see it. The
a reasonable point to make. Let me see if Charlie canplus orminus one per cent is part of an accountability
answer the question.framework which is deliberately being put there to
Mr Bean: I was merely going to make the empiricalhelp people understand that inflation will from time
point that the so-called formula eVect—thisto time go outside this range and to give us an
component that is due to the diVerence in the way theadditional vehicle by which we can explain what were
sub-components are aggregated—really only variesthe shocks to the economy that led inflation to move
between 0.4 and 0.6 so it is a tiny change in theaway from target by more than this and to give us an
controllability of the target.extra opportunity to explain what we propose to do
Mr King: It is house price inflation.about it. It is not a question of saying the Committee
Lord Oakeshott of Seagrove Bay: Can I focus on thathas failed if it does not keep inflation between the plus
point? My question is not about the variability andor minus one per cent band. That has been reiterated
the likelihood of writing a letter, it is on the selectionin a speech last Friday by Mr Balls, who explained
of the central rate for the forecast which, as you havewhat the Treasury’s view of this target was.
just heard, is quite clear. The formula eVect, whichwe
have all agreed is a technically better thing, is 0.5. ItQ294 Chairman: I heard that, but just as your
seems to me it is very artificial and an element almostanswer at the moment does not make any sense to me
of luck. This is something we explored with Treasurynor did his. Plus or minus one must have meaning. It
oYcials last week. It just so happens that they underis not plus or minus A where A is any number you
pressure said they were forecasting house prices to gocare to choose.
up slower than average earnings over the next twoMr King: It is plus or minus one but the meaning of

it— years, it just so happens, and it is pretty random, that
you get the 0.5 over the next two years. It does not
seem to me that, unless you are going to be changingQ295 Chairman: Why one, why not two or eight?
your targets regularly, because you happen to beThere must be significance to the one?
forecasting a period of slow growth or indeed a fall inMrKing:That youmust ask the Treasury. I think the
house price inflation that you should switch over toway we looked at it when we started down this road
something using a 0.75 change rather than a 0.5was that we expected that we would have to write a

letter on average approximately one month in three change which is the formula eVect and a clear
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it. You do not change the target very often in thatdiVerence. If you are sticking to existing policy is 0.5
not the amount you should change it by? world. So we certainly hope that the target will not be

changing frequently.Chairman: Can we have a question?

Q297 LordOakeshott of Seagrove Bay:The question Q300 Lord Vinson: This should make the
is do you agree with the Treasury when they said we international comparison of inflation rates much
do not think it represents a relaxation of monetary more comparable and much easier to understand.
policy, because it looks very odd to me? Mr King: That is certainly possible. Of course a lot
Mr King: Over the next few months it will not have will hinge on the way in which owner/occupier house
any impact on monetary policy— prices come back into the index. Yes, it may well

make it easier to make comparisons with inflation
abroad. If that is an advantage then that is clearly aQ298 Lord Oakeshott of Seagrove Bay: No, the
benefit.medium term basis.

Mr King: On a medium term basis I think it is
perfectly reasonable to say that this means that the Q301 Lord Sheppard of Didgemere: Taking you on
likely long-run average inflation rate measured under to a diVerent subject, in the past, and understandably
the old basis may be up to a quarter of a percentage because of your statutory obligations, you have
point higher. The question you have to decide is always spoken about national numbers. There seems
whether the benefits which the Government have to be an increasing concern and interest, not just the
presumably decided there would be frommaking this Allsopp Report but other interests, in regional
change in the index to two per cent of the CPI statistics and regional variations. How do you see
outweighs this very small change in the long-run that aVecting the MPC’s work or deliberations, if at
inflation rate. In terms of what it is I think we are all?
clear and agreed. MrKing: I think the first point we have to make is to
Chairman: I think our next question nearly covers reiterate the fact that we have a national inflation
some of that again. William? target, and we aim for a national inflation rate, not to

have regional inflation rates. That is our remit and it
would be amistake to deviate from it. It is an exampleQ299 Lord Goodhart: You have described the

change from RPIX to CPI as being a very important of the point I made earlier which is one of the
experiences we all have going round the countrychange which needs to be explained. How do you

propose to manage the change between the two and talking to people in business is that inflation is less of
an interesting subject than it was. They have got usedare there any particular transitional problems that

you can see arising from this? now to the fact that the economy is more stable, we
do not see wild swings in interest rates, and their nextMr King: I do not think there are any particular

transitional problems, other than the fact that we and step is to say, “Let’s not bother to talk about inflation
and interest rates, let’s talk about something morethe public have to get used to the fact that it is a new

index. We have to think analytically and a bit interesting—regulation or regional problems”. What
we have to say to people is that these may well be thediVerently to get used to the fact that the target

measure for the MPC is two rather than two and a major concerns you have. That is, in our view, a sign
of our success, because we would like you to spendhalf percent but and, as I have said, given the current

position, where we are now, it is not likely to have a more time focusing on these real problems rather
than on the unnecessary problems of fluctuating andsignificant eVect on interest rates during the next few

months and as you look further ahead I think the high inflation. But do not talk to us, you must talk
to people who can do something, your fellowimplication is that the diVerences will be swamped by

other changes in the world and British economy, so I businessmen in the area or the regional development
agencies, or indeed to the Government. So it is veryjust do not think there is any major transitional

problem. It is not as if we are faced with a position in important I think that we do not fall into the trap of
thinking that, because we may have carried out awhich, because of the change in target from one

month to the next, that in itself suggests that interest reasonably successful monetary policy, that we are
then equipped to give wise answers on a completerates should be at diVerent levels. Because of the

circumstances we are in at present there is no need for range of other policies. That is a very bad precedent
and it is the old Nobel Prize winning argument—asthat. I think that would be a major transitional

problem. The biggest problem we have had with this soon as you win aNobel Prize you can write letters to
The Times on every subject under the sun. It is a verychange, as I have explained for many months now, is

the “presentational” one, namely the need to explain wisemove not to do that.We are not going to fall into
that trap but we do take an interest in what goes on into people who want an inflation target that is easy to

understand andwhere people understand the case for the regions, not least because our network of agents
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extent I am not certain how you are going to avoidaround the country provides us with a massive
amount of useful information about what is going on being dragged into some of the regional issues.
in the economy as a whole. And although we cannot MrKing: I think we clearly have to be aware of those
use it to take decisions which influence the relative issues. We also have to explain to people that we are
fortunes of one part of the country rather than there to listen and we try to understand and we pass
another—because it is a national inflation target,— messages back. We are there to explain why we are
we can use it as way of explaining what we are doing setting interest rates to meet the national inflation
and listening to what is going on in their economy, so target. I make it very clear that we do not use it to
we can put this information together. Let me ask target SouthEast inflation or SouthEast house prices
Richard, Richard has started in the last sixmonths or or North East inflation. We target national inflation.
so to take part in this exercise and he is seeing it from Where there are diVerences between regions that may
a fresh pair of eyes. aVect our judgment about the likely impact of a given
Mr Lambert: Obviously we do look at regional data level of total demand on inflation. The disparity
when we get it and where it is comparable and we use between regions can be a relevant consideration, but
it to try and supplement the oYcial data and learn it is relevant only because it aVects our judgment
things from it. For instance, towards the end of last about national inflation. One of the encouraging
year we spent quite a lot of time looking at regional things has been that, by focusing on the national
house prices in our meetings to try and draw some inflation figure, it has coincided with a period in
understanding about how prices worked, whether which the regional disparities of unemployment have
prices were rippling out from London, whether there fallen to the lowest levels for a generation, so we have
were trends appearing around the country that might seen a great success in eliminating some of the
help us understand the national picture. That was an regional disparities. But more encouraging is that,
example of one sector where having regional because the question of macro economic instability is
comparisons was quite useful to get the aggregate oV the agenda to a large extent, people are talking
picture. The other thing that I have found as a now about how they can regenerate their own
newcomer very interesting and helpful is trips around communities and what they can do in their own
the UK. Of course you have to aim oV, as the regions. There is not this feeling of helplessness, of
Governor was saying, both for the death of being trapped in an economic cycle of boom and bust
manufacturing industry, which a lot of people still

in which it is hard to take a long-term decision. Thatwish to talk about, but also for local variations. We
is our contribution. In terms of pay bargaining therecome back and say, “They are talking about wages,
are two quite diVerent aspects—one is regional paydid you pick that up? They were talking about wage
bargaining, which is about trying to ensure thatpressures”, and then we might ask the agents at the
money paid reflects the balance between demand andnext meeting to concentrate their questions on their
supply, and the impact of a change in the nationalthousands of contacts over the next month on wage
inflation target on the national average pay claim. Ipressures to see whether we could learn about what is
think the answer very simply to that latter point ishappening to wage pressures around the country.
that we do not think that the change in a target hasThis is fed back on a monthly basis. We try to get as
any implications for wage bargaining. It does notbroad as well as a deep picture of what is going on in
have any implications for monetary policy, nothingthe economy but, as the Governor was saying, in the
has changed in the economy, the labourmarket is stillend that picture is all about an aggregate outlook
the same as it was last month—this does not reallyinflation rate on which wemust make our judgments.
change anything. It is not going to aVect our stance in
monetary policy and there is no reason why it should

Q302 Lord Sheppard of Didgemere: Can I link that aVect wage bargaining.
question and it partly links back to the previous
discussion we were having about the change of index.

Q303 Lord Barnett: We have spoken about theRightly or wrongly, it is not of your making, on pay
national inflation rate and your statutory duty to dealnegotiations a lot of employers and unions will stand
with that but you have a secondary statutory duty, sobehind both the target and the actuals. So to that
if you become as successful as you have indicated andextent presumably we should be selling into both and
nobody is taking any notice of what you are doing onif the target is two per cent, the basis of the two per
your main statutory duty, you could then givecent rather than the two and a half per cent.
consideration, subject to that—those famous threeSimilarly, if we are going to regional pay structures,
words—to look at other aspects of your statutoryand the Chancellor at various times has said we
duty, namely to consider the question of what yourshould move to regional pay diVerences rather than
policy changes are, and how they have aVectednational scales, ignoring things like London

allowances, although that is part of it, then to some economic growth and employment. I am interested to
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quickly in response to a change in circumstances.hear from you how much concern you now give to
this secondary statutory duty. There is one very important point as part of our remit

which does go to the answer of Lord Barnett’sMrKing: I would urge you to reflect on what terrible
sins in the past have been concealed by the three question and yours, which is when we think about

beating the inflation target we do not try to fine-tunewords “subject to that”. If only we could just ignore
the inflationary implications of boosting aggregate inflation to get it back to 2 per cent next month or

even six months down the line. We recognise, anddemand, I think we have to keep our eyes very clearly
focused on that national inflation target and ensuring indeed the remit tells us, that if to get inflation back

to the target over such a short period would lead tothat we hit it. There are many ways we can try to help
government in its objectives to raise employment— undesirable volatility in output then we should plan

to bring inflation back to the target over a somewhatwe have a very good team of economists and if they
want help and advice on any aspect privately we are longer term, and that is why we look typically over a

time horizon of up to two years. If we were trying tovery happy to give it. But in terms of setting interest
rates—that one policy instrument—we have to be bring inflation back to target over only a fewmonths’

time we would be swinging from boom to bust andfocused on ensuring that we keep meeting the
inflation target. If we were ever to say to ourselves, would not be able to do it. That would generate a lot

of volatility in output, and part of our remit is not to“Oh, well, inflation is not going to move very much
above target, wouldn’t it be nice to have a bit more generate a lot of volatility in output where it is not

necessary. So to that extent both ourselves and thegrowth?”, we would be right back to the problems of
the past. What I do accept is that the analysis of the Federal Reserve do take into account volatility of

output because we have a clear view of the time overBank and many of the things we think about and the
advice we can give privately can help with that. For which we should try to bring inflation back to the

target, and that is the key. That is absolutelyexample, it is very important to monetary policy to
understand what is happening to the growth rate of consistent with, if you like, the first part of our remit,

because it is in the way we are supposed to carry outproductivity in the United Kingdom. Has there been
any change? We have seen in the United States from the inflation target. But it certainly does not in any

way jeopardise our aim to ensure that on averagethe investment in ICT technology that that seems to
have raised productivity growth there. But it is not over the cycle, over a longer period, inflation is as

close to our target now of 2 per cent as we canclear it is happening here. Why not? What is
happening to productivity growth in the UK? The possibly get it.
answers to that are very relevant to monetary
policy but are also important to government in Q306 Lord Roll of Ipsden: The Governor has really
understanding the micro economic measures that said what I wanted to say just now, that the words
could be taken to boost productivity growth. Any “subject to” are really very misleading. They are
analysis we have we will willingly share with seductive because it is not only “subject to” but the
government and talk to them both publicly and achievement of the first objective in itself goes a long
privately, and it is in that way that we can fulfill the way to achieving the second objective. “Subject to” is
remit we have. rather seductive but not very correct, in my view.

Mr King: That might be one of your suggestions to
how the Act could be redefined, if you wished to takeQ304 Lord Barnett: So you do give indirect

consideration to your second statutory duty? it further! It is a very helpful comment.
Mr King: We are always trying to understand more
about the supply side of the economy, and if anything Q307 Lord Barnett: I am curious about something
can be used as a spin-oV to help improve it, then that which arises from looking at the December minutes
is fine. But we must never ever forget the importance and the January minutes—and one of your members
of those little words “subject to that”. is not here unfortunately; please give my regards to

Andrew Large. Supposing you continued not
accepting his arguments which are minuted inQ305 Lord Sheldon: The Fed say that they do take

greater account of these matters, and it is set out in paragraph 22 in the January minutes when you say
that, despite all the factors you refer to in paragraphstheir requirements. It is suggested that they takemore

account of these othermatters than perhaps the Bank 20 and 21, if the Repo Rate were to rise as implied by
current short-term market interest rates, householdof England does.

Mr King: I am not sure whether they do in practice income could rise from the current moderate levels
towards the levels last seen in the late 1980s andand I think the studies that economists have carried

out on the path of interest rates do not show any real 1990s, and therefore he wanted you to increase the
Repo Rate which the majority of you decided not todiVerence. What the United States and ourselves

have in common, I think, is that we like to move do, what I am not clear on is this: he seems to give
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circumstances and what a sustainable level of debt is,more significance to the whole issue of household
and at what level should you start to get reallydebt than the majority of you do.
worried. Some people are more disposed to say thatMr King: Let me comment very briefly and then ask
the world has changed; there has been an upwardothers to come in. What we have to bear in mind
drift in whatmight be a sustainable level of real housewhen setting rates is what we think are likely to be the
prices as a result of lower inflation and moreprospects of a deviation of inflation from target
stability—the sorts of issues we have been talkinglooking further ahead, and one of the risks which the
about earlier this afternoon—and also issues on thebuild-up of household debt creates, and it is an
supply side of housing, so therefore what is the pointexample of this imbalance that we talked about
at which you start to get reallyworried about the levelearlier, is that the longer you allow the imbalances to
to which house prices have gone? There is plenty ofbuild up, the greater the probability that at some
room for argument about that. As house prices havepoint in the future there will be a sharp correction.
gone on and on rising in double digits, views haveOne of the concerns that I think many people have
begun to coalesce on the Committee, the downsidehad—given the current high level of house prices and
risks are pretty obvious, but over the period I havethe large amounts of debt that have been built up
been on the Committee there has been quite a livelyassociated with that—is that the more house prices
debate about just exactly how worried we should beseem to be away from their long-run average level the
about the balance in the housing market. The othergreater the risk, I put it no more strongly than that,
area where there has been a lot of debate, and it is notthat theremay be some downward correction at some
something that is confined to this country but haspoint in the future which could lead quite quickly to
been an issue in other inflation targeting countries asa downturn in consumer demand and a shortfall of
well, is the question about how you should respond.inflation below the target which would take us some
Suppose you think you have got some kind of bubbletime to correct. So the argument is that maybe we
in asset prices, whether it is housing or stock marketshould err on the side of slowing down growth or
prices, what is the correct monetary policy responsedemand, borrowing and perhaps house price
if you have an inflation target? Should you focus oninflation, therefore, in the short run in order to reduce
those asset prices or keep your eye firmly on thethe risk of a bigger deviation of inflation from target
inflation target over the sort of horizon that you havein the future. That is a very reasonable point to make
been talking about all along, like two years, or shouldand I think someweight has to be given to that. Some
you deliberately undershoot and deviate really fromother members of the Committee may have said,
your previous practice? Probably Andrew Large“While we see that as a point in principle and we give
would say that the balance of the risks of allowing asome weight to it, we think in practice that the state
sharp deviation and the risks of a collapse of aof household balance sheets and the household
housing bubble is such that you should put interestsaving ratio are not so far out of line with their
rates up higher to head oV a collapse in the longeraverage levels that the risk of a sharp correction is, in
term, but there are other people who will say that iffact, suYciently great to lead us to want to set interest
you really wanted to try and prick the housing bubblerates with a time horizon of much longer than two
you would have to do something fairly extreme toyears on this occasion”. So it is where these balances
interest rates, which would have such an impact onand judgment enter in. I think most of us probably
the economy that it really would not be sensible. Ifelt that we were not yet convinced that the risk of a
really do not think there is any right or wrong in allsharp downward correction to consumer spending
of this; it really is an issue on which sensible peoplewas suYciently large to lead us to want to raise
can have diVerent judgments—interest rates in order to slow down the rate of

borrowing and influence the housing market more
thanwe had already done inNovember. Interest rates Q308 Chairman: Except for the fact that it does not
went up in November, and these are judgments we make any economic sense. You have argued it is the
have to look at afresh each month and it is always a national inflation rate that matters to you, and you
diYcult balance. I do not think there was any keep arguing that vigorously and you have rejected
diVerence of view in principle: there was a small regional rates and in the past the manufacturing
diVerence in weighting of the diVerent factors, but sector, and suddenly you single out a single price, a
maybe Rachel and Charlie would like to come in on single commodity called housing, and that is a big
this. deal. Now, on straight economics that makes no
Ms Lomax: This is an area which is rife with sense whatever. Either the national inflation rate is
uncertainty at absolutely every stage. The Governor what you are looking at and no individual price
has set out most of the steps along the way but I see matters, or individual prices matter and then you
most of the argument as having been about what a have to explain why that one and not lots of other

individual prices?sustainable level of house prices is in current
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putting your weight behind it would help make someMs Lomax: In strict logic you are completely right –
Chairman: It is not strict logic; it is straightforward major national changes in planning policy which

perhaps have already been thought about? Weeconomics.
discussed this when we last talked about this three
years ago, and I suggested the Bankmight get in earlyQ309 Lord Oakeshott of Seagrove Bay: It is
on this problem and use its influence and its wisdomprobably, Chairman, the most important single price
to try and tackle the real causes of the problem, andin the economy by a long way.
not just fiddle with the symptoms.Ms Lomax: It has to be a rather pragmatic view. This
Mr King: I hope we have gone some way to doing itprice is special; this is really important; this is
in the following sense; in our interest rate decisionsunique—
we have to take into account the consequences ofMr King: Let me just make one point on this, my
what is happening in the housing market for theLord Chairman: we are concerned with the national
national inflation rate at various points in the future,inflation rate, and the reason for looking sometimes
as Charlie has just described. One of our members,at what is happening to the amount of debt or the
Kate Barker, has recently produced the first part ofhousing market is because that tells us what may
her review into exactly the issue that you havehappen to the national inflation rate, in the same way
mentioned. She has done that as an individualas looking at the exchange rate, is relevant because it
member of the Committee, not on behalf of us, andmay tell you what is going to happen in the future. It
that report was published at the time of the PBR. Theis the time horizon over which the influence of the
final report will be published at the time of thenational inflation rate is seen where this issue is
Budget. So I hope that at least indirectly one memberrelevant, but Charlie is the expert on all of this.
of our Committee will have gone some way toMr Bean: Firstly it is, in principle, a whole nexus of
producing a really important piece of workwhichwillasset prices and not just house prices that might
address the questions which you think desperatelymatter, so the arguments here are equally applicable
need looking at. I commend her report to you!to equity prices and potentially the exchange rate,

and this is very much in the context that the
Governor has just explained—that it maymake sense Q311 Lord Goodhart: There is, of course, now a
to tolerate a deviation in the short run from your move away from variable–rate mortgages to
inflation target in order to increase the chances of fixed–rate mortgages. Is that something that makes
hitting it further down the road. In the particular the situation somewhat easier?Obviously peoplewho
context here the real issue, I think, revolves around have remortgaged their houses in order to release
how serious the problems might be if there were a loan capital and who have a fixed rate mortgage are
sharp house price correction and to what extent much less likely to get clobbered by a sharp increase
people are overexposed by the amount of debt they in the interest rate than was the case with people on
have built up, and one of the things obviously we variable rates who got hit very badly in the big
have been trying to get to grips with is understanding increase in interest rates in 1989–90.
the nexus between the change in house prices and the Mr King: There are arguments in both directions. Of
accumulation of debt. But in trying to get to the course, the fact that people face variable–rate
vulnerabilities that the economy is exposed to you mortgages means that perhaps, when we change
really need to dig down to the micro economic level interest rates, we have more eVect on demand
to find outwho holds the debt and towhat extent they precisely because it is the same people who are
are exposed, and the aggregate figures do not tell you experiencing a change in interest rates, so to that
an awful lot. So there is a lot of uncertainty here extent our instrument may be more powerful than it
about exactly how vulnerable the economy may be. is when fixed-rate mortgages, or at least long-term,

fixed-rate mortgages, are the dominant form of
financing. But the one hesitation I have about theQ310 Lord Vinson: A number of us would consider

that in raising interest rates to tackle the house price move to fixed-rate mortgages is that, although this is
rather casual evidence, it does seem that there areboom you are treating symptoms rather than causes,

and the underlying cause is excessive land rationing quite big changes in the numbers of people who take
up fixed-rate mortgages each quarter relative tothrough, probably, an over severe planning system.

To keep fiddling with tackling the symptoms and floating-rate. This seems to reflect a wish to have the
lowest initial interest rate, which is not exactlyfailing to address the causes would be very foolish,

and the Bank in its wisdom surely ought to stand encouraging in terms of rational, long-term financial
planning. I would be a little concerned if people wereback and say, “Well, we can try and temporarily

make some adjustments to house prices but the real making judgments about the amount which they felt
they could safely borrow on the basis of the initialunderlying problem is land rationing”. Can you not

institute some sort of research into this area, so that interest payment only rather than taking a longer



102 economic affairs committee: evidence

27 January 2004 Mr Mervyn King, Ms Rachel Lomax, Mr Charles Bean, Ms Marian Bell
and Mr Richard Lambert

Q313 Lord Oakeshott of Seagrove Bay:We do here!term view. But it is true that a competitive financial
Mr King: You have obviously emerged into a moresystem can oVer people choices. Where I think there
sophisticated environment, but we are trying veryare dangers in this is not in a system of fixed-rate
hard to persuade people that this is not a question ofmortgages as such but in what sometimes people
right or wrong and that it is perfectly reasonable toadvocate should go along with it, which is a public
have diVerences of judgment and view. Many of thesector guarantee that they should be able to refinance
audiences to whichwe speakmay feel that theywouldthose mortgages at any point they choose, and that is
have taken a diVerent view and set a diVerent level ofa subsidy which has to be paid for by someone and I
interest rates. We are not saying they are wrong, butdo not think it is terribly attractive. It is easy to argue
it is a diVerent judgment and we had to make ourthat people prefer option A rather than option B
judgment, but at least they will understand why wewhen option A is subsidised, and that is not a route
made ours.down which I think it would be sensible to go.

Lord Marsh: I do not want to prolong this but I was
Q314 Chairman: I do believe, Mervyn, that withinpuzzled by the question and I am left somewhat
economics there are some things that are right andbewildered by the answer. Nobody can dismiss the
some that are wrong.housing market as an economic factor at the present
Mr King: There are indeed, my Lord Chairman, andtime. There are always people who take one view that
I did not say there were not, but the question of whatit is very serious indeed and it is a major problem and
is the appropriate level of interest rates to set thisthat personal debt generally is a major problem, and
month is not one of them!other people who take a less serious view of it all. I

would have thought that it is the most natural thing
Q315 Baroness O’Cathain: I am going to incur thein the world that a group of people such as are on the
wrath of my Lord Chairman because before I ask myCommittee might from time to time have somebody
question I would like to ask a supplementary to thewho took a diVerent view from the rest of their
last question. Do you still have the casting vote?colleagues.
Mr King: I think there is a misapprehension of howChairman: That is not a problem.
we go about this. We go round the table, everyoneLord Barnett: It happens in this Committee!
expresses a view, and sometimes they say, “Well, I do
not really want to come to a final view now”, but
nobody casts a vote until everybody has come to a

Q312 Lord Marsh:Quite, so whilst I think it is quite final view as to what they would like to see happen,
interesting to have a discussion on the significance of so the votes are a question of recording views. It is not
it, would I be right in suggesting or asking whether a question of voting without knowing what other
you regarded this as some sort of extraordinary people think; everyone knows where everyone else
eccentricity? stands before they cast their vote and have their view
Mr King: Certainly not. Indeed, I myself have been recorded.
concerned about the imbalances and the issues about Lord Barnett: Does it matter which way round the
which Sir Andrew commented and which led him to table you go?
vote for a rise in interest rates. We are rather proud
of the fact that the number of occasions on which we Q316 LordOakeshott of Seagrove Bay:Does anyone
have been unanimous on our interest rate decisions is ever abstain?
distinctly in the minority. We think that is a very Mr King: No one has ever abstained.
natural and normal situation. Indeed we always said
that, if we ever were to get to a point where we all Q317 LordOakeshott of Seagrove Bay: Is it possible?
agreed that a big change had to be made and we were MrKing: I am sure it is, but I do think the personwho
unanimous on that, that could only reflect on the fact has decided that they were unable to decide what
that we had failed to do our job before; we were should happen to interest rates would find it diYcult
starting from the wrong position and we should not to explain to my Lord Chairman why he or she were
be starting from there. One of the great successes of paid the salary they were!
the Monetary Policy Committee has been that Chairman: Can I just say that I refrained from asking
diVerences in view and judgment are accepted as that question because I was a bit scared of the answer
being completely normal, and this is one of the areas I might get!
where it is of enormous help that we are an
independent committee and not a group of Q318 Baroness O’Cathain:Moving on to talk about
politicians. Politicians are never allowed to have the revisions to the GDP data, we have had witnesses
diVerences in view and judgment without being here from the OYce of National Statistics and it

seems crazy that frequently the revisions are as muchlabelled either right or wrong—
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a trade-oV between very timely data and veryas the GDP rate. Has this been a problem for you, as
it seems to have been for everybody else, when you accurate data. We value the timely data in the

knowledge that it is subject perhaps to greaterare setting the Repo Rate?
revision, but I think we all would like to know whatMr King: I do not think it is a problem about which
the ONS’s best guess is as soon as they have their bestwe have any right to complain. The way I think we
guess, even if they then change their minds or haveshould think about it is that there is something called
extra information later on. Because we are aware of“degree of demand” in the economy, or the amount
the imprecise nature of the measurement and the factof spare capacity. It is an economic concept which
that data is subject to revision, we take on board anobody measures precisely in the way scientists can
whole range of other information when we aremeasure the speed ofmolecules passing, or the weight
coming to our judgment. So we should not really beof some particular mineral. It is not a scientific
thrown by one large data revision. There is a popularprecise measurement to be made. It is an estimate of
misconception that we might have been wrong-what is going on in terms of economic activity in the
footed by preliminary ONSGDP data for the secondeconomy as a whole. There are millions of diVerent
quarter of this year when we cut rates in July. Thatproducts being made by diVerent people, and I am
has to be wrong because the preliminary estimate hadamazed the ONS can get any estimate within plus or
not been released at the time we cut rates, and at thatminus 2 or 3 per cent, let alone tell us that it has
time we were working on our own best guess of GDPchanged by 2 or 3 per cent—nor do they make these
growth which was not dissimilar from the rate that isclaims. The ONS has a very sophisticated means of
now being published for the second quarter. Wetrying to get a good picture as a whole across the
were doing that based on a whole range of othercountry. This underlying economic concept is what
information—expenditure indicators, businessmy Lord Chairman would call a “latent variable”,
surveys and so on—so when the preliminary estimatebecause you cannot observe it and you have to use
was released we treated it with a fair amount ofother information to form a guess about what it is.
caution, which you can see in the minutes.The ONS statistics onGDP are one of the inputs into

that, but only one.Wemight look at the employment MrBean: I guess it is worth bearing inmind that data
can be revised for a number of reasons. Firstly, thedata, business surveys—everything else as an input

into that—so when the ONS come along and say, ONS get more information about things and, as
Marian has already said, we like to have timely data“We have been looking at our data, we have better

data since last month and we have revised our and not have to wait until all of the evidence is in
before theONS declare their final reading. Having anestimate by 0.2/0.3 of a percentage point”, that

should not lead to us say, “But, my goodness, this is initial estimate which we know is going to be revised,
with the staV taking it into account when doing their0.2 or 0.3 percentage points of more or less spare

capacity”; we should say, “One of the things we use work is useful to us. But the key is that we recognise
that revision may occur as new information accrues.when forming a judgment about this latent

variable—spare capacity—has altered”, and so we Secondly, there are changes in methodology, like the
move to chain weighting. Again, if it is anmake a small change in our own view about what is

going on. I feel sorry for the ONS because people improvement in the methodology or better quality
measurement, that gives us a better handle on theseem to think that their estimates should be regarded

as precise scientific measurements, and that therefore economy and we would rather those methodological
improvements were implemented than just leavingwhen they make a revision in some sense they are

saying, “We got it wrong last month and when we data unchanged. The third source of changes can be
when the ONS discovers something missing. Anchecked there was a bit of dust on our machine and

we have blown it oV and got a slightly diVerent example of this might be the omissions in the trade
data due to missing trade intra-Community VATmeasurement”. That is a completely false analogy in

terms of computing the size of the amount of fraud, which is a very big distortion to the trade data.
economic activity that is going on. So I think it is up They can hardly be accused of making errors because
to us not to exaggerate the importance of these of fraudulent activity and, as soon as the fraudulent
precise measurements. We have to say to ourselves, activity came to light, the data were corrected. Now
“If we are foolish enough to give so much weight to those three are all perfectly justifiable reasons for
the last decimal point on this estimate then, of course, changes to the data and, as the Governor has already
we will be disappointed when we see there are said, there is not in some sense a true underlying thing
revisions”. It is up to us not to do that. But that is we are ever going to uncover here.What we are trying
enough from me on this. to do, aided by a variety of data sources such as in the

business surveys, is get an estimate of the underlyingMs Bell: Firstly, I agree with what has been said
about imprecise measurements and the view of the measure of demand relative to supply in the economy

that drives inflationary pressure.underlying reality, and to some extent I think there is
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them. So if youwere to take any journal in economicsQ319 Chairman: But you are not saying that you are
unconcerned about the accuracy of the data at all? or the AmericanEconomic Review and open its pages
You would rather have more accurate data than less? you would not find a lot of economists writing about
MrKing:Absolutely, andwe are concerned.We have economics and one model; you would find at least as
regular meetings with the ONS at diVerent levels in many models as there were economists—in fact,
order to discuss this and they ask us what, in our probably many more, because the model is
view, ought to be the priorities for work in economics something that you change as the question changes.
and we give views to them each year as to where we A model is a tool. If you are building a house you do
would like them to devote their resources to improve not use a hammer for every single operation but a
the accuracy. So we are very concerned about this. I variety of diVerent instruments depending on the
just think it is very important for people not to go task. So we have made changes, but Charlie is in
away with the idea that if data get revised in some charge of models.
sense the ONS are to blame or are at fault. I am sure Mr Bean: What I would emphasise is that the model
you do not think that but there are some is used as a vehicle for helping articulate the debates
commentators out there who think that 0.2 and 0.3 amongst the members of the Committee, so it needs
changes to GDP are big and dramatic, and policy to reflect our general world view. Now, the previous
would look completely diVerent if we had not seen model did that, but there were certain aspects of it
that revision. That is wrong because we know there which were less good, and it had gaps. What the new
are big margins of error in these initial releases of the model is trying to do is plug those gaps, be a little bit
data and, as Marian described in the example of last clearer about the underlying theoretical structure,
July, we had already produced our own in-house and explicitly identify expectational variables. The
estimate. We know that we should not give too much aim of this is to facilitate the debates within the
weight to the latest observations because they may Committee, so it makes the staV’s job of coming to us
get revised much further down the road. Even ten with quantitative measures of alternative scenarios
years on data can still be revised. Even then, when much easier to implement than on the old model,
they are being revised for the last time, they are not a when they had all sorts of fixes left, right and centre
scientific measurement of some underlying truth; it is to replicate what we wanted to talk about. At the end
an estimate all the time of what is happening to of the day this is a more flexible model which is better
economic activity. Obviously we would like to

suited to our internal discussions, so I think that issee improvements; the culture of continuous
really the way to think of it.improvement needs to be alive and well in all

government departments, not just ours, and ONS
talk to us a lot about where we think their eVorts Q322 Lord Sheldon: But to complete a new macro
should go, and we enjoy that. Communication is very economic model suggests quite a considerable
productive. amount of eVort must go into it. How often do you

change your models? What do you expect from this
one that you failed to get in the last?Q320 Chairman: There is a slight problem with the
Mr Bean: All models are in a continual state ofeconomics data which used to trouble me. I had
development. It is not that there is some finishedalways assumed that the data should eventually

converge to the truth, but I once spent happy hours article and it sits there immutable for evermore. Even
with the Blue Book and some of the series never with the oldmedium termmacro-economicmodel we
converged to anything at all. were continually tinkering with it and changing it
Mr King: Indeed! from one forecast round to the next, and this you can

think of as just a rather more fundamental overhaul
of the apparatus to make it better suited to what weQ321 Lord Sheldon: I have a question about your
want to do. It was a fairly significant allocation ofmacro economic model. You have a new one, I
resources, yes—we had four or five people workingunderstand. What was wrong with the old one? How
pretty intensively over the space of really a couple ofoften do you change them, and what do you expect
years so we put quite a lot of resources into it. But wefrom the new one?
believe that will pay dividends in terms of helping theMr King: We add or modify our collection of
Committee have its discussions. I should emphasisemodels,—or “suite” of models as we call it,—all the
that we did not undertake this with the objective oftime.We think it is very important not to use just one
explaining some empirical puzzles or anything likemodel, because the idea that everything that is worth
that, though we may have solved some on the way,knowing about the economy can be encapsulated
but the remit that was given to the staV was tointo one set of equations or a model is false. Most
produce a model which had a better articulatedeconomists use models as a way of thinking about

problems and not as a substitute for thinking about structure, is more flexible, and fits the data at least as
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explanation of a black box, where you would say,well as the existing model. The object was not to fix
up some empirical failure in the existing model. “This is the economy”, and you open the box and

there is the answer. It is not that at all. It is a way of
trying to articulate your own thoughts aboutQ323 Lord Sheldon:Do you keep the two going side
particular features of the economic scene, and that isby side?
why you need a model.

Mr Bean: The existing model is there in the suite
along with a whole range of other models that we can Q324 Chairman: Is it user friendly? Can any one of
pull oV the shelf to look at particular problems, and the Monetary Policy Committee simply say, “If the
in the last couple of forecast rounds we have used the economy were hit with this, what would the model
old medium termmodel to look at various questions; show?” Can it do simple things like that?
when we have been uncertain about the new model Mr Bean: It can do, and the staV of the externals are
we have said, “What would the old model have given all being trained up at the moment to use the model.
us?”. So it is there as an additional tool if we want it.
Mr King: It is a way of quantifying. When we had to Q325 Chairman: “Trained up” suggests that it is not
consider carefully the consequences, for example, of that user friendly!
the build-up in household debt and mortgage equity Mr Bean: They are just learning the software
withdrawal we wanted to try to think through a bit package. It is half a day’s course.
more rigorously than it was possible to do verbally
about how much this run-up of mortgage equity Q326 Chairman: So it is pretty user friendly?
withdrawal would aVect demand. So we built up a Mr Bean: Yes.
model to try to think through what the impact on
spending would be of housing passing from one Q327 Chairman: Thank you for that. As you know,
generation to the next and consumer borrowing when Professor Pagan comes we are very keen to
building up, and what would we expect to happen to invite him to tell us about the model and the
aggregate debt ratios in such a world. Modelling can forecasting and probably, Charlie, you will come as
help you think through some of the consequences of well when that happens, but it has been very
that by taking away the diYcult arithmetic chores, if interesting today, so let me now thank you verymuch
you like, and enabling you to focus more easily on for today’s discussion. It has been very informative
asking questions of a “what if” kind. “What if and, as always, you have been very helpful to us. We
households decided to borrow a bit more or consume are entirely in your debt.
more in their lifetime and hand on to the next MrKing:Thank you verymuch, my Lord Chairman.

We look forward to seeing you again in due course.generation”, and that kind of question. It is not an
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Examination of Witness

Witness: Mr Ciaran Barr, Chief UK Economist, Deutsche Bank, examined.

Q328 Chairman: Welcome to their Lordships’ In that sense, fiscal policy is doing something more
than the normal automatic stabilisers. Is that helpful?House and to our Economic AVairs Committee. I

think it is the first time you have visited us? I do not think economics has ever come to a final
answer onwhether fiscal policy is or is not good at theMr Barr: It is indeed
use of demandmanagement.Mypersonal view is that
there is scope for some discretionary use of fiscalQ329 Chairman: Is it the first time you have visited
policy but, knowing how successful that has beena Lords Committee?
is an incredibly diYcult question. Where theMr Barr: Yes. I have done the Treasury Select
government could come into diYculties is it has toCommittee before.
work both ways. If you use discretionary fiscal policy
to help the economy during a downturn, you have toQ330 Chairman: David Walton was joining us but
build up your buVer again during an upturn. Youhe has problems so you are on your own. You know
need a margin of error. On the current fiscal outlook,the line of questioning. Are you still at Deutsche
that margin will not be there at all. We can discussBank?
whether the government is going to meet its fiscalMr Barr: As far as I know!
rules, but even if you take the PBR forecast at face
value you cannot see any room for furtherQ331 Baroness O’Cathain: In the Pre-Budget
discretionary fiscal policy use whatsoever because theReport reference is made to the support that fiscal
government has no plans as of yet to increase thepolicy might give to monetary policy. Can you tell us
buVer for future cycles. In that sense, currently, it ishow this might be achieved and whether the current
a very one sided part of the debate. The governmentfiscal stance can be regarded as compatible with
did discuss with regard to the EMU five tests thatproviding such support? In this Committee, I think
perhaps there could be greater use of fiscal policy inwe have always felt that monetary policy was giving
future if the UK was ever to join the single currencysupport to fiscal policy. That is because we were first
and the monetary policy instrument was diluted intoregarded as amonetary policy Committee, but I leave
the greater single currency area. I can see how thatthat to one side.
might work but again I think it needs to be two sided.Mr Barr:As far as the current regime, fiscal policy is
You have to build up the surpluses and run down thesupporting monetary policy in so far as the
deficits. We will see in coming years whether thegovernment is allowing the stabilisers to kick in.
surpluses are built up again.During a cyclical slow-down it is allowing receipts to

fall. It has kept spending high and that has enabled
the deficit to grow in a cyclical manner. That has Q332 Baroness O’Cathain: You say that the nature

of the cycle is diVerent because of the discretionaryprovided some support to the economy. It has helped
the Monetary Policy Committee with their attempts nature of growth. I take it you mean housing and the

amount of money spent on housing by comparisonto keep growth at a reasonable level. That would
probably be the government’s response, that they are with supporting jobs and investment in the future?

Mr Barr: No. If you look at the normal automaticallowing the automatic stabilisers to kick in. The one
diVerence between the normal cyclical slow-down stabilisers, they work by almost non-discretionary

increases in spending. Unemployment goes up; socialand the normal use of the stabilisers is the nature of
the spending increases has been unusual. Normally security benefits go up and so on. There is in any

normal cycle room for that to happen. That would bewith automatic stabilisers, spending goes up because
unemployment rises. The government pays out more the classic use of the so-called automatic stabilisers.

That has not really happened this time round becausein social security. This time round, the spending
increases have beenmore or less purely discretionary. we have not had a rise in unemployment. It has been
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Q335 Baroness O’Cathain: Mr Barr referred to thea very unusual cycle in that regard, but we have had
significant increases in government spending which five tests and he said that there would be probably a

greater use of fiscal policy if we entered the EMU.Dohave supported growth.
you think that is likely? Do you think we would have
the will to have that situation when we have a greaterQ333 Baroness O’Cathain: You said if you take the
use of fiscal policy rather than allowing us to majorPBR at face value. Do you?
on monetary policy?Mr Barr: I think the conventional wisdom of most
MrBarr: I think, in terms of when and if the UKwasindependent forecasters is that the receipts
to join EMU, monetary policy would still be seen asprojections look quite challenging. I do fall into that
the major tool of targeting inflation and so forth. Incamp, although perhaps less so than at the time of the
terms of fiscal policy, I believe if we ever did goBudget or the time of the Pre-Budget Report before
through that process the government would, as it didthat, because every time we come to a new Budget
in the five test document last year, say that they aredocument or pre-Budget document the Chancellor is
going to attempt to use more active demandrevising down his receipts projections. I still think
management as a way of allowing for thesome of them look rather ambitious. I am of the
idiosyncrasies of the UK economy relative to the restopinion that this is not necessarily just a UK
of Euroland. Whether that is successful or not wouldphenomenon. If you look, for example, at some of the
depend on how practical it was and how they wenttax receipts in theUS, corporate tax receipts have not
about doing it. It is not easy to do, particularly if youpicked up aggressively in line with the very buoyant
relate it to, for example, the housing market, which isrates of corporate profitability. Maybe it is just a lag
one of the biggest areas where we have a diVerenceor maybe it is like the nature of the recovery, that we
between us and, say, the average across Euroland.had to some extent a one oV windfall gain in the late
How would you use fiscal management to smooth1990s because Corporate PLCwas doing so well. The
out the housing market? That is a question that hasequity market was so strong. The government almost
been asked but I do not think it has yet evenexpects those times to come back.
attempted to be answered.

Q334 Lord Vinson: Whatever happened to
Q336 Lord Elder: Do you think the current fiscalmonetarism? I know there are huge fashions in
stance is compatible with the government’s Goldeneconomic policy but can monetarism give us any
Rule?indications now of the likely outcome of the
Mr Barr: It depends how ruthless you want to be.Chancellor’s deficits? Are we heading for an
When I heard about the Golden Rule when theinflationary period?
Labour Government came into power and we hadMr Barr: There are experts around this table who
the new fiscal policy laid out, it seems to me to haveknow much more about monetarism than I do so I
gone through several evolutions of what it actuallyam going to try to keep it fairly simple frommy point
means to define it. Perhaps that is just a reflection ofof view. The problem as we all know was finding
the fact that when there was a fiscal surplus we didwhich money supply to target and we all know the
not have to worry too much about exactly how weproblems experienced in the 1980s. I think it would be
were going to define the Golden Rule, because it wasunfair on the Bank of England to say they ignore the
just met as far as the eye could see. The markets hadmoney supply or they ignore the rate of credit
no real problem with accepting it to be met. As wegrowth. I think the rate of credit growth is perhaps a
have moved into a period where there have beenbetter guide than money supply. What is the most
deficits for several years, the deficits have beenmonetarist, major central bank in the world right
revised higher. I think there are significant diVerencesnow? The ECB. It is part of their framework which
of opinion on how to define the Golden Rule. Weit is not in the UK. They are giving a lot of tolerance
know the government’s favourite and perhaps onlytowards M3 but really focusing on private sector
way inwhich they assess it. You could argue that theycredit growth. That has been a significant part of
have been consistent with this; it just has not come uptheir discussions in recent years. I think it would be
so much before. They assess it by looking at it as aunfair on the MPC to say that they ignore private
share of GDP over the cycle. If that adds up to be asector credit growth. You could argue they are not
positive number, you have met it; if it adds up to besure what to do about it. If you go back three years
a negative number, you have missed it. On that strictat least, we have been discussing the high rates of
definition, you would argue that they are probablylending to individuals and so on, but there are no
going to meet it over the cycle. Referring back tohard and fast monetarist rules. If you believe in
what I said earlier, the buVer is non-existent. A onemonetarism just as, in the long run, real is all that
year ahead error on the public finances is somethingmatters and inflation is a nominal phenomenon and
like 11, 12 or 13 billion. The government’s attainmentso on, then there is a degree of monetarism still at the

Bank. It depends how strictly you define that. of the Golden Rule on its own forecasts could easily



108 economic affairs committee: evidence

3 February 2004 Mr Ciaran Barr

course. There is no such thing as a free lunch inbe blown out of the water by such a development.
Yes, you can argue that strictly they might just make economics except perhaps productivity.

Lord Sheppard of Didgemere: I think our Chairmanit, but there is very little downside for them. That
leads me on to the further point which is more describes himself as one of the remaining Keynesian

economists.important than just whether they miss it in the short
term or not. Going into the next cycle, how much Chairman: Pretty well the only one.
buVer is there actually going to be? This cycle
benefited from high surpluses in the early years. For

Q339 Lord Sheppard of Didgemere: How new is thethe next cycle, there is none of that whatsoever. If you
Golden Rule? Is it not Keynesian economics brushedask me how confident would I be that they meet the
down? Is it not one of the basic principles of the sameGolden Rule over the next cycle, I would attach a
thing? It is not terribly new, is it?reasonably low probability to that, given the margin
Mr Barr: The argument that you balance yourof error on the public finances.
finances over the cycle providing yourself with room
to go in either direction during the cycle is fairly basic
common sense for everybody, not just theQ337 Chairman: You did distinguish discretionary
government.from the built in stabilisers. Whatever doctrine one

had, it was surely the case that if the governmentwent
on to a higher path of public expenditure, say, Q340 Lord Sheppard of Didgemere:You do not start
because of the commitment on health, whether you cutting government expenditure when you go into a
were a Keynesian economist or not, you would have recession, which normally governments do.
to say on that hypothesis either some other form of MrBarr:Absolutely. You can argue that the Golden
expenditure has to be cut or taxes have to rise. No Rule is a better way of examining public finances
economist that I know of has ever denied the than, say, the stability and growth pact. The reason
consequences of a discretionary shift. I take it that is for that is that the stability and growth pact tried to
essentially implicit in what you are saying? do similar things but it forgot to cyclically adjust the
Mr Barr: Yes. Obviously, you can increase your net deficit which, in my opinion, you just cannot do
debt toGDP and just keep rolling that over and over, because that ignores the manner in which the deficit
but you are going to be paying higher interest has grown.
payments which is going to cut into spending
elsewhere. The argument whether the UK can aVord

Q341 Lord Skidelsky:Are you saying really that theits higher level of spending that we now have goes
government has been fudging in some way theback to choices about what do we want as a society
distinction between balancing the budget over a cycleand so on.When you look at discretionary spending,
and organising a structural increase in spendingwhen you go down to the basic simplistics of it all, the
which would have to be balanced by taxes? It is in apublic finances are just the diVerence between
way trying to bring both within the framework ofgovernment receipts and government spending. That
balancing the budget over the cycle somehow? Is thatspending side has gone up to a higher level which is
the implication of what you are saying, that they arenow non-discretionary because I do not think many
reluctant to raise taxes or they have not beenpeople would expect a Labour Government to
prepared to raise taxes to support the higher levels ofreverse that level, for obvious reasons; but the
discretionary spending that they have embarked on?receipts side has not gone up to that higher plane. In
MrBarr: If you look atmost government projectionsa way, the whole risk surrounding public finances
that have been done in recent years, they always dohas, in my opinion, gone up. Whether that is a
have the Chancellor’s implied, necessary buVerproblem or not is a slightly diVerent question.
coming in. The Chancellor has told us that he thinks
we should have around 0.4, 0.5 or 0.6 per cent of

Q338 Chairman: You are not willing to go back to GDP cyclically adjusted current surplus at the start
the most elementary economics of all that whatever of the new cycle. In his opinion, that is a suYcient
you want you have to pay for. You are saying that buVer. If I look at the Pre-Budget Report I have in
because it is in the private sector that consideration front of me, I can see that those numbers are in the
suddenly disappears. future projections. I think what the overwhelming
MrBarr:Absolutely.We are coming towards the end bulk of independent forecasters would argue is that
of this current spending review. We have another his receipts projections might be too aggressive, in
review later this year. It is widely expected that the which case perhaps a more prudent cyclically
spending increases are going to bemuch less generous adjusted surplus would be lower, in which case there
than they have been. Has the government got out of is not a suYcient buVer in that. Are they being
that what it was hoping to get? I am not convinced it mischievous with that? I do not know if I would use

that word. What has happened is that they have beenhas. Does that have to be paid for ultimately? Of
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mean reversion, when you eliminate them in thevery surprised by the nature of the receipts slow-
down. The overwhelming theme of recent budgets, future whichmay ormay not happen. It is not an easy
going back several years now, is the Chancellor was process, but it seems quite critical for the government
disappointed on his receipts projections, things like at the moment.
corporation tax, stamp duty and so on, and had to
lower them, but had them coming back again at a

Q343 Lord Sheppard of Didgemere: If I can movefuture date. What most independent forecasters are
from the national theme to a regional theme,saying is that maybe this is telling us something, that
government policies are active in this area as they trythe boom in the late 1990s receipts was the unusual
to improve statistics with things like the RDAs,development, not the fact that they have come back
devolution etc. What do we think the implications ofsince. Trying to attain a buVer of, say, 0.6 per cent at
all that are, looking at regionalism? Is it going to bethe start of a new cycle I am fine with. I think it is
more fiscal than monetary policy?perfectly sensible with regard to his rules.
Mr Barr: It is quite tricky because we are coming
from a bit of a void in terms of regional data. I must

Q342 Lord Sheldon:An important matter that needs confess, in my career as a professional City
to be considered is when the cycle begins and when it economist, I do not get too involved in the regional
ends. The beginning of the cycle we have a pretty data because our focus is primarily on the national
good idea about, although not exact, but the end of side, but one area where I have been looking at
the cycle is very much open to doubt and this has its regional data is in regional house prices because
eVect because if you are given a longer cycle you have obviously that has been hugely important. Getting
a bit more room to manoeuvre. How do you work hard data time series of regional GDP, for example,
this into your ideas? has been until very recently a diYcult, if not
Mr Barr: There have been various discussions in the impossible, exercise. There is a huge gap of
past over whether somebody else should set the cycle. knowledge in what is happening at regional level and
It was suggested, for example, that Martin Weale’s that could contain information about the wider level
National Institute should be the arbiter. I amnot sure of the economy as a whole. For example, if we were
he would be too keen on that. The cycle is by able to look at what is happening with London house
necessity a value judgment. Nobody can say for sure prices rather than vague statements that it is to do
where the cycle starts and ends, particularly if the end with lack of supply or people earningmoremoney. In
point is still to be forecast. The thing that worries me terms of the implications for monetary and fiscal
slightly in that regard is, if you look at the Treasury’s

policy, the most obvious problem with monetarycurrent estimate of the output gap which is very
policy is they only have one instrument to use againstimportant for them in calculating their cyclically
their one target. You cannot set diVerent repo ratesadjusted numbers, they have a higher output gap
for diVerent parts of the country. I supposethan many other bodies—for example, the OECD. I
theoretically you could try but I would not like to bedo not think the Bank of England thinks the output
the person involved in it. From their point of view, itgap is as high as 1.5 per cent, certainly judged from
will provide more information. Can the Bank ofthe commentary that Mervyn King and his fellow
England have too much information? I think themembers have given.When you adopt the Treasury’s
answer is no because they are very good at filtering it.cautious case—in other words, you assume the
Therefore, the more information you can give themoutput gap is 1 per cent less—he misses his own
about what is happening at regional level, the betterGolden Rule. What we are saying here is that this
they can understand, for example, what will a 1 peroutput gap calculation and all the stuV built round it
cent rise in the repo rate have on manufacturing inhas to be exactly spot on for the Chancellor to meet
the north of England and so on. Fiscal policy, I guess,his own Golden Rule. If he is wrong on that, he
is the area where there is more potential. Themisses his Golden Rule. It goes back to my point: is
Chancellor has discussed using regional RPIs to setthere enough buVer in these finances currently? In
regional wage settlements. To the extent that thatterms of long term sustainability of finances, that is a
makes the labour market more flexible, morewhole other question but if the government sets itself
reflective of local demand conditions, that can onlyup with a Golden Rule you are likely to have a shot
be a good thing for the economy as a whole. In termsat them as to whether they are meeting their own
of using active fiscal policy on a regional level, I thinkrules or not. I think that is what most independent
we are a long way away from that, to be honest.forecasters are doing. Estimations of output gaps?
Experience of doing that in the past has never beenWho knows? Inmy experience of working in the City,
100 per cent successful. You tend to get bogged downthey are subject to revision because of data. They
in bureaucracy very easily in terms of the mechanisminvolve estimates of which nobody can be quite
through which you apply this regional policy. I canconfident. People’s estimates of trend growth shift

over time. Output gaps always assume some kind of certainly see how itmight be a good thing but I would
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Q347 Lord Skidelsky: Key countries in the EU arebe a bit sceptical as to whether anything is going to
change in the near term. having diYculties meeting the stability and growth

pact and the United States has a large fiscal and
current account deficit. What is the significance of

Q344 Lord Sheppard of Didgemere: Do you learn these for UK monetary and fiscal policy?
anything about your parent company in Germany?

Mr Barr: In terms of the potential impact on theFor example, would your colleagues in Germany be
economy, the biggest one is by far the US because ofmuch more conscious of looking at regional matters?
the imbalance it is causing for the world, not just forMr Barr: When you look at German statistics and
the UK. The UK is a very open economy and is verywhat you get, the German CPI and all the diVerent
exposed to that. In terms of the SGP, what we havestates report at diVerent times.We are used to saying,
seen clearly is the Chancellor siding with France and“What is the CPI in various regions?” If you look at
Germany in terms of needing flexibility. The stabilitythe banking sector of Germany with regard to the
and growth pact should not force countries to tightenlending policy of banks and the close relationships
fiscal policy when they are growing below trend andthey have with small tomedium sized companies, you
their economy is struggling. If he were sitting here, hecould argue that is based more on regional than
would argue that that is because that is the spirit ofperhaps theUK, which has less of a focus on banking
his own Golden Rule. I think that is fair. Theand lending. It is more a capital market. Perhaps
problem for me with the stability and growth pact isGermany would be more used to regional policies
not that we have it; it is that I do not believe it wasand so on. The Bundesbank when it was in existence
fully thought through before it was implemented.set one rate as far as monetary policy is concerned.
The European Commission and the governments areWhether the German government is more or less
now focusingmore on cyclically adjusted deficits, butsuccessful at regional demand management I frankly
you could argue they should have been doing that indo not know.
the late 1990s when there would be much more
pressure on certain countries to tighten fiscal policy

Q345 Chairman: On the data itself, the separate when they could during the good years. It comes back
Lander have their own CPIs. Do they publish their to the initial question we had about any kind of fiscal
own inflation rates? rules needing to be two sided. They need to think
Mr Barr:Yes, the inflation rates get published by the about the use of surplus and the use of public deficit.
individual states which then go into the aggregate We know that this SGP is currently going through
CPI, although obviously the focus on them now is the whole procedure with court cases and so on, but
much less than it used to be because everybody is just I think it is very clear that the UK has said, “We are
waiting for the Euroland CPI. As far as I know, the going to cyclically adjust these things and focus on
ONS are beginning to do much more work on Golden Rule type initiatives.” If the UK was able to
regional prices. TheChancellor has said he is going to join EMU, I imagine that would be a key part of the
tie it muchmore into regional wage bargaining which bargaining process. The twin deficits in the US are
makes perfect sense to me. well documented. Running at 5 per cent current

account deficit is arguably unsustainable. The US
could potentially generate 5 per cent of GDP capitalQ346 Chairman: We got a bit lost—at least I did—
inflows every year, but I am not convinced. I thinklistening to the MPC last week because they
the market is delivering its verdict already with thesimultaneously seemed to be telling us that they were
sustained decline in the dollar both on a tradevery interested in regional data. They still target one
weighted basis and particularly against the euro. Ininflation rate with the one instrument and it is not
terms of impact on the UK, the UK is caught in theobvious therefore why they look at all this detail. I do
middle. It is interesting that some time last year, if Inot know whether you have ever seen the pile of
remember correctly, the Bank of England adoptedpapers the MPC get for their meetings, but the idea
the unwinding of theUS deficit and the impact on thethat they could not have toomuch data I think is well
dollar as a downside risk for theUK to the extent thatinto the negative range.
it could either lead to a fall-out in financial marketsMr Barr: The interesting thing about the regional
or it could potentially put up the pressure on theagents they have is when the Bank publishes the
sterling exchange rate, which we have already seen.summary it is also done on a national level. I can
Just before I left my oYce today, sterling hit a oneunderstand how the Bank might have diYculty
year high on a trade weighted basis. That has to beknowing what to do with regional data in the sense
factored in. There is nothing the Bank of England canthat they do just have one repo rate. We all know the
do about it whatsoever except watch, knowing that itargument about what a rate rise aimed at London
could continue to push sterling higher. It will,and south-east housing does for a Newcastle
certainly in Deutsche Bank’s opinion, lead to furthermanufacturer. I think they are receptive to that but

they cannot really do much about it. sustained pressure on the dollar for the next couple of
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was on deficits over the cycle rather than just that ifyears. All we can do is set monetary policy in a way
that takes account of that. I have no doubt the Bank you hit 3 per cent you are in trouble and then we will

look at it, because it would have said to France andof England will continue to do that. I know that
MervynKing recently gave evidence here in which he Germany that they were running structural deficits

that looked much less comforting than the headlineconfirmed that he will continue tomonitor the impact
of the exchange rate on the rate of inflation. surplus. It did not happen so now we have to deal

with the fallout. I am optimistic that some
compromise will be reached, but I am not sureQ348 Lord Skidelsky: I would like to concentrate on
whether it will be this year or not.the stability and growth pact for a moment. Do you

think that the particularly rigid form in which it was
Q350 Chairman: If the dollar is weakening andcast was the result of fearing macroeconomic policy
sterling is strengthening, is not the correct monetaryor simply the lack of a political counterpart, which
policy response to lower interest rates and certainlywould have enabled it to be operated more flexibly?
not to raise interest rates? That is the correct analysis?Mr Barr: I think the SGP was set up mainly because
Mr Barr: If it just happened on its own, you couldit was ultimately decided by politicians who had
argue that that would be the normal monetary policyeconomic advice but they probably did not think it
response. What makes it more complicated for thethrough fully, in the same way that you can argue
Bank of England right now is not everything else isthat the Maastricht criteria are not perhaps the best
unchanged and so on. One thing that seems to havecriteria for whether a country should join a monetary
come out a little from recent years is there wasunion. I certainly think theUK’s five tests are a better
evidence that in the 1990s the sustained rise inguide. They had huge discussions about whether, for
exchange rates from 1996 through to the end of theexample, the first two tests were met, but the first two
decade benefited growth because the terms of tradetests go back to optimal currency theory. The
improved significantly. The terms of trade did notMaastricht criteria look at slightly odd judgments
just improve because of the exchange rate. If youthat are important but perhaps not the most
look at the chart, you can see the relationship doesimportant issue. To be fair, the setting up of EMU
not hold completely true, but it was a significantwas an incredible task on an economic scale. We do
driving factor. What was one of the biggest impactsnot seemany of them throughout history. Theymade
of the terms of trade? In my opinion, it just boosteda mistake, in my opinion, with the setting up of the
real purchasing power of consumers because goodsstability and growth pact. The biggest mistake was
deflation was unheard of in the UK. Consumptionnot fully cyclically adjusting the deficit. It is diYcult.
rose significantly. It is not always the case that youIt is particularly diYcult when you go through the
can look at exchange rates and say they are going upstructural change that monetary union implies, but
and they are going to hurt growth because they didthe reason I know it should have been done in the first
not in the 1990s.place is now they are doing it, but it is too late because

nowGermany has a structural deficit. It is diYcult to
say Germany should tighten fiscal policy now. Q351 Baroness O’Cathain: They did not actually

change the target, did they? They just changed the
CPI.Q349 Lord Skidelsky: You said fiscal policy should
Mr Barr: They lowered the specific number as wellsupport monetary policy but there is a problem here.
from 2.5 per cent to 2 per cent and changed the CPI.There is a division of responsibility in the Eurozone
They did not change the overall monetary policy waybetween monetary policy which is the responsibility
of operation but they did change the specific target inof the EuropeanCentral Bank and fiscal policy which
that the Bank will now be assessed and judgedis the responsibility of national governments. In your
relative to a completely diVerent inflation rate and aview, is that system set up in such a way as to bring
completely diVerent inflation target than they havethe two into conflict rather than supporting each
been since they were founded.other?

MrBarr:Absolutely. That is what happens and there
is scope for that. The fiscal policy is going to have Q352 Lord Vinson: The change from RPIX to CPI

has been played down by the Treasury as of very littleoverriding political influences on it which monetary
policy just will not have. Monetary policy in significance, but do you think it may have been of

significance, particularly because it could createEuroland is fully independent. We do not have that
in the UK. I do not see how that can be avoided diYculties for the Bank in setting interest rates and

not least in wage negotiations?because the only way you can have fiscal policy set at
that kind of independent level is if you have full MrBarr:The one overwhelming conclusion that you

may draw from all this is it is not going to makepolitical union, because taxes are a national decision
in all areas in Euroland. I do think one way of setting monetary policy any easier. The best case

scenario is it does not make any diVerence. The firstminimising the problemswould have been if the focus



112 economic affairs committee: evidence

3 February 2004 Mr Ciaran Barr

going to get their head around it? Before, they mightthing you can eliminate is it is not going to make
have had a real wage adjustment. It is now diVerentmonetary policy any easier, because we already have
because the target is diVerent. If you deflate a 4 pera fairly straightforward system. RPIX was well
cent wage by CPI, you will get a diVerent result thandiscounted and well understood. RPI is used in wage
if you deflate by RPI. If wage settlements adjust tonegotiations, contracts and so on, so our system is
reflect the newmeasure of inflation, the economy willworking very well. On the move to CPI, I think you
just move on to a new path of doing things. I havehave to split it into two things. Do I think themove to
confidence that the Bank of England will explain it toCPI is arguably a good one? Yes. Why? Because the
the best of their ability. The only thing I wouldEurozone uses CPI. I would not advise this reading
criticise is we are currently sitting here and we do notthis because it is not very exciting but it is something
even know what the Bank of England view on CPI is.I did when I wrote a document last year, but if you
We will not find out until next week when theylook at the ILO manual on CPI statistics and the
publish their February inflation report. The targetcorrect way of doing it the expression they use is that
was switched in between inflation reports and thethey are marginally in favour of using geometric
Bank did not publish CPI inflation projections inaveraging, rather than arithmetic averaging. In that
November. I see no reason why they could not havesense, you can argue CPI is a better target than
done, because they know how it works; they alreadyRPIX. In terms of that judgment, I am fine with it.
publishRPIX. It would have really helped themarketThe timing of it is far from ideal. The gap between the
adjust. One of the biggest questions I get in my job is:two right now is significant. It is the widest it has ever
what does the Bank thinkCPI inflation is going to be?been. The timing of it leaves a lot to be desired. The
The answer is I do not know.timing of it was a pure political judgment, nothing to

do with the economy. You can be very cynical about
why it is introduced or not but the biggest, most Q353 Chairman:Do you not see any problem in the
challenging job facing the Bank of England, as they fact that many of us are basing our lives on RPIX at
admit, is explaining their decisions, not just to people the same time as the MPC is running the economy
like ourselves who monitor these things every day on CPI?
and are fully up to speed with everything, but to the Mr Barr: I think it could create diYculties in the
general public who do not have the full wage field. If you get a situation like now and the
understanding of this new regime and are still housing market continues to boom over coming
adjusting to the move to low inflation and low years, let us say the Bank of England increases
interest rates. The housingmarket is the best evidence interest rates aggressively to stop that process. RPI is
for how that process is taking place.Wage bargaining going to really start getting upwards pressure, not
is going to take place. The biggest, most important just from the bit that is not in CPI but also from the
driver of inflation, you could argue, in any modern fact it contains mortgage interest payments, so wage
economy is wage inflation and it is now going to be settlements could track that. There is a loop that
set against an RPI which is completely diVerent. Not would make the Bank’s job more diYcult; yet,
only does it not include all the stuV on RPIX; it also because of the impact that higher interest rates are

having on inflationary pressures elsewhere, it couldincludes interest rates which have always been a
conceivably mean that CPI falls outside the bottomproblem in the past. It will create problems, I think.
of its range and yet wage settlements are risingIt does not necessarily mean I do not think they
strongly. That is a bit of a headache for theshould have done it but I think we need to be aware
government to explain.of the diYculties. Is it a loosening in policy? Certain

MPC members, particularly Stephen Nickell who
was the first person to talk about this, seem to be Q354 Lord Roll of Ipsden: Do you think that
sympathetic to the notion that it increases the eVect members of the Monetary Policy Committee ought
of the RPI target of 2.5 to 2.8 simply because the long to have expert knowledge in monetary economics? It
term diVerence between the two measures has been sounds an odd question but I ask it because the recent
close to three-quarters of a percent. I do have appointments to the committee do not seem to
sympathy. 0.3 over time, yes, is very important but conform to that criterion.
you could argue, for example, that the Bank of Mr Barr: The bulk of the committee should be
England undershot the 2.5 target consistently, so professional economists. I do not think they
maybe this just means that they will meet the 2.5 necessarily have to be experienced, academic,
target. The biggest test will be whether wage monetary economists, although I do think it would
settlements adjust. If wage settlements adjust, you help in having at least a couple of people on there. I
could argue that nominal interest rates in the future do think the committee needs to be careful not to drift
and nominal inflation across the board will be lower. away from having the bulk of it being professional
It will be an equivalent to a reduction in old RPI economists. Whether that is in industry or academia,

I do not agree with this argument that they need toinflation. How on earth is a member of the public
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certain respects some MPC members cannot standhave a balance across the spectrum, for example, of
trade unionists and so on because the Monetary that fact because it means they get labelled hawks or

doves. The Inflation Report is a tremendously usefulPolicy Committee are doing an economic job and
they should have the bulk of their committee being mechanism for them to tell us their views on topics of

the day. I have a few minor quibbles about some ofeconomists. So far, the majority still is and I would
like to see that process continue. it, ie the fact that they only publish the projections on

growth and inflation, the numeric modal projection,(The Committee suspended from 5pm to 5.06pm for a
division in the House) with a delay. So you get the Inflation Report but you

cannot pick out the exact inflation number. YouChairman: The way in which the MPC is currently
organised means it is really impossible for a City could argue that is irrelevant, but I find it quite

frustrating. I know why they do it, it is to prevent theeconomist to be on the MPC. We are not necessarily
going to write a letter of reference for you— focus being on the actual point estimates or point

numbers, to which my response is, “Well, you have a
point target”. I think we deserve to know. ChristmasQ355 Baroness O’Cathain: He wants you to write
has past, but if I could have had a Christmas presenthim one!
from the MPC it would have been that they do whatMrBarr:NoCity economist could work on theMPC
the ECB does and hold a press conference after anyand work in the City because there would be huge
monetary policy decision. I think the ECB gets a lotcompliance issues. The compliance department of
of flack which is currently unjustified because theyany investment bank would have apoplexy if you
have evolved and they have a fantastic way ofsuggested it. One of the most disappointing things I
communicating now with the markets, it takes placehave thought about the MPC is that until recently
45 minutes after the decision and so the markets havenone of the external members has stayed on—we
time to reflect on what has just happened, you thenhave only just had one now—which is a little bit
have a prepared statement followed by a questiondisappointing. Either the work is just incredibly
and answer session. The only time we get that witharduous and nobody wants to stay on or it is the
the Bank is once a quarter. I am sure the MPCmechanisms at the Bank and so on.
members would be quite loathe, because of the extraBaroness O’Cathain: They get paid a hell of a lot
burden it places on them, to do such a thing, but Imore!
think it would be a tremendous improvement in
terms of clarity and transparency to have thatQ356 Chairman: We never discuss money on this
monthly press conference.Committee!

Mr Barr: I am not going to make any comment on
that. Just as you get to the stage where you have Q358 Lord Skidelsky: I wanted to ask what
characterised someone as a hawk or a dove they go importance you attach to transparency. It has
and leave and you have got to start all over again! become a buzz word, but it seems to me that on the

whole the processes are transparent to only about 100
people! No-one else can understand anything andQ357 Lord Marsh: I have only recently become a
this is oneway of communicating with a larger group.regular reader of the notes of the MPC, and there is
Is there a way of using language about these kinds ofa view that the information which it provides and the
subjects in a way that makes more sense to peoplevalue of it is deteriorating. That is a subjective view.
who are not in theCity or financial monetary experts?What is your view?
Mr Barr: The Bank of England does make someMr Barr: I think they do a pretty good job compared
attempt to explain their decisions to the widerto many other central banks. They have two basic
community rather than just those people who areways of communicating both in the markets and with
paid to focus on it every day and have a vestedeveryone else and that is apart from speeches, let us
interest in it every day. Could they do moreleave those to one side because by definition they are
potentially? They do some things. For example, youirregular and you cannot anticipate them. The first is
have the Target 2.0 competition held every yearobviously the minutes which come out monthly. The
which I think is a great idea, although you couldfact that we get the last minutes before the next
argue the only people who are going to take part inmeeting is a tremendous bonus. If you look at the
that are economic students anyway who wouldsituation in the US where the FOMC minutes come
already know what the MPC are doing. How manyout with a severe lag, the market has to react to the
people really understand the decisions made in theFOMC discussion when it is historical and has less
Budget every year or the budgets of theGolden Rule?value. The FOMC are actively considering whether
Probably very few. I do not think the widerthey should move to a quicker publication schedule
population focuses on this as much as they perhapsfor the minutes à la MPC, so I think in that scenario
could or should. How you go about changing that isthey get good marks. The fact that they list the

individual votes I think is very helpful although in outside my expertise. There is a related issue. I am
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an interest in that apart from just publishing it andgoing oV your original question here but I can come
back to it. There is a bit of a debate going on right so on?
now about whether central banks should tip oV the Mr Barr: I do not think they should lose any sleep
market about what they are going to do and I do not about it. The market is a collective entity of which I
mean in terms of anything illegal. If the Bank of am just a tiny part. The Bank of England has a fairly
England or any central bank is gravitating towards a good idea what the market is thinking at any point.
decision, should they give some broad hint of that in They have a very active market intelligence arm
advance or should the markets just wait and see. The headed up by Paul Tucker and I know they have
ECB seem to be giving much broader hints. For dialogue with the markets every single day. It would

mainly be things like trading in order to get an ideaexample, they do their semi-annual growth
of what is happening in the markets but it would alsoprojections and generally around that time, if they
be questions like what would the market react to this,decide that their thinking about the economy is going
what would the market react to that, what is theto aVect interest rates, they do give a big hint in a
market thinking about interest rates and so on. Ispeech or a press conference before the actual
certainly do not think any member is influenced at allmeeting. I can tell you that in the markets a lot of
in his or her opinion by what the markets are goingpeople seem to believe that the Bank of England
to think of that opinion and I do not think the MPCshould do that. You can argue that you have nine
is at all except that there does appear to be somepeople going into a room and they may have no idea
pressure generated not to surprise the market. Let uswhat the vote is going to be. It does appear to be
say the markets are not expecting a rate change. Thesomething that is becoming quite a popular issue. For
easiest way of getting round this problem is you doexample, in February of last year they cut rates when
not change rates at that meeting, but if theit was not expected in the City, they got a lot of
overwhelming argument is drifting towards changingcriticism for that and since then the Bank does seem
rates you basically reflect that in the minutes. Weto have made an attempt to be more market-friendly.
know the minutes are not a transcript, we know theyFor example, just before Mervyn King took over as
are an edited version and in that sense that is theGovernor he gave an interview in The Times which
easiest way of doing that. I think that is one of thewas widely interpreted as something that would
biggest advantages we have in having the minutesinvolve a change in monetary policy, which then
before the next meeting, because it does allow thehappened. In November the Bank made some
banks to give a signal, if they so desire.comments before their meeting and again it

happened. The rate meeting is on Thursday. There
has been a wide debate about whether, if they do not Q361 Baroness O’Cathain: The Monetary Policy
hike rates, the Bank should give some advance Committee have their own views, they look at the
warning of that. That is a wholly diVerent game and data and then they decide, but you can see the way
I am not convinced that the Bank should be in charge they vote. We all played that game right from the
of that. The markets are slowly and surely pushing beginning when theMonetary Policy Committee was
central banks in that direction as best they can. set up, looking at the number of noes and the number

of yeses and then anticipating what would happen
and I am sure everybody was playing the same game.Q359 LordMarsh: Is there not a real danger that you
It really does smack a bit of the press andget locked into a policy before you are ready to be
commentators wanting to be the MPC.locked in?
Mr Barr: I think you have to remember that mostMr Barr: It is a diYcult game to play because at the
people in my profession are paid to predict what theend of the day, when nine people sit down to discuss
MPC is going to do, it is almost like guesswork. Didthe state of the economy, having had all the MPC
I say that? I mean intelligent, educated forecasts! Webriefing, it is going to be a judgment. All the members
have to go into that level of detail about what they arehave their own opinions before the meeting, but
going to do. It happens in every single central bank inpeople can be swayed by strong arguments. I am not
the world. Committees do get personalised whetherfully convinced it necessarily should always happen
committees like it or not, particularly if you are goinglike that. The point I am trying to make here, because
to publish their votes. Do I think they should notit is related to this argument, is that markets are
publish their votes?No. I think publishing the votes iscertainly pushing central banks in that direction quite
good. The one advantage it gives us is that if anMPCaggressively.
member makes a speech, I think it is useful to be able
to look at their voting record and see what their view

Q360 Lord Sheppard of Didgemore: We know the is generally on monetary policy because if you do not
have that you are in the dark a little bit. Puttingviews of independent experts are published. Do you

think they take much notice of you and your things very simply, I do not see how it makes the
situation any less transparent, the fact that we havecolleagues? Do you get a feeling that the MPC take
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have the DETR publish the construction output andindividual voting records and we know the bias of
various members. there was at least two quarters last year when it was

just completely diVerent by a magnitude and in the
next estimate the GDP figures got revised for this. IQ362 Lord Wakeham: The reality in my experience
do not think everyone in the City saw it coming butis a bit the other way. What happens is a
we certainly did.You do think to yourself if this is notdistinguished commentator rings up somebody in the
just a case of various aspects of GovernmentBank and says, “I don’t want to be unhelpful, but I’m
communicating much better. The DETR could havethinking of writing an article along these lines . . .”,
produced their construction estimate earlier. They dototally contrary to what is thought to be the outcome
get surveys of construction. Construction is a fairlyat the time and they give a hint to try and stop them
open area of the economy compared to education orwriting the article, which is unhelpful and the result
health services and so on. I think that is an area whereis that information gets out in that way, that is how
it was just a mess and I know they have launched anit happens.
investigation into improving it and so on. In terms ofMr Barr: I can honestly say that in my ten years of
our GDP data, I think it is reasonably okay.working in the City it has never happened to me.
Compared to other countries we have an advantageLord Wakeham: If some of the leading writers in the
in getting it out in a very timely manner. I think onlyFinancial Times and others write articles that are
Singapore beats us as far as I can remember andtotally contrary to what is happening it is an
Singapore gets it out two days after the end of theenormously serious problem for the people who are
quarter which we cannot compete with. I think yourunning the policy. They are going to try and stop it
are trading timeliness for a little bit of accuracy. Iif they can and that gives information out and you
think the average estimate diVerence is only 0.1 or so.cannot necessarily blame them.
You can argue that when growth is only 0.5 or 0.6
then 0.1 makes a big diVerence, but the Bank

Q363 Lord Goodhart: We have seen some fairly themselves are fairly aware of what is going on and
startling revisions to the GDP figures in recent years many times you will see the Bank say in their reports,
and to an extent it means that sometimes the changes “The components of GDP do not seem to reflect
due to revisions are bigger than the underlying what is happening in terms of the actual GDP
changes. Is this a problem? number.Wewould not be surprised to see an upward
Mr Barr:When you get significant revisions to GDP revision.” I think people deal with it, but I do think
it can be a problem. The experience of the last year perhaps last year a lot of things happened at the
was perhaps one of themore diYcult ones. It is a little same time.
bit mischievous just to blame it completely on the
ONS because a lot of things seem to be happening at

Q364 Lord Goodhart: Now that they have changedthe same time. Whether that could or should have
their methodology and as long as they stick to itbeen avoided is a diVerent question. Obviously the
would you not expect to see revisions on the samebiggest change was the chain linking. In a sense that is
scale?fine because we had to move to chain linking at some
MrBarr: I think youwill always get revisions, I thinkpoint and it is a more advantageous way of doing
that is an inevitable consequence of the process,things, particularly given some of the shifts that you
getting GDP out 28 days after the end of the quarterget in economies over five years. Being able to chain
or whatever it is. You are always going to getlink is best practice. The US has done it, Euro-land
revisions, that is life. They cannot get all the data inwill do it, it is the way forward. The revisions in the
time and I do not think this economy will change it.first half of this year were quite significant. If you
Everyone has revisions. Let me give you an examplewere to criticise the ONS at all, maybe it is for doing
of a process that was handled badly. The BEA wentit all at the same time. For example, changing the
through a significant change to their methodologymethodology of the deflators and changing the chain
recently and they had problems getting all the tableslinking together led to the big revisions. If those had
updated at the same time, there was a gap in thebeen done in isolation, perhaps one one year and one
information that was available, it was not handledthe next, people would have been much less critical
very well. They had revisions to their GDP. There arebecause the revisions in aggregate would have been
other aspects of the ONS that perhaps could besmaller, but then you could criticise them for
improved. The retail sales data seems incrediblyreporting data they know not to be best practice.
volatile. I know it is very diYcult to judge retail sales,There is no easy way out of it. One issue that did
but if you want some anecdotal evidence, variousfrustrate me a little bit with regard to GDP revisions
retail analysts on the retail side at Deutsche Banklast year was the whole issue of construction
prefer to focus on other measures of retail salesestimates. You would get an estimate of GDP which
activity because of the monthly volatility, things likehad a guestimate of what the construction output

would be, but before the next estimate you would the BRC survey and so on. I think there are areas
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for some time, the need to investigate Customs &where perhaps it could be improved a little, but
generally speaking I am pretty happy with the ONS. Excise in terms of cracking down on fraud, although

a lot of the focus was on cross-channel alcohol
purposes and so on. I think most people wereQ365 Lord Vinson: One you have not mentioned is
surprised at how big an impact it had on the importour current account deficit. There was a period in the
figures. The ONS did a good job at giving you a lotmanaging of this country’s fiscal and economic
of information about it, they told us what was goingaVairs when that would have been regarded as a
on and wrote five or six pages about what the impactburning issue; now it is rather swept under the carpet.
was going to be, but I still had to make phone calls toWhat are your views about that? America has a
the statisticians to understand fully how it wascolossal current account deficit and ours is running at
working through “carousel” trade. I think that wasabout half the size in percentage terms. Does this
an area where perhaps they could have used a bitsignal stormy weather? Are you concerned?
more plain English to explain it for simple people likeMr Barr: I am not as concerned about the UK’s
myself. At least they spotted it and took some time tocurrent account deficit as I am about theUS’s current
do something about it. I just think it was unfortunateaccount deficit. The biggest reason why the markets
with hindsight that all these issues came through atpay less attention to the UK’s current account deficit
the same time. The opposing attitude is should theyis just the sheer amount of global capital, the flows
have waited any longer? Probably not.are much higher so it is “easier” for the UK to fund

that current account deficit. We have only been
averaging around 1 or 2 per cent. If you looked at the Q367 Lord Sheldon:How should theMPC deal with
five EMU tests, there was a lot of attention paid to these very large changes that we have seen in
sustainable current account deficits and the general household debt, and is it excessive?
work done by the econometricians was that the UK Mr Barr: The whole issue of household debt is by far
could aVord a small current account deficit over time, the most pressing issue facing the UK economy right
it was fundable. I think at these kind of levels people now, nothing else comes close. There is no easy
are fairly relaxed that the UK will be able to attract answer as to whether it is excessive or not. The rate of
the necessary capital in-flows to fund it. If it growth is excessive, that is the Bank’s line and I
continues to grow I would start to get alarmed. I would fully agree with that. There are a couple of
certainly do not think the UK could aVord to run a 5 problems that we have. Firstly, we still do not fully
per cent current account deficit in theway theUS has, understand why it is happening. I know we
but so far it has not. One of the benefits is that understand that mortgage rates have collapsed in
although domestic demand and consumption surged recent years and we have had a sustained rise in
in recent years, we did not get as big a deterioration employment growth, those are the two biggest drivers
in the current account deficit as you might have of house prices. As house prices go up the mortgage
thought ex ante. I think it requires monitoring and stock goes up and so on. We understand the simple
people in the City do monitor it, but you are right, it mechanics behind it. What I mean by us not fully
does not receive as much attention as when it was understanding it is I do not think we fully know what
front page headlines everyday, but I think that households are currently thinking about this whole
reflects the fact that capital inflows are much bigger. process. We have a real deficiency of micro data on

the household sector and that is where the answer is
going to lie. I spend a vast quantity of time pouringQ366 Lord Sheppard of Didgemore:One of the other
over the quarterly and the monthly householdreasons put forward was this VAT fraud system on
balance sheet data. I know what is going on at thecomputer components and phone components and
aggregate level but I do not fully know what is goingso on. The impact on trading seems so huge that I am
on at the micro-economic level. One of the biggestsurprised some of your specialists have not picked it
areas of this debate that does not get discussedup and wondered what the hell was happening when
enough and it ultimately holds the answer is the factthey were looking at that particular segment of
that the financial assets of the personal sector are alsoindustry.
rising very rapidly, particularly cash. If you look atMr Barr: If you look at the people who deal with IT
cash deposits, they are surging, they are growing at aor telecoms or whatever, they would not tend to focus
very strong rate, not quite as strong as the personalso much on the aggregate data to that degree, they
sector credit growth but certainly at a pace which youwould focus more on individual companies’
would not expect in the absence of other changes.aggregate data. They would not be pouring over the
You certainly would not expect it with your interestexternal trade statistics to see what they are saying.
rates this low. It could be a reflection of the fall inYou could argue that if somebody had done that
equity markets, the fact that people were adopting aperhaps they would have discovered it. The whole
“safe havens” portfolio but I am not convinced.thing about the VAT fraud is we knew it was there

because the Government had been talking about it Firstly, it has accelerated over the past 18 months
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not their life insurance funds. A lot of people, unlesswhereas equity markets have stabilised, and
they start saving more, are going to be disappointedsecondly, it looks too big to me. What is happening
by the income they receive from their future pensionis you are getting shifts among the household sector.
whether it is private sector or whether it is funded byIt could be due to inheritance. People inherit a
the basic state pension. What are they going to do? Ifproperty, they sell it on, somebody buys it with a high
they are rational they will probably tap into themortgage, they get the cash, pay a bit of inheritance
housing wealth. Is that going to cause problems? Itax and that boosts both sides of the balance sheet. Is
would argue that simplistically it will lead to a fall inthat a good or bad thing? It has increased the
house prices because you will get more people tryingriskiness of the housing stock because you have had
to sell than trying to buy. These are not problemsa house that was previously owned by somebody that
now, that is the basic issue. The Bank of England hashas now been sold with a mortgage on the back of it.
faced almost an impossible job over recent yearsSomebody has got the cash so they are better oV, but
because inflation was not substantially above thethe housing stock has turned out to be more risky.
target until recently, it has generally averaged below.The Bank of England has done excellent work in
They encouraged the rise in debt to keep the growthsaying that process will continue. There was a very
scenario intact and to keep their inflation targetgood paper written up on the quarterly bulletin last
reasonably achievable, but they have not been able toyear which went through the arithmetic behind it and
prevent this rise in household debt. If you want to getsaid that even if house pries level oV, because of these
more information on this we will have to go to thedynamics of shifts within the housing stock among
micro level and I am very encouraged by the fact thatdiVerent groups of the population, debt will continue
the Bank of England has started doing that. I thinkto rise in coming years. It is not going to go away. It
it was in the August Inflation Report that Governordoes increase the interest rate sensitivity of the UK
King announced the Bank were going to starteconomy, that is just a simple mathematical
conducting much more household surveys becauserelationship. It cannot not increase the interest rate
that is ultimately where the answer lies. We do notsensitivity because it is all held at the floating rate. It
know it from the aggregate data, it is impossible togoes against the grain of what the Government are
tell.trying to do in terms of any future preparations for

EMU. Whether that should be a problem or not is
unclear. Do I think it is excessive? I would not like to Q368 Lord Sheldon: The abolition of Schedule A
see it grow much further but it probably is going to. and all the tax concessions, CTC and so on means
This will lead to problems in the future. I do not think that investment in your house is one of the best
it is going to cause a huge macro-economic crash in investments you can make, whereas this was not the
the housing market in the short term unless the Bank case back in the 1960s. Having got to that situation
of England substantially raises interest rates, but I do now, arewe really having to deal with it in a newway?
think there are future problems. You could argue How do we make other forms of investment
that households suVer from a degree of money comparably advantageous?
illusion but the evidence for that is unclear, although Mr Barr: When I say this at work people say it is
I do think there are several households out there who because I am not a house owner. I am currently one
are going to be surprised at the real level of this debt of the 10 per cent in the private rented sector. I believe
going forward. If you do a chart reflecting the real that housing might be lightly taxed as an asset
value of the interest debt payments over time, relative to other forms of investment. I get a lot of
obviously in a high inflation, high interest rate criticism for that view. I have some sympathy with
environment you start high and end up very low. In implementing some form of wealth tax. I cannot see
the current inflation environment you start quite low how it becomes practical, particularly if you
but you kind of stay there. Under realistic introduce it now as it is going to penalise a lot of
assumptions about real interest rates, nominal people who made that investment not knowing that
inflation, wage growth and so on the crossover point they were going to be taxed on it, and I am talking
at which point people become worse oV in terms of about primary homes rather than secondary homes.
the real value that they are paying becomes higher I think it will level oV at some point because this rate
under the low inflation scenario, it is ten years so it is of debt is not sustainable. You might be able to take
not going to kick in any time soon. I think it also has some encouragement from the latest data. Friday’s
to be tied into the pension issue and I do not think lending data showed some of the weakest growth in a
that link gets fully made in the way it should do. If few months for mortgage debt, but consumer credit
you look at the balance data, the residential housing growth grew at the lowest rate in seven years last
stock is now the biggest asset, it outstrips life month so perhaps that is a sign that higher interest
insurance and pension funds. In other words, when rates are starting to bite. I think we will find that the
households look to tap into that future wealth the peak in interest rates in this cycle needs to be less than

the previous cycle because it will bite in quite quickly.biggest source of it is going to be the housing market,
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reflection of the fact that although our nominal shortOne of the interesting aspects of the decision by Sir
Andrew Large to vote for higher rates last month was rates were higher the bits that hit the consumer sector

were incredibly low.not so much the fact that he had a very aggressive
view on higher inflation and so forth, it seemed to be
the argument that by raising rates now you help

Q370 LordWakeham:May I change the subject andprevent debt from keeping rising because if rates go
ask you a question about productivity. Do you haveback to a neutral level it is going to penalise the
a view on the Government’s new approach topersonal sector and I do have sympathy with that
productivity?view.
Mr Barr: It is encouraging that they are focusing on
it. Firstly, they have done a significant amount of

Q369 Lord Goodhart: First of all, I think I disagree work themselves in trying to understand it, and
with Robert Sheldon about tax advantages now secondly, it has opened up a general wider debate.
being greater than they were in the Sixties because The National Institute have done quite a lot of
then we had mortgage tax relief which was an working papers on looking at productivity and so on.
enormous benefit to the homeowner. There now There is no easy answer as to why our productivity
seems to be relatively large numbers of people re- rate is not as high as the US one. It is not great in
mortgaging their houses in order to get cash for Euro-land anymore. Euro-land productivity is
consumer spending, which both exposes them to beginning to look quite sickly so that could be
more risk if there is an increase in interest rates and becoming a structural problem. If you look at the
means they are going to have to repay it over a longer Deutsche Bank rate of potential growth in Euro-
period. Do you see that as a problem of presenting land, it is only about 1.8 per cent yet we would see in
risks to the economy in the longer term? the UK it is going to grow by 2.5 or 2.75. We are not

getting any worse relative to other countries.MrBarr:Yes.We have had a re-mortgaging boom in
two of the G7 countries since the downturn, the US Obviously we look bad compared to theUS. It is very

easy to criticise the Government for doing too manyand the UK both had fantastic re-mortgaging. The
problem is the UK’s does contain risk, because in the micro initiatives and not enough big picture stuV but

that is probably a little bit harsh in that productivityUS people are re-mortgaging for 30 years. People
have a fantastic implied option on their mortgage in does have to start at the micro level, you have got to

have individual workers, individual incentives and sothe US which just does not exist in the UK. If you
have re-mortgaged at 5.3 per cent in theUS in the last on. I think much depends on your view of where the

US’s productivity comes from. I do not fullyinterest cutting cycle you are fine, you are locked into
that rate for as long as you want or until your subscribe to the view that the only reason the US is a

productivity miracle is because they have sectorsmortgage expires in 30 years’ time. In the UK you are
still in the situation where at least two-thirds of the that produce the highest rates of productivity,

particularly IT and that we are not seeing ithousing stock is floating, and when people talk about
a fixed rate they mean three years which is not a fixed elsewhere, we are just seeing it in those sectors, but

because they are such a big percentage of the USrate to me, it is a long floating and this is a problem
because it is encouraging people to take on more economy it looks better than in the UK where we do

not have those sectors. I do think it is true that a lot ofdebt. The other aspect of this which I do not think
gets enough attention in the popular press although it has come from productivity in the computer sector

which the UK cannot benefit from because we do notit does among many commentators is the argument
that UK interest rates are still high relative to other have a significant one, but I also think that the US

has exploited its capital deepening much morecountries, but that ignores the mortgage market. If
you look at the trough in mortgage rates in this cycle, successfully than the UK and I do not know why,

that is my honest opinion. If you look at realthe UK has been one of the lowest in the world and
we got our mortgage rates down to 4.1 per cent, that investment as a share of GDP in the UK, it soared in

the late Nineties, absolutely boomed. Perhaps it wentwas the rate on new loans earlier last year. In the
States it got down to 5.1 and yet their oYcial short- too far too quickly, but I do not think we reap the

rewards of our capital deepening. As a share of realterm rate was 1 per cent, two and a half percentage
points below ours. In fact we have had more stimulus GDP we were at cyclically high rates. It has since

fallen back a little bit, but it still remains above itsthan any other country to our housing market and
that is a reflection of the structure of the mortgage long run average even allowing for that long run

average to have an upward sloping trend because ofmarket and that will not go away. Also in the context
of theUS,we should not ignore the fact that although relative rates of price diVerentials and investment

goods versus the GDP deflator, but we do not seemthey have got a bigger current account deficit we had
a much bigger surge in debt to income and in house to be exploiting that across the economy. When I

looked at this list of questions, this was probably theprices. Since 1996 US house prices have gone up by
60 per cent; ours went up by 120 per cent and it is a only one I did not have a strong answer to because I
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with the view that productivity might pick up. I amam not fully convinced as to why we are not
producing the benefits of that investment. I think that not convinced employment growth will rise as much

as it has in the past for a couple of reasons. Firstly, Iis an area where the Government has a lot more
economic resources than I do writing reports on the think theUKwent through a structural readjustment

in the late Nineties which led to big increases inUK. I think perhaps that is better oV being the
focus point. employment. Productivity took the hit, but you

might find firms are much less willing to take on the
same degree of people, therefore you get much moreQ371 Lord Vinson:Do you not think the growth has
cyclical productivity which obviously raises yourbeen in the non-productive sector? Government
average level. Secondly, I also think firms haveemployment has gone up markedly. One quarter of
learned the lesson of the late Nineties and they arethe population are directly employed byGovernment
going to bemuchmore focused on profits in this cycleand they are renownedly ineYcient. You only have to
and much more focused on making their highsee the working practices of Government oYcials
workforces generate more output per worker, but wedoing the round of endless committees. We are just
will have to wait and see.pumping money into non-producing parts of the

economy to a large degree.
Q374 Chairman: Is there not also an arithmeticalMr Barr: I am not going to address fully all of those
problem in that if the marginal workers are trulyissues. The one thing I think there is a question mark
marginal then their marginal productivity will beover is whether the volume versus prices split in the
lower than the average? Therefore, in terms of raisingGovernment sector has been correctly identified. The
total output the economy gains but it looks as thoughGovernment sector also has a very high rate of
productivity has gone down when that is not theinflation, its deflator is very high so therefore its
correct measure?volumes are very low. If the government sector’s
Mr Barr:Yes, although I guess you could then argueoutput is being measured incorrectly you could see a
why should the firms hire them if—rise in volumes and a cut in inflation and a boost to

UKproductivity. None of us here knowwhether that
is the case or not, we just do not have the resources or Q375 Chairman: Because they are still paying them
the data that the ONS use, but I think that is an area wages less than their marginal productivity.
to keep a close eye on. Although the micro data is Mr Barr: But it might not outstrip the marginal cost.
incredibly important and the micro initiatives (we I think related to that is the issue of how youmeasure
had some more in the Pre-Budget Report) are productivity. Productivity output per hour worker
inevitable and important, I think we have to produce looks better than per worker because we have had a
an answer as to why the UK has not benefited from fall in average hours worked in the economy over the
its real investment growth because the real last few years.
investment growth in the late Nineties which was
revised up in the GDP revisions was phenomenal yet Q376 Lord Vinson:As demand rises after a period of
the productivity benefits do not appear to have come slackness in the economy I think productivity also
through. rises because, certainly judging from one’s own

industrial experience, you see a lot of areas in which
Q372 Chairman: Are those private sector you can create productivity but you need that 10 per
investments? cent of demand to get the benefit and that comes
Mr Barr: Yes, but the government in the US is not straight through to the bottom line and the whole
producing higher productivity. It is not the thing looks better. There is a delay.
government sector, it is all the private sector. Mr Barr: You can argue that during the Nineties
Chairman: The failure is a private sector failure, it is growth period the rate of employment growth per
not a public sector failure. unit of GDP was higher than you might normally
Baroness O’Cathain: Bad decisions taken by a lot of expect because employment growth was fantastically
major industries, but the reality is there is an awful lot strong in the Nineties. There is potential for firms to
of investment going into R&D which does not start focusing not just on hiring people but making
increase productivity. their existing stock work harder. It is easy to say but

not so easy to do.
Q373 Chairman: We also have the lowest ratio of
R&D to GDP. Q377 Lord Sheppard of Didgemore: Having, albeit

some decades ago, worked in Germany and alsoMr Barr: At a fundamental level we still have an
ineYcient education system andwe do not produce as worked indirectly in the States, my experience is that

in British industry, apart from the good people whomany educated people as we should if you compare
us to Germany. We also do not have a very good got it right, we do not look down the whole supply

chain. This is certainly what happened in Germany.vocational system either. I do have some sympathy
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British manufacturing is finally generating higherWe could not understand why productivity was
greater in Germany. We could not understand productivity. The next challenge is to make the

service sector work more, but given I work in thebecause we were certainly working night and day.
Something must have gone wrong! Then we saw the service sector I am not really convinced that is a

good idea!disciplines. I had gone through the changes of dealers
and back to suppliers and so on which just did not
exist at that stage, it just improved. Do you agree Q378 Chairman: That is a very good note on which

to end. As you can probably tell, we have foundwith me?
Mr Barr: If you look at the manufacturing sector everything you have had to say absolutely fascinating

and if there were not other constraints we would stillin particular, I agree that British management
historically does not have a fantastic record. Even be going on. If on reflection there are one or two

supplementary things you think you ought to havetoday surveys show that it lags behind best practice
elsewhere, but we are getting more of a focus on the told us, particularly in that last area of productivity,

perhaps you could write to us with those.We are verylogistics supply chain than we ever have. The rate of
productivity in the manufacturing sector is fantastic, indebted to you for your excellent submission today.

Mr Barr: Thank you.it is 6 per cent. Maybe you could argue that
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Examination of Witness

Witness: Mr Willem Buiter, Chief Economist, European Bank for Reconstruction
and Development, examined.

Chairman: It is a great pleasure to see you and you most elegant exercise since the invention of central
banking is not to be held against it because this reallyknow the line of questioning. Lord Sheldon is going

to start us oV. is a unique, incredibly diYcult experiment, making
12 national central banks fuse into one central bank
in very diYcult circumstances.Whatever the reasons,Q379 Lord Sheldon: I am asking about what you
the rest of the world did worse than the UK. Theconsider to be the main strengths of our economy at
fiscal and monetary framework, while not perfect, isthe present time. At diVerent stages in the economic
the best on oVer.cycle, the relationship between monetary and fiscal

policy may need to change. What changes in the
policy framework do you think are needed to take Q380 Lord Vinson: Welcome back. Our short term

interest rates are roughly double the eurozone shortaccount of this?
Mr Buiter: The British economy is in the favourable term interest rates and roughly double those of

industrial countries with a comparable rate ofand unusual position of having avoided any
significant cyclical downturn since before I joined the inflation. Does this tell you anything about our

monetary management? Does it in turn make anyMPC in 1997. It is quite a remarkable stability over
a number of years, especially given the travails of the closer association with becoming part of the

eurozone rather diYcult?neighbours, both on the continent and in the United
States. There has been greater stability here. Part of Mr Buiter: It is an excellent question, which is what

I always say when I cannot think of the answer. It isthat—maybe most of it—is luck. That is always a
major factor in economic management. Part of it is surprising that we now see 4 per cent Repo rates here.

It is 2 per cent in euroland and 1 per cent in thealso the fact that the framework for macro-economic
management, both monetary and fiscal policy in its United States. This vast gap diminishes completely

and disappears when you look at longer maturities.macro-economic aspects, is fundamentally sound in
this country and I think superior to that in the other The anomaly is just at the short end. Partly it is

because the monetary authorities here believe thatmain industrial countries. In the US, nobody makes
fiscal policy. It just emerges out of the tripartite there is an inflation risk that needs to be addressed

now. If that were not so, the last two base ratedeadlock of the House, the Senate and the White
House. There is no design. If it is cyclically increases would not have happened from 3.5 per cent

to four as they are now. Even if they had stayed at 3.5appropriate, as tax cuts were a year ago, it is entirely
by accident and not by design. In Japan, there has per cent, that would have been significantly higher

than the numbers in euroland and much higher thanbeen until recently, until the departure of the old
governor of the Bank of Japan, a state of undeclared the numbers in the United States. In the US, the

explanation is that monetary policy in the US haswar between theMinistry of Finance and the Bank of
Japan. There is the Central Bank Governor who in been very loose, probably too loose, for quite a while

now. I do not know what drives the authorities therethe midst of persistent deflation kept speaking of
significant fears about the risk of hyper-inflation, but it is clearly at an unsustainably low level. You

cannot have 1 per cent nominal interest rates goingwhich was something that always amazed observers
like myself. On the continent, especially in the into a bout of healthy growth. These rates have to go

up and they will go up. The gap between theeurozone, we see that the countries with large
national economies are structurally less flexible than continent and the UK is more diYcult to explain at

the short end. Part of it is diVerent perceptions ofthe United Kingdom. On top of that, the whole
monetary management system and the interaction of inflation risks and part of it is inexplicable. There

may be diVerences in the transmission mechanism.monetary and fiscal policy in the eurozone had to be
learned from scratch. The fact that it was not the People always talk about the disproportionate
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Q383 Lord Wakeham: You have hinted at theimportance of short term rates in macro-economic
answer to the question about the switch from RPIXmanagement in the UK through mortgages, bank
to CPI. We have had diVerent interpretations of it aslending and all these things, but even then I do not
to whether it is a mere formality or whether it is verythink that explains the whole puzzle. There remains a
significant. You hinted that there might well be someparadox or a puzzle. It has been there for a long time
diYculties with the Bank of England in settlingnow and I cannot account for all of it.
interest rates in the future. I wonder if you could
enlarge on your views and whether you think there

Q381 Lord Sheldon: Our economic stability is will be diYculties.
arguably greater than we have had for a century or Mr Buiter: The switch is clearly significant. It is not
even possibly more and there may well be a hiccup a formality. It is significant politically because it sets
shortly coming, but do you see the return to long Britain up for easier approaches to euro adoption
term stability after that if this happens? and membership in EMU in due course. At a
Mr Buiter: I have no doubt that the current technical level, with the gap between the old and the

new target currently at 1.6 per cent and with theframework if adhered to, and if the markets at home
target rate only having been lowered by half a perand abroad believe that the framework will be
cent, the economy, if we take the current inflationadhered to, is conducive to sustained macro-
rate as a gauge for these past inflationary pressures,economic stability. There will be fluctuations.
would have shifted from being in an overheatingCapitalism is a cyclical system. It is never going to be
situation to an underheating situation. There is asmooth growth. We will probably see greater
diYcult and confusing communication exercise thatfluctuations and greater departures of the inflation
the Bank has to engage in to convey to the marketrate from the target thanwe have seen in recent years,
what the consequences of this change in target andbut the return to the dismal management of the ’70s,
yardstick are. They have also to figure out—and’80s and ’90s is completely unnecessary and should
this is probably the hardest part—whether thenot happen.
transmission mechanism of CPI inflation might be
diVerent, at least over a reasonably short horizon of

Q382 Chairman:You were a founder member of the up to a couple of years, from the mechanism for
MPC and therefore you know what its remit is. This RPIX inflation. I am not saying the change should

not have been made. On balance, I support it but itCommittee’s understanding is that it would raise
definitely makes the job of the Bank a lot harder forinterest rates precisely as you say because you would
quite a while until this beds down and until they learndo it when you were forecasting inflationary
the new transmission mechanism.pressures. The diYculty I am having is I cannot see

these inflationary pressures. Can you?
Mr Buiter: To really answer that question Q384 Lord Wakeham: Do you think the recent
satisfactorily, I would need to have been briefed the changes in interest rates have any reflection upon this
way I was on theMonetary Policy Committee and to change in the index, or potential change?
have given it serious consideration. I am a monetary Mr Buiter: The recent changes are harder to explain
tourist at the moment, not a pro. It is clear that in light of the new target; in light of the old target they
inflationary pressures would be on the horizon if you would be easier to explain.
take the old index, RPIX, running at 2.9 or 3 per cent
or thereabouts. Of course, this change to the new Q385 Lord Barnett:When you were amember of the
index, the CPI, which used to be the hiccup. It was MPC, you tended to diVer more often than not with
much better as the hiccup, I think. With the CPI, the your colleagues in not wanting to increase interest
current inflation rate is 1.3 per cent, well below the rates. You talk about this gap between the CPI and
new target of 2 per cent per annum, so there must be RPIXwhich at themoment is wide, but the reasonwe
a pretty confident anticipation of an increase in have been given frequently is that it will change over
inflation over the horizon over which the Monetary the next year or so. On the other hand, theMPC have
PolicyCommittee believes it can influence it for these to chose an interest rate which will enable them to be
recent decisions to make sense. I am looking forward able to get within their inflation objectives, which is
to reading the next inflation report and the their main remit, over a two-year period. Would you
explanation and motivation of the decisions. One have voted for an increase today?
should never look just at current inflation or in the MrBuiter:TheMPCdoes not have a two-year target.
back mirror at past inflation. You always target The target is to meet the inflation objective, which is
future inflation because that is all you can influence. now the CPI objective, from this day forward until
I expect that you will see a satisfactory explanation the end of the world. The two-year horizon is just an
but clearly there is something prima facie to be administrative convention because that is when the

paper ran out. There is no behavioural or otherexplained.
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wild Keynesianism that used to be practised. Cansignificance to it. It is not true with any degree of
confidence that monetary policy is most eVective at a that phrase be made operational? Does it have a

substantive meaning?two-year horizon. It may be partly because there
is this old saying of Milton Friedman in the Mr Buiter: No. It is a sound bite.
subconscious of many monetary economists that
monetary policy does have its main impact on prices

Q389 Lord Skidelsky: Could you elaborate on that?after two years. It has never been tested and
Why is it a sound bite?confirmed in the UK, but never mind. The two-year
Mr Buiter: Constrained discretion is a phrase thathorizon does not matter. What I would have done I
sounds good but does not mean anything.What doescannot say because I am not privy to the information
it mean operationally? “Discretion” means that youthat the Committee have and no tourist should
act opportunistically. It is therefore, inconsistentsecond guess the professionals.
with “constrained”. The real contrast is between
acting with commitment or acting opportunistically,

Q386 Lord Barnett: You do not want to answer my and between acting rigidly and responding flexibly to
question? news. Youwant to act with commitment and respond
Mr Buiter: I do not want to answer on what I would flexibly. If that is what is meant by constrained
have done because I honestly do not know. discretion, I am all in favour of it, but in that case I

would call it what I just called it: responding to
Q387 Lord Skidelsky: You talked in your earlier unexpected developments, responding to news,
remark about the Finance Ministry and Bank of through a rule that is clearly understood by the
Japan being locked in a great struggle and that leads private sector. Otherwise, it does not mean anything.
me onto the question of how in your view should
fiscal policy support monetary policy. It should

Q390 Lord Skidelsky: If you do it according to asupport it, presumably. How best should it support
rule, it is no longer discretionary.it? Is it a good formulation?
Mr Buiter: Not discretionary in the sense ofMr Buiter:Monetary policy should be used to target
opportunism, but one can be flexible in the sense ofinflation over the medium term. Fiscal policy should
responding to news while doing so in a predictablebe designed to finance government expenditure in a
way. That is what the authorities should do. Theysustainable way, hopefully leaning against the wind
should follow rules which permit the response towith the automatic stabilisers in a way that minimises
news about economic developments at home andunnecessary economic fluctuations. The rules that
abroad.were adopted are not inconsistent with that. There is
Chairman: Having said that the concept wasno active fiscal management in the sense of
meaningless, I think you gave us a very gooddiscretionary changes in tax rates or spending
explanation of a sensible meaning that could beprogrammes in response to changes in
attached to it.unemployment or the output gap. Active fiscal policy

is only appropriate when the house is really on fire. If
you talk of the Great Depression, clearly you cut Q391 Lord Skidelsky: A view which a lot of people
taxes massively or spend on public works have is that one of the functions of good fiscal rules
programmes, but for normal business fluctuations all is to avoid putting up the pressure on interest rates.
you should do is let automatic stabilisers operate and Is the challenge of both devising and sticking to good
make sure that the build up of government debt does fiscal rules inherently more diYcult in the EMU or in
not threaten government solvency and sustainability. euroland than it is in theUK,where you have divided
The current programme rules are consistent with that responsibility and no government?
although there are many other rules that would also Mr Buiter: I do not accept the basic premise that one
be consistent with this objective. In particular, the of the aims of fiscal policy is not to put upward
government has the Golden Rule on a cyclically pressure on interest rates. There is nothing
adjusted basis and the 40 per cent net debt rule. There intrinsically wrong about high or low interest rates.
is nothing in particular to recommend them but they Savers love high interest rates. Investors hate them.
are also obviously not destabilising. Having put them The right balance all depends on whether we have a
in place, we might as well see how they work for a low saving and high investment economy, in which
bit longer. case you would see higher interest rates, or a high

saving and investment economy, in which case it
would be the opposite. I do not think the purpose ofQ388 Lord Skidelsky: An expression much in use

now—Ed Balls used it in a recent speech which has fiscal policy is to lower interest rates. We are not here
to maximise investment. We are here to maximisebeen circulated to us—is that of constrained

discretion to diVerentiate it both from the very rigid economic wellbeing which is about consumption
tomorrow but also consumption now. There isrules of the stability and growth pact and from the
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Q393 Lord Barnett: You may not have beennothing wrong with some pie today as well as pie
tomorrow. I do believe that fiscal policy should not fortunate enough to be present when Ed Balls

delivered his 20 page speech recently, but can Iproduce false and erratic signals in the financial
market. It should not set up a path for the public debt assume you have read it?

Mr Buiter: Yes.that will call for painful, abrupt corrections in the
future. For the rest, whether we live as a high interest
or a low interest economy, I can live with both. It all Q394 Lord Barnett: Whatever we think about it, it
depends on the fundamentals that drive these interest was an important statement of UK government
rates. A low interest rate economy can be had in the policy. In practice, as you know, the bad rules were
midst of a great depression. I would not use the sensibly ignored by France andGermany, given their
interest rates as a measure of the success of fiscal current economic position in the cycle, but Ed Balls
policy. I would want to check whether the seemed to be arguing that he would not be opposed
government finances are taken care of eYciently to the idea of an SPG provided it is more like our
and without threatening solvency and without Golden Rule. In other words, an evolution towards a
exacerbating unavoidable fluctuations that a more sensible monetary policy and fiscal policy that
capitalist market economy always has. I would not the Chancellor is using at the moment. That is not
have any great ambitions beyond that. part of the five tests. That has been made clear, but it

is nevertheless important in the way the SPG runs.
Do you agree with Ed Balls?
MrBuiter: In some respects, yes. Clearly, the existing
Stability and Growth Pact, apart from being
arbitrary, is now dead as regards its applicability toQ392 Lord Barnett: You know that there are a
countries already in the Economic and Monetarynumber of major countries in the European Union
Union. It will still be used as a screening device forlike France and Germany that have problems
keeping out would be new entrants, especially frommeeting the stability and growth pact targets and
the east. Whether or not it should be replaced bythere are major fiscal and monetary deficits in the
another set of rules is an interesting question. ThereUnited States that some believe might well come to
are those who argue—in my wilder moments I havean abrupt end at some point in time. How do you
argued so myself—that it may not even be necessarythink both these factors will aVect theUK’s fiscal and
to have a common set of rules, that is, to centralisemonetary policies?
certain aspects of macro-economic fiscalMr Buiter:Not in any obvious way. The situation on
management. If you believe that it is necessary, thenthe continent of Europe, in France and Germany
yes, I agree with Ed Balls that there would be rulesespecially, and in the US is quite diVerent. What has
that would be much better and do less damage thanbeen violated in France and Germany has been the
the rules of the Stability and Growth Pact. I wouldfiscal norms of the Stability and Growth Pact. Since
not choose the version of theGoldenRule that is usedthese norms are essentially arbitrary, that is not in
here. That too has severe weaknesses. What reallyitself a cause for worry. It is a cause for worry only in
matters is that the government should be able tothe sense that here was an agreed upon set of rules
finance by borrowing, temporarily high spending, forand the first time they pinched people decided to
whatever reason. If you have a permanently highditch them. Ditching bad rules is probably better
investment programme, you cannot borrow tothan sticking to them but not as good as sticking to
finance it, but theGolden Rule tells you that you can.good rules. In the US, we have a large and rising
You have to diVerentiate between a temporarydeficit. Unless there is a growth miracle in the rest of
increase in public spending and a temporarythe decade, unless we see growth rates at the level we
contraction of the tax bases that can be financed, andsaw during the height of the tech boom, the current
permanent ones that have to be met by either cuttingfiscal stance in the US is unsustainable, with massive
other categories of spending or raising tax rates. Iincreases in expenditure, not just on things that are
agree with Ed Balls that there are superior rules thatclearly unavoidable like defence and homeland
it might be desirable to sign up to. Whether I wouldsecurity. We have had a massive increase in the scale
choose the current set of rules in the UK or go forand scope of the welfare state in the US through the
something slightly more ambitious I would have toincrease in public money going towards paying
think about.prescription charges for the elderly. The grey lobby

has blown a big hole in the US budget and that is
combined with tax cuts that were made partly for Q395 Lord Marsh: Is there not something
eYciency and partly for distributional reasons. The fundamental in this particular example of the failure
result is a situation that cannot last. They will have to to accept the Stability and Growth Pact in that all
either raise taxes or cut spending or both before long, central bankers have a problem with politicians and

politicians have a problemwith central bankers? Thisor face ultimately a debt crisis.
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policy on the Committee now than there were in myis a unique situation where you have a central banker
who has a multiplicity of governments and when that time. I sound like an old duVer when I say that, but
situation is diYcult for them they will almost in my days things were better. Children and small
inevitably put their national interests first as they did animals behaved. I am not the only one who has
with the presidency. You are much closer to it than I commented on it.
am. Do you think this is a fundamental, potential
flaw?

Q398 Lord Vinson: Are they running out ofMr Buiter: I think the problem is no worse than it
candidates, do you think?would be if you had 12 central banks facing 12
Mr Buiter: The nice thing about the criteria is thatnational monetary authorities. I agree there is a
they do not even require you to be British. I was notproblem. There is an inelegant collision between a
at the time when I served. I am now, but I was notcentral bank making monetary policy for the euro
then and neither was DeAnne Julius. The world is aarea as a whole and the national ministries of finance
big place. Even within the UK, there are a largebelieving that the world ends at the border, at least as
number of hitherto unused monetary experts so I doregards the interest it takes into account in reaching
not think you are going to run out at any time soonits decisions. In some ways, the situation might be
and then of course you can go fishing in the globalworse for the behaviour of the whole if, in addition to
pond.12 national fiscal authorities minding their own

business, you also have 12 monetary authorities
targeting national inflation rates without any regard Q399 Chairman: Clearly we do not want to talk
for the behaviour of the regional economy. about individuals but when you started the

Committee contained people and if one said, “I want
Q396 Lord Marsh: That is not a problem facing us. to know about this” one would go to some of the
Mr Buiter: I do not see that the problem created by people on your Committee when discussing this kind
the inability to coordinate monetary and fiscal policy of policy making. It is not obvious that the
inside the eurozone is any greater than it would be if Committee is now composed in that same way.
there were 12 national, independent monetary Mr Buiter: There are fewer recognised experts in
policies in addition to 12 national fiscal policies. monetary policy on the Committee now than there

were before. Why that is I do not know. There are
numbers of people—one of them is sitting here, inQ397 Lord Roll of Ipsden: Do you think that expert
fact—who would do very well.knowledge of monetary economics is an essential

requirement for membership of the Monetary Policy
Committee? It may sound an absurd question but I Q400 Chairman: You say there is no shortage of the
ask it prompted by the fact that recent appointments sorts of people we might be looking for?
to the Monetary Policy Committee do not seem to

Mr Buiter:No. We do not have as many as we wouldcorrespond to that criterion. Things may have
like within the country because of the deplorablechanged in that regard since you were a member of
state of the academic sector in this country andthe Monetary Policy Committee but what is your
universities in general, but there are enough even ingeneral view on this?
this country. If you take a wider view in Europe andMr Buiter: I am not going to comment on the
the world, you will not run out.qualifications of individual members. As I

understand it, there are basically only two criteria
that have to be met for someone to qualify for MPC Q401 Lord Oakeshott of Seagrove Bay: You say
membership. You have to be an expert in the there are these two criteria. These are not set down
technical business of monetary management and you anywhere, are they? Are these just what you observe
have to be independent. Being independent means to happen?
two things: not just not beholden to sectional or other Mr Buiter: I certainly remember having it said to me,
interests but also not easily pushed around by vague almost from the day I joined the MPC, by the people
notions of group harmony, consensus, unanimity, who appointed me that there were these two criteria:
the kind of stuV that traditional central banks, where technical competence and independence.
dissent is an ugly word, engage in. All the past and
current members that I have known certainly are

Q402 Lord Oakeshott of Seagrove Bay: I do notindependent in the sense of not being beholden to any
think they are in the Act, are they? Do you think itinterests. The ones I know are also independent in not
would be a good idea that they should be set downseeking consensus for its own sake. On balance, there
publicly?has been a reduction in the purely technical
Mr Buiter: It would not hurt, but we know whatcompetence in monetary policy skills on the

Committee. There are fewer experts in monetary happens with the letter of the law.
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added than people started oV with. We are like theQ403 Lord Oakeshott of Seagrove Bay:There is very
little set out specifically either on how or why people proverbial blind man looking in a dark basement for

a black cat that isn’t there. It justmeans that you haveare appointed.
Mr Buiter: It might be a good idea to have these to look at other data sources that can confirm or

reinforce or reject the interpretation of GDP data.two criteria.
There are retail sales data and other data based on
smaller samples. GDPdata are also based on samplesQ404 Chairman: As an old duVer myself, I have to
but they are really big samples. I do not think thesesay that standards really have fallen since I stopped
things ever work very well. It is not a unique problemteaching!
here. The Japanese data, if it is any comfort, aremuchMr Buiter: Same here!
worse. They only tangentially relate to the real
behaviour of the underlying economy. With moreQ405 LordMarsh:Given your unique position, how
resources into not just collecting GDP data butuseful do you find the minutes of the MPC? As an
thinking of ways in which relevant information canaddendum to that, it has been suggested that it might
be brought to bear in real time on decision making,be helpful if they had a press conference at the end,
that would be money well spent. A few million onwhere people could ask questions, or might that
better data, if it leads to one less goof in monetaryprove unhelpful?
policy, would be money well spent.Mr Buiter: I have to make a terrible admission: I do

not read the minutes of the MPC. I stopped reading
Q408 Chairman: Is your argument based on the viewthem the moment I quit the Committee, because they
that we need to know better where we are, or is itdo not make riveting reading and because I do not
based on the view that we need to know better wheremake a living trying to anticipate interest rate
we are going?movements. That is the only reason to read them. For
Mr Buiter: Both. We need to know where we are. Itthat they are quite useful. Press conferences? Please,
is very hard to predict the future if you do not knowno. That would bring us to the pre-cooked
where you start from.manipulation of the assembled journalists. To have a

press conference straight after a meeting of the
Committee or to publish a long statement supposedly Q409 Chairman: The Bank has this new model for
of what went on in the meeting, we know that these forecasting but a great model with the wrong data is
things have to be pre-cooked well before the meeting. not exactly the best way to do the job.
It is much better to wait until we can publish the Mr Buiter: Indeed.
minutes of the meeting and then have individual
members or the governor in the appropriate fora Q410 Lord Vinson: I take your point that revisions
here, in the House of Commons or in lectures explain are more or less inevitable. Could I broaden it to look
what they are doing. Press conferences are circuses at the retail price index data? Are you happy both
and they are meant to manipulate the public. I do not here and in the eurozone that the qualitative
like them at all. improvements in products are suYciently taken into

account when you are assessing price rises and other
Q406 Chairman: You are aware that the ECB does things? In other words, is there a tendency to
have a press conference? overstate inflation through failing to take into
Mr Buiter:Yes. They are just pre-cooked events that account qualitative improvements in certain
pretend to inform but do not. products?

Mr Buiter: I think the consensus is yes. How big is
again something that one can never establish withQ407 Chairman: The GDP data is subject to very

considerable revision in our country. I think it is a any great degree of confidence. Of course, for certain
goods and services, there is quality deterioration. Onbroader problem anyway. The question of timeliness

has been brought to our attention on this, but the balance, trying to see how the characteristics we
really care about are produced more eYciently by therevisions do seem large compared with the frequent

distribution of the actual changes whenwe eventually underlying commodities that are purchased is a very
inexact science but I do not think that necessarilyget to them. In terms of the way the MPC or any

policymaker works, is this a serious constraint on the leads to huge policy errors. What is worse is that the
RPIX, while it did include some attempt at allowingability to make policy?

Mr Buiter:We cannot say that the revisions are large for housing cost inflation, did it the wrong way and
that the Consumer Price Index has no allowance forrelative to the actual movement because the actual is

simply the latest revision. We have no idea whether the cost of housing services at all. That is one way of
solving the problem but it is unlikely to be verythis converges to the underlying truth. I have

absolutely no idea whether the final estimate of GDP helpful. I am really worried about that, especially
with theMonetary Policy Committee trying to figureis any closer to the unobservable national value



127economic affairs committee: evidence

10 February 2004 Mr Willem Buiter

anything excessive land rationing through theout whether house price inflation is contributing to
economic instability if they do not even know what planning system. It seems to me that we are often

diverting a lot of eVort into solving the housinghouse price inflation is. That is a real handicap. I
think there are real problems with the data and as a problem and its eVect on the economy by tweaking

interest rates when the primary cause is excessive landmatter of urgency we must work on improving it,
especially in the area of bringing rental rates and the rationing.

MrBuiter: I ammerely pointing out the consequenceimplicit cost of accommodation into the price index.
Without that, we miss a very large part of the of land rationing. You might want to protect the

black badger or something like that and not sacrificespending package and this can have systematically
distorting eVects, as I think it does in this country. land. That is the choice you make but you pay the

price in terms of rising relative housing costs and thatFor the rest, there will be an infinitely lived research
programme to improve our practical approach to is part of what we are seeing in this country. It is clear

that if there were less restrictive zoning laws therequality change and new products. It will never be
over but at least we should be able to stop ourselves would be many consequences, environmental

perhaps as well, but one of the implications is thatfrom falling further behind.
housing prices would be lower.

Q411 Lord Elder: You have perhaps given some
views as to whether or not you think this issue is Q413 Chairman: In this general area of alleged

excessive borrowing, do you make the rationalitysomething which can be practically measured, but
there have been a lot of concerns about the emergence assumption which economists make in this area,

namely that people who borrow know they are goingof the strong growth in the housing market and
whether or not that will have an eVect on macro- to have to repay and in some sense the system is self-

stabilising, or do you make the assumption thateconomic stability. Do you share the OECD’s view
recently expressed that early monetary tightening seems to lie behind a great deal of the commentaries

that we read, which is that the borrowers arewould help reduce interest rates and do you think
that would be worthwhile? completely irrational and have no idea that they are

going to have to repay?MrBuiter: I do not share that view. 50 basis points or
even 150 basis points in a housing boom is tackling an Mr Buiter: Unlike many emerging market

governments, private borrowers know they will haveelephant with a peashooter. These are assets that
have lives of 25 to 30 years, on average. What is an to repay but they may greatly underestimate the risk

of a significant change in the real cost of repayingincrease in Repo rates going to do to that, if you only
commit yourself for a month, unless the markets are along the road. I do not think people are irrational;

they are just often not very well informed. It hasmoremassively myopic and their views of the rest of
eternity are coloured by what the Bank of England is or less the same eVect but it is not the same thing. If

you look at both household and corporate gearingdoing today? Interest rate changes should not be
rationalised because of a desire to influence the ratios, they have gone up. If you do the gearing ratio

relative to the inflated value of the housing stock, youhousing market. I am not yet convinced that there is
much to worry about. What we are seeing to a large may be hiding problems, but even if you take debt

service requirements, interest payments, as a fractionextent is a response to a lowering of the long run real
interest rate in this country. For these long lived of disposable income, things do not look crazy yet.

What can you do about it with monetary policy? Ifassets, this can lead to massive revaluations. It does
not happen overnight, and there is always a danger of anything, this is a task for regulatory policy: make

it less easy to get credit, strengthen collateralspeculative excess. I have no problem with the
current levels of the keymultiples. If you combine the requirements and those kinds of things. You may

even, as policy makers, jointly between the Bank andlowering of the nominal interest rates with the
extreme restrictions on the supply of new housing in the Treasury, engage in open mouth policy, but

interest rate changes will not make any greatthis country, plus the fact that the country is getting
richer, non-traded prices are going to go one way and diVerence.
that is up. By and large, housing is non-traded
although those of you with houses in the South of Q414 Chairman: Those who argue that way must be
France probably see it as traded. (a) I am not that making the assumption that economists are
worried about it yet. (b) Even if I were worried, I particularly good at knowing what the right rate of
would not tackle it with monetary policy. borrowing for the economy is. I know of no

economists that tell you that myself. Can you guide
us?Q412 Lord Vinson: In as many words, you are

suggesting that to tackle the housing shortage Mr Buiter:You can ex post always point out how the
now bankrupt enterprise or bankrupt consumer gotthrough monetary policy is to tackle the symptoms

rather than the causes, the causes being as much as into trouble, but it is very hard to do it ex ante. There
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goes down both by lenders and by borrowers. Itis too little proper vetting of creditworthiness by
banks in consumer credit markets but it is a increases the vulnerability and the risk of an eventual,

more severe downturn. Yes, I believe that is true.regulatory problem. I think it has to be tackled
through those channels and not through monetary
policy.

Q417 Lord Oakeshott of Seagrove Bay:My question
is about a corset as well. How likely do you think it

Q415 Lord Vinson:Could the Chancellor tighten the is that the government will burst out of its own self-
capital adequacy ratios for the banks to make it less imposed corset, the Golden Rule, in this cycle,
easy for them to lend 100 per cent and interest only without having to raise taxes?
mortgages and the like? Would you suggest that he Mr Buiter: The Golden Rule is defined in a cyclically
should have those powers? correct fashion and that is a great safety valve
Mr Buiter: He would lose friends very quickly in the because your view of the cycle is as good as mine.
City because it would put the British based banks at a If you take non-partisan projections based on
competitive disadvantage vis a vis foreign banks, but reasonable assumptions about where capacity output
there are things that you can do that restrict the is or about the natural rate of unemployment, you see
lending ability of all banks operating in the country, that it is not a done deal that the Golden Rule will be
whether they are based here or just foreign violated, but there is a real risk in the next couple of
subsidiaries. I think things can be done there. There years that it might burst through.My response would
are ways in which a down payment that is required be a big “So what?” I think that, much like the
for a consumer loan could be increased or collateral Stability and Growth Pact rules, the Golden Rule
requirements, the ability to borrow against the equity also has to be repondered. If the reason for bursting
in a house, can be restricted. It is all there for the through the Golden Rule barrier is temporary and
asking. While in the fullness of time most of these curable, then I would not worry about it. It is not
controls will be intermediated out of eVectiveness, quite even odds but it is quite possible within the next
you can have a law that is suYciently broad in spirit two years that the Golden Rule barrier will be
so that you can keep putting the newly innovated breached. I still would not ring any alarm bells over
escapees from the corset inside the corset again. that.

Q416 Lord Sheldon:Do you not think that long term
Q418 Lord Oakeshott of Seagrove Bay: On the oneeconomic stability has something to do with all of
hand, you are saying, “So, what?” and I have somethis? People have had seven years of economic
sympathy with that but, on the other hand, I thinkstability and they take it for granted now. In the past,
you are saying that we need to redefine it or look at itthey did not always take it for granted, and therewere
in a diVerent way. Can I press you on that.a number of people who were a little apprehensive
Mr Buiter: I think you must really get a better senseabout what the future might bring. That
of which changes in expenditure are likely to beapprehension is rather less now than it has been in
permanent and which are likely to be transitory orthe past.
even reversed. Similarly, if there are changes in taxMr Buiter: I think you are right. We saw that in
revenues, we have to figure out whether thisspades in the United States, especially with the last
temporary buoyancy is due to temporary tax basebull run in the stock market. There was a whole
broadening or whether there has been a permanentgeneration, not just of private investors but of
increase in the eYciency of tax collection and all thatprofessional traders who believed that markets only
kind of thing. The real Golden Rule in economics iswent one way, upwards. This is the same type of
finance what is temporary, tax or cut other spendingthing. If you have not seen a recession and
to take care of what is permanent. That rule isunemployment above 5.5 per cent in 10 years or so, if
not synonymous with the Golden Rule. It is onlyyou do not know that interest rates are at the lowest
synonymous if all investment is temporary. Whilelevel since the early post-war period, I think you
this country may not need a verymuch higher level ofdo underestimate the risk of either worsening
investment forever, given the way that infrastructureemployment opportunities which of course is the
in this country has been allowed to go to pot over thegreatest immediate threat to people’s ability to
last 40 years, it will take decades and decades ofservice a debt, or a drastic fall in asset values which,
much higher levels of public sector investment inwhile it does not create immediate problems for
infrastructure (transportation especially) in order toservicing a debt, may make it harder to roll over a
make up the shortfall. Since this is going to be, in mydebt when it becomes due. It is one of the reasons that
view, a process of decades rather than years, youthe old, pre-Keynesian business theorists talked
ought to certainly plan for financing most of itabout the purging value of recessions and downturns.
through taxes at some point rather than thinking youIt gets the excess out of the system. If you have too

much for too long, the quality of decision making can safely borrow for this.
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eYciency and higher investment rates, so it can makeQ419 Lord Barnett: The Chancellor’s Golden Rule
is concerned with the cycle. You seem to be saying a permanent diVerence not only to the levels but also

the growth rate of GDP. Beyond that, there is verythat you do not mind if the cycle extends to decades
rather than a few years. little that can be done. Deregulation, getting out of

the way of the private sector, is something that is, byMr Buiter: No, I am saying the opposite. The
borrowing component should be smaller, the more and large, a good idea, although it is important that

the right kind of regulation remains in key sectorspersistent, the more durable the spending increases.
Since the public investment increase, in my view, with natural monopolies and that tariV schedules are

appropriate. For the rest, governments have to takeshould be very durable, we should not borrow for
most of it but rather tax for most of it or take it out care of the physical infrastructure and the human

capital stock. These are of course a major challengeof expenditure elsewhere.
in this country. We are way behind compared to the
rest of the industrial world in terms of physicalQ420 Chairman: So, taking an example, but not
infrastructure, especially transport. In thenecessarily one on which you have taken any view, if
educational system, there are a few islands ofthe country were moving to a higher path say for the
excellence in a sea of mediocrity, I think compared toNHS, then broadly that is also a commitment to raise
all your continental competitors now. That is athat much tax?
problem. There is a paucity of general, non-specificMr Buiter: Absolutely.
inducements to innovation either through taxation
or through broad-based non-selective subsidies.Q421 Chairman: That is the rule.
Encourage R&D but do not target it, in detail do notMr Buiter: Very much so. It is an excellent example
micromanage it. The one thing that governmentsin fact. If you are going to make a decision that
should not do—and this is a weakness of allhealthcare at the point of delivery is going to be free
governments but particularly in these past sevenand financed out of general taxation, then you can
years here—is to micromanage in great detail tax,have a permanent increase in, say, the National
expenditure and regulatory incentives. I think thatHealth Service spending as a share of GDP, but you
does a lot of damage because it involves considerablehad better finance it either out of taxes or through
transaction costs for businessmen and forother spending cuts. . . . You cannot borrow for that.
entrepreneurs. So, get a simplified and stable taxChairman: That clearly fits. Finally, we get on to our
structure. Do not tinker with a thousand little taxlast question.
incentives here and a few wedges there. The
European Commission has published a very

Q422 Lord Sheldon: Talking about governments in interesting study of the poverty trap, the
general, do you believe that they know how to unemployment trap and the “why work” trap. We
improve growth in productivity and is this something may not be the worst—in fact we came out of it quite
that governments can do and what do you think of good, relatively—but it was still atrocious because if
the approach of our own government in this? Can it you look at the combined eVective marginal tax rate
be done? on households of various compositions, combining
Mr Buiter: Like all good questions in economics, the subsidy withdrawal and explicit taxes, you have
answer is “yes” and “no”. It is clear that governments massive distortions in the tax/benefit system that
can destroy productivity growth very easily. In the stem from the concatenation of hundreds of little
countries in which I work now, certainly in Eastern taxes, subsidies and allowances. Nobody can
Europe and the former Soviet Union, we see understand it, it does not make any sense, but, each
examples of what can be achieved with the right budget, you get 300 more I think that, if the
government policies, if you take Estonia for example, Government went out of their way and stopped
but, also that with always the wrong government micromanaging details of the tax structure and of the
policies, you get Uzbekistan. It is decline and subsidy structure, they would do everybody a favour.
stagnation in the latter, and in the former a country
that is bursting with growth. My answer is not going
to be terribly original, but one thing governments can Q424 Lord Sheldon:We have had economic growth
do and must do is provide a framework for macro- with economic stability. What we have not had is the
economic stability. I know that sounds like a bore but growth in productivity and it is this that, after seven
that is really true! So,monetary and fiscal policymust years, one might have expected. If there were a
work in tandem—that is clear. connection, we would have seen it by now.

Mr Buiter: There has been no significant change in
the growth rate of productivity here but since theQ423 Lord Sheldon:We have had seven years of it.
continent of Europe, or at least the large countries inMr Buiter: Yes and that is good and that is why we
Europe, saw a significant reduction in the growth ofhave had high growth. It may even raise trend growth

rates because greater stability engenders greater productivity, we did not necessarily do that badly. Of
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example, overtime, provided it is done with thecourse, it would be nicer to be able to share the
experience of the United States over the last 10 years. agreement of the workforce concerned, is the most
Remember, however, that theywent through 30 years eYcient way of bringing supply and demand into the
of below average productivity growth before that. It balance and any limitation on the sensible working
is very hard to understand what really drives hours of people in the economy seems to be hugely
productivity. We know of the negative factors, but damaging or would be.
we cannot manage it and certainly not micromanage Mr Buiter: I do not know if it is hugely damaging but
it. All we can say is, “We will go away and have a it is certainly unnecessary and silly, so I think the
good regulatory framework which will be simple and Working Time Directive is just an own goal. I do not
transparent with low tax across the board and then think it is a major own goal because I do not actually
just come and get it.” Take care of the infrastructure think it bites because most people who are really
and take care of the educational system and, for the aVected by it try to get around it, but it is just one of
rest, governments should not have grand strategies the examples of productivity destroying regulation
and not attempt to pick winners, because that is and legislation.
where disaster lies.

Q427 Lord Vinson: They are talking of tightening it.Q425 Chairman: It is rather like Karl Popper’s
Mr Buiter: I hope they do not because it should justdictum—it is very hard to do good but it is much
be phased out.easier to do harm and therefore the best policy starts
Chairman: That is a very good note on which to end.by saying, “Let’s not do harm.”
You can tell how indebted we always are to you. I amMr Buiter: That would be a very good start.
particularly glad that, given your definition of
independence, you have not lost the independentQ426 LordVinson: I want to raise the question of the
frame of mind! It was very good of you to come.eVect on productivity of the limitation of working

hours. In my own background, I know that, for Thank you very much.
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Examination of Witnesses

Witnesses: Sir Alan Budd, The Queen’s College, Oxford, and Professor Patrick Minford,
Cardiff University, examined.

Chairman: Welcome to you both. It is a great a lot of useless manufacturing, the so-called
manufacturing base, and restructured the economypleasure to see you again. I will ask Alan to start the

questioning. into a service-led economy. One of the fruits of that
has been a big rise in the terms of trade, we have
managed to sell our goods, our services, on worldQ428 Lord Sheppard of Didgemere: A general
markets at ever-increasing prices while buyingquestion to you both. What do you see as the main
manufactures at falling prices, basically. Over theweaknesses and strengths of the economy as it stands
five-year period from 1997 the terms of tradeat the present moment in time, and are there any
improved 13 per cent, which is a remarkable tribute,changes in policy framework, from either a monetary
I think, to this restructuring. That has made itor a fiscal point of view, that you would like to see
possible for the UK economy to do very well for atake place?
very long time, as compared with, say, the GermanSir Alan Budd: I think the strengths are more
economy, which has not been restructured in theimportant than the weaknesses. I think the main
same way and is still clinging to this notion of beingstrengths are that we have an economy which grows
a manufacturing power and has been in trouble as aat a very steady pace; it continued to do this during
result.even quite a sharp world recession, we have low and

stable inflation and we have low and stable
unemployment. That is a very, very good record Q429 Lord Sheppard of Didgemere: In part, you

have just answered my question. I was going to askindeed and I think that the policy framework can
take a lot of the responsibility for that success. whether we have got some “out of balance”

situations; obviously we have, with underperformingMaybe the world environment has been somewhat
easy but it has not been completely easy, so I think manufacturing, although I am not certain you have

not just answered that and I am not certain I agreethat the role of the Monetary Policy Committee, the
independence that it has to set interest rates, has been with what you said. The other one is housing, of

course, going the other way, is that suYciently out ofa brilliant success. I think that, by and large, the
pursuit by the Treasury of rule-governed fiscal policy, balance even to have been put back into what you

were saying there?which has concentrated really on sound public
finances rather than attempting to use fiscal policy Sir Alan Budd: There is a recognised risk that maybe

house prices are above an equilibrium level, that infor demandmanagement, hasworked extremelywell,
so I think it is a very successful story. The risks are some sense the market is making a mistake, which

will be corrected. There is also the possibility thatsimply those of managing an economy, if, as we
assume, it continues to pick up speed, and taking the households are making a related mistake, which is

that they borrowmore than they wish to in the longercorrect steps to slow it down, should that become
necessary on themonetary side, and alsomaking sure term. Two mistakes there. If they are mistakes and if

there were some event which triggered a rapidthat fiscal policy is kept in order so that too does not
run out of control. correction then it would be possible to see a sharp fall

in house prices associated with people believing thatProfessorMinford: I agreewithwhatAlan said. I think
it is a remarkable period of growth, and the question they were over-indebted and therefore cutting back

on their consumer spending very sharply in order toreally is why? As Alan says, I think it has got
something to do with quite reasonable monetary try to correct that and you would have a very sharp

downturn in domestic demand. I can recognise that ispolicy, but really I think it has been a supply side
change that has done it. I think the UK economy was a risk. It is not a risk that personally I take seriously

because, in the first place, I am not convinced thatrestructured massively in the ’80s, we got rid of
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consumers know that if they borrow they have got topeople are making a mistake, either in what they are
borrowing or necessarily as far as house prices are repay in due course, and they have freedom in

choosing to borrow, therefore why would you payconcerned, nor can I see the type of event which
might trigger that dual collapse. We did see it, of any attention to that in determining MPC monetary

policy? I take it your view is that they are mistaken incourse, very severely so, in the late 1980s, but then we
had a very, very sharp increase in interest rates, a very wanting that?

Professor Minford: Yes, I think they are mistaken, Irapid rise in unemployment, people were unable to
aVord their houses because they were losing their think they should just trust the consumer. Trust

people.jobs, they could not aVord the repayments, and they
had all the misery of repossession. There was a very, Sir Alan Budd: There was an interesting period, and,

as you say, Chairman, there was a lot about it in thevery sharp policy shock which caused that collapse
and I do not see the necessity, looking ahead, for that minutes, in which they felt inhibited from cutting

interest rates, at a time when there was still newssort of policy shock.
which was rather disappointing from the rest of the
world and people saying, “Despite this weaker news,Q430 Lord Vinson: Economic fashions come and go
we ought not to cut interest rates in case this causesand a few years ago a substantial balance of trade
these imbalances to expand and then, sooner or later,deficit would have been regarded as extremely
everything will collapse.” There was one particularserious. We have overall a balance of deficit
set of minutes in which, to my great interest, it said,equivalent to about two and a half per cent of GDP
“If we cut interest rates now, far from this causingcurrently. Does this concern you?
inflation to rise back to its target, inflation willProfessor Minford: No, not at all. The balance of
actually fall sharply, because the cut in interest ratespayments is simply the expression of private
today will bring about these imbalances tomorrow,decisions to borrow and we have got a very open,
which will collapse the day after tomorrow and thenworld capital market where people can borrow. I
inflation will be far below its target.” It seemed to methink that, if people decide they can borrow and
always much more sensible to stick to the sorts ofpeople, on whatever side of the market, lend to them,
rules one understood, in which if there was a sign ofone has got to assume that they know what they are
weakness out there then the rational thing to do wasdoing. If I can go back, really this is related to what
to cut interest rates. I think this is completelyAlanwas saying about housing, and I agree with him.
symmetrical.I think that you can regard the consumer as the best
Chairman: That is very helpful.indicator of the strength of an economy, because,

basically, consumers will smooth out their spending
in the light of their underlying views about where the Q432 Lord Skidelsky: I would like to elicit your

views on the relationship between monetary andeconomy is going. If they are confident they will
spend, if they are not confident, as they have not been fiscal policy. Youmay have seen the article in today’s

Financial Times by Ed Crooks, which is headedfor a long time in Japan, for example, or Germany,
they will not spend. I will sort of turn the thing on its “Conflict of interest threatens perfect harmony.”

Would you say that it is a correct characterisationhead and say the housing market and the consumer
reflect confidence in economies, they reflect the that fiscal policy should support monetary policy,

and what do you mean by “support”?strength of the economy. I agree very much with
Alan, that I do not think you can regard any of these Professor Minford: I would not, no. I think the phrase

is probably meaningless, but if it has any meaning itthings as bubbles, as people say, they are expressions
of a fundamental strength of the economy. The only means something like fiscal policy should somehow

face the same way in cyclical terms.possibility of a mistake would be, and in a way this
relates to things which may come up later, if
somehow the growth of productivity has fallen so Q433 Chairman: That is what we are asking you.
severely that people will have a reassessment of their Does it mean that, or does it mean exactly the
underlying future prospects. That is really the only opposite?
thing which concerns me. I think, at the moment, it Professor Minford: I do not know what it means. You
looks as if they are assuming a growth rate of asked the question. I think you have got to trust what
somewhere between two and two and a half per cent, it means. I think there is one sense in which there is a
which is very likely to happen. connection between fiscal and monetary policy, and

this goes back to the early ’80s. Quite clearly, if you
are trying to control inflation and bring down the rateQ431 Chairman: The points we have just been

talking about figure very strongly in the minutes of of growth of the money supply and you are running
very large budget deficits, and in some sense these twothe MPC, and certainly I have asked for them

already. Surely, exactly as you say, if you make the things are incompatible, there is a medium-term
incompatibility between large deficits, long term, andusual rationality assumption in economics then
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rate being set by the European Central Bank mightthe attempt to control inflation. It is a very old issue,
going back to the ’80s. In that sense, I think there is not be one which was appropriate to the United

Kingdom. Therefore they were exploring thea connection, but in terms of what the French call the
conjunctural issues, or the cyclical issues, I do not possibility of using fiscal policy actively through such

measures as some indirect tax regulator, which did, inthink there is any reason why they should be
connected in any way. Monetary policy clearly has a fact, give Patrick’s long-term stability of tax rates. I

thought this was purely a hypothetical piece oflead role in stabilising the economy.
Chairman: Please excuse us while we go to vote. analysis, just in case. You say it was in the Pre-Budget

Report, which is true, but there was a long account ofThe Committee suspended from 4.31 pm to 4.39 pm for a
division in the House. this in the documents published with the assessment

of the five tests about that possibility. Otherwise I
have taken the statement simply to refer to, as PatrickQ434 Chairman: I heard, Patrick, monetary policy
said, the built-in stabilisers tending to work in a wayshould take the leading role, I think?
which helps in the cycle, and that will tend to be in theProfessor Minford: Yes, take the leading role in
same direction as interest rates are moving.cyclical terms. I think we may be discussing fiscal

policy more later, but I do not see fiscal policy as
having a cyclical role really, except in automatic Q439 Lord Skidelsky: I do not think so. Can I quote
stabilising terms. from this, just very quickly, that the Treasury has
Chairman: To go back to Lord Skidelsky’s question, also talked about, “where prudent and sensible,
the reason we are asking you is, in the Pre-Budget provided further support tomonetary policy through
Report is a paragraph plus a sort of scatter diagram changes in the fiscal stance”?
where they try to show that the two are and should be Sir Alan Budd: It is not just hypothetical.
positively correlated. That is how we have got into
this and that is why we are pressing it. Q440 Baroness O’Cathain: They are not talking

about immediate change, they are talking about
Q435 Lord Skidelsky:That seems to be the Treasury flexibility in fiscal policy as opposed to flexibility in
view too, at the moment? monetary policy, surely? As we are looking at the
Professor Minford: I find that hard to understand, state of the economy and therefore policy long term
because the automatic stabiliser, the classic theory of and short term, do you think that the recipe as we
fiscal policy would suggest you should set taxes at a have got it now, with the monetary policy and then
stable level, set your government expenditure for fiscal policy based on the “Golden Rule” and the
micro reasons and then your automatic stabilisers “sustainable investment” rule, actually works and
will give you a pro-cyclical, budget picture, so you that there is no need to change it? Really that was
will get a surplus when the economy is expanding and what I wanted to know. I am not talking about the
a deficit when it is contracting, and it is not clear that euro but just in isolation for the UK economy at the
did not occur. It depends on how you measure moment. Would you agree?
money, I suppose. Certainly, you would get cyclical Professor Minford: No, I do not, because actually I
behaviour. have never understood the rationale for the Golden

Rule. In fact, there is some work which suggests that
Q436 Lord Skidelsky: Would you agree then the it is thoroughly sub-optimal as an extra constraint on
Treasury view is a bit more than just allowing you to government policy in addition to the solvency
add stabilisers to operate it, it is positively loosening constraint. There is a solvency constraint, which we
when the interest rate needs to be lowered, so it is all understand, and there is optimal policy. The
more than just automatic stabilisers? I think they standard view would be that you should keep taxes
mean it in that sense? stable, tax-smoothing, and set government spending
Professor Minford: Sort of like an additional for the micro reasons you have it. That is optimal.
discretionary response to the cycle instead of the Also it implies a stable, expected debt level, unless
automatic stabilisers? there are shocks. The role of the debt is to absorb

shocks, but apart from shocks the debt level then will
be stable under this set-up. It has not got anything toQ437 Lord Skidelsky: Yes, and do you think that is
do with the Golden Rule. The Golden Rule iswhat the relationship ought to be? Do you agree
something additional to that, which has nowith that?
justification whatsoever, in my opinion.Professor Minford: I do not, no.

Q438 Lord Skidelsky:What about Sir Alan? Q441 Baroness O’Cathain: Surely, it makes
commonsense to invest over the cycle? The GoldenSir Alan Budd: I thought that this proposal of using

fiscal policy actively was in the context of joining the Rule is such to make sure that the investment level is
right over the cycle?single currency, joining the euro, and that the interest
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you had lost control of your economy you might, inProfessor Minford: No. The Golden Rule says that
you can borrow to finance investment, albeit that those circumstances, feel the need to overturn the

principles of optimal fiscal policy because youwere inthere is some magical property of investment.
amess. I was referring really to the situationwherewe
are floating the exchange rate and not in the singleQ442 Baroness O’Cathain: To borrow to invest over
currency. I think, in the single currency you mightthe entire cycle?
find these pressures on you.Professor Minford: The diYculty here is that if you do

invest it is perfectly reasonable that you should do a
computation of what tax revenue that will bring in as Q446 Lord Barnett: I want to return to this question
a result of possible growth in the economy and of excessive borrowing, in the sense that the Stability
whatever charges you are making for the product of and Growth Pact of the European Union is, of
your investment. All those things are relevant to the course, as we were told last week, and as we know,
solvency constraint onto the fiscal arithmetic but they virtually dead, given that a couple of major countries
do not justify the Golden Rule as such, which says within the European Union simply had disregarded
that, no matter what, £100 million worth of the rules of the Stability and Growth Pact. There is
investment should be financed by borrowing. This is that, plus the United States borrowing excessively.
not an implication. It is not necessarily consistent To what extent do you think that has significance for
with the principles of optimality in the tax smoothing the conduct of our economy in the UK?
principle that I set out, but there are obviously Sir Alan Budd: I am not sure I agree completely that
implications of investment for the future revenue other members of the European Union are
which are taken account of in the other arithmetic. borrowing excessively, but they may be breaking the
The Golden Rule, in general, does not seem to be an rules set by the Stability andGrowth Pact. But that is
appropriate simplification of the eVects of investment a very diVerent matter and that is either constraining
on that fiscal arithmetic. what they do or they are ignoring the rules and

continuing to dowhat theywanted to do at any rate. I
do not think that any of those countries are breakingQ443 Baroness O’Cathain: So the answer is no?

Professor Minford: Yes. what Patrick has defined correctly as the solvency
constraint, that there are serious threats to the fiscal
sustainability of those countries, in terms of theQ444 Lord Sheldon: We did hear some evidence
longer-term budget constraints under whichbefore that if fiscal policy is active then this should be
governments must operate. To the extent that theybrought in only when the house is on fire, this was a
have high deficits, largely for cyclical reasons, ofbit of evidence given to us. Must fiscal policy
course that is part of the framework within which theessentially be long term?
Monetary Policy Committee is conducting its policy,Professor Minford: I think so, for the reasons I have
and it has to take account of that as it takes accountgiven: that public spending is justified by the results
of all external factors. From that point of view, thewe get in terms of what we spend the money on, or in
deficits elsewhere are part of the environment inother words, in terms of microeconomics that the
which it is making policy. In some sense, the mostspending is justified, if you like, in cost/benefit terms.
interesting deficit is not the European deficit but theThe taxes should be a stable structure which is
United States of America budget deficit, because thatnecessary to pay for that. That would be the principle
is a very large country and a very large potentialI would set out.
borrower. Of course, there can be macroeconomic
eVects from deficits, and public sector deficits canQ445 Lord Sheldon: That is the major distinction,
reach the level in which, because of the competitionwhen the house is on fire then you may resort to
for limited savings, they are raising world interestfiscal policy?
rates, and therefore it is hard for us to escape fromProfessor Minford: If you were in the euro, which is
what is happening to world interest rates. That iswhat Alan was referring to, then you might find
important. This is another very important matteryourself with the house on fire. I am very sympathetic
which is going on in the rest of the world, whichto some of these countries which are in very diYcult
influences us, as a fairly small, open economy, andpositions inside the euro, “one size fits all” monetary
the Monetary Policy Committee must take that intopolicy, as Sir Eddie George used to call it. Then, in
account. In all of that, I suspect, some of theemergency situations, you might find yourself in a
European deficits are the least important of thevery tricky cyclical situation, because inside the euro
factors they are taking into account.you can get unstable cyclical dynamics, because of

the way in which during a boom inflation can rise and
actually lower real interest rates and therefore Q447 Lord Barnett: Patrick said before he did not

agree with the Golden Rule and its workings. Whatstimulate the boom further. That may be the sense of
your question, that if the house were on fire because it does do, under theGoldenRule, is allowborrowing
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they see as their national interest? When you areat certain times which would not be available under
the Stability and Growth Pact. Indeed, we were told faced with something which is supposed to avoid the

problem, in fact, I think, it becomes increasinglylast week, byMr Buiter, that what reallymatters, and
I am quoting here, is that “the government should be likely that you will always have the problem because

they will go oV and do their own thing?able to finance, by borrowing temporarily high
spending, for whatever reason.” You are nodding as Professor Minford: Yes, I agree with that. The idea of

having some sort of a restraining influence was inif you agree with me?
Sir Alan Budd: I do, yes. order to ensure solvency really, but then the question

is, is that really necessary when governments
themselves ought to be fairly concerned about theirQ448 Lord Barnett: I am not sure whether Patrick
own solvency? What are people trying to achievewould agree, because he disagrees so strongly with
here? The original Stability and Growth Pact was farthe Golden Rule, which would specifically allow
too severe to achieve solvency but it was defended onthat?
the grounds that at least it was a clear set of rules, itProfessor Minford: I think we are both in agreement
did not require cyclical adjustment, it was veryhere, and also with Willem Buiter, fundamentally.
simple-minded and easy to operate. Of course, thenThe Golden Rule, by accident, might give you the
immediately it broke the moment anything croppedright advice on occasions, but that is not the same
up which quite clearly could be a cause for notthing as saying it is a good idea.
obeying it.Sir Alan Budd: The important diVerence between the

Golden Rule and the Stability and Growth Pact is
that the Stability and Growth Pact takes no explicit Q451 Lord Marsh: The danger is that people are
account of the cyclical position, whereas, as asked to believe in it and take actions accordingly, in
formulated, the Golden Rule does. From that point the knowledge, increasingly, that it is fundamentally
of view, theGolden Rule need not lock countries into flawed, in that sense?
the position in which the rules tell them to raise taxes Sir Alan Budd: I think that is perfectly true. It is the
at a time when they are moving into a recession. old problem of credibility and trying to produce

simple rules that everybody understands and do
exercise some discipline over those whose behaviourQ449 Chairman: Taking you back to your original
you are wishing to control. It is the oldest problem inanswers to earlier points, we thought the whole thing
the world, practically. The Stability andGrowth Pactwas much more primitive than the sophisticated
is a particularly bad example of choosing a veryeconomics you are giving us. We thought that the
tough rule with almost no basis in economic theory atwhole point of any of these kinds of rules was to
all and then discovering, as soon as it becomesreassure financial markets that governments would
diYcult, that the rule is simply abandoned. If younot borrow excessively and then try to produce
wished to choose a simple rule to give credibility thatinflation to get rid of the new liabilities they had
was a very bad rule to choose.created. I thought that was what the point of it was,

not the sophisticated economics you have given us,
Patrick, but something at a much lower level. Am I Q452 Lord Barnett: I think most of us would agree
just wrong in saying that is why they have invented it, probably that, the Stability and Growth Pact, its
whether it is the Golden Rule or the Stability and problem is that it is too inflexible, but I am not clear,
Growth Pact? fromwhat you have said, I am sure Patrick would say
Professor Minford: The trouble about this sort of you would not have started from here, what you
rationale for stupid rules is that when they break would put in the place of the Stability and Growth
down they do not seem to achieve any objective at all, Pact. If you do not like the Golden Rule, I am not
and clearly this has happened with the Stability and clear what you would put in its place?
Growth Pact. I think you are right, in some original Professor Minford: I do not think I would put
state of the euro debate, it was put up particularly by anything in its place, because I agree with what Lord
the Germans as being something in which we could Marsh said that they are going to do what they need
put confidence. But they did not anticipate that it to do anyway and it is best to let them do it because
would break down in such a hopeless way. it might be right for them. If you take Germany, for
Sir Alan Budd: Or, indeed, that they would be the example, it is in a terrible mess and it has to do a lot
main victims of this. of reforms and it is very diYcult to do. You might

need a significant period when actually you have to
do things that “bust the budget” in order to getQ450 LordMarsh:On that point, is not the problem

with the Stability and Growth Pact a fundamental through this period and make the reforms palatable
and executable. This can be justified entirely if, at theproblem, in that what has been demonstrated is that

national governments, when they are pushed into it, end of the whole process of reform, the economy is
working better and you get a return to growth. Ofin that situation, always will give preference to what



136 economic affairs committee: evidence

24 February 2004 Sir Alan Budd and Professor Patrick Minford

Fahrenheit but at 21 degrees centigrade, if I havecourse, the diYculty of Germany is it cannot do these
things through monetary policy. If you look at the done the conversion correctly, and nothing will

change. It is not quite as easy as that because there isperiod of the ’80s, Britain had a very major reform
programme, and during that period it used monetary not a permanent, simple arithmetic relationship

between the CPI and RPIX, and at times of coursepolicy pretty actively to support the reform
programme at very diYcult periods in the course of they can go in diVerent directions. With the sort of

horizon that the MPC uses, which is tending to lookthe ’80s. If Germany is going to reform, it cannot do
that with monetary policy and it may well be that if where inflation will be in two years’ time, or so, they

are roughly half a per cent away from each other,it wanted to it would use fiscal policy. I think it is
illogical to say to Mr Schroeder, “You can’t do perhaps the gap is a bit more than half a per cent,

maybe 0.7, or something like that, but their statementanything with fiscal policy and therefore you are just
unable to do anything while you’re doing all these that this does not make a material diVerence to the

conduct of monetary policy seems to me absolutelydiYcult reform programmes.”
correct. Certainly it does not mean, for example, that
when they have RPIX they worry about house pricesQ453 LordVinson: I think really, coming back tomy
because they happen to be in the Index, but now it isearlier question, it is also a point raised by Sir Alan,
the CPI they do not worry about house pricesthat America has a very large fiscal and current
because they are not in the Index, that is not the case.account deficit, 4 to 5 per cent of GNP, which
They worry about house prices because they need theeventually has caused their currency to flip and with
evidence of what is going on in the economy, the facta massive devaluation of the dollar. Our deficit is
that they are not in the Index is, in some sense, neitherrunning at about half their rate. Does it present any
here nor there. Although it is diYcult suddenly tosimilar dangers, can we go on running our size of
change a target when you have been operating onedeficit almost indefinitely, or eventually will our
particular system for so long, and we know less aboutcurrency readjust in the same way?
the CPI than we do about RPIX, I repeat that I doSir Alan Budd: In principle, 2 per cent as a balance of
not think it makes a material diVerence.payments deficit is permanently sustainable. We will

know in the end what proportion of GDP external
debt will be, it will converge and that will be the Q455 Lord Goodhart: Is it likely there would be a

rather broader economic eVect through various kindsanswer to it. In practice, history has shown that
certainly since the secondworld war the international of index-linking, for example, on annual pensions

increases, and so on, which would come out lower iffinancial system has not been willing to finance long
runs of deficits. There is no reason why that should you used CPI than if you used RPIX? I think the

Government has said that it is going to go on usingnot be true in principle, in practice it appears not to
have been the case. Maybe this is what is happening RPI, but that might be merely an interim position?

Sir Alan Budd: Of course, the Government can doin the United States of America, that there is
reluctance for the rest of the world to continue to what it likes as far as social security payments are

concerned, though it would have to declare it as afinance their deficit of 4 per cent. Ours is a small-scale
deficit in world terms. It is much, much easier for us change in policy, and it does not need a change in the

Index to change its policy, it can do that at any timeto sustain a deficit of 2 per cent, if that is what
everybodywants to do, than it is for theUnited States it likes, as we know. It cannot change the basis for the

Index of index-linked securities because, any changeof America to sustain a deficit of 4 per cent.
that is regarded as fundamental and detrimental to
the holders of gilt-edged securities, they would haveQ454 Lord Goodhart: The target for the MPC has
to redeem the whole lot, and they would not wish tobeen changed recently from two and a half per cent
do that, so I assume that they will continue tobased on RPIX to 2 per cent based on the Consumer
produce RPIX and index gilt-edged securitiesPrice Index. Some people think this is just a
accordingly. As I say, changing social securityformality, others think it is very important. What do
arrangements is a policy change in its own right, but,the two of you think and is it likely that the change
to me, it would not have anything to do with the factwill cause significant diYculties for the Bank of
that the MPC’s target had changed; it would have toEngland?
be identified as a deliberate change in policy.Sir Alan Budd: I think it is somewhere between a

formality and a significant diVerence, though closer
to being a formality, but the analogy, of course, with Q456 Chairman: I am a bit lost on what you said.

You gave actual credence to the view that thecontrolling the temperature that others have used is
perfectly valid. To almost a complete extent, it is as if Government has, that it is similar to the centigrade/

Fahrenheit thing. I cannot remember seeing that attheMPCwere responsible for the temperature in this
committee roomandwere told that, fromnowon, the all. Similar to the centigrade/Fahrenheit would be to

take RPIX which was called 100 in one year and saytemperature must be kept not at 70 degrees
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Professor Minford: You have rediscovered ideals,we are now going to call it 100 in some other year and
we are going to make our comparisons on a two-year Chairman.
basis rather than a one-year basis. The fact is that the
two indexes are not arithmetically related at all. I just Q461 Baroness O’Cathain: The qualification for
do not see the analogy with centigrade/Fahrenheit, being a member of the Monetary Policy Committee
let alone the fact that one is an arithmetic mean and used to be predetermined on the fact that they had to
the other is a geometricmean. I am just bewildered by be monetary economists or monetarists. It does not
the view that this is in any way an arithmetic thing? seem that requirement prevails any longer. Sir Alan,
ProfessorMinford:Why? Letme support Alan on this. I suppose this is directed to you particularly. Has the
It seems to me that there is a diVerent bias in the CPI MPC’s approach changed since your term of oYce?
from the bias in the RPIX, because, as you have said, Otherwise, do you really think that such expertise in
it is a geometric rather than an arithmetic mean and monetarism is necessary for membership of the
also because it excludes housing. You can compute MPC?
the bias, it appears to be something of the order of Sir Alan Budd: I had a look at the Bank of England
between a half and 1 per cent. EVectively an analogy, Act 1998 to see what it said, because I have always
but I think you can translate between the two, had this phrase in my mind, “experienced in
provided you are confident about the bias. Really monetary policy”, and it is possible that was what
that is what Alan is saying here. The diYculty is, was in an earlier draft. What the Act says is that the
whether it is half a per cent, the systematic diVerence, Chancellor of the Exchequer shall only appoint a
or whether it is 1 per cent, that is the main problem, person under this particular sub-clause if he is
that is the main transitional problem that the Bank of satisfied that the person has knowledge or experience
England faces. It is just, presumably, a transitional which is likely to be relevant to the Committee’s
problem but at the moment of translation you are a functions. That is what the Bank of England Act
little bit unsure about whether they do translate actually says. If one thinks about the Monetary
exactly. Policy Committee, all nine people, the Bank now

have the Governor, who is a distinguished academic
economist. It has a Deputy Governor, who is aQ457 Chairman: If we measured the temperature in
former Deputy Chief Economic Adviser to thethis room in Fahrenheit and plotted it against the
Treasury. It has twoother distinguished Professors oftemperature in this room in centigrade, the
the London School of Economics, I am not surecorrelation would be one.
whether they still hold chairs, but if they are notSir Alan Budd: Yes.
chairs presently they held chairs formerly at theProfessor Minford: It is an analogy.
London School of Economics, and it has two
professional economists.

Q458 Chairman: Then I am asking you, is it much of
an analogy, because, if it is an analogy, that means,

Q462 Chairman:Which are they?following really the question I put to you, then there
Sir Alan Budd: The two City economists are Marianis no big deal in making the change?
Bell and Kate Barker. They are professionalSir Alan Budd: That is right. That is my position.
economists, they have been employed as economistsProfessor Minford: Essentially, that is right.
for most of their adult life. If one sees that make-up
of the Committee then it is reasonable to think that

Q459 Chairman: Equally then someone has to some of the members might be people who are not
explain why you are doing it, if there is no big deal in technically economists, or even technically-trained
doing it? economists, but people who do bring to the
Sir Alan Budd: I think we know why it was done. Committee a wider experience which is likely to be
After all, this waswhen theChancellor announced, to relevant to the Committee’s decisions. I think it was
some disappointment, and some pleasure, that never intended that everybody should be a
the five tests had been failed, but as a piece of professional economist and the appointment is
compensation for those who were eager to join the certainly within the spirit of the Act.
single currency a number of pro-European steps were
announced, of which this was one. After all, it was Q463 Baroness O’Cathain: I commend you for going
announced on precisely the day that the results of the back to look at the Act and I think that is brilliant,
five tests were announced. but the reality is that when we have asked questions,

when this Committee was actually the Committee on
Monetary Policy we asked questions whether itQ460 Chairman: I have to tell you, at my age, I

cannot stand such cynicism. was imperative that they should be experts in
monetarism, the answer was always yes, as I recall.Sir Alan Budd: That was not intended to be a

cynical remark. Maybe we have just got to think we had it ingrained
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is, I think, textbook. It has been a great shock, Iin our minds that was the way, but it does seem, from
what you have just said, that it looks as though they think, to central bankers to see that something so

transparent could work so well and has been veryhave been flexible on that as well?
ProfessorMinford: I take Alan’s point about the Act, good, I think, in that sense. The minutes are part of

the transparency, and therefore the predictability, ofbut I do not see the logic of appointing someone who
knows no monetary economics, frankly. It seems what the MPC will do. A lot of what we want

in monetary policy is, obviously, good decisionscrazy. You have aMonetary Policy Committee. You
might as well have a committee of doctors and but also predictably good decisions and that

transparency helps that.appoint a few people who know nothing about
doctoring. I cannot see the logic of it.

Q468 Lord Sheldon: Do you read the minutes, Sir
Q464 Baroness O’Cathain: Estate agents? Alan?
Professor Minford: Yes, have a Welshman, Scotsman Sir Alan Budd: I read them very, very closely indeed,
and Irishman, as it were. This is the thing which but that is partly because I am very, very interested in
worries me about this idea that you can appoint predicting what the Monetary Policy Committee is
people who do not have this expertise. The whole going to do next. Also, which is the same thing, trying
justification for the Monetary Policy Committee was to understand why they have taken the decision that
that it should exclude people from it who do not have they have, and the better one can understand it the
the expertise. If you can make a case that someone better the idea this gives you of how they will behave
has got the expertise, even though they are not a next. Some economists may say what they are trying
trained monetary economist, and I suppose you to discover here is the reaction function of the
could interpret the Act as saying that, that seems Monetary Policy Committee and indeed of its
reasonable, but I do not see that you should be individual members. I have argued in public that I
appointing people who cannot be defended on believe the minutes could be less anonymous than
grounds of expertise in a broad sense. they are. The only names attached are to the votes

and sometimes I have thought it would be interesting,
to say the least, if where the arguments were givenQ465 Chairman: That is extremely helpful. We are
and it said “some people said this and others saidreally rather following what both of you have said.
that,” they were also named.When I put this forwardWe are trying tomake head or tail of whether, in fact,
people give me 35 reasons why it is a bad idea but Ithe membership matters in any sense, Patrick. The
think it is a rather interesting idea. Failing that, Iinteresting question is the one you allude to slightly,
believe that members of the Monetary Policywhich is, supposing we appointed a committee of
Committee should bemore accountable than they aredoctors to run the MPC, would that make it any
for the decisions they take. I have been quiteworse, or better, and what you are saying is, clearly,
surprised by the fact that they can take decisions andthat would be a mistake?
no-one feels they need explain in public why theyProfessor Minford: Yes.
voted in the way they did. I quite expected them to be
much more public about what they had done andQ466 Chairman: I have always felt a group of
why they had done it.economists running the General Medical Council

would improve things enormously, but that is by
Q469 Lord Wakeham: That is part of thethe way.
justification for the press conference, is it not, whichProfessor Minford: Presumably, that is because the
suggested that?role of the General Medical Council runs beyond
Sir Alan Budd: That is the Deputy Governor, as itdoctoring.
used to be, speaking in some sense on behalf of the
Committee. The reason I am interested in this is notQ467 Lord Sheldon: How useful do you find the
in any sense to catch people out but it is a test on theirminutes of the MPC? Willem Buiter told us that he
consistency, let us see if the reasons they gave fordoes not read the minutes, it just helped to anticipate
doing something one time are the same they useinterest rates, which is hardly a minor matter. How
another, and if they are not the same let usdo you see it?
understand why they have changed their mind. IProfessor Minford: I do not read the minutes nor do I
think they have a rather comfortable life. Their votepay any attention to the press coverage. I do not find
is published and that is, more or less, all thethese terribly informative, but, on the other hand, I
explanation they have to give.think they ought to be informative, I am sure that the

people in the City who are crawling over these things
find them informative. The fact that I do not, really, Q470 Lord Sheldon: If the names and the arguments

were provided, would that alter your view of theI have to confess, does not mean that they are not a
good thing, and the whole transparency of the MPC Monetary Policy Committee?
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Your argument I recognise is the argument which isProfessor Minford: I think I agree with Alan. I think
the more you know the better. In fact, Alan set up a used frequently, that people would not be willing to

say things if they were going to be named.Well, let uscommittee of economists in 1992, of which I was a
member, and always all our views were published see people named and let them be careful about what

they say.with names attached. This was really quite a good
thing and helped to contribute to the debate and
people could then identify strands in the debate and Q474 Chairman: Is not there a fundamental point, if
it elucidated the arguments. you take economics seriously, which I have to tell you

I still do, that you ought to be able to get from the
argument to the decision? Surely, one of theQ471 Lord Sheldon: Patrick, would you then start to

read the Monetary Policy Committee minutes? diYculties we are raising with you is, if you look at
the recent minutes, it is impossible to get from theProfessor Minford: The reason I do not read them is

just simply because I have got a lot of other things to argument to the decision, you cannot do it, you see
these arguments and this decision and you cannotdo and I do not need to read them, but it does not

mean they should not be read by people who need to connect them up?
Sir Alan Budd: Sometimes, yes.know this sort of information in detail.

Sir Alan Budd: There was a very good period, now
rather more than a year ago, when the argument was Q475 Chairman: I am not saying it is always but
being conducted in public between two sides of the there seems to be quite a lot of that at the moment?
debate, between the Deputy Governor, as he was Sir Alan Budd: There have been times, in my view,
then, Mervyn King, and Charlie Bean, on the one when it was considerably worse, that there used to be
hand, and Steve Nickell and Chris Allsopp and a table, 6A, or something like that, which used to
sometimes Kate Barker, on the other, to do with this publish a range of forecasts to demonstrate the fact
question that I raised earlier about how you wish to that people disagreed about where inflation was
respond, in response to weaker evidence, because of heading over the next two years. The diVerences
these imbalances. That was excellent, to see these between these I think could be nearly a 100 basis
people setting out their arguments in full and in detail points, nearly a 1 per cent diVerence in people’s view
and actually referring, certainly in the case of one of of where inflation would be in two years’ time, yet
Steve Nickell’s lectures, to a particular meeting at somehow the entire Committee agreed unanimously
which a particular decision was taken. That was not to change interest rates. That is quite
really excellent, to have these people explaining in full inexplicable, and if names had been attached to those
why they had taken the view that they had, and I forecasts people could have been asked why, if they
would hope there would be rather more of that. were so much more concerned than their colleagues,

they were able to agree that interest rates should not
change. Equally for those who felt that inflation wasQ472 Lord Barnett: Alan, the implication of what

you are saying is that the minutes, for fairly obvious going to be much lower than the consensus. It was
not helpful to give a range of views but not name thereasons, have been cut down substantially, because

you have been talking for a day and a half. Are you people who were associated with that range of views.
telling us then that those minutes do not give us as
good a reflection as they should of what transpired at Q476 Lord Roll of Ipsden: Can I just say how very
that meeting? much I agree with what Alan said just now, but that
Sir Alan Budd: They give, I think, a very good is another matter. GDP data, as we know, is subject
account of what transpired. I just do not see why, to considerable revision and frequent revision, and
when it says “some members argued this and some sometimes these revisions are so great that they are
members argued that,” we are not told who these more considerable than, so to speak, the underlying
“some members” are. variability of GDP growth. Do you think that

matters?
Professor Minford: I do not think it matters, no. IQ473 Lord Vinson: It has been put to us that if you

published every detail it would make it much harder think that we need reactions in monetary policy that
are pretty robust to this sort of thing. There is a quitefor members to change their minds in the light of

evidence. There is some strength in that, is there not? widely cited rule formonetary policy, the Taylor rule,
which relates interest rates to an output gap andSir Alan Budd: That is the argument which is often

used, but if people are prepared to put arguments inflation deviation from target. This has been quite
heavily criticised, for this reason, which you broughtforward which they cannot really defend if they are

named but they will put forward if they are not forward in your question, that the GDP data itself is
uncertain, and of course the view of where thenamed, maybe it would be better, if they were named,

if they were more careful about what they said in the potential GDP is also is uncertain and gets revised a
lot as well. Personally, I would not back that sort offirst place. I think these arguments run both ways.
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The Committee suspended from 5.24 pm to 5.30 pm for arule and I would like to see something that is much
more robust. In fact, I would defend a price level rule division in the House.

Chairman: We can resume now.on the grounds of robustness and the properties that
it would induce in the economy. I think what we are
trying to find is behaviour for monetary policy which Q479 Lord Sheppard of Didgemere: My question
creates a stable economy as a result of the knowledge was do we think we are going to get value for money
of that behaviour. One of the things which has been on the work on regional statistics?
very impressive in the last ten years is how just the Professor Minford: I am in favour of regional
fact—in fact, Alan gave a lecture more or less saying statistics. I live in CardiV and much better regional
this, a few years back—of controlling inflation has statistics would be a very good thing in its own right.
led to amuch greater stability in the economy. I think I could reel oV a whole list of regional statistics I
we could take that a little bit further. If actually we would like improved, but that has got nothing to do
could induce stability in the price level then this with monetary policy. I do not see how this can help
would encourage longer-term contracts, open up monetary policy, to be quite honest, because,
longer-term bond markets, longer-term wage necessarily, monetary policy is dealing with the
contracts, and so forth, which themselves, I would aggregate of the economy and it is not clear how
argue, are very stabilising to the behaviour of the knowing more about a region is going to help you
economy. I do not worry too much about the with that. Obviously, in some sense, more
variability of the GDP figures, if you can get away information is always better than less, but it is a
from that in terms of these rules. pretty low priority from that viewpoint, I would have

thought.

Q477 Chairman:A slight red herring butwemight as
well press you. You were serious when you were Q480 Chairman: Just to press you for a moment. In

fact, there are several shadow MPCs, I think there issaying that, actually, instead of having an inflation
The Times one and there is yours, IEA, and we havetarget, which is what the MPC has, you would
discovered The Scotsman has a shadow MPC andadvocate a price level target?
they are going to come to see us. One of the reasonsProfessorMinford:Yes. Really you could think of it as
why is because they claim that the inflationarya cumulative inflation target, a cumulative deviation
position in Scotland is so diVerent from that in theof inflation from the trajectory. It does not mean that
country at large that the correct interest rate for themyou would have to have a target for the price level
is not a teeny bit lower but very considerably lowerthat there would be zero growth. I would keep the
than the MPC’s one for the country. We are seeingexisting 2 per cent growth, but look at the deviations
them so we can have this explained to us further. Youof not inflation from that but the accumulation of
are saying that is a complete irrelevance?deviations from that, so you would be bringing the
Professor Minford: I do not say it is irrelevant toprice level back continuously to this trajectory of a 2
Scotland but it is irrelevant to the MPC.per cent steady rise. I think that has got a lot of

advantages, so I sort of sketched them out.
Q481 Chairman: As defined?
Professor Minford: The MPC is bound by law to payQ478 Chairman: I have been trying to read some of
no attention to Scotland, as such, if it deviates in itsthe series of literature on this but it is too hard, in
interests from the average, just as the ECB is notsome ways.
permitted by theMaastricht Treaty to look at what is

Professor Minford: There is a lot of support for this
happening in Ireland or Germany, as such.

emerging in the monetary literature from various Lord Skidelsky: This is the “one size fits all”.
angles. I think it has got a lot to be said for it.
Incidentally, it has quite a lot of use in the context of a

Q482 Chairman: I know that, but that does notdeflationary threat, because if you have deflation that
mean one is not interested in the question?creates automatically the expectation that prices will
Professor Minford: It is an interesting point. Therise back to the target level, and so it is quite a good
trouble is, that just illustrates why regional statisticsstabiliser in deflation.
are irrelevant to the MPC.Lord Sheppard of Didgemere: On the area of

statistics, there has been a great deal of interest in
getting better regional data, the Allsopp Inquiry, and Q483 LordWakeham:Certainly you have given us a
so on. Do you think that will prove to be good value great deal on the advantages of transparency in the
for money, because obviously collecting statistics scrutiny of monetary policy, but what about fiscal
costs money? policy? Is there any case for greater scrutiny of fiscal
Chairman:We shall have to go to vote again and will policy, a fiscal version of the MPC or an open letter

system from the Treasury, anything of that sort?return shortly.
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might think is rather academic, the Golden Rule isProfessor Minford: It is quite instructive to think back
to how politicised monetary policy was 20 years ago, about the cycle and that leads to two questions. One

is how confident we are about measuring the cycleand the reason that now everyone agrees there should
be the MPC and it should be scrutinised, and so on and could not that be done independently, and then

the question I ask, which, if I were still teaching, Iand so forth: it is not politicised any more because
everyone agrees about it. I would love it if everybody would certainly ask my students, why one cycle, why

not balance over two cycles, what is unique aboutagreedwithme about taxes and spending, but they do
not. These are both highly politicised variables. It is balancing over one? That kind of question to be

asked independently of the Treasury, and what wethe ultimate political decision and there are no signs
that there is any convergence of views between the are really asking you is whether that would have any

positive product? Certainly we were not asking youtwo parties on howmuch the level of taxation should
be and the level of public spending. If you do not have for a body, I think, John, that would take over the

political side?agreement on those things, you are also, by
implication, not going to have agreement on the
financing decisions. Therefore, with such politicised

Q484 LordWakeham: It seems to me that to say youdecisions, I do not really see the basis to have a
cannot get there straightaway is, in a way, to sayscrutiny because no-one would agree on the terms of
maybe you could not have envisaged the Monetaryreference.
Committee being as eVective as it was right at theSir Alan Budd: I drafted an answer, which was very
beginning, and the question is, can you move in thatsimilar, in fact, to Patrick’s. I think we would all
direction usefully?agree that fiscal policy largely defines a government,
Professor Minford: The diYculty is there is noit is what governments do, therefore you cannot
agreement between the two parties about what taxesimagine them putting fiscal policy into commission.
and spending should be.The question is, is there something about fiscal policy

which could have the same independent role as the
Monetary Policy Committee has, that is really behind Q485 Chairman:Wewere not asking you about that.
your question, I fully understand. I found it very hard Professor Minford: No, but that is crucial. Supposing
to find the analogy, including the document in the we went back to the ’80s and there had been some
five tests series of documents about the open letter scrutiny committee and, as I said earlier, there was a
system, and all that. Fiscal policy, of course, is major reform programme and clearly privatisation
intensely scrutinised, there are hundreds of extremely revenue was used to balance the books. A scrutiny
highly paid economists working away in the City, committee might well have taken a very jaundiced
looking at every number that the Government ever view about the upshot of this reform programme and
produces in trying to produce its own numbers. In said, “Well, it’s not going to do anything to the
that sense, there is considerable scrutiny of the economy, and what are you doing, you’re
numbers the Government produces, the forecasts it mortgaging all this privatisation revenue.”
makes and its decisions, so in that sense it does have Immediately you would see that there would be a
scrutiny, and committees such as this, of course, are massive political disagreement at the centre of the
further ways in which the matters can be investigated scrutiny process, where the Labour Party would be
closely. I have tried to think if there are ways of saying what I have just said. The Conservative Party
putting the forecasting for public finances into would be saying, “No, we’re engineering a huge
commission and I find that hard. Of course, the supply side revolution, it’s going to produce faster
Treasury uses the National Audit OYce to set some productivity growth, the privatisation revenuewill be
of the assumptions, and that is a part of a way merely a down payment on extra revenues that will
towards this, but almost it is inevitable that the come in behind it and so the whole thing is perfectly
Treasury has the biggest public finance forecasting okay from a solvency viewpoint.” That is an
machinery that there is and they are going to do it illustration of how deeply politicised not merely the
better than anybody else. I even found it hard to hand tax and spending decision is but also the borrowing
that over to someone else so that someone else is decision, because the borrowing decision itself relies
doing the forecasting. on a view about what the eVects are of these
Chairman:What we had in mind was not so much the underlying policies, and these are a matter of
decision-making. The analogy with the MPC is not enormous political disagreement.
quite right. To take two obvious examples, Patrick,
you referred several times to the solvency condition,
and would there not be benefits in having an Q486 Lord Skidelsky: Are you not talking,

Chairman, about rather exceptional circumstancesindependent body of the stature of the NBER to
report regularly on whether there are any signs of a there? You are talking about the Thatcher

revolution?solvency problem? The second one is, which you
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the Government’s own fiscal forecasts and do this inProfessor Minford: The whole of fiscal policy is about
exceptional circumstances. The whole principle a way that matches the power and weight and

personnel of the Treasury. I think that is the sort ofof fiscal policy is you should borrow to cover
exceptional circumstances because you are solvent thing that the Chairman has in mind. I can see why

people want it.long term. These calculations of solvency are long-
term calculations, they are present discounted values
of future flows. You discount them back to present Q489 Chairman:We are asking the question, we are
value to compute solvency and then if there is a shock not putting it to you as a policy document.
that disturbs you temporarily away from a Professor Minford: There is one qualification I would
fundamentally solvent situation you cover it by make, and almost in a way this is what the Baroness
borrowing. That is the basic logic of it. was getting at. If a government says, “I want to be

scrutinised and this is how you shall scrutinise me,”
that is a diVerent matter. Then they are saying thatQ487 Baroness O’Cathain: I would just draw the
they wish themselves to submit to a certain type ofCommittee’s attention to the paper that was
scrutiny, and in a way this Government has donecirculated to us, the speech by Ed Balls on “Stability,
something rather similar to that. I could imagine agrowth and UK fiscal policy”, which I think
government possibly wishing to do that if it feltProfessor Wickens attended. He says: “a fiscal
somehow it needed to establish its bona fides inversion of the open letter system in which if the
various ways, but that is a diVerent point fromwhat Ioutput gap were forecast to be greater than say 1.5
think this question is really about, which is that thereper cent then the government would write a letter to
should be something like the MPC which isParliament explaining whether, and how, it intends
bipartisan.to use fiscal policy to meet its stabilisation and wider
Chairman: I think slightly we have not put it aseconomic objectives.” Really it is pushing at an open
clearly as we should, but, to take a most elementarydoor to suggest not going hand in hand with the open
point, most of us, whatever our views on manyletter from the MPC but also the people in charge of
aspects of economics, would say that if you went onfiscal policy would actually do a similar letter. I really
to a higher public expenditure path, other thingsdo think that would be to the benefit of the economy
being equal, you have got to go on to a higher taxas a whole and for those who look at the way the
path. It may not be one for one or all of that, buteconomy is ordered?
broadly we would say that. I can imagine both youSir Alan Budd: That proposal again is the one I was
economists disagreeing with that, but a body thatwastrying to quote earlier, which was first reported in the
then saying, “The Government is now doing this andfive tests documents. The Part I volume is devoted to
therefore that follows” might well be helpful to ahow you conduct fiscal policy if we are in the single
government. What we are asking you is whether thatcurrency. I think that is where this open letter system
does not give us the kind of environment whichis first proposed, although that letter is written by the
would, I think, John, reinforce the monetary policyTreasury to Parliament, is it not?
environment, is not that right?

Q488 Baroness O’Cathain: Yes, that is right, it is.
Q490 Lord Wakeham: These are fascinating views.Sir Alan Budd: It is not an outside body, it is
Professor Minford: The diYculty is that actually thereParliament being used to scrutinise, which always is
is a lot of disagreement about what is an optimalits job, to scrutinise what the Treasury is up to, it is
fiscal policy. That is important, because, supposesimply formalising this. I think I have great
there is some path of spending, all that implies is thatsympathy, maybe more than Patrick, with what is
at some point the taxes are going to cover it. Thebeing sought here, which is something on the fiscal
timing of the tax rises is not written in stone. I suggestside which matches the great success of theMonetary
that there is an optimal trajectory, but a lot of peoplePolicy Committee. That is what we are all trying to
would disagree, perhaps for all sorts of reasons, andfind here. I think Patrick is right in saying it appears
that is the diYculty. Solvency does not tell you whatto be considerably more diYcult in the case of fiscal
the timing of tax increases is going to be to cover thepolicy than it is in the case of monetary policy, and
spending programme you are talking about, that isthis is partly because, by and large, now, the conduct
the diYculty. It is highly politicised.of monetary policy has become a bi-party issue. I

have thought quite a lot about this and have not been
able to come upwith anything that reallymatches the Q491 Lord Sheppard of Didgemere: Maybe the

electorate think there is too much party politics in aMPC and produces this external scrutiny of what is
going on. I think the sort of body to which the whole lot of subjects. It seems appropriate to say that,

as an all-party group. To that extent, maybe one ofChairman is referring is a big, authoritative body of
economists who may, among other things, measure the tasks of this group is, to give you just one

example, without going into it, if you take the factthe cycle, as the NBER does, and may also scrutinise
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of discretion, if you have a deep problem at amomentthat we have all got it wrong on transport capital
expenditure, including maintenance, however of instability. The evidence suggests that fiscal policy

is not that potent at dealing with these problems, butaccounted, for the last 40 years, regardless of
government, maybe even when Lord Marsh was at least it is something and it seems wrong to do the

opposite.Chairman of BR. In some factual studies, people are
thoroughly confused on what are party politics on
transport and what is actually needed, and so on, so Q495 Lord Goodhart: Is there not some argument
maybe factional inquiries into things like that could that at any rate some taxes should be co-ordinated, in
help? It is just one example. particular corporation tax, whether to have a level
Sir Alan Budd: I think also, incidentally, one could be playing-field for people to set up their businesses in
slightly more optimistic about the degree of at least whatever, on economic grounds, is the most suitable
bi-party, and I thought tri-party, agreement on what place within the EU, and that unco-ordinated
one means by sound public finances, even if one corporation taxes will lead to economically ineYcient
cannot agree about the precise rule. I think that I can location? For example, is not the existence of
remember an earlier stage in my life where the parties Luxembourg as a tax haven within the eurozone
were divided between those who thought public something that is damaging to the eurozone as an
expenditure should be paid for and those who economy?
believed that it need not be paid for because you Professor Minford: This is tax, not fiscal policy. I do
could borrow instead. We would all say that was not know whether you want to get onto this, but this
clearly an error, but it was almost a party position, is really the issue of whether you want competition in
that is that neither major party nor, I think, the institutions or whether you want co-ordination in
Liberal Democrats would argue that, in some sense, institutions. In a perfectly planned eurozone, there
borrowing is a cheap, free, alternative way of may be a case along the lines which you are making,
financing public expenditure to taxation, and that is that optimally you could have a co-ordinated
a very welcome agreement. corporation tax. The diYculty is that one cannot

have faith that will be the optimal corporation tax. It
could well be much better to have competitionQ492 Chairman: I take your point, although I used

to address local Labour Party groups saying “I am in between jurisdictions because this could sharpen up
the institutions and get better institutions. Generallyfavour of higher public expenditure, for this, that and

the other, and, of course, I also favour higher taxes.” the idea of competition between institutions is quite
healthy for institutions. The problem about closingI would immediately be told I was a total traitor to

the cause. down competition is that often you get lousy
institutions at the end of it, because public choiceSir Alan Budd: We all have murky pasts, yes.

Lord Vinson:Really you have answered my question economics suggests that politicians are not always
doing the best for their people.by implication, that for fiscal policy to be co-

ordinated in the EC it would be highly unco-
ordinated in this country. Q496 Chairman: Except for their Lordships’

Economic AVairs Committee?
Professor Minford: Of course, excepting that. This isQ493 Chairman: What is your view on that,

hypothetically, we are not committing you to joining the issue, but I do not know if you really want to drift
too much onto that.the euro?

Professor Minford: You mean inside the eurozone,
well, I do not understand why there is a need for co- Q497 Lord Barnett: The Chairman spoke before of
ordination, in fact, given the diYculties of some the fact that if we have substantial increases in
countries. Really it is rather the opposite, that expenditure it would mean you will need substantial
diVerent countries have very diVerent situations and increases in taxation. I knowPatrick does not like the
should be free to help themselves deal with them. This Golden Rule but the present situation is seeing
really goes back to the point which was made earlier, substantial increases in expenditure and it looks like
I think it was by Lord Sheldon, on emergency fiscal a possibility and, youmay not agree, that the Golden
policy, should there be a moment when you should Rule could be broken unless we extended it to two
use it, and I think this is the point. Co-ordination cycles, as the Chairman suggested, or for each cycle,
seems to be the opposite of what is required, really. or whatever. Do you think there is a danger of that

happening and that we will have to extend the
Golden Rule in order to keep within it, as youQ494 Lord Marsh: Can you have a single currency

and unco-ordinated fiscal policy? might say?
Sir Alan Budd: I think there are two questions. One,Professor Minford: Yes. If you have got asymmetric

shocks you will probably need asymmetric fiscal will it happen, and, second, will it matter if it
happens, and you have heard Patrick’s view on theresponses, both automatic stabilisers andmaybe a bit
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straightforward decision about taxation based onlatter question. The former question is a matter of
solvency and sustainability and optimality that weforecasting, of simply trying to predict what is going
were talking about earlier.to happen to the public finances on current policies.
Lord Sheppard of Didgemere: Chairman, we wereOf course, we know very well that there are a number
inclined, were we not, to accept the fact that taxesof forecasters around, like the Institute for Fiscal
have not gone up in the last six or seven years.Studies and the National Institute, and so on, who
Chairman: We are actually discussing matters hereare arguing that the Golden Rule will be broken. I
totally theoretically. We are not talking about thethink that, over the current cycle, there is some
precise state of aVairs at this moment, we areagreement about when it began, we do not know yet
interested in fundamental principles.when it will end, the Treasury’s presumption is it will
Lord Sheppard of Didgemere: I did not want itend in about one or two years’ time. My guess is that
misunderstood by the witnesses.over that period the Golden Rule will be met, but it

will be a strange way of meeting it because it will be
met with an enormous surplus at the beginning of this Q498 Chairman: To go back to the fundamental
period and a very large deficit at the end of it. principles, Alan, which troubles me, let us assume
Technically, over the period, they will have paid for that you are getting to the end of a cycle and on the
current expenditure in the way inwhich they define it, Golden Rule it now says in that last two years you
but they will start the next cycle, so to speak, with a have got to raise taxes, say, and if economic
very, very large deficit, and so, in order to keep the circumstances were very diVerent from what you
rule over the following cycle, this process has to be thought at the beginning. I take it that what you are
reversed. Then, I am saying, what is going to happen both saying is it would be stupid to stick to that for
to public finances now, from year two to year six or that cycle because things have happened you did not
seven, there is a lot of forecasting involved. My expect and we are still committed to balancing the
feeling is that matters will become easier further out, books on the solvency criteria but not this year or the
partly because the very rapid growth of public next. I take it that is near to a valid argument, is it
expenditure which we have been experiencing will not?
slow down, it tends to be deliberate policy, and partly Sir Alan Budd: Yes. I think that the “over the cycle”
because some current shortfalls on the revenue side words were used as a substitute for something that
may be self-reversing. They do not need policy the laymanmight have found diYcult, namely, we are
changes to reverse, they will reverse them themselves. interested in the sustainable state of the finances
I think that will happen to some extent. I am slightly which can sometimes be replaced by what is
more optimistic about the fiscal position over, let us happening to the structural deficit. A structural
say, a seven- or eight-year horizon than I am over a deficit is a diYcult concept, it is also a concept that
one- or two- or three-year horizon. requires independent calculation, people have to
Professor Minford: To add very briefly, I do not work out where we are in the cycle, and so on. This is
dispute what Alan said at all, it seems like quite a all contentious. I think the “over the cycle” was used
reasonable forecast. The issue is really, I think, as a rough and ready way of explaining that, of

course, the deficit goes up in the recession and we getwhether this Golden Rule is not on this occasion
surpluses when we are in the boom, that is what wasexemplifying why it is not very good for solvency.
intended. To turn this into a device that actuallyHere is a Government spending a lot on
requires people to take steps at particular stages ininfrastructure which actually is not going to do that
the cycle I suspect was not even what was intended.much for future tax revenues. There is no sense in
One hopes that, were one to reach the decision thatwhich this investment is going to be self-financing,
you have described, common sensewould prevail andlonger term, in terms of paying for itself, because
people would be able to explain these things in termsobviously most of this stuV is not charged for and the
of solvency and long-term sustainability and all thosegrowth rate is not going to be that materially aVected
perfectly sensible ideas.by it. Therefore, in terms of solvency, it looks as if

they should be raising taxes, eVectively for the reason
you gave earlier, that they are spending a lot of Q499 Lord Sheppard of Didgemere: Going right
money and sooner or later they are going to have to back to what was mentioned right at the beginning,
pay for it. There is no prospect of any change in the which was on the importance of productivity and the
shape of public spending. Public spending is risk that involves, we all know that, if you look back
supposed to go up even faster thenGDP. Itmay settle over the decades, Government can inspire or
down eventually to a rate of growth ofGDPbut there influence, both ways, productivity. Obviously, you
will be this lump of spending aboveGDP growth that are going to have competition in the single market
will have to be paid for by taxes going up in order to andworld free trade, financial deregulation, power of
raise the necessary revenue. It is an example of how the unions, etc., examples there, but if we update that

to the beginning of this century the Pre-Budgetthe Golden Rule actually diverts attention from a



145economic affairs committee: evidence

24 February 2004 Sir Alan Budd and Professor Patrick Minford

Professor Minford: Slightly.Report seems to talk quite a bit about ways of
Sir Alan Budd:My instincts are prettymuch the sameimproving productivity. Do we believe a government
as Patrick’s. I do not necessarily express them withcan aspire to or do that in the 21st century?
such vigour. I am pathetic enough to think there mayProfessor Minford: Basically, I adhere to a rather
be cases of market failure and that therefore it is anclassical position on this, that the Government’s job
interesting challenge to try to find where there areis to get out of the way, have a neutral tax system,
instances of market failure and try to do somethingspend public finances on things like infrastructure
about them. The main area I think in which manyand underpinning, and so forth, and attempt to
economists have agreed is perhaps to do withintroduce eYciency into the public services by
research and research and development and thosecompetition and a measure of consumer choice. I
sorts of activities where free markets do nothave to say that the recent decline in productivity
necessarily provide the optimal level. I am relyinggrowth to one and a half per cent, or something, has
here on the sort of work that Nick Crafts has done inrather reinforced my view that this Government has the past, and that is the only place I would look for

not quite understood its role in the area of the opportunity to raise productivity through direct
productivity. It has moved now towards a highly policy measures as opposed to the type of
non-neutral tax system in lots of dimensions, lots of deregulatory framework which Patrick is extolling,
backing of winners and giving special deals to this, which largely I applaud.
that and the other group, and small and medium-
sized enterprises. Q502 Chairman: It does contrast with the evidence

we got fromWillem Buiter, who points out that there
has been great investment borne by the private sector

Q500 Lord Vinson: The Working Time Directive? who have simply failed to get the productivity out of
that investment that all our competitors get. He saysProfessor Minford: Indeed, all sorts of things,
that it is nothing to do with the Government, it is toregulatory non-neutrality as well as tax non-
do with our incompetent private sector?neutrality. Also, of course, it has had this enormous
Sir Alan Budd: That may be the case, but then Ipublic spending spree without trying to introduce
would ask the question what is the correct policy toconsumer choice and competition, in fact, rather
respond to that?reversing the competition of the old internal market

of theNHS, totally reversing it, in fact, abolishing the
Q503 Chairman: I am not saying that theinternal market, they now are going back in the other
Government can get that right. I ampointing out thatdirection again. It has been a bit of a mess, I think,
it is a simple thing, following really what you were

from this viewpoint. I think I would argue that saying, Patrick, which I argued before, that Karl
Gordon Brown does not understand the role of a Popper’s view is that if you cannot do any good try
Chancellor in the area of productivity. It is ironic that not to do any harm, which is really what we are
he is so keen to raise productivity. In my view, he is saying. That is at least a starting-point?
doing exactly the wrong things. I do not know Sir Alan Budd: Yes.
whether he is going to have a Damascene conversion Chairman: I think probably that has exhausted the
somewhere in the next couple of years on the road to questions, it must have exhausted you too. It remains
the next election. I sincerely hope so. forme to say that it has been a particularly interesting

occasion for all of us, and I am very interested, still
wearing my economics hat, and how proud I am that

Q501 Chairman: Alan, do you want to add to that? two economists can come and give us evidence and
not come to blows. Thank you very much indeed.It was rather political.



146 economic affairs committee: evidence

TUESDAY 2 MARCH 2004

Present Barnett, L Roll of Ipsden, L
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Goodhart, L Sheppard of Didgemere, L
Oakeshott of Seagrove Bay, L Skidelsky, L
O’Cathain, B Vinson, L
Peston, L (Chairman)

Examination of Witness

Witness: M Jean-Philippe Cotis, Chief Economist, Organisation for Economic Co-operation and
Development (OECD), examined.

Q504 Chairman: Welcome to the House of Lords. successful. I think the strength of the UK economy
lies first with its long-term potential growth—whichCertainly it is your first visit to our Committee; I do

not know if you have been to the House of Lords we evaluated at 2.5 per cent per year. This is not
itself before? gigantic but by European standards it is certainly
M Cotis: No. something that is quite honourable and above
Chairman:But your predecessor,Mr Visco, did come average. Another strength of the UK is its price
and help the Committee very much and we are stability. Inflation is under control and this is also a
looking very much to hearing from you. Could I just success which stands in stark contrast to some
say what I always say at the beginning of our previous experience of UK economic history. Price
meetings, apart from welcoming you, that if you stability is something you have also enjoyed more so
could speak slowly, clearly and loudly, partly for our than in many other places in continental Europe.
stenographer but youmay notice one or two of us are Then the most striking thing in the UK economy was
quite old as well and it would be of assistance to us! the resilience of the economy in the face of the world
With that let’s get into action and Baroness slowdown which started in 2001. There is again a
O’Cathain can get us started. huge contrast between the way large continental

European economies weakened through the process
of the world slowdown and how the UK did better.Q505 Baroness O’Cathain: Good afternoon. The
The UK is not a singular case. When we do look atrecent OECD report on the UK is broadly very
how the various OECD economies fared in terms ofsupportive of current Government policy and
coping with the world recession, it is interesting toactually is quite complimentary on a lot of things the
put theUS aside in away because theUShad a strongGovernment has done. What do you consider to be

the economy’s main strengths and are there any idiosyncratic shock to start with, stronger than
changes—I think you have more or less answered elsewhere, and the policy response was also stronger
that question in the OECD report—in the UK policy than average. If you look at countries which were
framework for monetary and fiscal policy that you “shock receivers”, then you can compare Canada,
recommend? For example, you have suggested issues Australia, New Zealand, the UK with continental
like going for this lovely phrase an “income- European countries, and what you see is a huge
contingent” contribution, ie means-testing schemes diversity of reactions. Something which was
for university graduates and that type of thing, but supposedly a common shock gave way to very
really on the monetary and fiscal policy what would diVerent economic reactions both within the
you recommend? Monetary Union and also across the world. You
M Cotis: I have to apologise for my broken English. have a group of high achievers which comprise
French people are notoriously bad at foreign Canada, Australia, the UK,NewZealand, Spain and
languages. someNordic countries, which enjoy strong long-term

growth—growth from 2.5 per cent for the UK to 3.5
per cent for some other countries but on averageQ506 Baroness O’Cathain: They are better than the
around 3 per cent—andwere also very good at sailingEnglish.
through the slowdown with minimal damage. TheM Cotis: We tried not to be complacent, although
most interesting thing is that they did not do it theliving in Paris and observing at close range
way the US did in the recession and slowdown,continental European economiesmight havemade us
ie through frantic economic stabilisation policies,too complacent with the UK. The performance of
large deficits, extremely accommodating monetaryEurope has indeed been extremely disappointing and

by contrast the UK has been strikingly more conditions. Some of these countries managed to
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OECD, but this is a strength which is not common insail through the world slowdown using very
Europe. It is shared by Spain and some Nordicparsimonious macro-economic policy. Canada for
countries and that is it. If you read the survey, we areinstance ran a balanced budget or something very
not just trying to comment and give analysis andclose to it and monetary conditions were not that
policy advice to the UK authorities and publicrelaxed, at least compared to the US, so there is a
opinion, we also want to do some comparative workpresumption in our view that the same structural
to be used on the other side of the Channel. Whenmechanisms which help countries to grow relatively
addressing the very negative economic developmentsfast in the long run may be helping them also to cope
which have aVected continental Europe since 2001, itwith shocks and to show more resilience. So in the
is very important to explain that there was no fatalitynon-resilient countries I would place obviously
in what happened there. I would say these are theGermany, which is the most spectacular case of lack
UK’s strengths. The other one being the very strongof resilience, and then Italy and France would also be
employment performance, leading to a relativelypart of this group. In the very resilient countries I
good rate of employment again something which wewould place non-US English-speaking countries plus
did not see in many places outside the UnitedSpain and someNordic countries. So theUK is really
Kingdom. So basically these are the strengths.part of this group, and what is very interesting is to
Baroness O’Cathain: Thank you very much.see that during this big worldwide shock you would

have expected the diVerence in reactions to come
from the globalised part of the economy—from Q507 Chairman: One minor point—
exports and from investment—andwhat you actually M Cotis: —There are also weaknesses obviously.

Baroness O’Cathain: It was the strengths I askedsee is that the export performance and investment
about.performance of most OECD countries in reaction to

the shocks were the same. Diversity is minimal there
but diversity is huge, very paradoxically, in terms of Q508 Chairman: Speaking from memory, Germany
household demand and expenditure, which is still has a higher GDP per capita than we have
reputedly the most stable part of the economy, and although we are catching up. Is that right?
that is where the diVerence in reactions came from— M Cotis: Yes.
the most sheltered part of the economy. All in all you
cannot explain this diVerence away just through the Q509 Chairman: I think, again even more from
diVerent stance of macro policies. The most memory, Germany still has a surplus on the balance
paradoxal position is that of Germany which had the of payments. I cannot remember now.
best export performance in the OECD for the past M Cotis: Germany certainly has a surplus. I did not
three or four years and the most abysmal look at the figure but it is most likely because there
performance in terms of household demand, was such a collapse in domestic demand that it drove
consumption and housing. So using this sort of down imports but it was a “surplus of the poor”. On
analysis and grouping of countries I think the UK the export side Germany did also a better job than
belongs to the resilient family. Actually it is probably average. The reason why is to a large extent related to
the country which shows the greatest regularity in the aftermath of unification. Germany lost quite a bit
terms of resilience. That is what we document in the of cost-competitiveness because of excess wages
UK survey. UK’s resilience is something which we after unification and then they had to regain
think is linked to an extent to the conduct of fiscal competitiveness and to recuperate previously lost
policy. This is the diVerence between the UK and market shares. So we are in this correction period
Canada, say, where Canada is just sticking to budget where the performance is above average on the
balance and Spain the same. Here in the UK in export side because it was below average to start
contrast there is a de facto counter-cyclical fiscal with.
policy, accumulating margins on the budget side in Chairman: I just wanted to get a perspective. What
the good days and spending more during the bad you have done is take us on anyway to our next

question, so let’s go further than that.days, and this helps to stabilise the economy. But
even if you allow for this counter-cyclical fiscal policy
there is still a lot to be explained and monetary Q510 Lord Barnett:You have already told us a great
conditions were at least as tight or tighter than in deal of your views on your fiscal policy and you have
continental Europe, so basically the whole policy mix written more about it in your report, but I see on the
was more supportive on the fiscal side, more front of the report we are told that although the
restrictive on the monetary side and it is hard to say report itself was prepared by your Department, the
if the macro policy did the trick. It seems to us that Department of Economics, it was then “modified”, is
structural reasons explain better why the UK, like the word, by the Committee of 30Member States and
quite a number of countries outside Europe, did a the European Union Commission. When they had

finished did you still agree with it?good job. This is a strength. It is not unique in the
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investment and exports were probably rather weak,M Cotis: This is the way the OECD has always
worked. Basically you could imagine a regime—and so you would like the recovery to be better balanced,

to have more investment and more exports, and forwe have had regular discussions about this—where
the Secretariat would just go with its own report. that you need a “Clinton type” of policy mix rather

than a “Reagan type” of policy mix.That is what we do for the Economic Outlook. This
is a document we draft under our own responsibility
and we do not discuss it with member countries. In Q512 Lord Barnett:Youmentioned the cyclical role.
the case of the country surveys the notion is that you Last week we had a Professor Minford here. You
work by consensus in a committee and you expect may know him—everybody does—and he told us last
that the surveyed country is morally signing up to the week that he “did not see fiscal policy as having a
report and has some kind ofmoral duty to implement cyclical role really, except in automatic stabilising
what is recommended. If we did not have this sort of terms”. That does not seem to be the same as what
consensus in the committee the country could say, you are saying.
“This is their report, we do not feel any sense of duty M Cotis: No, I think we would agree in that having
and we do not want to implement it.” The way it the automatic stabilisers in play is very important for
works generally the Secretariat comes in with a economic stabilisation and one big weakness in
relatively frank and sometimes even a bit of an continental Europe is that the automatic stabilisers
abrasive report, because we know it is going to be were not allowed to play during the good days and
discussed. When the Committee meets each country the budgetary margins were not increased during the
is represented by a delegate who is an economic good days. It is very important to let the economic
counsellor at theOECD. The committee discussion is stabilisers play. It is generally not easy to have
basically organised along the following lines: two discretionary fiscal policies which can be counter-
countries play the role whereby they criticise the cyclical. I am saying it just happened to be the case in
country and the country defends itself and then the the UK and that is fine. That has been de facto
whole committee discusses the Secretariat report. We counter-cyclical but I would not advise necessarily
are faced with some countries asking for a that countries try to fine-tune fiscal policy above and
toughening of the report while the country under beyond automatic stabilisers. At least in the case of
examination obviously wants a loosening. Then the theUK there was an element of counter-cyclical fiscal
chair of the committee is independent. He does not policy. I do not think it was intended to be the case.
belong to any civil service. It is Professor Thiegessen It was intended to be prudent in the good days and
from Denmark who is a free spirit and he is the one then you had to build up in public spending for long-
at the end of the meeting who says, “Maybe you term reasons and it happened to start and occur in a
could look at the drafting in this and that place.” period of weakness and ex post it helped. Now what
Generally it is about wording rather than substance. is important is to stay within the fiscal framework.
I do not think that we come with reports at the end
which are diVerent in substance. I would not be

Q513 Lord Oakeshott of Seagrove Bay: It is verysitting in front of you if I felt that we were seeing very
interesting for us to hear from the horse’s mouth, if Ilarge changes in substance from what we wrote and
can put it that way, the process of how your reportswhat we see in the final report.
work and how it gets developed. As an example could
you tell us in what areas and in what directions did

Q511 Lord Barnett: Thank you. You have said a this final report change compared to your initial
great deal about fiscal policy in your report and just abrasive draft? It would be very interesting to give
now, but how would you balance the requirements some examples of that?
for fiscal policy in relation to monetary policy in the MCotis:We tend to be abrasive only when needs be.
UK, or indeed in any other government?
MCotis: I think that one strong point was that fiscal

Q514 Lord Oakeshott of Seagrove Bay: If indeed itpolicy was counter-cyclical up to now and it should
was abrasive, but how did it change anyway?continue. What it does mean is you need now fiscal
MCotis: It did not changemuch, I have to say. It wasretrenchment during the oncoming upswing. At
a very short meeting with the UK authorities.present, the best articulation between fiscal and

monetary policy is to have both restrictive fiscal
policy and some monetary tightening, and you want Q515 Chairman:One reason we asked you is that we
to tighten the monetary side without too strong a are toying with the idea of an independent fiscal
back-up in long-run interest rates because you want authority in this country that would produce an
to preserve capital accumulation. One of the independent document, not necessarily critical of
weaknesses of the UK performance is probably that the Government but simply to give it the same
it was relying a lot on household expenditure during perspective as you give here, and therefore we are

interested in your experience because you arethe slowdown period and the contribution of
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framework you do not know where you are going toendeavouring to produce such an independent
document from the OECD. be. I do not think there is anything like a perfect fiscal
MCotis:We had a diYculty, though, with the report framework. Every framework has its own strengths
on Germany last year. Some German journalists did and weaknesses, but at least you have a view of where
not understand that a committee was involved and you want to go in the medium term and in the long
believed the report was pure Secretariat input. So run and it is a very important safeguard if you want
when the report was published some said that this to achieve or to protect, the long-run sustainability of
was a very tough report, one of the toughest reports, public finances. Regardless of the weakness of the
but then two or three months later when they framework the main service it provides is to force
understood that, yes, there was a Committee people to think and act to preserve the long-term
discussion and, yes, some of the drafting was a bit less sustainability of public finances. This has been at
abrasive than this was originally. Then they came least lost or suspended in all the countries we are
back to us saying, “Well, you allowed your report to talking about, so the lesson for the UK is that there
be weakened here and there”—and the substance is is a framework on the fiscal side which in my view is
not much diVerent but the tone is gentler—“so you well adapted to the UK situation. For instance, the
have failed in your duty.” I then told the journalists: Golden Rule is certainly useful in a country where
“two months ago, you came to me saying this is very public investment was axed very often in order to
tough report and now instead you say it is a half- balance the budget. I would certainly not advise the
baked report.” So I think it is the responsibility of the Golden Rule in France because we love to build
Chief Economist to make sure that what happens is roads, highways, buildings even if they yield a
that the committee corrects factual and analytical negative social and economic return. So I think a
mistakes—it happens that we make mistakes, and Golden Rule in France would be an incentive to have
that we find more diplomatic wording in some cases highways and roads everywhere and new museums
when we have been too tough. However, it is and whatever at the expense for instance of current
important that we do not get a diVerentmessage from spending on education, which is also investment in
the one we want to give. I would not, when I shave human capital or whatever other useful current
every morning and look in the mirror, keep this job if expenditure. In the case of the UK given the national
something like this happened tome. I would just quit, proclivities and weaknesses in the past, I think the
and I think my predecessors would have done the Golden Rule adapted to the situation. Apprehending
same thing. So I am relatively at peace in terms of

in addition this Golden Rule over a complete cycle, iswhether we are independent; I think we are.
something that makes sense provided at the end ofChairman: That is immensely interesting for us. Let
one cycle you look ahead to the next and account forme then take us on to yet another aspect of the fiscal
non-linearities and problems, such as having toaspect and Eric.
increase taxes abruptly when you start a new cyclical
exercise. Given this, I think it is a good framework

Q516 Lord Roll of Ipsden: Chairman, I almost feel and you have to stick to the framework. There is a
like starting like Mark Anthony “If you have tears, real value to staying within the confines of the
prepare to shed them now.” You have given us an framework. This is where we were a bit less positive,
excellent and very balanced account, M Cotis, I guess, in the report by saying we thought in the case
nevertheless you have made it clear that a number of of the UK obviously there may be a tradeoV now
key countries in the European Union are finding between the speed of the build-up in terms of public
substantial diYculties in meeting the Stability and spending and the capacity to stay safely within the
Growth Pact. If you look to the other side of the confines of the fiscal framework. The main lesson is
Atlantic, to the United States, you find a substantial this one: it is very important to stay within the
budget deficit and a substantial balance of payments framework because it is a good framework.
deficit. In this situation, turning to the UK, what
would M Cotis prescribe for us?
M Cotis: One common point between the US and

Q517 Lord Sheldon: In dealing with the Stability andlarge continental European countries is that they lost
Growth Pact, there is, of course, the problem oftouch with their fiscal frameworks. In the US there
deficits which seem to be unmanageable, particularlywas a fiscal framework which was quietly allowed to
in France and Germany amongst the largestdie, it was not pursued, it was not continued, there
economies, but we are dealing with the breaking ofwas a late expiration date and then it disappeared
the rule that was set down and there are those, andwithout any continuation or replacement. In the case
you seem to be one of them, who think that theof the Stability Pact some large European countries
breaking of the rule is rather more important thanfound it very diYcult to stick with what was agreed,
anything else because if you do not have any rule thenat least for a period of time, and of course the risk in

this situation is once you lose touch with your fiscal you have got chaos. How do you see that?
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in the short run public deficits. However thisM Cotis: I think the Stability and Growth Pact has
situation of rising taxes and falling deficits isindeed some weaknesses and as soon as you start
politically impossible to manage. Governments aregetting into numerology, putting in numbers, you
prone to cut statutory tax rates at the peak of thecould ask why 3 per cent, why 40 per cent, why in the
cycle, so as to smooth the tax burden. It would ofUKdowe have a 40 per cent debt toGDP ceiling, and
course be prudent to cut spending at the same time sowhy is it 60 per cent in the Stability andGrowth Pact?
as to oVset the impact of lower taxes on underlyingThere are several ways to justify the Stability and
deficits but this does not happen because institutionsGrowth Pact. There is first this notion that you do
are weak on the spending side. As a result countriesnot want monetary policy forced to monetarise
tend to accumulate structural deficits which re-deficits, that you want to help the independence of
emerge to the public view two or three years later withthe European Central Bank. There are arguments
the slowdown. This is a mechanism which wasabout the capacity of some countries to have deficits
operating ten years ago. The same mistakes wereat home and this to expand their own activity at the
made again this time round and to an extent theexpense of neighbours which they crowd out in the
Stability Pact was trying tominimise this problem. Incontext of the euro zone being an inflexible exchange
the discussion about how to improve the rules I thinkrate regime. There is also a paternalistic argument
we may want to modify the rules, but we may alsowhereby if you have a problem with fiscal discipline
want to improve the Highway Code. If we do notyou are on your own but if you have peer pressure it
deliver cars with good driving wheels and cars whichmay help you to confront public opinion and say
do not go oV the road every ten years and if we do notthings which are a bit painful and you get more
work hard on the national and local budgetarystrength because you work together. I think this is an
institutions and help to control expenditure, then,important element of why we have a Stability Pact. I
whatever set of rules, you will find the same problemsthink there is a big problem in the conduct of fiscal
will happen in the next upswing because the problempolicy in large continental European countries. We
is if we lose control of the fiscal instrument. Whetherhad very bad outcomes in the late 1980s, the previous
we have good rules or not is less important. That isupswing, which ended up in tears with very large
my view of where the diYculties lie in continentalstructural deficits in the early 1990s, and wemade the
Europe.same mistakes ten years later despite the Stability
Chairman: In fact, you have commented on one orPact. The usefulness of the Pact is to try to correct
two things we will be coming back to as well. If wethese sorts of policies. I would say in the United
move into a slightly more technical area, LordStates the American authorities decided to run
Goodhart?structural deficits to support the economy. Now

things are maybe going to be quite diYcult in the
future but at least in the beginning it was a choice. I Q518 Lord Goodhart: M Cotis, as I am sure you
think in the case of continental Europe we do not know, three or fourmonths ago the Chancellor of the
have a fiscal policy, we have fiscal outcomes. In fact, Exchequer imposed on the Monetary Policy
there is a loss of control of fiscal instruments during Committee a new inflation target which was to keep
the good days. The main problem is there is a inflation at 2 per cent of the Consumer Price Index,
tendency to have increasing structural deficits in large as opposed to the previous target which had been two
European countries. Spending is going faster than and a half per cent based on a diVerent index known
long-run GDP and the public spending to GDP ratio as RPIX. I wonder whether you think this is creating
tends to go up in the long run because budgetary diYculties for the Monetary Policy Committee and
institutions designed to control expenditure are not the Bank of England, in particular given that the new
working well. At the same time there is enormous index includes no housing costs whereas the RPIX
reluctance to increase the tax burden and there is a included some housing costs, though not all, and
case of national schizophrenia on the part of clearly the OECD is concerned about the continuing
taxpayers. They are happy with the spending but increases in house prices for the UK which will no
when it comes to footing the bill they dislike it. So you longer be represented in the index used by the
have this notion that the tax burden is now so high Monetary Policy Committee.
that it cannot be increased and at the same time M Cotis: Maybe starting from the technical point of
spending is pushing up and going faster than GDP. view, we think that the CPI is a superior measure
In the long run it leads to higher structural deficits technically to RPIX. The way it aggregates single
because you delay the tax increases and you allow prices is a geometric aggregation rather than an
spending to go too fast and the period when these arithmetic aggregation and you have a bias when you
pressures are let loose is during the good days, it is do the arithmetic aggregation which amounts to half
during the upswings, because basically what happens a percentage point a year. This will disappear. That is
is that in the good days you have taxes going up why youmaywant tomove froma 2.5 inflation target

to 2 per cent. Then you have the housing problem.spontaneously faster than GDP and reducing at least
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M Cotis: I am saying that it will improve theWe think that the RPIX was probably giving too
much weight to house prices and that was probably measurement but what we need is to complete the

work.giving a distorted view in the sense that it was giving
too much emphasis, to owner/occupier house prices,
with the impact of the user cost of capital for owner Q521 Chairman: I understand that.
occupiers very strong. These peculiarities biased M Cotis: So when we have completed the work—
upwards the inflation rate. The problemwe have with
the CPI is that in theory it is better balanced but Q522 Chairman: Then we will be able to become
European statisticians are still working on finding better policy-makers?
common ground to incorporate owner occupier M Cotis: I hope so. It will be beyond doubt a better
house price inflation. Once this is achieved obviously measure.
it would really be a much better index than RPIX but
the CPI is in reality probably too underweighted in

Q523 Chairman: So we will be better policy-makers?terms of house inflation, so we move from a situation
M Cotis: I hope so.where there was probably exaggeration and over-

presentation of house prices in the index to the
Q524 Chairman: Otherwise what is the point ofsituation where for the transition period it may be
changing?insuYcient. This underweighting would not matter if
M Cotis: —Although we find in the report thathouse price inflation was in line with general
monetary policy was run quite eYciently in the UK.inflation. In our inflation forecast, for instance, we
I wanted to say that.have a kind of convergence, so that we cannot see

much diVerence in the indexes in two years’ time
except for the permanent diVerence which reflects Q525 Chairman: I am not asking you to criticise the
geometric rather than arithmetic calculations. So at UK. I am saying you cannot have it both ways by
the end of the day we are moving towards a better saying it is a better measure but moving to it will not
index measure. It may create a bit of a problem in the change monetary policy. If it is a better measure
interim period but if we think that monetary policy is then—
forward looking it may be less of a problem and there MCotis:Maybe I did not express myself as elegantly
is a need to have some pedagogy here to explain that as I could have done in my native language. What I
despite the fact the CPI is fairly low there are still am just trying to say is that it will lead to a better
inflationary pressures in the pipeline and that in a measure. The Europeans need to plug a gap on house
forward-looking way, even if you do not have house prices for owner/occupiers.
prices in the contemporaneous index, if you have
inflation through the housing sector in the future, Q526 Chairman: I understand.
you will have inflationary pressures in any case. So I M Cotis: Once this is settled I think, yes, it is a
think you can motivate the tightening of monetary superior measure but you have a transition period.
policy despite the current low figure on the CPI by
fighting oV future inflationary pressures which could

Q527 Baroness O’Cathain: The only point on that isemanate from the housing market, so you still have a
if you say we need a better measure, by implicationrelatively strong case for tightening despite the
we need a better measure but actually we are betterchange of index. We expect this diVerence to shrink
than the others so why do we need a better measure?relatively quickly in a scenario where house price
Is not the hidden agenda an ability to be able toinflation converges to the general rate of inflation.
compare in a better way the trends in prices with
other European countries?

Q519 Chairman: I am still a bit lost. You did say that M Cotis: Certainly, a certain amount of
you thought it was a significant change and the CPI comparability.
measure was a better measure? Baroness O’Cathain: Can I ask as a follow-on from
M Cotis: Yes. that, are you suggesting if we can then compare on an

equal basis with other European countries, it is going
to be a carrot, if you like, or even a stick to get theQ520 Chairman: If it is a better measure, if we drew

an analogy of me going for a walk, if I had a better other European countries—
Chairman: You are asking a question which is out ofway of measuring where I am and where I am going

my walk will be more eYcient, and therefore the order. Is it going to be a question about joining the
euro?equivalent of what you are saying is the use of CPI

will lead to an improvement inmonetary policy. That Baroness O’Cathain: No, it is nothing to do with the
euro, if you do not mind not jumping in—gettingis what we use it for and if it is a better measure we

will now run monetary policy better than we have the other European countries to improve their
application of monetary policy.done. Is that what you are saying?
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question really is about the nature of the CPI andQ528 Lord Oakeshott of Seagrove Bay: They are
going to join sterling! RPIX and whether they tend to over-estimate
M Cotis: I have no normative view on whether you inflation because both indices insuYciently take into
need a better price index or not in the UK. I am just account qualitative improvements which are very
saying technically we need at the end of the day a hard to measure and therefore probably do not get
better index but there is a bit of a problem in the measured, so that there is a tendency to overstate
meantime. It will help with the comparability of price rises because the quality of improvements has
inflation rates and that would be good. not been brought into the equation. Do you think

there is some justification in that or has it been
Q529 Lord Sheppard of Didgemere: In part, it is a overcome?
similar type of question I was going to ask you but I M Cotis: I do not think it has been overcome
was trying to look at it from a European point of completely. We do not know how to measure
view. This new index in the UK brings us nearer to qualitative components. We try to use complex
the rest of the euro area, but if you look not just at the techniques like hedonic prices, those being applied to
UK but other Members, are there other corrections new technologies in theUS. European countries have
we should look at to get better comparability on done that—France for instance for computers—but
inflation or is this the main distortion? the problem is of course that these techniques are
M Cotis: I think this is the main distortion. I think it extremely costly. You need to enlarge the budget of
is important to capture better house price indices. statisticians by a huge amount if you want to do this.

In continental Europe again we did not find the
Q530 Chairman: Housing is the main distortion? budgetarymeans to get into the sort of eVorts that the
M Cotis: Yes. US statisticians went into. So there is room for

improvement in this direction although it is
Q531 Baroness O’Cathain: It always has been; it is extremely complicated. How do you enlarge the
cultural. coverage of quality eVects outside the new
M Cotis: In terms of monetary policy there was a technologies, for instance? It will largely remain the
remark I did not make when I talked about the equivalent of a metaphysical problem in philosophy.
various degrees of resilience. The housing market of We should improve things to an extent, we should
course may be a source of turbulence and instability spendmore money to build on best practice available
but this was also a very strong channel of monetary elsewhere, but we will never be in a position to have
policy to sustain economic stability, and what is such a clear-cut view.
striking is that all the countries which were resilient, Chairman: That is very important and very
the group of best performers, they had the capacity to interesting. You have partly discussed what we have
move the housing market in a counter-cyclical way, got in our next question but if you could take us on a
so in 2001 when the rest of the market went down the bit further.
housing market went up. It did not happen in Lord Elder: What about question five?
continental Europe but it happened in all the Chairman: We will do five first.
economies which managed to sail through the Lord Sheppard of Didgemere: You are trying to rule
slowdown relatively untouched. me out of order!

Chairman: You are in order; it is me who is losing
Q532 Baroness O’Cathain: The high achievers. the plot!
M Cotis: In my view there is a problem about the
eVectiveness of the channels of transmission of
monetary policy in continental Europe which has to

Q534 Lord Sheppard of Didgemere: I apologise I wasbe addressed at some stage, although I guess this is a
elsewhere in the House and I therefore missed thebit controversial on the other side of the Channel, but
beginning of your presentation. We have in partrecent international comparisons made it clear this is
touched on this when talking about inflation but if wea problem. Would the UK be part of the Monetary
broaden the question to the whole question of theUnion in those circumstances because the IS curve is
accuracy statistics, we have had various changes invery flat, and in the UK the interest rate generates a
theUK recently, for example on balance of paymentslot of demand so the UK would have been over-
because of VAT fraud, and on GDP partly becausehitting badly.
the data flow on the construction industry did not
seem to be as up-to-date or as accurate as it couldQ533 Lord Vinson: Good afternoon, could I first of
have been. Is this a problem that concerns you acrossall say that I have been extremely impressed by the
your various members as to the accuracy of data?clarity and robustness of the general comments
Obviously it has an impact on trends and so on, butcoming out of the OECD and if you have had

anything to do with that I congratulate you. My the immediate issue there is on GDP accuracy.
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is positive. Although if you have a supply shock it isMCotis:Changing the statistical estimates quarterly?
a completely diVerent story and you may still be
interested in having only price information. Just toQ535 Baroness O’Cathain: Yes, revisions.
give you an example, a practical one, of the usefulnessMCotis:Revisions? The extent of the revisions in the
of timeliness. At the beginning of 2001 there was aUK is very strong by international standards. There
wrong diagnosis made about the capacity ofis a tradeoV between the timeliness and the accuracy.
continental Europe to be an island in the face of theYou produce them very early, which is a plus, and
American slowdown. Some dignitaries said, “Weyou have to revise them quite substantially, which is
have very small trade with the US so it is not aa minus. It is hard to give a precise answer here. It
problem for us.” But for those of us who relied ondepends on how you see the tradeoV. Although the
very timely analysis of conjunctional evidence, notchanges are not biased. What we see is that the
necessarily through flash estimates but by forecastingforecasting error is strong but you do not correct
activity through econometric techniques usingnecessarily in the same direction. It is not that you are
inductively survey evidence and hard data at highsystematically under-estimating or over-estimating,
frequency, they knew that the slowdown was muchso at least that is a positive point but, yes, the
sharper than what was said and it would have beenrevisions are very large. So there is a tradeoV and if
helpful in this case, for instance, to realise relativelyyou want to reduce this tradeoV then you have to
early, say in February, using all the forward-lookingspendmore money on the statistical system, and then
information available, that the diagnosis was wrong.you have to see if you want to spend the money as a
It would have been helpful for the eVectiveness ofpriority in this area or on other things in the
fiscal policy and for monetary policy and also for thestatistical system which have more potential. To an
credibility of European policy making. I still think itextent I am not in a position to tell you there is a
is important to invest in capacity for producingdeficiency problem. I do not know whether we are
timely information, be it flash estimates or justjust within the confines of a natural tradeoV where
forecasts using inductive methods and using surveyany country with even the most gifted statisticians
areas. At the OECD since I arrived 17months ago wewould have to do these revisions, or if there is
have invested relatively heavily in being able tosomethingmore to it, a technical weakness that could
forecast in a more timely way.be remedied bymore investment in the system. This I
Chairman:Thank you, that is very interesting. At lastdo not know. It would need an in-depth examination
I amback on track now to get on to the next question.which the OECD is not in a position to make.

Q536 Lord Sheppard of Didgemere: Picking on Q538 Lord Elder: In the economic survey you
individual members is not a good thing but are there identify three major policy challenges, one of which
others who have got it better; where they have still got is the monetary area. You say that early monetary
the timeliness but less revisions? tightening will contribute to reducing the risk of
M Cotis: I do not think there is a big country where macroeconomic stability that may emerge from the
you have both timeliness and less revisions because housing market. It also says in the paper some of the
the UK is really very, very timely. things that could be done on the supply side to assist

on that. Would you elaborate for us please on the
contribution early monetary tightening might make?Q537 Chairman: What intrigues me is I can see
M Cotis: Again it is the notion of a forward-lookingwithin what you might call a Keynesian framework
monetary policy. It is hard to know how much of anwhy timeliness would be important with GDP if you
overheating or howmuch of a bubble you have in thehad an active fiscal policy in mind, but within the
housing market. For those who try to calculatetypical policy frameworks most countries have
fundamental prices it is very diYcult to get a view, buttoday, where fiscal policy is meant to be set for the
still you can have the presumption that the housingmedium to long term with a set of rules, and
market has been extremely strong and may be a bitmonetary policy is targeting inflation where the index
too strong, at least if we are not complacent about it.is available in a very timely fashion, why would you
The cost of making a mistake will be asymmetric. Itworry much more about the timeliness of GDP?
will be asymmetric in the sense that if you allow aSurely accuracy should now get a greater weight than
hypothetical bubble to develop when you have toit used to have in the heyday of the Keynesian
cure the problem after the fact it leads to a lot lessinterventionist, and I speak as a Keynesian
smooth path of activity. Nobody is expecting to fineinterventionist I may say.
tune, we are not in a fine-tuning exercise, but we areM Cotis: That is a tough question. I guess in talking
at least trying to avoid very large fluctuations that areabout monetary policy of course you look at prices
going to be costly. To this extent we think that it isbut you look also at output as a forward indicator for
worth tightening progressively what was done in thefuture price pressures. At least in the case of demand

shocks the co-movement between activity and prices UK from the beginning. It is the notion of there is an
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Q543 Lord Sheldon:Wehave considerably increasedeconomic cost that you incur by allowing activity to
government expenditure on education and healthbe more turbulent than it could have been. You are
and you comment on this, but there is of course, asnot going to fine-tune in any case but at least pre-
you also comment, a danger of breaking the Goldenemptive action may help you to a bit smoother path
Rule unless taxes are going to be raised. Would youwhich is less costly in the medium term. The diYcult
like to give us your view on this?scenario would be that the housing market still heads
M Cotis: I think we took this question from thenorth very strongly and then there is a correction.
eYciency point of view which was probably theThis is a problem. It would be better just to be a
easiest way to go.We fully understand that there maysmooth run. That is what we are trying to illustrate in
be a real need to raise public spending in a variety ofthe model which we incorporate in the UK report.
areas in the UK. Then of course the problem is the
speed of the build-up. And there are signs of a

Q539 Chairman: Just one minor economic point on relatively speedy build-up in terms of price pressures,
that. Essentially you are arguing the smooth path for rising costs in the public sector, and indicators of
the monetary policy law bearing in mind the housing eYciency that do not yet yield very clear results in
market. In old-fashioned economics when I taught it terms of showing improvements. Also it is extremely
you would have taken not the reverse view on the diYcult to measure adequately issues such as quality
smoother path but you would have said that sterling of public services. So there is a lot of uncertainty
is clearly overvalued, for that matter the euro is about it and because I led themission to theUK Iwas
overvalued, right, and the policy law should be to cut personally involved in the drafting of this report. I
interest rates and not raise them. That is certainly wrote a sentence saying that in this context “the
what I used to teach. It goes back to Lord option value of waiting may be high”. I think the
Oakeshott’s point, is the OECD capable of taking a notion is that if you make a mistake by being too
view about British monetary policy that would go hurried in building up the spending you may lock in
against what the MPC is doing? Would you feel you for quite a long time unfavourable outcomes which
could do that? are too costly or which do not allow promising
M Cotis: If we disagreed, we would say so. We have innovations to be tested, and then of course you have
been from time to time rather critical of the ECB for to live for quite a while with a less than optimal
instance, not critical in a destructive sense but we outcome. To the contrary, if you slow down a little
were saying that in our view rates could be cut where bit, you are maybe wasting some time but the cost is
they were not yet cut or the opposite, so I am not sure certainly not the same. So from this point of view just
they were really pleased in Frankfurt. on eYciency grounds we would have advocated a
Lord Oakeshott of Seagrove Bay: I think we call that slowdown in the build-up and what we say then is,
critical in English, yes! “By the way, there is a side eVect in the current

context where there is a risk—and it is not a central
scenario in the survey—that if the UK does not

Q540 Chairman: We do have an underlying text respect the Golden Rule.
which is, in an American election year, are you Slowing spending would minimise the amount of tax
capable of saying the Fed ought to raise their interest increases you would need to stay within the
rates because of the collapsing dollar? framework. So, yes, if there is a risk that the rule is
M Cotis: We publish our next economic outlook in breached, slowing spendingmay be useful. Breaching
May so it may be a test. Thatmay be one opportunity the Golden Rule is not our central scenario and it is
to read the economic outlook. not something which has happened yet but it is a

possibility. Then you have to think about it and see
whether you want to close the putative gap throughQ541 Chairman: We will certainly read it and we
tax increases or as much as possible through slowinglook forward to it.
spending, something which may be also beneficial inM Cotis: To an extent I think central bankers are
terms of the longer run eYciency of public spending.commenting on many areas of government policy
So that is basically the view you would take, thatand why not, but maybe some of us should be
slowing spending is a first best and then as a secondavailable to comment on monetary policy too in a
best have more taxes. I think we have a nuance ofsystem of checks and balances.
opinion on the tax forecast which has been indicated
in the report. We are a bit less convinced than Her

Q542 Chairman: Quite so. Majesty’s Treasury that spontaneously the tax to
M Cotis: So if needs be I do not think we would shy GDP ratiowill achieve the very high level it had in the
away from that. late 1990s where it was boosted by not only a business
Chairman: Thank you. Bob, you take us on to the cycle but also an asset price cycle, which increased by

an enormous amount the receipts. We do not thinknext rather diYcult question.
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much more natural choice in the UK given your ownthis is a central hypothesis. That is basically where the
diVerence lies. In this context again, slowing down history of underspending in terms of public

investment than in many other countries. In theory Ipublic spending would be useful in terms of the short-
term conduct of fiscal policy and also on long-term have nothing against the Golden Rule. If you spare

investment which has a positive potential in theeYciency grounds.
future for public finances on the tax side, why not? I
give the example of France just to say that spendingQ544 Chairman: What is interesting surely is what
investment does not guarantee that there will be ayou have just said and also last month’s report of the
positive feedback on public finances. I gave theEuropean Central Bank in its monthly bulletin takes
example of the very numerous projects where the rateexactly the same line in hitting in their case the
of social and economic returnwas highly negative. SoStability and Growth Pact. They are advocating
you call them investment in the nomenclature butoperating on the public expenditure side rather than
they are going to deteriorate your deficit in thethe tax side, whereas we have seen in the last few
medium term. So even for public investment youweeks in our own country the moment anybody says
should only qualify those projects which have passedthat, you do not get a rational discussion but a
very strict tests in terms of cost and benefit analysis,political row of the sort, “you are going to make this
which is rarely the case in the reality of political life.country defenceless against the world or you will do
From my past experience, there is a gulf betweenthis in health”. You must get the same in France.
theory and practice. This is my own prejudice. IM Cotis: Of course.
understand the theory but I fear that the practice is
going to be, how do you say, in the UK, slightlyQ545 Chairman:What is interesting is when bodies
diYcult!like the OECD put forward apparently innocuous
Chairman: I do not think it is prejudice. Certainly myand sensible, if I may say, suggestions, you do not get
experience inWhitehall was that the lower the rate ofa rational response, you get a political response.
return to the project the more likely it was to beM Cotis: That is very often the case.
adopted! I have a feeling that is a rule in France asLord Vinson: C’est la vie.
well.

Q546 Lord Sheldon: Obviously increased
expenditure is within the framework of the Golden Q548 Lord Skidelsky: The OECD is advocating an
Rule. Can you say whether there is some version of extension of user charges for public services. Is this
the Golden Rule that might be applicable to other driven largely by budgetary considerations like
European countries? avoiding taxes or avoiding deficits or are there other
M Cotis: There are several proposals in terms of factors which you took into account like how to run
Golden Rules already, one from the defence side that these services better, introduce more choice, and
military spending should be excluded, although it is things of that kind?
not obvious what will be the return from military M Cotis: It is a mixture of budgetary eYciency and
spending for public finances, so I think this was fairness considerations. We do not advocate tuition
quietly dropped at the end of the day. But in terms of fees, for instance, to any of our client countries. We
political economy I would be very reluctant to get had a mission to Sweden and we did not advocate
into this discussion in continental Europe because tuition fees because we did not think it would fit the
everyone is going to try to propose their own pet Swedish situation. So it is not a new ideological
project as a candidate for the type of spending which mantra that we want to push anywhere. What we do
would be outside the framework. I am not completely is try to compare the social and private return in
convinced of the usefulness of moving to the Golden human capital in the form of tertiary education. We
Rule in a European context. This is not the OECD make these calculations. If you take a country like
point of view, which has not been formed; it is my Sweden where after tax the wage structure is highly
own personal judgment that it will not help fiscal compressed, the private return from tertiary
discipline. I do not think people will manage to agree education is not that high, not in excess of the social
on the list in any case of what should be excluded and return, and so there is no reason to change the way it
allowed to increase the deficit in the Golden Rule is financed, ie with public financing. Their taxes are
sense. much higher and there is budgetary momentum to

finance more tertiary education from public
financing. In the case of the UK our own evaluationsQ547 Lord Sheldon: So the Golden Rule is really for
told us that, given the dispersion of the wageBritain and nowhere else?
structure, especially in the upper part of the wageM Cotis: If you are in a co-operative agreement with
distribution, the situation is such that the private12 countries it makes the decision a lot more complex
rates of return are quite high, and in thesefor one nation to decide whether it need the Golden

Rule or not. What I am saying is it was probably a circumstances the beneficiaries may well contribute
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and a more sensible way to do it would be to moveto the financing and then it would certainly be fair
and it would increase eYciency because it would pay them up more towards Swedish levels. You must not

assume that one thing is fixed and the other one isfor the service and certainly it would put more
pressure and lead to more demanding customers. not, it seems to me. It is a genuine debate. I think

from the OECD you should say, “These are theThere is an element of budgetary consideration that
when you compare the amount of money which is options”. Why do you assume that tax rates are fixed

in Sweden but they are not here?spent on tertiary education in Europe it is 1 per cent
ofGDP on average andwe see that inNorthAmerica
and some other parts of the OECD the figure is more Q550 Chairman: It must follow that if the
like two and a half per cent. This is a huge gap and government says, “We are not going to raise taxes. If
even French people now try to speak English and are we have got any spare money we are not going to
able to delocalise; and they do actually. In many spend it on tertiary education but we want some
countries you may really have people voting with money spent on tertiary education”. There is no
their feet to find good careers and a better, more other source.
conducive environment, which would be good for MCotis: I agree.We are not convinced that by raising
world welfare as such but may be a problem for those taxes you would earmark this money for tertiary
countries which have financed the education of these education.
persons and then they leave. So the diVerence Lord Oakeshott of Seagrove Bay: That is a second
between the two and a half per cent inNorthAmerica order point.
and 1 per cent in continental Europe at large, it is
not public funding, it is contributions by the

Q551 Lord Vinson: In your report you say that thebeneficiaries, it is tuition fees and all this. This is
challenge is to reduce the still sizeable productivitywhere the budgetary constraint is. I do not think that,
gap between the best performing OECD countries.given the parlous state of public finances that we see
Some people have doubts as to whether governmentsin many European countries, public authorities will
can improve productivity, and indeed some peoplefind the resolve to cut spending or increase taxes to
would argue that governments are the problem, notget the amount of financing which they need to put
the solution, in terms of over-regulation and tootertiary education on a firmer footing. It may also be
much interference and too high levels of tax. What isone way to increase resources in a badly needed area.
the OECD experience of this and, putting it moreIt is a mixture of both.
positively, how can a country with a poor
productivity record improve it?

Q549 Lord Skidelsky: You are describing it a bit as M Cotis: If I had a bigger suitcase I could have
a second best. Are you implying that if the resolve to brought some issues of the book we published last
increase public resources was there you would not year called The Sources of Growth, which was a huge
need tuition fees? exercise in empirical research trying to pin down
M Cotis: No. Maybe I was not clear enough. I was the relationship between public policies and
saying on eYciency and fairness grounds it has productivity. The general findings were that policies
justification but if you do not believe in that and you were important, for instance, in raising productivity
think that what you deserve is public funding, by allowing more competitive pressures, more open
unfortunately, given the current circumstances, the products and services and also to an extent labour
political economy of the system as it stands will not markets to operate.We did something at the industry
allow you to get additional public funding of the level, a very large econometric exercise looking at a
magnitude which is needed. That is where we stand, variety of sectors. In one given sector one country is
but then we would not advise raising tuition fees in leading and then in the same sector there is a ranking
those countries where basically the private rate of of countries and there is a productivity gap and we
return is not above the social rate of return. That were trying to explain the productivity gap in relation
would be unfair and we would not go for that. In to the best practice in a variety of sectors. What we
those countries where it is not the case we do not observed was that when you calculate an index of
advise increasing tuition fees. This is how we see the strictness of regulatory frameworks and you
things. It is not about ideology. It is purely on a case incorporate this explanatory variable in your
by case basis. regressions, it appears to be very significant. Just to
Lord Oakeshott of Seagrove Bay: I wonder if you are give an order of magnitude, we found that in a sector
not being a bit ideological here, comparing us with which is lagging behind in terms of technology, if the
Sweden. Surely the argument is that either we should sector applied the best practice in terms of regulatory
raise tuition fees here or we shouldmove our tax rates framework (most of the cases being a more flexible,
up more towards Swedish levels. That is the choice. I competition-friendly framework) there was a
do not think it is up to you to tell us that. Many potential to increase the value added or production

by up to 10 per cent. There is indeed a potentialpeople think our top tax rates are exceptionally low
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productivity and those who have strong employmentchannel running from increased competition into
more innovation, more research and adaptation of are doing worse. Where the US is very good is that it

has the same hourly productivity as France but thenew technologies, and ultimately into higher
productivity, although this is an empirical result, it employment rate is 20 per cent higher and there is a

lot of unskilled labour in employment rather than outshows that framework conditions are very important
in terms of productivity performance. When you of employment. If you account for that bias the UK

productivity gap is lower and the gap has beenapply that to the UK, of course, it is a bit
disappointing in a sense because you did a lot in this reduced for the past six or seven years. I think now

that basically the reference for the UK should still bearea and youmay have expected to do better in terms
of productivity. At the same time, when we look in the big European countries but marginally so, while

the true reference should be Canada, Australia andthe report at the retail sector, a lot of the explosion of
productivity in the US happened in the retail sector, the US where you have really high productivity in the

sense that it is associated with high employmentwith firms like Wal-Mart, etc. Despite a very strong
increase in the use of new technologies, like in theUS, performance. As a benchmark it is still useful to have

the continental European countries since you are stillyou did not share the same strong improvement in
productivity in the United Kingdom. One issue may catching up, but is the challenge is now basically with

the rest of the English-speaking world where thebe here that entry into the retail sector is too
restricted by planning or zoning regulations. Of catch-up is not happening. In addition, catching up

with continental European countries to an extent iscourse, there is a trade-oV again between the quality
of life and economic eYciency but the lack of easiness easier because they have problems of their own.
of entry into this sector may have reduced
competitive pressures. It may be one explanation as

Q554 Chairman: As I understand it, your OECDto why, having had the same build-up in new
research looked at more disaggregated data andtechnologies in the UK retail sector as in the US, you
when you look at that the puzzle is that British firmsdid not get the same productivity outcomes.
with the same equipment, say, IT equipment, seem to
get less out of it and there is no obvious reason at all.

Q552 Lord Vinson: The US has not increased its It cannot have anything to do with the public sector
public sector proportion of employees to anywhere or anything like that. It is to do with how they use the
near the extent which we have andmany would argue equipment.
that, putting it blandly, it is in the wealth consuming MCotis:There is a very interesting point. In the retail
as opposed to wealth creating sectors where a lot of sector it wasmore obvious than elsewhere. One of the
our employment growth has come, so it is not hypotheses, as I said, was that there is another factor
altogether surprising that productivity has not risen. in the system and it may be entry costs, and again,
MCotis:We should not over-emphasise (and this is a giving the French example, we had a thriving retail
factual issue) the productivity gap between the UK sector with supermarkets, Carrefour and so on, and
and continental European countries. I think we have then there were a number of laws imposed in the mid
to be very careful about that, but from 1995 to 2002, nineties which, allegedly to protect shopkeepers
there has been a bit of a catching-up process. TheUK downtown, and the quality of urban life, restricted
was very strong in terms of GDP per capita entry. The fall of food prices was thereafter much
compared to the three big continentals. It gained more slow, and the only thing which we improved
three percentage points in terms of GDP per capita was the capitalisation of Carrefour and others. We
and closed the gap, which is a significant may have the same sorts of barriers in the UK; that is
achievement. When you engage in ex post our feeling. The other point in terms of productivity
comparisons of productivity there is, however, a is that if you look at the capital labour issue in the
fallacy, which is extremely important, and again is UK, if you look at machinery and equipment, I do
documented in the report. If you take a country like not think the UK stands out as having a low ratio. If
France or Italy where the employment rate is very you look at structures here, the ratio is abnormally
low and a lot of the unskilled are not incorporated in low and it may also weigh down on productivity. It
the statistics because they are either non-employed or may be again a problem of the availability of land
unemployed and have been priced out of the market, because England is a crowded island but it may also
of course the productivity is high. It is partly the be that regulations are too tight, so it may show up
productivity of the survivors. both in terms of an inadequate ratio of structures to

labour and also preventing entry in some very
important sectors like retail.Q553 Lord Oakeshott of Seagrove Bay: It is like the
Chairman:We are not denying the entry point, whichdenominator and the enumerator.
is perfectly valid, but evenwhen you have entered ourMCotis: If you do a very simple graph, which we did
industry it does not seem to do as well as it should,in the UK report, and take the European countries,

those who have a low employment rate have high but there you are. I have spent 40 years looking at it.
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MCotis:—restrain at some stage. It was quite visibleQ555 Lord Sheppard of Didgemere: I am a non-
before and after. You do not need econometrics. Youretailer and I have been supplied from the US and
just need to look at the experience.France and the UK. You can see, as has been

happening in Poland, to give just one example, how
Q558 Chairman: That is a very interesting andsuccessful some British and some French retailers
fascinating note on which to end, so thank you forhave been, so they must be fairly eYcient.
that. We have kept you longer than we should haveMCotis: Oh, they are, but at least in the case I know
done but that was for the obvious reason thatwewerebetter, which is France, the change of law did matter.
extremely interested in what you had to say. It hasIt is measurable. It led to a slowdown in the
been a great pleasure to welcome you to us. I hope itdynamism of the system.
is the first of many meetings.
MCotis: I was delighted and very impressed because
when I read the names of the members of the

Q556 Lord Oakeshott of Seagrove Bay: If you look committee I was afraid, with all these famous
at Germany, it is more restrictive than here. textbook authors.
M Cotis: We have the French experience because we
have a relatively free and thriving sector to start with Q559 Baroness O’Cathain: And now you have met
which we decided to— us you are no longer afraid!

M Cotis: I am still afraid!
Chairman: Thank you very much for coming,
M Cotis.Q557 Baroness O’Cathain: Rein in?
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Present Barnett, L Sheldon, L
Elder, L Sheppard of Didgemere, L
Peston, L (Chairman) Vinson, L
Roll of Ipsden, L Wakeham, L

Examination of Witnesses

Witnesses: Mr Brendan Barber, General Secretary, and Mr Ian Brinkley, Head of the Economic and
Social Affairs Department, TUC, examined.

Q560 Chairman: Welcome to their Lordships’ Government’s fiscal stance, the Government’s Pre-
Budget Report, the material published around theHouse. I am not sure how many TUC General

Secretaries we have got through since this time of the Budget itself, so I am not sure we can see
any immediate advantage from a new publication. ICommittee started!

Mr Barber: “Got through” in what sense! am not quite sure exactly when in the economic
timetable it would add any particular value.Chairman:Wehave got through thembut they all rise

to higher things, if there is such a thing as higher
things.We have not destroyedmany people’s careers! Q562 Lord Elder: Just on the first part of your
Just two or three preliminary remarks. One is that, as answer, one of the views which has been put to us and
a sign of the times, our meeting will be televised and a number of people have taken is that although it
webcast. We ourselves think that the world audience looks as though things may balance over the cycle, in
might amount to as many as six people, but you fact the next cycle looks as though it is starting from
ought to know that. Secondly, and this will not a very diVerent position in terms of budget surplus in
surprise you given whom you are addressing, if you terms of the cycle coming to an end. This cycle started
could speak slowly, distinctly and loudly, it would be with a very positive budgetary position and it looks
immensely helpful to us and it will also help of course as though that is not going to be the same. Have you
our stenographer. Subject to that, perhaps we ought any concerns about that?
to get down to business. Mr Brinkley: Certainly it makes things a lot tighter

and the Chancellor has far less room for manoeuvre
compared with the previous position, so it is not anQ561 LordElder: I want to start oV on your views on
ideal position to start the cycle. I think the value ofthe Government’s framework for fiscal policy, and in
theGoldenRules, the fiscal rules in general, is at leastparticular the Golden Rule. I would be interested in
you are aware of where you are starting from and youyour views on that. I would also like to see whether
can have a debate at the start of the period ratheror not you think there is any merit in the idea of the
than worrying about it further down the track. IGovernment publishing a fiscal report similar to the
think the rules have proved their worth in the senseInflation Report the Bank of England produces.
you can now predict where the pinch-points are goingMr Barber: Overall, we think the Government’s
to come.approach to theGoldenRule has worked rather well.

It has allowed the Government to borrow more at a
time of slow-down with little reaction from the Q563 Chairman: Two points have troubled us a bit.

One is that one of the benefits of the MPC is itsfinancial markets of any adverse sort. We have seen
higher levels of borrowing of course over themedium independence and that is working incredibly well. If

you had—we said here “the Government” but itterm paying for that additional public investment. I
think one concern that there may have been is that could be an independent body—given the Golden

Rule, which said, “In our judgment, having done thethe diVerence between some current and capital
spending is arbitrary in that the Government might calculations, you are in danger of X billion

overspend”, does that not help the Chancellor hit hisbe tempted to declare spending capital to get round
the strictures of the rule. Our impression is that this fiscal rules because he can say, “It is not me saying

you cannot have any more money, this is anhas not proved a major problem and that the balance
has been struck pretty well between flexibility and independent body” That is what we are asking, we

have no conclusion. Do you have a view on that?credibility; credibility of course being very important.
On the second part of the question, the idea of Mr Barber: I think there is a danger in a sense of

moving to a position where the Government cannotwhether there might be benefit in a fiscal report and
an inflation report, our feeling is that there is a lot of be trusted with anything, so you have to sub-contract

everything out to supposedly independent authorityinformation in the public domain already on the



160 economic affairs committee: evidence

9 March 2004 Mr Brendan Barber and Mr Ian Brinkley

of our suitabilities as they relate to the euro, whenparties, and I am not sure that would be a right
approach. Clearly the Government has to carry they were looking at the use of active fiscal policy in

trying to stabilise the economy. I think doing moreconfidence as well as the other institutions which are
part of our structures now, and the MPC has done thinking around that area for a period when the

relationship between fiscal and monetary policy israther well since it was established, I would say. I do
not think the Government can entirely sub-contract going to be less close, would be a very prudent

decision to make.these judgments to others.

Q564 LordWakeham: I am sure one of the problems Q567 Lord Vinson: Some observers would say that
relative to our rate of inflation, particularly asis that it is highly political. The monetary one is an

academic, solid basis on which everybody can agree, measured by new measurements, the UK short-term
interest rates are really double those of nations withthe fiscal one is at the heart of the political battle.

Mr Barber: Yes. the same inflation rate. Is this a reflection do you
think of using interest rates to a degree to control
economic policy generally, because it is rather oddQ565 Lord Wakeham: That must add to it?
that we should have such a high level of short-termMr Barber: Yes, I agree.
interest rates relative to those in a similar inflationaryChairman: That takes us quite neatly on to our next
position?question.
Mr Brinkley: I think that is true. I think we have to
take account of the relative position of theQ566 Lord Vinson: When the Monetary Policy
economies, in that our economy has clearly doneCommittee was set up there was a view in terms of the
much better than these other low inflationeconomic management of the country we were going
economies. In an economy like Germany, the reasonto have one foot on the accelerator and another one
why inflation is very low is not just because of intereston the pedal, so to speak, between fiscal and
rates but because the economy is pretty much inmonetary management, and many people consider
recession. I think comparisons elsewhere, if you lookthe Chancellor has had a very benign and fortunate
for example at inflation in Italy or France, are similarrun due to a number of happy circumstances. In his
to our own. So you do have to take account of thePre-Budget Report, reference was made to the fact
economic cycle. I suspect the reason why interestthat the fiscal policy might support budgetary policy,
rates tend to be a bit higher here in the short term ishow would that mechanism take place? Are you
probably the eVect of the housing market, whichhappy there is a relationship between those who
clearly must have a major bearing on the way itcontrol the money supply and the Treasury which
influences rates, but also because of the relativemight make that work in good time?
weight we give to monetary policy particularly as weMr Brinkley: Looking backwards, I would say
are moving into the current position where really themonetary and fiscal policy have actually worked
only eVective check on consumption growth is goingtogether reasonably well, in that fiscal policy clearly
to come from the monetary policy area looking overtightened during the boom of the late 1990s and
the next 12 to 18 months.monetary policy was also moving in the same

direction. When the economy slowed down, fiscal
Q568 Lord Vinson: Rather than fiscal policy?policy loosened and so did monetary policy. So up to
Mr Brinkley: Yes.now it has worked quite well, and the arrangements

by which the MPC takes account of the budget
judgments and the Treasury representation within Q569 Lord Sheldon: Is not the main distinction

between fiscal and monetary policy that fiscal policythe MPC decision-making process all seem to have
worked. Looking ahead, it is probably getting a bit is essentially long-term, you cannot adjust it week by

week, but you can adjust the monetary policy weekmore diYcult. If you look at the Pre-Budget Report
and the chart which shows you the fiscal stance, it is by week? So this is the relationship. It is not easy to

see how you can alter that kind of relationship, is it?clearly getting tighter than it was but it is certainly
nowhere near as tight as it was in the boom of the Mr Brinkley: You certainly cannot have to the same

extent the fine-tuning for fiscal policy as you can forearly 1990s. So looking ahead it looks as if monetary
policy is going to do rather more work than it has monetary policy. What we took from the Treasury

study, and you are right it goes through all theperhaps done in the past, and the relationship
between monetary and fiscal policy will become less various options of how you can use fiscal policy to try

and stabilise the economy in the short term andclose. Looking ahead, clearly we need to give much
more thought and attention to exactly how we rejects almost all of them, was the one which

concentrated on looking at variations in VAT anddevelop a more active fiscal policy. I think we were
quite interested in some of the ideas which the possibly also excise duties. Their conclusion was that

you could use that, not to the same extent asTreasury was exploring during the June assessments
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Q572 Chairman: Yesterday’s FT suggested that themonetary policy, to try and stabilise the economy in
the short term, and that is pretty much the only fiscal Inland Revenue were going to do precisely what

you said.policy instrument they thought might be suitable for
that particular purpose. That is the area we would Mr Barber: Yes.

Chairman: We of course also took an interest lastlike them to do some more work on, as they have
committed themselves to, to see how that might work year, which we will come back to this year, in the

whole VAT debate which turned out to be a massivein practice and whether it could give you the degree
of control in the short term which they suggest the amount of money, so they will be closing some of the

fraud loopholes, which is quite a lot of revenueeconomic results would incline towards.
available without changing tax rates. But we will wait
and see on that post-Budget, which is next week I

Q570 Chairman:One of the other interesting points, believe.
not merely the point Lord Vinson mentioned about
the relative levels, is that it looks as if the interest rates

Q573 Lord Sheppard of Didgemere: A subject whichin Europe and the US and so on are still on the
has been dear to the TUC’s heart for many years nowdownward path, whereas it looks as if ours are
is regional policy, and the Government seems to beswitching to an upward path. I do not know whether
taking more active interest in it partly from theyou have any comment on that? I use the expression
Regional Development Agencies’ attempt to“it looks as if”, because it is very early days.
improve local statistics and so on. Have you anyMrBrinkley: The American economy is probably the
general reactions and comments on that and how youmore puzzling of the two, the Fed I think being more
think it will work out?worried about deflation than almost anything else.
Mr Barber: As you rightly anticipate, we have beenClearly there the very powerful productivity eVect of
strong supporters of the case for an active approachthe way the American economy has responded to the
to policy at regional level. There are some prettyupturn must be having some eVect on holding down
deep-seated structural weaknesses, less betweenprices. Elsewhere it largely reflects the diVerences in
regions overall but between the next unit down—the economic cycle, that we are clearly on the upturn,
counties or groups of smaller counties—which arevery strong economic growth coming through,
still pretty persistent diVerences in economicEurope barely at the starting gate. I think that
performance. We welcome the emphasis theexplains a major part of the diVerence.
Government has given through the establishment of
the Regional Development Agencies, through the
work of the Learning and Skills Councils down atQ571 Lord Roll of Ipsden: After the Pre-Budget
regional and local level, and through the resourcesReport the TUC said that the UK economy was set
that theRDAs have been given to try to address someto deliver the rather generous spending commitments
of the issues which are going to aVect their regionalof the Government without any tax increase. Is this
performance longer-term, encouraging better linksstill your view? If it is, does this mean the current
between the university system for example andfiscal stance is compatible with the Government’s
industry within their territory. All of these importantGolden Rule?
networks of relationships which impact on economicMr Barber:Our short answer is yes. Increasingly, the
performance can only really be addressed at regionalbalance of economic commentary supports that view.
and local level and they cannot be delivered fromOf course, in the medium term we do have to see
national level, so we very much welcome the thrust ofwhether the weaknesses we have seen in tax revenues
the Government’s approach in this area andrepresent some kind of structural shift, so if that
encourage it strongly.clearlywas a shift on a structural basis and suggesting

shortfalls on a longer-term basis, that could have
implications in the future for tax rises. But at this Q574 Lord Vinson: Can you tell us why it is regional
stage our assessment would still be reasonably rather than county level? Many universities are very
optimistic, I would say, and we are comfortable with closely associated with their immediate county and
the judgment that the Government has made. One there has been a very strong level of rapport with
specific fiscal measure which we suggested in our research integration and development already
submission to the SpendingReview is the abolition of happening. I do not see why a regional spanning
the new zero per cent corporation tax rate for brings betterment to that economically.
incorporated business, which we think has rather Mr Barber: It is trying to find the right balance, is it
contributed to a boom in self-employment, the not? Absolutely, there are many relationships which
consequences of which I think cost the Exchequer only work locally, they do not work at regional level,
around £1 billion a year according to the IFS. So we they do not even work at county level, but you need
have encouraged the Chancellor to look at that issue a critical mass which makes some kind of sense, and

it seems to me the regions are the right level to lookand consider a change in that area.
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gone through most of the things which are possible,to strive at, where you are able to get a sense of the
range of challenges across the territory and assemble have you anything really new to say now? There are

not many people who do.the means and resources and the programmes which
can potentially make an impact, where necessary at Mr Barber: We clearly have not got it right thus far,
local level. I think it would be far too fragmented to so we have to keep working at it, and I suspect that is
look to structures just down at county level or below the answer on an awful lot of the issues right across
regional level. the range of economic and social policy. It is a
Lord Sheppard of Didgemere: The Chairman will continuing struggle to try and do better than our
probably rule me out of order by taking you to forebears did, I guess.
London— Chairman: A lot of us live here and we do not use this
Chairman: No. Committee as a basis for promoting the interests of

London, which is what Lord Sheppard had as his
sub-text.Q575 Lord Sheppard of Didgemere: It is a tragedy

that between the lot of us—and the TUC have
worked hard on this—we still have massive Q579 Lord Wakeham: I have a question which did
disparities in inner cities versus other areas despite not concern too much our predecessors or previous
that we have a prosperous London which is good in generations. Key countries in the EU are having
the world sense in terms of training, et cetera, et diYculties meeting the Stability and Growth Pact,
cetera. That must apply in other areas of the country and the US has a large fiscal and current account
as well which I would be less familiar with, where we deficit. I wonder if you could tell us what is the
have these huge gaps between the regions. significance of these for the UK fiscal and monetary
Mr Barber: I think that is right. I think London policy.
illustrates some of the points I was trying tomake. To

Mr Brinkley: On Europe, of itself, the fact thateVectively overcome some of these huge disparities
France and Germany and maybe Italy are going towhich currently exist, you would not find the
breach the pact should not have any direct impactsolutions just by operating within a narrow local
because the eurozone as a whole is not in breach ofarea.Many of the things which need to be done to try
the pact. If you were to apply the same fiscal rules weand make a diVerence for the better are city-wide
use in the UK and adjusted the eurozone deficit andinitiatives.
took account of public investment, you would not
conclude there is a big problem for the eurozone as

Q576 Chairman: Just to take the London point a bit whole. There is a problem for particular countries but
further, one of the things which has certainly startled not for the eurozone and not for ECB-wide policy. I
me compared to when I first started economics is that think there is more indirect impact in that clearly the
London now has the largest unemployment rate of Growth and Stability Pact is, if not entirely dead,
any part of the country, which in some ways is rather certainly wounded and the question becomes, “Will
diYcult to explain apart from anything else. If we other countries abide by it?” If other countries start
want to do something about it, there is also the to run up deficits as well, what will be the reaction of
question of who should pay for it since London at the the ECB in terms of European interest rates, and
same time is also very rich. I do not know if you have therefore that must have some implications for our
any views on that? own. The general conclusion I would draw is
Mr Barber: Is Lord Barnett out of the room? certainly to advise the MPC to be cautious about
Chairman: Lord Barnett is out of the room but, as raising our rates until we see exactly what the after-
you know, he has disowned the Barnett Formula! eVects of the reform of the Stability andGrowth Pact

are going to be and how other countries are going to
Q577 Lord Sheppard of Didgemere: The answer is react to that. I think that is a message for caution.
Scotland! Certainly on the US side, the implication of running
Mr Barber: These are issues which bear on resources. these twin deficits which are of huge size must be at
As you say, London has resources, though arguably some point the US economy grows less quickly than
in terms of the overall share of public spending not it has done over the course of the 1990s.Given theUS
necessarily the proportion which reflects the scale of has been a major supplier of growth to the world
the problems they have to tackle. economy, if the US slows down and Europe cannot

pick up the baton, that is another reason for us to be
rather cautious about the way we apply monetaryQ578 Lord Sheldon: In the past 16 years you have

seen Governments doing all sorts of things about policy. In terms of fiscal policy, the Chancellor in the
Budget I am sure will point out that although we areregional policy because there is not only the

economic aspect of it but the political aspect as well. borrowing a lot of money here, it is certainly not very
large compared to the borrowing elsewhere in the G7So this has occupied the centre of much of the

thinking of all Governments in that period. We have and therefore looks rather aVordable and is not going
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taking one reference point and the public sectorto cause any problems in terms of the international
markets. Perhaps a point he will not make but he taking a lower reference point, then forworkers in the

public services that would be a worrying implication.ought to bear in mind is that the reform of the
Growth Pact because of these breaches is actually In introducing the revised index of course the

Chancellor indicated for the purposes of revisions togoing to take the rules in Europe closer to those
operating in UK, and some of the UK rules are pensions and benefits RPI would continue to be the

index which would be referred to as the appropriatemoving a bit closer to Europe’s, particularly with the
adoption of the European inflation target. So if you measure of the actual rise in living costs which

pensioners and benefit recipients need to beare thinking further down the track, that will make
entry into the EMU easier than it would be at the compensated for, so providing that approach is

upheld in the bargaining arena, I do not think it willmoment; in other words the monetary and fiscal rules
come together. be a great concern. If there was an implication of that

gap opening up between the public and private sectorLord Wakeham: That is a very good answer.
to the disadvantage of public sector workers, clearly
there would be concerns.Q580 Chairman: One thing on the infringements of

the pact, if we go back to the early economics of why
we had to have it, there was all this worry about Q582 Lord Vinson: Do you think it is sensible to
countries being profligate on public expenditure, have a measure of CPI which excludes eVectively
inflation becoming a real burden, and all that sort of housing costs?
thing, but in fact, compared towhat some economists Mr Barber: I think the Chancellor has wanted to
were writing about this, the infringements are trivial, bring our indexation arrangements and our reference
are they not? You are talking about tiny fractions points in line with other European Union states, and
compared with the fears people had. that makes sense in terms of preparing the ground for
Mr Brinkley: Given the normal margin of error on the possibility of joining EMU. I do not have any
economic forecasts, these are actually quite small concern with it from that perspective and can see the
beer and it is muchmore the principle which is the big value of it from that perspective.
worry on these things. There is a degree of irony in
that some of these deficits have been caused by

Q583 Chairman: On your main answer, if myunfounded tax cuts rather than people going mad on
pension is fully index linked according to the RPI—the public spending side, which I do not think the
thank you very much—but other workers respond tooriginal thinking behind the Stability Pact was
another index, and policy is being made about oneintended to cope with; the French Government, in
index and not the other and they are imperfectlyparticular, making quite extravagant promises to cut
correlated, do you not get serious economictaxes which it could not properly fund.
distortions which will impede the working of the
economy? Leaving fairness on one side, the economy

Q581 Lord Vinson: The switch from RPIX to CPI will not work as well as it should.
has been interpreted from various view points as Mr Barber: There would be a risk of that particularly
either a mere formality or quite serious. It would be if the diVerence between the two indices was marked
interesting to know the TUC point of view because over a long period. I think the expectation is that it
the CPI appears to lower the rate of inflation, which should come down to around half a per centage point
will have a greater impact on wage bargaining within the next year or two, so the rather large
considerations and the like. Could you tell us your diVerence which is there at the moment between the
views on this? two indices will narrow pretty quickly. So I think
Mr Barber: We are concerned the Chancellor has those dangers in a sense come down proportionately.
drawn attention to the changes in the index and its Chairman: It will be something which our successors
use of the revised inflation target which the Bank has can ask you next year or the year after. Thank you
to address in monetary policy, and has drawn for that.
attention to that change to public sector pay review
bodies. That carries a rather uncomfortable
implication that bargaining in the public sector was Q584 Lord Sheldon: The Monetary Policy

Committee has to weigh up the consequences ofexpected now to take as its reference point the lower
index without taking account of the housing costs changes in interest rates, the consequences for

inflation and also perhaps but not quite so much thewhich are in RPI. In the private sector, a recent
survey of private sector organisations would suggest consequences to the real economy. You are more

concerned with the real economy, as I understand it.that certainly the great majority have used RPI as
their reference point in bargaining, and I think will Could you explain your worries about this, this

relationship between inflation on the one hand andcontinue to expect to do so. However, if there was a
sense of a gap opening up with the private sector the interest of the Monetary Policy Committee and



164 economic affairs committee: evidence

9 March 2004 Mr Brendan Barber and Mr Ian Brinkley

Mr Brinkley: I think you are right in detecting athe problems of the real economy which flow from
that? diVerence between what they do in practice and what

they say in public perhaps.Mr Brinkley: We are supportive of the Bank’s
inflation target, so we are not saying the Bank when Chairman: It is your word “pragmatic” which covers

it. Certainly we asked the related question about thesetting interest rates would simply ignore the target in
favour of the real economy. I think that would just be accuracy of the GDP data and we asked why they

were concerned about that, it turns out the answer isunwise. But what we are saying I think is if you can
meet the inflation target, and clearly we can at the not because they are worried about GDP but it is

again an indicator of possible inflation, which I findmoment, the needs of the real economy should be
paramount. In other words, you should be doing very diYcult to understand, but you are obviously
everything you can to try and support growth and better at this than I am.
employment and in particular be concerned about
the eVects on themanufacturing sector. So we are not

Q587 Lord Sheppard of Didgemere: Talking aboutsaying set aside the inflation target because it might
membership of the MPC, at one stage one had to bedo damage to manufacturing, what we are saying is if
an experienced or qualified, or both, monetarywe can meet the inflation target then you can do
economist to be considered. They are now wideningsomething to support the manufacturing sector.
that scope. You have many excellent economists in
the TUC, apart from the one present, does that mean
we can get nearer to the front bench and findQ585 Lord Sheldon: If there are risks with the real
somebody from the TUC on the MPC?economy or risks with inflation, theMonetary Policy
Mr Barber: What a good idea.Committee goes for the problems of inflation rather

than the real economy? Do you not think that is so? Mr Brinkley: I am not quite sure where the hundreds
of economists are which Brendan has suddenlyMr Brinkley: That may be so. If things got to a very

severe extent then the Chancellor has an override and employed. I think some broadening out of the MPC
if it was seen to be such amajor problem, for example membership would be no bad thing at all. The Bank
if we were hit by a major increase in the oil price and members would clearly have monetary policy
rigid adherence to the inflation target would simply expertise, some of the outside experts would clearly
wreck the real economy, then the Chancellor does have monetary policy expertise, and they are advised
have an override. Secondly, the MPC has tended to by probably the biggest body of monetary policy
be fairly pragmatic in its judgments so far. I think the experts you could consult in one place through the
present Governor, if he saw there was suYcient Bank’s economists, so having some people on there
reason, would be prepared to write a letter to the who can actually interpret what is going on in terms
Chancellor saying, “Inflation has gone over the of the real economy and feed that into the decisions
upper limit of the target, it is for exceptional reasons, of the MPC is no bad thing at all. Perhaps at some
this is what we are doing to get it back.” So at the point in the future we will have representation from
moment, based on their past behaviour, I guess the the TUC and perhaps also representation from the
MPC would act pragmatically rather than take an CBI to try and give that sense of how you interpret
ideological fixation on the inflation target. I hope we what is going on in the real economy and what it
are all going to be proved right. might mean for the future policy. I think that would

be a broadening of the MPC’s experience rather than
threatening their credibility in terms of monetary

Q586 Chairman: It is one of the things we find policy expertise.
puzzling. If you look at theminutes or you look at the
inflation report, or you look at some of the speeches

Q588 Chairman: We have not thought of thewhich are made, it looks as if they look directly at the
question in terms of representation, we have thoughtreal economy, but when we put it to them they are
of it as your other expression, broadening thelooking directly at the real economy, they say, “No,
experience. We have been persuaded—certainly ourno, no, the reason we are doing that is because that
reports in the past have said—we do not regardis an indicator of the possibility of inflation.” As an
anybody as representing the interests of the realeconomist I cannot see the diVerence between
economy and we have not been wrong, but clearlylooking at what is happening to GDP because GDP
someone with direct knowledge of the labour marketmatters and looking at it because if it is going to rise
will throw some light on it. Are you consulted at alltoo quickly it will have an inflationary eVect. I do not
about membership? Has the Chancellor ever said,knowwhether that is your view or not, but I certainly
“What sort of people would you be interested in”?find their desire to stick to what you might call the
Mr Brinkley: Not to my knowledge.religious side of all this as written into the Act

sometimes quite mystifying. Mr Barber: No.
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Chairman: I wear my professorial hat andmark themQ589 Chairman: He has not asked you what you
think of the MPC? out of 10 on their knowledge of economics, but that

is by the way.Mr Barber: Not in quite those terms, I do not think.
MrBrinkley:Wemake clear what we think about the
performance of the Bank and, generally speaking, it

Q595 Lord Wakeham: I was going to ask abouthas done a reasonably good job.
productivity. A major plank of the Government’s
macro-economic policy is to improve productivity.

Q590 Lord Elder: We have been asking all our Do you consider this to be a proper role for
witnesses this question on the minutes of the MPC Government? If so, howmight aGovernment best go
and I suppose, considering some of the answers we about it?
have had, I should start by asking, do you read the Mr Barber: We do think this is very much a proper
minutes of theMPC? Secondly, if you do, do you find area for the Government to pay close attention to. I
them helpful? The suggestion has been put that think it is an area where we have a long-term rather
maybe it would be helpful to have a press conference poor performance compared to some of our major
at the time the decision was announced just to competitors. In terms of our prospects for continuing
position an explanation. Do you think that would economic progress, making progress in this area has
be helpful? to be an essential part of that. We welcome the
Mr Barber: Our feeling on this is rather cautious invitation the Chancellor issued to us and the CBI a
actually. The existing arrangements by and large little while ago to do some joint work to look at some
seem to be working rather well and there could be of themajor issueswhich impact on productivity, and
dangers in making changes. The minutes represent a we managed to produce a joint report looking at
pretty full account of the deliberations within the investment, innovation and best practice in a number
Committee and a pretty careful exposition of the of areas and skills. We thought that was a useful
reasons for their ultimate judgment. Journalists come initiative and a number of things did flow out of that,
to press conferences looking for stories, and stories including some decisions on tax arrangements in
arise out of infelicitous phrases and expressions respect of research and development and so on which
which may not fully capture the full range of we think are a useful by-product from that. From the
considerations which the Committee had in mind in TUC’s perspective, we certainly have supported
reaching its decision and so on, and feeding that much of the Treasury’s analysis of the kind of under-
dimension into the media I think would have more pinning factors which impact on our productivity
dangers than benefits really. So I think our instinct performance, but we think one area where perhaps
would be to stick with the existing arrangements the Government under-values the issue is if you like
which seem to work pretty well. the factors which impact on work place culture and

organisational arrangements, and in particular we
would like to see a greater emphasis on supportingQ591 Chairman: The new Governor echoed some
eVective work place arrangements for informing,remarksKeynesmade a long while ago, that he wants
evolving and consulting workers. We think there isthe MPC to be regarded as very dull, in other words
powerful evidence which suggests if you want to lookin your words there will be no stories and if you have
for what are the characteristics of high performancethese press conferences and journalists say, “What
work places, high performance in work placewent on”, he would say, “Nothing”.
relationships and investment in skills are crucial toMrBarber:Absolutely. This is an area where dullness
the overall prospects for organisations succeeding inhas its virtues.
delivering high productivity performance. I was
struck by a report a couple of months ago issued byQ592 Chairman: I was not clear in your answer to
the Work Foundation which looked at a range ofLord Elder’s question. Did you say you did read the
organisations looking to identify the characteristicsminutes?
that were associated with high performance inMr Brinkley: Assiduously.
productivity terms, and one of the key conclusions
which came out of that Work Foundation Report

Q593 Lord Wakeham: That puts you very high on was the very positive correlation between good
the list! productivity performance and eVective work place
Mr Barber: And I read them too but not as representation, including formal trade union
assiduously as Ian! recognition. So there is an issue here about work

place relationships which I think is sometimes rather
under-valued and under-recognised. Certainly one ofQ594 Chairman: We have had some very senior
our hopes for the new information consultationeconomists who say they do not read them.
requirements, which will come into operation fromMr Brinkley: I find them pretty informative and

helpful, I have to say. next year onwards as a result of the European
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Q598 Lord Vinson: Thus far.Directive in that area, is that will provide a spur to
more attention in more work places to these issues of MrBarber:—in our overall working hours. There are
relationships; relationships which really demonstrate a number of reasons for that, including this provision

we have in our regulation for individuals beingthat people at work are valued, have proper
allowed to opt out of the normal arrangements. Onopportunities to be consulted and involved, proper
your point about flexibility, yes, of course there doesinvestment in their skills.
need to be flexibility, but within the terms of the
Directive there are considerable flexibilities which are

Q596 Lord Wakeham: Would you draw any possible, including in the reference period over which
distinction between the public and private sector in you would look at average working hours and
this area? variations by collective agreements and so on. So my
Mr Barber:No, I think those underpinning points of response is we still have not got the management of
emphasis which I am trying to get across are working time right and too often overtime is a rather
absolutely relevant to both the public and private clumsy safety valve for poormanagement rather than
sector, whether one is looking to deliver higher anything better than that I fear.
quality services in the public sector or higher Lord Sheppard of Didgemere:The Chairman will rule
productivity in the manufacturing context. this out of order because he will say I am making a

statement—
Chairman: Start with, “Is it true that—”!

Q597 Lord Vinson: Having been in manufacturing Lord Sheppard of Didgemere: Do you agree with the
business myself I know that overtime is the following! I want to declare some bruises in the sense
mechanism which helps us bring supply and demand that I was 20 years in the motor industry in the 1960s
into balance, because your existing workforce and 1970s. I am not willing to allocate which was bad
working overtime meets the peaks in demand, if that management and which was union practice but
demand stays constant you are going to be willing to between us we certainly messed it up and gave an
take onmore staV, you take onmore staV, you satisfy open goal to the Germans and Japanese and a few
the customers and business grows. Any limitation to others. Would you agree that a lot of productivity
the flexibility of overtime—voluntary overtime, I nowadays depends on the idea that somebody up
stress—from the workforce I know would be very there knows the answer, which is completely old
much resented at workforce level who like their fashioned, and most of the answers are with the guy
overtime, and it would have a very adverse eVect I who is actually doing the job and it is all about
believe on productivity because that flexibility in inspiring those actions? It is a culture of continuous
meeting supply and demand would go, which is a improvement, and it is also people working as teams
critical part of obtaining business and holding it. rather than individuals. My only concern with what
Have these thoughts struck you? you were saying, and I was going to ask the question,
MrBarber:They certainly have, and one or two other in the private sector do you think we have come a
thoughts have struck me as well, including the fact long way on productivity and the issues between
that we have a rather long hours culture in Britain. unions and businesses? I guess one of the problems is,
British workers work amongst the longest hours in in the same way that management can mess that
Europe. We manage working time rather badly, I process up by thinking they have to manage
would say, not only the paid overtime you refer to, everything, so can union representatives, because it
where there is a lot of evidence that although of would be better if the union representative or union
course there are people who rely on the overtime pay oYcials and the management were concerned about
they currently get on a routine basis, even amongst getting the right culture and letting the guys get on
that group there are a lot of people who would still with the job. Obviously there have to be proper wage
like to work fewer hours even recognising that may rates and hours and so on and they have to be
cost them in their pay packet, but of course also we negotiated. Does that bear any resemblance to
have the wider problem of people doing huge anything, in your experience?
amounts of unpaid overtime, in all sorts of areas of Mr Barber: As you have informed me this is being
work, in all sorts of diVerent occupations. The impact televised, you cannot expect me to concede that any
of these long working hours is very damaging to union representatives are less than absolutely perfect!
health, to family relationships, in a whole range of Having said that, we have done a lot of work looking
ways. I have the impression that the Working Time at in practical ways trying to support unions and
Directive was somewhere in your mind when you employers who are looking to move towards the high
asked me the question. Thus far I would say the performance model which is based on work place
Working Time Directive has had a very modest relationships and best practice. There is no doubt
impact and it has not produced any significant that some of the most impressive initiatives, where

there has been some real change, have flowed out ofreduction—
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policy and partly our ability to compete, and somecircumstances where in a sense on both sides, to use
an old fashioned and in a sense in the context of this of the things we have just been talking about. How

would you put weightings on these? An impossibleanswer slightly unfortunate phrase, people have
stepped out of their normal roles and been prepared question.
to take risks and act as real champions for change, Mr Brinkley: I think macro-economic policy
looking to approach issues in new ways, perhaps probably takes the lion’s share in terms of how both
thinking of new ways about how the relationship is employment has grown and how living standards
managed, new ways in terms of institutional have risen. The fact the economy has not got out of
structures. That is what is sometimes needed to make control, that it has delivered stable and low inflation
a diVerence. over a number of years has helped to sustain a very
Chairman: On the unpaid overtime issue, one of the strong employment performance, and that I would
things which has always intrigued me is that in any give the most weight to. What has also helped has
organisation one has been part of there are always been the Welfare to Work and NewDeal policies on
people who do more work and people who do less the labour market. They have helped get more
work, and everybody knows who they are but people back into the labour market than would
because of the culture somehow it works. One of the normally be achieved through the normal market
things which has always puzzled me, and I have not mechanisms. What has been significant in recent
been that kind of mug, is that those who do more times is that there have been more inactive people
work still get no recognition, in other words the next drawn out of economic inactivity into the labour
time round if anything they are less likely to get market than from unemployment, and that does
promoted. Certainly in universities that seemed tome suggest these policies around the edge have had
to be the case. People who have the sense of duty that some eVect. I think that helps keep supply and
they cannot go home until they have done the job demand to balance in the labour market and that
properly are there waiting to be exploited. has been very helpful. Thirdly, I would say greater
Mr Barber: In some circumstances I think that is a competition in product markets, both domestically
very accurate description of the position they find and globally, so inflation is low pretty much
themselves in, but the particular concern we have is everywhere, and when inflation is low by and large
that there are too many work places in which there is wage bargainers tend to act pragmatically, they tend
a relentless pressure on people that can lead to this to assume that inflation will be low in the future and
kind of performance which I thinkCaryCooper from therefore they set their wage demands appropriately
Manchester described as “presenteeism”, that to and consistent with a steady growth in the economy.
score marks with the boss you have to be seen to be So all those things have been important, I would
doing extraordinarily long and inappropriate hours, givemost tomacro economic policy, followed by the
even if the contribution you are making by Hour 12 labour market policy and then greater competition
is probably minimal. in product markets.

Q599 Chairman: Or negative. Q602 Chairman:One reason I was keen to have the
Mr Barber: Absolutely, or negative. So we have a question is that if we had been here 30 years ago,
major challenge as to howwe change that culture and both in the Lords and on this Committee, we would
how we constructively apply pressure on the have asked the TUC about almost nothing but the
managers and employers to think about this issue rate of money wages. What is interesting is that we
and how they organise work. That is what we have have had to artificially put wage growth into our
not quite managed to do and which at the moment questions in order to get it in at all. Do you attach
the Working Time Directive has not managed to do; any significance to that? Are we getting it wrong or
it has not managed to get too many people seriously is the rate of rises in money wages currently not a
thinking about how we deliver that change. central problem?

Mr Brinkley: I do not think it is a central problem,
Q600 Lord Sheppard of Didgemere: Does not team Chairman. It is perfectly consistent with the inflation
working in the broadest sense deal with some of that, target, it is helping to sustain consumption and
because the person who is dragging their feet will be growth in the economy, so it is helping to drive up
“disciplined” by their own colleagues? living standards. At the moment it is not a problem
Mr Barber: Absolutely, and peer pressure is a very and I think one of the more remarkable things is how
strong factor in a lot of circumstances, yes. the growth in money wages has stayed remarkably

stable between 4 and 5 per cent without really
changing very much and for most years is a ratherQ601 Lord Sheppard of Didgemere: Wage rates
boring statistic to look at. That I think has been a bigand living standard improvements and low
change from the position we saw in the 1960s andunemployment, which we have had certainly

recently, partly relate back to macro-economic 1970s.
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awful lot of trade union members. I think there areQ603 Lord Sheppard of Didgemere: At times we
lapse back into talking about manufacturing. Are wider issues in terms of our overall economic health

that are important too.there people in your membership in manufacturing
and services, because a lot would be oYcer workers
within the manufacturing sector? Q606 Lord Sheldon:Do you think that your concern
Mr Brinkley: I am not quite sure of the question. is mirrored by the Government’s concern?

Mr Barber: I think there was a period during the first
term of the Government when there was a concern inQ604 Lord Sheppard of Didgemere: How does your

membership break down? Service industries must be the trade union world. There was the impression of a
romantic aVection for the idea of a new modernisedvery important to you and clerical oYce workers

must be very important to you, whereas we tend to dotcom economy that was, I think, undervaluing the
importance of manufacturing. Partly as a result ofstill think of the TUC and trade unions as in the

manufacturing industries, but nowadays that is much some of the representations that we have made, I
think that played a part, to be fair, I think theless so.

Mr Brinkley: Yes, and there has been a huge rise in Government has given much more attention now to
measures to try to support manufacturing and hastrade union membership amongst professional

workers. In many ways the occupational structure explicitly devised a manufacturing strategy for the
first time. I think there has been a serious eVort toreflects the modern workforce. Sometimes it is

something we have to come to terms with but it does look at some of the longer term issues that impact on
the potential health of themanufacturing sector, a lotbroadly reflect modern jobs.
of emphasis in the work that the RDAs have been
asked to undertake looking at the needs ofQ605 Lord Sheldon:We have seen the growth in the
manufacturing around the regions and so on. Oneservice sector and with my background in the
important issue that wemade representations on thatmanufacturing sector I have regretted the relative
impacts on the fortunes of manufacturing, fordecline in manufacturing. How do you see this
example, is the extent to which our publicchange in the economy—services up and
procurement budget arrangements operate tomanufacturing industry down relatively?
provide the best opportunity for BritishMr Barber: We are concerned about it. For
manufacturing to win orders in the order books ofunderstandable membership reasons manufacturing
British manufacturing firms. We have to have properis a part of the economy where the trade union
concern for European competition rules, of course,organisation has traditionally been pretty well
but even within those constraints we think that is anestablished. Understandably there are concerns from
area where potentially more could be done to helpmany of our aYliated organisations. Looking at our
encourage British manufacturing. That is anotherrelative performance in manufacturing to the rest of
area where there has now been a response fromEurope, since 1995 the manufacturing output in
ministers and a serious eVort to see whether theBritain has grown by 2 per cent compared with 18 per
arrangements in that area can be improved tocent in the eurozone and 23 per cent in the United
support manufacturing. I think the GovernmentStates. Employment in the eurozone in the
have taken a much livelier and properly constructivemanufacturing sector went up by 3 per cent between
interest in the concerns about the manufacturing1997 and 2002 compared with a fall of nearly 12 per
sector in a way that perhaps was not the case a fewcent in the UK. Our relative performance in
years ago.maintaining and developing the manufacturing

sector is really rather poor. I think two particular
concerns we would have about this relatively poor Q607 Lord Vinson: You do not think that because

we have an inflation policy and not an exchange rateperformance in manufacturing is, one, the
importance of the R&D that is undertaken in the policy in terms of our monetary system that we have

neglected the huge eVect that an overvalued exchangemanufacturing sector, and 18 per cent of our R&D
eVort is in the manufacturing sector, so with a rate has on the purchasing which in parity terms is

something like 17 per cent overvalued against thecontinuing weakness in manufacturing we will pay a
price in that area, and, two, our trade deficit is a dollar currently? This makes it extremely diYcult for

even high productivity firms to compete. It ismanufactured trade deficit in particular as well and if
that persists that will impose quite significant reflected in our short-term high interest rates which

makes the pound very attractive which in turn keepsconstraints on our economic performance more
broadly. I think there are important reasons why we the pound up. You could argue in the broadest sense

that manufacturing has had to pay the cost for ahave to be concerned about the extent of decline, the
very strong concerns that our aYliated organisations housing policy which is land rationing. It is a long

route round but land rationing is probably one of thewill understandably have about the continuing
decline of jobs month by month impacting on an reasons that we have high interest rates and the
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the exchange rate up and, unfortunately, we had tomanufacturing sector is suVering. I get the feeling
that these things simply are not talked about enough wait for the Barker report for this to be addressed.

We were thinking about this some time ago becauseand we are now so wedded to an inflation rate policy
that we forget that there are other long-term aspects we were making exactly the same connections that

you have made.of our economy which are suVering, and you
drew the comparison with Europe where their Chairman: That nearly brings us to an end but my

colleague, Lord Sheppard, has one general questionmanufacturing sector is growing, or not shrinking as
fast, and therefore they have much lower interest to ask which I have given him permission to do.
rates and, in a sense, up to now have had a much
better managed exchange rate policy. Q608 Lord Sheppard of Didgemere: Thank you for a

very comprehensive input but are there some aspectsMr Brinkley: I think the exchange rate has been very
important in explaining some of these diVerences. I of economic policy that you are burning to give us a

quick lecture on which we have not given you thethink it is more reassuring that the exchange rate has
now come to a rather more sustainable level against chance to do?

Mr Barber: I think we have covered it verythe euro, although it is clearly strong against the
dollar. I would be more worried about the rate comprehensively, to be honest, very, very

comprehensively.against the euro, because that is where we do most of
our trade and the sort of markets we have got in the
United States tend to be more high value added Q609 Chairman: It is like a peculiar examination

paper where students are asked as the final thing “Issectors where they are probably less price sensitive
than some of our exports to Europe. The connection there any question we should have asked of you that

you could have given us the answer to?” Thank youto the housing market is absolutely right. We made a
recommendation on this about three years ago, four very much for that, it has been an immensely

interesting contribution. It is a pleasure to have someyears ago, saying that what we wanted the
government to do was to address the failure of the practitioners rather than my more academic

colleagues, much as they are always welcome.housing market because it was one reason why
interest rates were being forced up and hence forcing Mr Barber: Thank you.
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Witnesses: Mr David Walton, Chief European Economist, Goldman Sachs, and Mr Stephen King,
Managing Director, Economics and Strategy, and Global Head of Research, HSBC, examined.

Q610 Chairman: I welcome the two of you. Stephen, people, or is the growth rate decline as much for
other people?you have been with us before, but David, we have not

seen you before. Mr Walton: It certainly has been a factor. In
particular the Monetary Policy Committee tries toMr Walton: Not before your Committee.
keep growth in GDP more or less stable, at close to
trend rate. They found that during the course of 2000,Q611 Chairman: Other committees?
in response to the global downturn, investmentMr Walton: I am adviser to the House of Commons
spending and also exports fell away very sharply.Treasury Select Committee.
Facedwith that, they cut interest rates to try and keep
the consumer going—as indeed the US FederalQ612 Chairman: They have a committee in the
Reserve did. If you like, a necessary evil was that theCommons, do they!
housing market was pumped up as a result. That wasMrWalton: They do indeed, but not as distinguished
quite eVective in keeping consumer spending going.as yours.
Consumer spending growth has subsequently
slowed, although the housing market has continuedQ613 Lord Oakeshott of Seagrove Bay: I have been
to be very buoyant. Obviously, one of the big issuesgiven the first question, which is the one the
going forward will be that as these other parts of theChancellor would like to be given tomorrow: what do
economy now recover, can you manage a moreyou consider to be the main strengths of the economy
modest period of consumer spending growth, whichcurrently?
almost necessarily will mean a rather weakerMr Walton: The main strength, from my perspective
housing market?is just how resilient the UK economy has been in the

face of what has been not the most severe of global
downturns, but nevertheless quite a sharp global Q615 Lord Vinson: Can you explain why our short-
downturn since 2000. You can see, for instance, that term interest rates are roughly double the
the worst that the annual growth rate in GDP ever comparable rates where other countries have an
got to was 1.4 per cent, whereas in most other inflation rate half of ours? Let me put it more clearly.
countries, most other parts of the world, growth at Our interest rates are disproportionately high relative
some point went into slightly negative territory. The to our rates of inflation, compared to other countries.
resilience has to be one of the strong points. My Is this because we are trying to keep a cap on the
reasoning behind that is that the policy framework, housing market, and does that have an eVect, as a
whichwe are talking about today, is quite a good one, trade union member put it to us last week, that
and that theMonetary Policy Committee of the Bank because high interest rates keep the pound higher
of England has been very alert to reacting quickly to than it otherwise would be, we are sacrificing the
global slowdown. I think that fiscal policy, quite internationally exposed sector on the altar of the
fortuitously as it happened, kicked in at the right time housing market?
to provide some support for economic activity. That Mr King: This goes back to what David was saying
would be, for me, the main strength of the economy. about the Bank’s desire to support consumer

spending over the course of the last two or three
years. It is quite easy to persuade consumers toQ614 Lord Oakeshott of Seagrove Bay: How far are

you concerned that that has been supported by a borrowmore by cutting interest rates. It may bemore
complicated trying to prevent consumers fromrational exuberance in the housing market and the

borrowings and the extra consumer spending? Is that spending quite so much in the future, and it is quite
clear that the Bank of England over the course of thea big factor in stopping us decline as far as other
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Mr Walton: I have a couple of things to say on that.last fewmonths has raised interest rates in part aimed
at the overheating of the housing market and the One is that although the savings ratio is low, it has

been very stable in the UK for the last three or fourstrength of consumer spending. The diYculty here is
that you have one particular policy instrument, years. There has often been a lot of talk about a

consumer boom, whereas in fact unlike the period ininterest rates, designed to hit not only the inflation
target but also to achieve some kind of balancewithin the late 1980s, where you did have a genuine

consumer boom, where people were spending far inthe economy. It is not clear that you can do both at
the same time. The diYculty at the moment is that excess of their incomes, this time round it has been

much more matched by growth in incomes,whereas when times were quite weak you had a
simultaneous loosening of both monetary and fiscal particularly in the last few years. The other point is

that we are in a very low inflation environment thesepolicy, currently we have a tightening of monetary
policy coming through, but very little evidence days; and so it is also the case that inflation is not

eroding away the value of savings to the same extentof a tightening of fiscal policy. Under those
circumstances, it is likely to mean that you put more that it did during the ’70s and ’80s. There is quite a bit

of evidence that people had to maintain higherburden on the exchange rate than would otherwise be
the case. If you had two worlds, one of which had savings ratios during those higher inflation periods

just in order to stand still, to protect the value oftighter monetary and fiscal policy, one of which
simply has tightermonetary policy, while trying to hit savings they already had. Once you adjust for

inflation—and the Bank of England has done a bit ofthe same inflation objective, it is likely in the second
world you are going to end up with interest rates work showing inflation-adjusted savings ratios, the

situation does not look to be that extreme. Probablybeing higher, in which case the exchange rate will also
be likely to be higher than otherwise would be the the savings ratio is a bit lower, and that is partly a

function of the policy choices that have been made tocase. In other words, the interest rate tool is quite a
blunt instrument to deal directly with the consumer support the economy in the face of the global

slowdown. That will probably reverse itself. I do notand housing market without at the same time having
a potentially negative consequence for the exchange think it is at the kind of worrying levels of the 1980s.
rate and for exports.

Q618 Chairman: If people have a target on ratio, and
it is more or less at the target level, which one wouldQ616 Lord Vinson: Does that negative consequence
assume given the housing boom cannot be far oV,worry you?
then the savings rate should be relatively low andMr King: I think one has to see how the data
stable. In otherwords, there is nothing peculiar aboutprogresses over the course of the months ahead.
the current state of aVairs.Essentially it is a worry because one of the things we
Mr Walton: Indeed, if you look at net financialtend to look for under these circumstances is a
wealth, so excluding the housing market, which hasdeterioration both in industrial activity and also in
obviously gone up, but look at financial assets less allthe trade figures. It is fair to say that in the course of
the borrowing that people have taken on, that ratiothe last few months we have seen both of those
of net financial wealth to disposable income iscoming through. There is some evidence that the
running very close to the average level we have seenattempt to try and wean consumers oV debt is instead
over the past decade or so. It is true that people haveeVectively weaning importers from elsewhere in the
taken on more debt, but the other side of theirworld oV UK exports.
balance sheet, the asset side, even excluding the
housing element, is looking in reasonably good

Q617 Baroness O’Cathain: What worries me about shape.
all these discussions is that everybody seems to avoid Mr King: It is fair to say that this is not just true of
or just ignore the savings ratio. Many years ago, the UK; it is true of the majority of other countries in
when I first started doing economics, it was very the course of the last 10-15 years: savings ratios
important. At the moment it is lower than it has been generally have come down quite considerably over
for many, many years. Does that not worry you, in that period of time. It is the issue of the magnitude of

the decline rather than the decline itself that is takingterms of encouraging consumer expenditure which
encourages, if you like, activity in the market; or is place. It is quite clear that because the Bank of

England deliberately targeted consumers as a way ofthe savings ratio—because people are saying there is
no point in saving and they are putting their money trying to keep the economy going, one might say that

the savings ratio is lower than would otherwise be theinto housing—and if so how dowe reverse that trend?
It also does not help that having had low interest case in the absence of the changes of policy that took

place over the last two or three years; but that boilsrates does not help the requirement to save. I fear that
that is a worrying trend. down to a question of whether those changes in
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with theUK is that you have the investment strength;policy themselves were the right things to have done
at that point in time. you apparently have a very flexible labour market,

but the productivity gains that have come through
are not anywhere near as strong as one might haveQ619 Chairman: Stephen, can I take you back to
expected, given the US experience. The supply side isyour answer to Lord Vinson. Implicit in Lord
an area I would have some questions about. OneOakeshott’s question, “what is good about the
issue that I guess the Committee wants to discuss iseconomy?” is the question: what is bad about the
the balance between monetary and fiscal policy overeconomy? I was not clear whether you were saying to
the medium term.Lord Vinson that sterling is overvalued—referring
Chairman: We will come to that in a moment.back to your own article on Monday on this, leaving

out the references to Chelsea and Arsenal?
MrKing: I can discuss those as well if youwishme to! Q621 Lord Wakeham: I learned a long time ago not

to ask a question if I did not know what the answerI should admit I am a Chelsea supporter.
was, but I am going to ask this question, although it
is always a risky thing to do. High interest rates,Q620 Chairman: I guessed that. There are other
relatively high exchange rates: is there any substanceviews! More seriously, what about the weaker side,
in arguing that the eVect of that is that it has beenparticularly the exchange rate?
relatively helpful to those industries which we areMr King: The diYculty here is that whereas one
relatively good at such as financial services and thingscan say that fiscal and monetary policy works
of that sort, and relatively bad for manufacturingsymmetrically during the down phase, it is not clear
industry, which, compared to a lot of the world wethey are working symmetrically during the up phase
are not likely to be very good at for a considerableof the economy. Consequently, it is more likely under
length of time? In eVect, it has had a beneficial eVectthese circumstances that you end up with an
on the economy, whether or not that was what wasinappropriate valuation of sterling. It is diYcult to
intended.provide precise measures of this, but one thing I
Mr Walton: I tend to agree with that. The exchangewould note is that in the past foreign exchange
rate does look strong by any kind of historicalstrategists typically assumed that when the euro is
measure. The real exchange rate is high compared toparticularly strong against the dollar, sterling tends
its historic average. However, you have to weighto trade somewhere in between the two; whereas
against that the fact that the UK economy has beenrecently sterling has been moving up in line with the
a very good performer relative to other economies,euro, rather than falling against the euro but rising
particularly relative to the rest of Europe. What hasagainst the dollar. There is some evidence from that
happened—and part of the story during the 1990s—that sterling is behaving somewhat unusually
is that the financial services sector did perform verycompared with what has happened in previous
strongly, and that was part of a global financialepisodes. As far as other weaknesses are concerned, I
markets phenomenon; and the exchange rate in athink there is a potential weakness within the policy
sense was having to rise to make sure that theframework itself, specifically that the inflation target
economy as a whole did not overheat, as a way ofis a very clear and transparent target, but it does not
helping to transfer resources eVectively frompay much attention to the balances or imbalances
manufacturing into the services sector, so that thewithin the economy. It seems to me that the Bank of
economy overall is growing at a pace that the supplyEngland itself is perhaps adopting a gradually more
side could cope with. If you had tried to hold theflexible approach to the target in the light of the
exchange rate down artificially in that environment,imbalances that have developed and in the light of the
we would have ended up with much more inflation instrength of the housing market. As the Bank does
the economy. The fact that the exchange rate appearsthat, it becomes a little less transparent as to what is
high and yet the economy has performed very well, athappening under the policy itself. The supply side
least should make you question whether or not theperformance of the UK has not been particularly
exchange rate is overvalued. Maybe it is on a long-impressive. One way to look at this is to compare the
term basis, but it is hard to make that case over anyUK with the US in the same way you can compare
kind of short or medium term.the US and Europe, because in the US you had very

strong investment in the second half of the 1990s and
a productivity boom, which is associated with the Q622 Lord Wakeham: But inevitably damaging to

manufacturing industry where we are not relativelyidea that not only do you have capital spending but
you also have very, very flexible application of that in good at—

Mr Walton: Absolutely, and manufacturing, whichthe labour markets. The argument in Europe is that
you have the strength in capital spending but because has been declining as a share of GDP in the UK since

long before I was born—and that is true for allof the lack of labour market flexibility you did not
actually achieve the productivity benefits. The puzzle developed economies—has essentially been flat in the
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still easing at the moment—and I guess this isUK since 1995; and yet the economy overall has
grown at close to a 3 per cent rate. It would be very Stephen’s point, that it is not clear whether monetary

and fiscal policy are quite acting together as theyhard to argue that the economy could have grown
faster than that over that period. So if in some way should. What is also clear is that the Chancellor has

used up all of his room for manoeuvre within theyou were going to try and get manufacturing to do
better, somehow youwould have needed to have held fiscal rules, and if anything going forward fiscal

policy is going to have to tighten. So to the extent thatback financial services. If it is the case that we have
some kind of comparative advantage in the UK in we are in a phase of the cycle where monetary policy

is also being tightened, it will probably not be verythat sector, then you would have ended up arguably
with some kind of misallocation of resources. long before we see fiscal and monetary policy acting

together again.

Q623 Lord Sheldon: In regard to the relationship
Q624 Lord Sheldon: One advantage that monetarybetween fiscal and monetary policy, how can fiscal
policy has is that it is essentially short term. You canpolicy support monetary policy? What is the
deal with it almost on a week-to-week basis, orrelationship that you see?
certainly month-to-month basis; whereas fiscalMr Walton: The first thing is that there are
policy is essentially long term, and so the two have tomechanisms in the economy—the so-called
be married in rather diVerent ways. How do you seeautomatic stabilisers—that meant that fiscal policy
that?would naturally tend to support monetary policy
Mr King: There is a degree of confusion about whatduring the course of the economic cycle. In other
the Government’s intentions are on the fiscalwords, when the economy is growing quite strongly
framework in particular. Is it a series ofmedium-termand presumably interest rates are going up in order to
objectives or is it alternatively something which ismake sure it is not growing too strongly, youwill tend
looked at from the cyclical point of view? The way Ito find in those circumstances that tax revenues are
put this is that, as David says, it was fortuitous thatmore buoyant; social expenditure tends to be
fiscal policy has loosened over the course of the lastsomewhat lower; and unemployment is lower. You
two or three years. That has been rationalisedtend to see the budget deficit naturally tending to
subsequently as a decision that was made at the timecome down as the fiscal position improves. In that
appropriately, whereas in fact it wasmore amatter ofsense, the fiscal side of things is providing some
luck that fiscal policy loosened over that period ofsupport. The way the Government’s fiscal rules are
time.What is unclear at this stage is what are the rulesset up, it should allow these automatic stabilisers to
by which the Treasury will decide to tighten fiscalwork fully over the course of the economic cycle. The
policy over the course of the next few years, relativerules are set with the kind of medium-term objective;
to the fact that there are very strong medium-termthe current budget has to be in balance or in surplus
commitments to public spending plans and also to,on average over the cycle, but it does not matter if in
for example, not raising the rate of income tax. Iany one particular year you run a surplus or a deficit.
guess that comes to an end at the end of thisThe idea is that you should run a surplus in years
parliament because at that point there is much morewhen the economy is above trend, and you run a
flexibility for the current Government, should it windeficit in years when the economy is below trend. In
the next election, to change income tax rates, if itthat sense, fiscal policy is providing a little bit of a
wished. For the time being at least there is acushion to what is going on elsewhere in the
constraint on the tax side and a constraint on theeconomy. That is the main way in which fiscal policy
spending side, and consequently it is the borrowingsupports monetary policy. Obviously, if you have
amount itself which is fluctuating perhaps more thansome further room for manoeuvre and if you think
one might expect.about what happened during the global downturn,

you had had a situation where, when Labour came of
oYce they stuck to the Conservative spending plans Q625 Lord Barnett: I refer Stephen again to his
for the first two years, which were extremely tough. article on Monday, leaving aside the headline, which
The budget was in a pretty substantial surplus in 2000 I assume you do not write yourself—
and the Chancellor decided that within his fiscal rules Mr King: I do not, no.
he could increase public spending quite substantially.
Those public spending announcements were made
long before we knew that the world economy was Q626 Lord Barnett: “Brown the tinkerman risks
going to turn down, and that was my point about fiscal own goal”. You finish oV your article by
fiscal policy being in a sense fortuitous. What suggesting the Chancellor’s fiscal approach could be
happened therefore was that during the global leaving us with an asymmetrical and unstable
downturn we just happened to have a situation where situation. What I am not clear on is that if that is so,

what you are suggesting we should do.fiscal policy was being eased quite substantially. It is



174 economic affairs committee: evidence

16 March 2004 Mr David Walton and Mr Stephen King

Mr Walton: I wanted to say firstly something generalMrKing:There are a series of asymmetries within the
about the Government’s fiscal rules. What you wantfiscal policy itself, and it is also a potential risk in
really is a fiscal framework that delivers you a soundterms of the relationship between fiscal andmonetary
fiscal position through time, which enables you topolicy. On fiscal policy itself, there is evidence to
react flexibly to the economic cycle. That is, in a sense,suggest that the Chancellor—when there is an upside
what this fiscal framework does give you. It may notbias to growth, he assumes that that is a permanent
be perfect by any means. There is nothing really thatshift upwards of the level activity compared with the
says you must stabilise the debt ratio at 40 per cent.case previously. He therefore assumes that revenues

are permanently higher than previously; whereas if
there is a downside bias to growth, he tends to assume Q628 Lord Vinson: It is good old contra-cyclical
that that implies just a change in the output gap; in stuV.
other words, it is a temporary loss of revenues, which MrWalton:Yes, but there is no economic theory that
will bounce back fairly quickly. That combination says 40 per cent is the number that you must have;

you could have chosen 30 or 50. Similarly, there isgives an upside bias to revenue projections which,
nothing that says youmust run a situation where youover the medium term, may not be appropriate. The
only finance investment through borrowing, and yousecond thing, which is the key part of that article, is
finance all current spending through taxation. If youthat if fiscal policy works in tandem with monetary
adhere to these rules broadly through time, theypolicy during the downside, but does not work in
certainly deliver you a sustainable fiscal position, andtandem with monetary policy during upswings, there
if you allow these rules to operate over the cycle, theywill be increasing signs of imbalance coming through
certainly allow the automatic stabilisers to work. Mywithin the economy. David makes the point that he
own feeling is that the Government has in a senseexpects to see fiscal policy tighten at some point over
made a bit too much of these rules. It has almostthe course of the next one or two years: under those
become a situation where, if they are breached evencircumstances, some of that asymmetry will be
by a very small amount, that will be deemed as areduced. In my view it is clear that asymmetry exists
major economic failure; whereas, clearly, if the Bankcurrently. One of the risks with that is the fact that
of England were to miss its inflation target by a veryyou tend to see a strong exchange rate and potential
small amount, nobody would raise an eyebrow. It isdiYculties of a deteriorating trade position,
a little bit unfortunate that we have got into thatcombined with continued quite strong housing
situation, but the basic premise that you financeactivity and consumer spending. It leaves the Bank of
investment broadly through borrowing, and youEngland with a dilemma. If it continues to worry and
finance current spending through taxation is afret about the housing market, does it choose to raise
reasonable rule of thumb to ensure that you will get arates quite aggressively in the short term in the hope
sustainable fiscal position, and that you will get somethat by doing so it chokes oV the housing market and
kind of notion of operational fairness.then causes the economy to slow quite quickly, in

which case any risk of an over-valuation of sterling
Q629 Lord Vinson:You can skate round the outsidewould be relatively short-lived; or alternatively does
of it with PFI, can you?it worry about the potential for sterling itself to be
Mr Walton: You can, in the sense that even if youstrong, and is therefore slow in raising interest rates,
take all of the PFI deals which have been announced,which means that the housing market remains quite
and accumulate the value of those projects; if thestrong and therefore leaves the economy itself to
Government had taken all of those on to its owncontinue with a period of imbalance for much longer
books, you are still only talking about 4-5 percentagethan might be desirable? What is happening here is
points on the debt ratio. Arguably, if you were athat the Bank is being forced to make a diYcult
government that was committed to doing it by thedecision, or a more diYcult decision on what to do
public sector rather than through the PFI, then youwith the timing of interest rate increases because of
would not have said that 40 per cent is the level ofthe lack of support from fiscal policy currently.
debt that you would stop at; you might have said 45
per cent or 50 per cent. You certainly want to make
sure that these projects are delivering what you want,
and that you are not undertaking wastefulQ627 Lord Vinson:You have half answered my next
investment, and that everything ismanaged properly;question, so I would like to go on to this point. How
but ultimately whether it is done by the private sectorshould government investment expenditures be
or the public sector is probably a secondary issue.financed—within the Golden Rule or PFI and there

are all sorts of fiddles on the edges?Do you think they
have got that about right? Q630 Lord Skidelsky:Are you saying that there is no
The Committee adjourned from 4.38 pm to 4.46 pm for a fiscal case here, that you do not get extra investment

under PFI; it is just window-dressing in a sense?division in the House.
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similar for fiscal policy so that the TreasuryMr Walton: That is a little bit stronger than I said.
What I was saying was that in principle, if the formulates a fiscal rule similar to the Taylor rule for
Government had wanted to do PFI projects within monetary policy? I think the idea would be that there
the public sector, it could have done that. It would would be some independent body that would fix the
have meant that the up-front borrowing would have level of taxation that is necessary, although it would
been higher in any particular year, but the rules could not allocate that money between the diVerent
have been designed to deal with that. It may well be accounts of taxes that would raise it. Would it be a
that you think that PFI is a good idea because you are good idea for the government to publish a fiscal
getting private sector expertise in and so on; so there report similar to the Bank of England’s inflation
may be other reasons why you would want a private report?
finance initiative. Purely from the perspective of Mr King: My feeling is that as far as the fiscal report
managing public finances, it is the major is concerned, it already is published in the sense that
consideration. you have the PBR and the budget book itself. Given

that fiscal policy really cannot change very
frequently—twice a year I think is probably entirelyQ631 Chairman: Surely, David, for your answer to
adequate—and given that these reports havemake sense we have to know what the current capital
significantly increased in size, it is more thanexpenditure is, which in the case of public
adequate at this stage. As far as the philosophyexpenditure is entirely arbitrary? Secondly, having
underlying the Taylor rule is concerned, it is verydefined it properly, do you agree that if the
dependent on output gaps and the view of whereGovernment raises the level of, say, current
inflation should be heading relative to the size of theexpenditure, and given its rule, it has to raise taxes by
output gap at any point in time. The same kind ofthe same amount, if it is raising the level permanently.
philosophy is used by the current government, in theMr Walton: Yes. Certainly on the latter point, that
sense that there is emphasis on the cyclically adjustedhas to be right. If you maintain the Golden Rule,
budget deficit and where it is heading over thehowever you define investment spending, once that is
medium term; so there is consistency at least as far asdefined then if you want to increase what is defined
the policy is concerned. Using the Taylor rule foras current spending, yes, you reach a point, which the
fiscal policy aimed at controlling inflation—becauseChancellor has reached now where, if tomorrow you
that is what the Taylor rule is all about—is notwanted to announce a big increase in public
entirely appropriate. It is a job that must reside withspending, whereas two or three years ago he could do
the Bank of England.that partly by raising taxes and partly by allowing
Mr Walton: While you have got independence ofborrowing to rise, from now on he is essentially going
monetary and fiscal policy, it seems to me thatto have to do that by raising taxes. The fiscal rules do
monetary policy is far and away the most preferablenot address what is the optical size of government

spending and taxation. That is the political decision instrument to deal with short-term fluctuations in
that needs to be made, and that is the debate that is economic activity, for many reasons which are
going on at the moment between the Labour Party understood. If Britain were to join the Single
and the Conservative Party. The fiscal rules do not Currency, and if you were to take away monetary
tell you anything about that. They do ensure that you policy, then there clearly would be a case for looking
do not just spend without matching taxation, so they much more actively at whether or not you should use
ensure that you do not get into an unsustainable fiscal policy as a more active tool to manage the
position. On the definition of investment, the only economic cycle. That could partly be through some
thing that the Government could do, if it wanted to of themeasures that the Treasury has announced, but
have a transparent arrangement, is what it did do, it could also be designing a tax system that means
which is to accept the definition of investment that the automatic stabilisers are much more
spending as set out by theOYce ofNational Statistics powerful, although you would have to think about
on agreed international definitions. the Stability Pact in that environment. The idea that
Lord Vinson: I do not disagree with that at all, there should be an independent fiscal committee in
whether the investment fund is invested in gilt-edged the way there is an independent Monetary Policy
to build a road or invested directly; it comes back to Committee gets back to the point I raised a moment
the same thing: it is the degree to which we are doing ago. To my mind, it is a political decision as to what
it that matters. is the optimal level of taxation and spending. It would

be very diYcult for any independent committee to
say—it would be straightforward to say you need toQ632 Lord Goodhart: Since 1997 we have had a
tighten policy, but it would be very diYcult for thatmajor change, which is thatmonetary policy has been
committee, I would suggest, to say you should tightentaken out of the direct political arena and put into the
policy by raising taxes, or you could equally go abouthands of the Monetary Policy Committee. Is there

any advantage or possibility of doing something tightening policy by cutting public spending. Those
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Mr Walton: It is very interesting to note that mostare political judgments, which would inevitablymean
that there would have to be quite an active political central banks hate it when governments tell them

what they ought to be doing with interest rates.involvement. If the Government did set very clear
rules, as it has got, certainly you could have a body of
experts which said, “you are missing these fiscal rules Q636 Lord Wakeham: I accept fully the political
by X billion and therefore, Chancellor, you need to point, and it is very diYcult. It is easy enough for the
do something to meet that gap”. OECD and people not subject to political elections,

but surely one of the dangers would be if we put it
into the hands of the Bank of England is that youQ633 Baroness O’Cathain:Would he listen?
damage the high standing the Bank England has gotMr Walton: If you lay this down as a legal
over the running of monetary policy; and that isframework, then presumably he would have to listen
something accepted across the board, and somethingto that. The problem is that none of this is very
which is quite remarkable?precise. I could tell you that the Chancellor needs to
MrWalton: In the economic decision there is a wholedo X billion, but the reality is that the forecasting
problem of time consistency, and can you getrecord of the Treasury—and the Treasury is noworse
governments to deliver on what they say they arethan anyone else—in predicting where the budget is
going to? The hope really is that the Government ingoing to be in a year’s time—the average area is 1 per
the end says it is going to do something, and that itcent of GDP, and it rises at a rate of 1 per cent of
feels that it is a bigger blow if it departs from thatGDP each year you go out into the future. There is
than actually sticking to it. Although I think thealways a danger that we can pretend to know more
Government has put a bit too much weight on itsthan we really do know about the way the economy
precise fiscal rules, you can understand why it hasworks, and tax revenues.
done that, because it clearly would be a big issue now
if the Government suddenly were to move away from

Q634 Chairman:On your political point, the OECD the Golden Rule. In a sense, the way round it is for
has no diYculty in its report on the British economy the Government to enter into these sorts of verbal
in saying the British Government ought to cut commitments; and then it becomes very clear if they
expenditure. The ECB, when it is talking about the do something diVerent. That is probably the best
Stability and Growth Pact being infringed, again solution.
does not feel it is beyond its remit to say that it ought
to be done by cutting expenditure and not raising

Q637 Lord Barnett: The Government seems to betaxes. Those are both incredibly political remarks, as
pursuing an active regional policy. Do you think ityou say; but nonetheless they say it, and they are not
has any significance for fiscal or monetary policy?political bodies.
Mr Walton: This is a tricky area. Ideally, you do notMr King: One possibility there is David’s suggestion
want major regional disparities. Indeed, one ofof having an outside body, as you have with the Bank
the more encouraging features of the economicof England, who say, “fiscal policies have been
expansion that we have had over the past decade ishelpful to our case” or not, in terms of the impact on
that it has been more balanced relative to theinterest rates. It is exactly what the ECB does and
expansion in the 1980s. You can see that most easilywhat the Bundesbank has done in the past—the
in unemployment rates, where there is much lessBundesbank has always made it clear if fiscal policy
disparity in regional unemployment rates than at theis having a certain impact on monetary policy
end of the 1980s. It is quite diYcult, it seems to me,decisions, if interest rates are higher or lower than
identifying what the real problems are and thenthey would have been, given the fiscal situation that
identifyingwhat the appropriate policies are. Clearly,exists. Whether the Central Bank has any capability
if there is market failure and if you are in a situationof measuring that is another matter altogether but
where, for whatever reason, you have resources thatthe fact that they have the position and capability of
are not being utilised properly, then it would seem tosaying it may act as a further discipline to the fiscal
me that there is a perfectly reasonable case to bemadepolicy itself.
for saying there ought to be some government
intervention. The problem though is that it is not so
easy a lot of the time to identify what the marketQ635 Chairman: That is a valid point. I was merely

drawing your attention to the fact that DavidWalton failures indeed; or, if you can identify them, what the
appropriate solution is. It seems to me that for themhas pointed out how political this was, and these

bodies do not seem to have any worry about it. The to be most eVective they need to be pretty well
targeted, and as soon as you start widening them outOECD referred to the need to use user charges more

in the British economy, which is about the most too much, you run the risk of getting quite a lot of
dead-weight loss and not achieving the outcomes youpolitical thing facing this country at the present time;

but they felt perfectly able to get involved. expected. I do not think anyone could disagree with
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region in the country are right? It does not feel like athe principle that youwould want some kind of active
regional policy to make sure that all regions are slack labour market to me. Do you share my

scepticism?participating in any economic upswing; but it is quite
a big harder than appears on the surface. Mr Walton: To the extent that unemployment

statistics measure people’s eligibility for benefits,
then—Q638 Lord Barnett: Could you follow a regional

policy together with the Barnett Formula?
Mr Walton: You are the best person to judge that! Q642 Chairman:We are discussing the ILO criteria.

MrWalton: It is also the case that we may be talking
about Inner London here, because as soon as youQ639 Chairman: You appreciate the anomaly. You
move to Greater London and the Home Counties,mentioned unemployment. London now has the
then you are very much in the low unemployment, inlarges unemployment rate in the country, and
some cases—Scotland is below the average for the nation; and yet

because of Lord Barnett and his iniquitous formula,
we are subsidising Scotland and taxing London. It is Q643 Lord Oakeshott of Seagrove Bay: That is just
a strange regional policy. the point, is it not? That is London, including Outer
MrWalton:Certainly you want policies which would London, so there must be some spectacular rate of
promote free movement of capital and people unemployment in Inner London to get to this level in
through the economy, so anything which creates London as a whole.
impediments to that you could argue are a bad thing. MrWalton: I am not sure it is spectacular because the
Some of those impediments on the face of it look to diVerences are not that enormous between regions.
be quite a good thing. Home ownership is an The other thing is that there is a question as to
impediment, you could argue, to movement around whether income per head, or GDP per head is the
the country; and yet many people would argue that appropriate measure of living standards. It may well
there is merit in that kind of policy. There are lots of be the case that in GDP per head terms people are
things where, as soon as you start to dig beneath the richer in London and the South East, but if it takes
surface you run into a great mass of treacle, in my them an hour to get to work, getting stuck in traYc
view. jams—you can imagine all sorts of things, which may

mean that the quality of life is not necessarily as high
as the GDP data suggests, so you are in another areaQ640 Lord Marsh: There is this disparity between
as to what is the appropriate measure of yourLondon and the South East and the rest of the
standard of living.country that has existed in varying degrees since the
Chairman: Debating the accuracy of the figures on1930s, I would have thought. Usually the reaction
the basis of intuition is not the most constructive useof most governments, and I believe the present
of our Committee’s time. No ammunition to you,Government, is that you use the pot of gold in
Lord Oakeshott!London and the South East for subsidising the areas

up there.Whether this is a sensible thing to do or not,
socially I can see the argument for it. Economically I Q644 Lord Oakeshott of Seagrove Bay: I just do not
think it is very— believe it. On regional policy, would it be right to say
Mr King: Economically, this comes back to David’s that at the regional level you could not use monetary
point about ensuring free movement of people and policy at all, and could only use fiscal policy to a
capital. Globally, the evidence for free movement of limited extent, so we that we would be talking about
capital is much greater now than it might have been other ways of improving the economy with
20 years ago. It makes it more diYcult in one sense to investment in infrastructure and transport.
justify specifically targeted regional policies because Mr King: I guess it is what you see in the eurozone
if capital could move from the UK to Poland or currently; thatmonetary policy is clearly there for the
Germany to Latvia quite happily, then it begs the whole of the eurozone as a single interest rate. It is not
question of why capital cannot move relatively easily possible for each individual country to choose its
within a particular individual economy. I think the own independent monetary policy. There are the
hurdle to justify why you should have some regional diVerences in monetary conditions, in inflation rates,
policy has been raised because of the evidence that for example, but generally speaking there is a single
capital mobility globally is now much greater than monetary policy. As David said before, under those
might have been the case 20 or 30 years ago. circumstances the case for using more active fiscal

policy becomes, perhaps, that much greater. From a
regional perspective in the UK, if there was a case forQ641 Lord Oakeshott of Seagrove Bay: It might not

be totally germane, but I would like to ask you. Do saying there should be some kind of regional macro
policy, it would appear to have to come through fiscalyou think that the statistics which show that London

has almost the highest unemployment rate of any policy rather than from monetary policy.
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budget deficits of 4–6 per cent of GDPwithout facingQ645 Lord Wakeham: One or two of the major
countries in the eurozone are having diYculties with consequences from the point of view of higher

interest rates or higher inflation. That is a criticalthe Stability andGrowth Pact, and theUS has a large
fiscal and current account deficit. What is the issue. If the inflation rate were to rise significantly

from where we are currently, then clearly the US hassignificance in your view of these for UK monetary
and fiscal policy? got it wrong and it was a mistake. If, on the other

hand, inflation remains quite low, and interest ratesMrKing: The first issue is a philosophical issue: what
is an appropriate size of government borrowing? It themselves remain low, then the consequences of

excessive or high government borrowing will notseems tome that theUS is beginning to challenge that
particular issue because if you take what is in the UK have that weight at all.

Mr Walton: The only thing I would add is thatrules and in the Stability Pact, the argument there is
eVectively that borrowing above 3 per cent of GDP is ultimately you probably want to avoid big

imbalances in the economy in any sector. Over timeundesirable, whereas theUS appears to be saying “we
do not mind what we borrow, so long as the that probably means that you do not want to run a

big budget surplus or surpluses for that matter. Thereconsequences for interest rates are not severe or
unpleasant.” To date the US has got away with this, is a natural constraint, and maybe the US is

beginning to push the boundaries; but even in the USin the sense that interest rates are low; budget
borrowing is far greater than anyone anticipated we are only talking about budget deficits of 4–5 per

cent of GDP.three or four years ago. One might say from this that
given the circumstances and the fact that inflation MrKing:Thatwould be seen as a horror in theUK—

Mr Walton: It would, and it would in the eurozone,remains incredibly low, one of the key reasons for
having low budget borrowing is beginning to slip but if it were just the case that they do that for a

couple of years or so, I do not think it would throwaway. That key reason was the credibility of inflation
expectations, which had to be based on governments the whole fiscal framework or the whole stability of

public finances into disarray. Indeed, one of mybeing very, very tight in what they could borrow. If it
turns out in the US case—or it turned out in Japan’s criticisms of the Stability Pact is that basically the

numbers are just wrong in terms of what makes acase over the last ten years—they can happily borrow
quite a lot without any implications for either sensible, sustainable fiscal framework. By saying that

you need to aim for balanced budgets over theinflation or long-term interest rates—then you have a
whole new debate about what the size of government medium term essentially implies that over the

medium term the ratio of public debt toGDPwill fallborrowing should be. It comes back toDavid’s point,
that if there is a hard and fast figure that the to zero. In no sense would that be an optimal fiscal

policy; nor would any government ever want to carryChancellor uses, and he says he cannot borrow any
more than that, that may gradually slip away as a that out.
hard and fast figure if it turns out that the global
debate itself has shifted. I suspect that whereas the Q648 Lord Wakeham: Over the medium term
crowding-out argument was the most powerful presumably there could be moves from the norm but
argument in the 1970s and part of the 1980s—the during the course of that period, but you could
idea that if the government borrowed too much it achieve it back over the medium term.
crowded out the private sector—we could be seeing MrWalton:That is right. One of the other reasons for
exactly the reverse currently whereby inactivity in the going to zero in euroland was that you could allow
private sector is beginning to crowd back in the the stabilisers to work, but then keep below the 3 per
public sector without the consequences for interest cent of GDP limit that was in the EU Treaty. Again,
rates we have seen in the past. there is nothing magic about that 3 per cent number,

as you all know. The ironywithGermany andFrance
is that they have done nothing outrageous in terms ofQ646 Chairman: Are you talking about the US?

Mr King: I am thinking specifically about the US conduct of fiscal policy over the last year or two.
They are in breach of the Stability Pact, but it is verycurrently, yes.
hard to point to anything that the German or French
governments have done which has been reckless.Q647 Lord Wakeham: Am I right to deduce from
Mr King: The irony here was that the Germans inthat that if big eurozone countries can break their
particular thought it would be other countries beingStability Pact and no great disasters occur, and the
reckless which would cause problems.US can continue elsewhere, the lesson for us is that

maybe we do not have to be quite so tough on
controlling these things as we have been. Q649 Baroness O’Cathain: That is why they stuck to

3 per cent.Mr King: I think that politically it is much more
diYcult to say we have to raise taxes and cut back Mr King: And Germany suVered the consequences

of that.public spending if everybody else is happily having
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Mr Walton: There are two things. The number youQ650 Chairman: It is still true that world saving
must equal world investment by definition, and quoted does sound worrying, but do not forget that

there is a surplus on the services side; and Britain getstherefore if the Americans are running a deficit and
saving too little, they must be picking up a net saving net income fromoverseas; so if you look at the overall

current account position, last year—of some other bit of the world. It is not very diVerent
from the point you have just made, Stephen, about
Germany and France versus the rest of eurozone, but Q653 Lord Vinson: It was still 4.6 last month.
the only point is that there are two sides to this. You Mr Walton: Last year Britain ran a current account
could simply argue that the rest of the world is saving deficit of about 2.25 per cent of GDP, which—and
too much and the Americans are doing the rest of us you can worry about that, but in the grand history of
a favour by therefore investing these net savings; Britain’s current account position, that is not—
otherwise we would have a world slump.
MrWalton:You can draw a lot of contrasts. You can Q654 Lord Vinson: It is currently rising
worry about the US I think because essentially you substantially.
have had there both the private sector spending quite MrWalton: It is rising, and I am not trying to dispute
a bit and the public sector spending quite a bit; and that; but if you look at these things in the context of
the net eVect has been the current account deficit that the whole economy, the position is certainly not yet
has got wider and wider. So the US has been at levels which in the past have caused major
borrowing from the rest of the world. You could problems for the exchange rate. Certainly, I would
contrast that with Germany, where you see this quite worry a lot more about the US current account
big swing in the budget deficit; but there has been an position and the sustainability of that before I would
even bigger swing in the private sector savings be worrying too much about the UK’s position. I do
position, so the German current account has actually not want to sound complacent, but I just think that
improved despite the deterioration in budget deficit. at the moment, given as well the fact that the world
In a sense, in the US you could argue that the public economy is just recovering, so the UK has not
sector should not be doing as much because the perhaps fully benefited from that, I am not sure I
private sector is quite capable and willing to do would make too much of the deterioration.
spending itself. In Germany, I think you could make MrKing: The risk comes from the answer that David
a case for saying that because the private sector is gave, which is that if the world recovery does not
very unwilling for whatever reason to do investing or really persist for very long and if we suddenly find
spending, then there is a much greater onus on the that in the second half of this year the US is weaker,
government to play its part; and that is essentially that the eurozone has not got going in the way that
what the Japanese Government has done during the many forecasters expected at the beginning of this
1990s, because the private sector was very unwilling year, and suddenly the outlook is not so encouraging
to spend and the Government was forced to do the in terms of basic recovery—although it does fluctuate
job for it. from month to money so it is diYcult to be precise—
MrKing: There is a bigger issue here in the sense that if it turns out that the global recovery is weaker in the
in Japan a very large amount of government second half of this year into 2005, that does create
borrowing has typically been associated with a trade some potential diYculties. You have not got the
surplus over the past ten years, whereas in the US export support for the trade side and you still have
there has been government borrowing on a trade what is a relatively strong housing consumer side
deficit. Clearly, they are reacting to very diVerent of the economy. Perhaps importantly, given the
climates within their own economies. Chancellor’s fiscal rules, it is diYcult to repeat what

has happened over the course of the last two or three
Q651 Lord Vinson: On the question of trade years; that was verymuch—that was a gamble, a one-
imbalances, our trade deficit is currently running at oV, done on the assumption that the global recovery
5.6 billion gross and 4.56 net. We are told that would recover in time. When it did recover, a lot of
broadly it does not matter and that it is absorbable, the imbalances in the UK began to go away. There is
but it is now approaching a very significant level not the same insurance policy now if it turns out that
and rapidly approaching the degree of deficit the the global economy does not recover properly.
American economy was running when their currency
suddenly started to flip. At what point do you think, Q655 Lord Skidelsky: I have a question that has
if we go on with this trade deficit, our currently will been bubbling up for a few minutes and it relates to
start to flip? something that Mr King said. What has changed in
Mr King: How long is a piece of string? the economy to decouple public borrowing from

inflation and interest rates? You said that the old
crowding-out debate is becoming irrelevant. Why isQ652 Lord Vinson: Does it not concern you?

Mr King: Yes, it does concern us. the crowding-out—
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saying the temperature itself was unchangedMr King: There is nothing wrong with the
proposition itself because, obviously, if the regardless of whether you used Fahrenheit or

centigrade. Of course, that is all undoubtedly true—Government borrows more for a given amount of
private borrowing, then there is a crowding-out eVect
and rates will be higher than otherwise would be the Q657 Chairman: Sorry, but did you say you thought
case because there is more competition for overall that was true?
capital.What I am suggesting instead is that if it turns Mr King: The temperature itself has not changed—
out that the private sector itself is not capable of
using all the capital that is allocated to it, under those Q658 LordOakeshott of Seagrove Bay: It is a truism,
circumstances it is likely that interest rates will end up but it is not true!
lower rather than higher than expected, and it may be Mr King: What I am trying to say though, I think, is
the case under those circumstances the government that the shift from the RPIX through to the
will borrow more than would otherwise be the harmonisedmeasure of inflationmay have also led to
case. In other words, the increase in government a shift in the thermostat itself. In other words, in this
borrowing under these circumstances is the result of particular case it is not inflationary conditions that
a failure of suYcient demand to come through from are unchanged: it is rather the thermostat itself has
the private sector, rather than something which is in changed, therefore the actual inflation figure you are
competitionwith the private sector. I guess what I am aiming at has changed. That seems fairly clear to me.
saying here is that if, for example, you have some Mr Walton: I could argue the whole range that you
kind of asset price bubble that bursts, and there is a mention in your question of it being a formality—
significant loss of demand within the private sector,
under those circumstances it is perfectly reasonable

Q659 Chairman: That it makes a lot of diVerence, ato borrow in the public sector without any
medium amount of diVerence, and no diVerence?unfortunate eVect on interest rates.
MrWalton:Absolutely because, if we were to look atMrWalton:To put it in slightly diVerent terms, if you
this ten years ago and say that wewere quibbling overlook at investment as a share of GDP, that rose in
the odd half a per cent in inflation, given the volatilitymany countries to the high levels at the peak of the
of inflation that we used to have people would havelast cycle in 2000, but the subsequent decline in
thought we were mad to be spending five minutes oninvestment per share of GDP has been enormous. In
this. At a more worried level, the concern I have iseuroland, investment per share of GDP is running at
that this seemed to happen without any propera lower level than certainly any time in the last 20
detailed, thoughtful analysis, as far as I can see.years, and that embraces a few recessions; so you do
There has never been published, as far as I am aware,not have that. The real test is whether, as companies
any really detailed, “This is why we are doing this”.want to increase investment, you then get the
The ONS, when the actual change happened, did putcrowding-out? Will interest rates then start to rise
together some information but the old systembecause markets begin to worry that there is just a bit
worked. We have ended up in a situation where, withtoo much demand around, and the increase in public
the RPIX target, we have had incredible stabilitydeficits is starting to put upwards pressure—
both in the real economy and in inflation; growth hasLord Skidelsky: That seems to me to be classical
been very stable at a fairly decent rate, around 3 perKeynesianism.
cent, while inflation has been very subdued and veryChairman: It is. I decided not to mention that. That
close to the 2.5 per cent target. So in some sense, iftakes us to the more technical issue, which I am sure
that system has worked, why even risk changing it?Keynes himself would be extremely interested in.
There is, I think, a bit of a perception, or a perception
I would have, that this was a bit of a sop to the pro

Q656 Lord Skidelsky: The switch from the retail EMU lobby; that this was something easy that the
price index to consumer price index has been Treasury could give to say, “We really are intent on
interpreted either as amere formality or as something EMU in the long term”. If the old system worked, as
of great significance which in the past the higher I say, the worry I have is that although we have great
inflation seemed to bring about. What is your view? stability inRPIX inflationwe have not had enormous

stability in the CPI measure of inflation. It hasMr King: I think this is an issue about temperatures
and thermostats. The Governor of the Bank of typically been lower and more volatile, and that does

beg the question—and I do not know what theEngland made a speech in January which defended
the change in inflation targets saying that all that had answer is, we will know in time, I guess—that if

instead the government have been trying to stabilisereally happened was we were measuring inflation
using a diVerent measure but the actual inflationary the CPI measure, or the Bank of England have,

would you have had the same stability in economicconditions had not changed, therefore there was no
impact on policy whatsoever, and he likened this to growth? Quite probably you would because inflation

expectations would probably just have adjusted, butmeasuring temperature in Fahrenheit and centigrade
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significant problem. Essentially I think theMonetaryit is not something we know for certain, so to the
extent that it is not absolutely clear to me why you Policy Committee’s intentions will gradually change

over time as the membership of the Committee itselfwant to switch from a measure of RPIX to another
measure which does not include any measure of has changed, and there is now more flexibility in

terms of the approach to rules and inflation targethousing costs at all, it is not clear that that is the most
appropriate thing to do. It begs the question, when thanmight have been the case three or four years ago,

for example, but I do not really think there is awe do get housing costs into the CPI, should we be
changing the inflation target again? These are all significant risk or heightened risk of policy mistakes

coming through as a result of people being appointedquestions which probably have got relatively
straightforward answers but it would just have been recently on the Committee.

MrWalton: I would agree with that. You have a bodynice to have had a pretty detailed, thorough analysis
before the actual changeover took place. So it has of nine people and you have an enormous staV

backing that up. The Bank of England employs morebeen presented as very technical, and 99 per cent of
me agrees with that, but there is a 1 per cent which PhD economists than any other organisation

probably outside of the US these days and, as far asthinks that there may be more to this than any of us
really know at this point in time. I can tell, there is a very detailed process that is gone

through each month, and even more detailed every
quarter, to produce the inflation report, so if theQ660 Chairman: In fact you have been very
question is “Do you need to have a PhD in monetaryunhelpful to us there because, where you said “We
economics to be able to set interest rates?” I think thehave to ask this question”, we both want to ask it and
answer must most certainly be “No”—have the answer, and it is no use to us for you to tell

us that you do not know what the answer is,
Q662 Baroness O’Cathain: Perhaps it helps that youparticularly if you say that the whole range is
do not.possible, because it leaves us stuck with having to
MrWalton: It may be an advantage! I think you needanswer it ourselves which we hate. That is why we
people who do not have any particular bias. I do nothave experts.
think you want somebody on the CommitteeMr King: I think it is reasonable to think, at least for
representing a particular constituency; you wantthe time being, that it is likely to mean inflation.
people who basically can weigh up all the evidenceThe Committee suspended from 5.30 pm to 5.40 pm for a
and come to a reasoned conclusion. Obviously theydivision in the House.
need to have economic expertise, but I cannot think
of anyone who has been on the Monetary PolicyQ661 Baroness O’Cathain: We now move on to the
Committee since it has been created where you couldold chestnut.Wewere told at the beginning about the
really fairly say, “This is an appointment that shouldMonetary Policy Committee when it was first formed
not have beenmade”, and, indeed, some of the peoplethat the people who served on it had to be monetary
who have been criticised, when the Treasury Selecteconomists. It does not seem to be so any longer. Do
Committee has looked and has criticised someyou think this is all right, or do you think that it is a
appointments, have arguably been some of the morematter of concern that the expertise in monetary
eVective people on the Monetary Policy Committee.matters, or monetary economics, is being diluted?

Mr King: I am not sure if it is a significant concern,
Q663 Chairman: This is an embarrassing questionand I was thinking about this before coming along
but are you saying that the Monetary Policyhere. It strikes me that, if you went back into the
Committee viewed as economists is as good as it was1970s, for example, and had a Monetary Policy
when it started, or are you saying that it does notCommittee back then and decided to populate that
matter?with monetary experts, you could populate it with
Mr Walton: I am sorry?Keynesian monetary experts or with monetarist

monetary experts; theywould all bemonetary experts
but you would end up with completely diVerent Q664 Chairman: If you look at the original

Monetary Policy Committee it contained someconclusions as to what the right policy would be. It
also strikes me that if you had a committee made up economists of the highest standing. Are you saying

the present Monetary Policy Committee from thatof half monetarist monetary experts and half
Keynesian, you would probably end up with a point of view is as good, or are you saying it does not

matter whether they are as good? I take it you arepunch-up and no decisions coming through at all.
What you want in one sense in a Monetary Policy saying the latter.

Mr Walton: The acid test is whether or not theCommittee is some degree of pragmatism and it may
be the case that people who are not necessarily Committee, however it is made up, is able to come to

the right decisions on interest rates which essentiallyspecialists in their field can nevertheless oVer that
kind of pragmatism, so I am not sure if it really is a deliver the inflation target. As far as I can judge, and
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valuable, or do you think the current reportage isobviously we have the passage of time still to tell, the
quality of decision-making frommonth tomonth has adequate?
not really changed throughout the whole of the seven MrKing:The ECB does hold a press conference after
years or so that the Monetary Policy Committee has most of its meetings; the Bank of England does not.
been in existence. The Bank of England publishes the minutes of its
Mr King: I think it is diYcult to point to any kind of meetings; the ECB does not. I think the preference in
step change in behaviour as a result of changes in financial markets and elsewhere is that the minutes
the personnel making up the Monetary Policy are very useful and press conferences are probably
Committee. There will be some gradual changes in less useful, and I would rather have the Bank of
emphasis but that is more to do with how the England arrangement than the ECB arrangement
economy itself has evolved over time rather than Mr Walton: I agree with that totally.
changes in the Monetary Policy Committee.

Q668 Baroness O’Cathain: And have you checked
Q665 Lord Vinson: Taking these changes in with the ECB people because it was my impression
emphasis, whatever happened to monetarism? Is all when they gave us evidence that they admired what
forgiven and forgotten? We have not heard the word was going on in the Bank of England and wished that
mentioned today in terms of monetary policy, M1 the ECB could be as transparent. Have you checked
and the like. Is it a fashion that has gone stale, or do that out? That was certainly a view we heard about
we still need it? two or three years ago.
MrKing: I didmention it, actually, but it seems tome MrWalton:TheECB could delivermore information
that what we have is a kind of blended policy now if it wanted to; these things are down to themselves.
with more pragmatism coming through, and But I agree with Stephen: I think having a press
arguably you could say that the specific objective of

conference immediately after the decision may behitting the inflation target is, in eVect, a version of
helpful butwhat is particularly valuable in theUnitedmonetarism. You are saying that the priority is price
Kingdom environment is that you get a very detailedstability and that everything else comes after that.
reasoning of the arguments and you get the full range
of arguments. You do not get an agreed line which is

Q666 Lord Vinson: But money supply we hardly what you tend to get in the ECB press conference
hear talked about. where it tends to be very black and white. In the
Mr Walton: That is a technique as opposed to a Monetary Policy Committee minutes you get the full
philosophy. In a sense, I agree totally with Stephen, shades of grey and you can see which way the balance
you could say we are all monetarists now. The has gone because you can see the voting at the end of
mainstream of economics these days is that you want it, but it is an extremely informative document.
to achieve reasonably low and stable inflation and
that helps to generate reasonable growth and

Q669 Chairman: In answer to Lord Vinson’sstability.
Lord Vinson: It is a red herring— question you did not quite say whether or not you
Chairman: I really do not want to talk about read the minutes, but I take it you both do read the
monetarism now— minutes of the Monetary Policy Committee every
Lord Vinson: I am not talking about it, Chairman. I month because you will be interested to know we
am about to ask my question. have had several economist witnesses who say they
Chairman: We have quarter of an hour to go and I do not and would not.
really want this meeting to do all the questions, and Mr King: We do. It depends which particular
you are hogging this question. background you have but in financial markets it is
Lord Vinson: I am not hogging this question; I am very important to know what the central bank is
anxious to know what happened to monetarism thinking, and the Bank of England is helpful in that
because at one stage it was an extremely important regard, whereas the ECB is not so helpful.
and valuable tool in the management of the Mr Walton: I could contrast them with the inflation
economy— report, which is a very comprehensive document
Chairman: I am sorry, you are out of order. This essentially summarising what has been happening in
really will not do. the economy over the past quarter, but where the
Lord Vinson: You asked me to ask question 9 and it minutes then take on an additional life is that in a
is my turn— sense they take that for granted and they then really
Chairman: You are now asking a diVerent question. give you where the risks are and what the

uncertainties are and how much weight is really
attached, and that is where I think, certainly forQ667 Lord Vinson: Do you think that a press
anyone who follows the UK economy, they areconference, if it was held immediately after the

Monetary Policy Committee meetings, would be required reading in financial markets
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winners over the medium term. I have to say evenQ670 Chairman: I take it you regard yourself as a
journalist. Are you able, when you have the minutes, now, as far as picking winners is concerned in Japan,
to ring up someone in the Bank and say, “I do not the jury is still very much out. There is one school of
understand paragraph 7, can you explain it more?”, thought that says that the ability to pick winners was
or will they not do that? a key part of Japan’s success in the growth of the
Mr King: To be honest, I tend to regard myself more 1960s and 1970s; there is another that says it was the
as a bank economist rather than a journalist— areas precisely that were not picked as winners that

did well, and the ones that were picked as winners
tended to fail in a real sense. Of course, there is noQ671 Chairman:We only see you as a journalist.
counter to this so we cannot really prove it one wayMr King: That is a perception rather than a reality.

That is very much a part-time job. or the other but I think overall the government’s role
must be to create the conditions for industry itself to
make its own decisions rather than necessarily for theQ672 Chairman: But could you ring them up?
government to eVectively impose productivity targetsMr King: Theoretically I could but I have not ever
which somehow become the government’s ownreally felt the need to do so. Obviously I meet people
responsibility, and one example of this whichmust befrom time to time but more through my bank role
a frustration for any government really is that whenthan through journalistic endeavour.
the United Kingdom exited from the exchange rate
mechanism back in 1992 and the exchange rate itselfQ673 Chairman: That is very helpful. If it is
fell dramatically, one of the longer-term solutionsagreeable to you, we will not ask question 10 because
that management could have thought about at thewe do have a time constraint but we would be
time was eVectively to try and hang on to thatinterested, if you have the time, in you dropping us a
competitive gain by going for significant increases innote. Does Goldman Sachs International still
market share which in turn would have probablyproduce that regular bulletin?
stood the United Kingdom industry in quite goodMr Walton: I do have something which I can just
stead over the medium term. In fact what industryleave behind.
did was simply shove up prices in sterling termsChairman: That would be helpful, because we are
taking advantage of the decline in the exchange rate,rather intrigued but we do not really have the time
and therefore some of the benefit was removed verynow to deal with something so technical. Could we
quickly. Had the first option been pursued thenmove on now to productivity?
perhaps growth would have been stronger in the
medium term with perhaps better productivityQ674 Lord Marsh: Like all governments a major
performance for a number of diVerent reasons, butplank of this government’s macroeconomic policy is
you can hardly blame the government at the timeto improve productivity, and we are all in favour of
for the decisions of individual businesses andthat. Is it a proper role for government and, if it is,
managements to go down that particular route, so Ihow should that role be pursued other than
think one of the diYculties is trying to work out whoexhortation from ministers whose experience of
is responsible for productivity failures, and how toindustry is hugely limited?
measure the government’s contribution to that inMr King: This is obviously partly a question about
eVectively making the market itself more eYcientgovernment intervention and in what sense there

should be intervention. There are two ways of than might otherwise be the case.
thinking about this—and there may be others—the
first way of which is that the government simply sets

Q675 Lord Marsh: If you take in the OECD, wherethe conditions for the private sector to flourish in the
you have countries of broadly similar levels ofbest possible way, it reduces red tape, it makes things
sophistication, the results are not equal across theeasier from the free market perspective, and you end
board and, if I can pursue your point slightly, thereup with clearer ideas of medium- and long-term
are a lot of examples in this country where massiveplanning for the private sector and clear indications
increases in productivity and profitability have beenfrom interest rates as to what the appropriate
achieved purely by changes in management. The oneallocation of capital might be; more flexible labour
I was involved in was Nissan, for example. Theand product markets to ensure that you have more
Japanese came here in the motor car industry; theycapacity markets in general. The other extreme, I
refused to employ British motor car workers andthink, is governments eVectively targeting winners
went for coalminers generally, andwithin a relativelyand losers across industry, and I suppose the nearest
short space of time Nissan certainly—and certainlyexample I can give of this is perhaps something like
most of the other companies—had a higher level ofthe Japanese plans of the 1960s and 1970s, the role of
profitability in the United Kingdom on productivityMITI, and the fact that it was designed to pick out

winners and provide government backing for those than anywhere else in the world, including Japan,
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party having done a great deal to noticeably aVectand the only thing that was diVerent was the
productivity positively.management.
MrWalton: These things do take a long time to comeMr King: Yes. Again, I think the problem here is
through—trying to work out who to praise or blame for certain

situations developing. In that case it seems fairly
obvious it is the managers one would want to praise Q677 Lord Marsh: I have been around a long time!
whereas I suspect that governments, given the Mr Walton: —but there is also a measurement issue
opportunity, would like to take some of the credit for here and we can see this. The government itself is
themselves for any kind of improvement that comes always complaining that it is getting more for its
through. Overall, however, I would tend to veer money in the public sector than the oYcial statistics
towards the government as creating the conditions of seem to suggest. They suggest that there has been
productivity gains within the private sector rather quite amodest increase in public sector output in real
than the MITI Japanese view which is you can terms but we know there has been a very big increase
specifically target winners, because you then come in nominal output. We can measure the nominal
back to issues like regional policy, and whether you output very eVectively but it is quite diYcult to
should be investing in this particular area to measure the real outputs. Britain is a large service
potentially be a winner at some point in the future. sector economy and what applies in the public sector

applies to large chunks of the service sector. How doMr Walton: It is certainly a worthy objective for the
you measure the productivity of Stephen and I thisgovernment to be able to improve productivity.
afternoon—Essentially, given the underlying growth rate of the
Mr King: Not very high, I suspect!economy and what the supply side can deliver,
Mr Walton: If you are producing a motor car it ismonetary policy is eVectively trying to minimise
much easier, clearly, to measure the number of carsfluctuations in demand around the supply side.
coming oV the production line, so there are all theseWhere the productivity agenda comes is to raise the
kinds of measurement issues. When I see theunderlying growth rate of the economy in the first
international statistics, if you measure productivityinstance so that in the end you make everyone better
as GDP per hour—and I think you need to because ifoV, so the objective is certainly one which should be
you compare the US, say, with continental Europe,on any government’s agenda, I would have thought.
the US produces more but essentially people workWhether they can achieve it is obviously somewhat
very much longer hours in the US so if you do it on amore debatable, particularly looking at the micro
GDP per hour basis there is virtually no diVerence,measures which are often adopted which are
but if you look in the United Kingdom it is the casenecessarily fairly small if you are a government
that GDP per hour in the United Kingdom is 20 perwanting to give money. Take research and
cent lower than either in the US or on continentaldevelopment, for instance. Very typically it is to help
Europe. That I have always struggled to understandvery small firms because if you start giving large firms
because there may be a gap but, just travellingmoney (a) they would have undertaken quite a lot of
around, it does not feel like a 20 per cent gap. I dothis R&D in the first place and (b) you would be
think there are some really quite deep measurementhaving to raise taxes quite substantially to finance it.
issues here and if you cannot measure the underlyingSo coming up with specificmicromeasures to achieve
problem very well it is also quite diYcult sometimesthis is quite tricky and it seems tome in the end, if you
to come up with appropriate solutions.want higher levels of productivity, what you need are

a skilled, highly educated work force, and you need
Q678 Lord Wakeham: Any of us who have been inconditions in which companies want to invest.
government knowwe have been involved in spendingAchieving macro stability at least helps to foster
money in this way and always have done. Certainly Ithose conditions in which companies may want to
had considerable doubts as to whether what we weretake the plunge and invest, and obviously getting a
doing was very sensible but, if I look back afterwardsmore highly educated work force is something that
and think about it, it seems to me that when we wentwill take time and money as well in the education
in and supported a particular industry it was usuallysystem.
a disaster, but what worked was trying to make
changes across many industries. For example, in the

Q676 Lord Marsh: But the instincts of both parties early 1980s with the bringing in of IT and things of
are usually the reverse of improving productivity. that sort we did use government money to try and
Money was poured into the motor car industry at a make changes happen which we thought would have
vast extent, glug, glug down the drain, and in the happened quicker as a result of giving a certain
former state-owned industries. Their reaction to amount of encouragement and that seemed to work,
failing industries was to keep them going, and I whereas trying to stop changes that were inevitable

may have been necessary for political and all sorts ofcannot see much evidence in this country of either
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as to whether you think the costs in terms of thereasons but there were very few good economic cases
for doing it. That would be the distinction I would economic consequences are worth taking for some of

the other potential bonuses thatmight come through.draw.
MrWalton:There clearly is merit in that. Also I think For the euro zone as a whole one could argue that the

level of regulation and the level of interference intomacro stability is an important point as well. If you
look at real interest rates in the United Kingdom the operation of the labour market is meant to be a

political choice which says that we would rather havethroughout the 1980s and 1990s the real interest rate
this even though we recognise that, over mediumon index-linked bonds tended to be somewhere
term, growth rates might not be quite so strong as inbetween 3.5 and 4 per cent and, if you then think
other countries because we are making a choice ofabout what return you need over that to encourage
that kind. The issue then becomes whether it ispeople to invest, you are starting to get into quite
possible over the medium to long term for a countryhigh numbers. Real interest rates in the UK are
to make that kind of choice. We were talking earlieraround one and three quarter per cent which is
about the fact that if you measure GDP per hour inprobably artificially low on a long-term basis, but
Europe compared with the US it is about the same,you can make a reasonable case for saying that
which may be true, but if I am a multinationalindependence from the Bank of England and a
thinking, “Where am I going to locate my capital?”,clearly articulated fiscal framework have all helped to
I might well be still interested in the fact thatcreate conditions of greater stability in the United
Americans are prepared to work longer hours thanKingdom leading, arguably, to a reduction in that
the Europeans and therefore choose to allocate myrisk premium on real interest rates, which in time
capital to the US rather than Europe, because onceshould lead tomore investment being profitable to be
Europeans make that choice then the desire to sendundertaken. With Nissan clearly the management is
capital to that particular part of the world becomesimportant but, if you are starting from a completely
less and then, of course, you start to see a gradualblank canvas where you put in the latest technology
deterioration in performance in that area comparedto build cars, that must also be important. You can
to others, and it becomes a self-defeating exercisesee this in Germany where a lot of German
over the long term.companies have undertaken new investment projects

in Poland, Hungary and the Czech Republic and
Q680 Lord Barnett: Have you read the recent bookother central European countries, where the average
by the Treasury,Microeconomic Reform in Britain, inlevel of productivity in those countries is something
which the first chapter, if you get that far, deals withlike a quarter of the level of productivity in Germany
the issue of productivity? Did it change your views atacross the economies, but if you suddenly invest in a
all? You look as though you have read it.new car plant in Poland, for argument’s sake, you are
Mr King: To be honest, I have to admit I have not. Igetting pretty much the same level of productivity as
have been away over the last few weeks and have notyou are out of a new car plant inGermany. So to have
had a chance.good management and good quality investment that
Mr Walton: I confess I have not either. I am stillpeople can then use as opposed to trying to make do
hoping the Treasury will send me one but I guess Iwith equipment that they have been making do with
will have to go out and buy one!for the last 30 years must also be part of the reason
Chairman: We may have a few spare copies! It isbehind Nissan’s success, as opposed to the car
nearly time to bring this to an end but, just on yourindustry that was still around at the time Nissan first
GDP point, I always thought as a teacher ofcame to the UK.
economics when we used to refer to the home as
leisure and the firm as work, that was wrong in both

Q679 Chairman: Lastly, a regulation point. Do you directions. The home was a place of work and, for a
not think there is a serious inhibition to productivity large number of our employees, the firm was a place
growth by planning regulations, which really do for leisure and that explains the statistics—but that is
inhibit new entry into all sorts of possible areas? Is by the way. It has been extremely interesting for us
that an example where the government might not be today and I hope you have found it rewarding as well.
able to do any good but it could refrain from doing If there is more you would like to add, particularly on
harm? measurement ofGDPand its stability, we are keen on
Mr King: This is one of these areas where planning that and any other points you want to make to us.
regulations may be there for reasons other than Subject to that—our favourite expression—thank

you very much for coming this afternoon.purely economic reasons, so it is in part a judgment
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Memorandum by Goldman Sachs
Revisions to GDP

The Bank of England and the OYce of National Statistics (ONS) have both considered the size of revisions
and, in particular, whether there is a systematic bias to early estimates of GDP.1 In both cases, they found that
the first estimate of GDPhas—on average—been about 0.2 per cent qoq weaker than themost recent estimate.

Using the Bank’s database, we have conducted our own analysis ofGDP revisions.2We have found that, while
the size of revisions have declined substantially over time, the average bias has remained broadly unchanged.
In keeping with the results of the Bank and the ONS, we found that the average upward revision to quarter-
on-quarter GDP is of the order of 0.2 per cent qoq.
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Another important question for policy makers working in “real time” is whether the size and direction of the
revisions are dependent on the initially reported value. If the preliminary estimate is weak, is the subsequent
revision likely to be any diVerent than if the preliminary estimate is strong? We have considered the pattern
of revisions when the initial estimate was above 3 per cent annualised, between 2–3 per cent and below 2 per
cent. We also consider the size of revisions when the initial estimate was below 1 per cent.

Average Revisions to First Estimate of GDP

Early Estimate “Strong” “Trend” “Weak” “Very Weak”
Total EE(0.74 0.50'EE'0.74 EE'0.5 EE'0.25

1961–2000 0.19 "0.53 0.17 0.73 1.00
1971–2000 0.21 "0.35 0.13 0.60 0.86
1981–2000 0.21 "0.31 0.39 0.51 0.82
1991–2000 0.17 0.11 0.27 0.19 0.22

1 See Castle, J and Ellis, C, 2002, “Building a Real-TimeDatabase”,Bank of England Quarterly Bulletin, Spring 2002 and, more recently,
“Revisions to quarterly GDP growth”, ONS Economic Trends, May 2003.

2 The timeliness and number of revisions of the ONS’s quarterly GDP estimates has increased steadily since quarterly data was first
published on a seasonally adjusted basis in 1961.We have considered the diVerence between the first estimate—whatever that may be—
and the most recent estimate of growth.
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The results suggest that, historically, the size of the revision was very substantially dependent on the initially
reported value. In the 1980s, the average revision to preliminary GDP releases indicating growth over 3 per
cent annualised than was "1.2 per cent annualised. By contrast, the average revision to preliminary GDP
releases indicating growth below 2 per cent annualised than was !2.0 per cent annualised. In the 1990s, the
pattern became much more muted but was still present.

17 March 2004



188 economic affairs committee: evidence

TUESDAY 23 MARCH 2004

Present Barnett, L Roll of Ipsden, L
Elder, L Sheldon, L
Goodhart, L Sheppard of Didgemere, L
Oakeshott of Seagrove Bay, L Skidelsky, L
O’Cathain, B Vinson, L
Peston, L (Chairman) Wakeham, L

Examination of Witness

Witness: Sir Samuel Brittan, Financial Times, examined.

Q681 Chairman: Sir Samuel, welcome back to our be by a small fraction of 1 per cent of GDP and the
Committee. You were one of our very first witnesses UK will be still be in a much better fiscal position
when we started out scrutinising theMPC a few years than nearly all the other group of seven industrial
ago now. It is a pleasure to have you. I think you countries. I suspect that this Chancellor will not
came and advised us on our globalisation report also? miss the Golden Rule at all. If necessary he will
Sir Samuel Brittan: Yes, my Lord, I did. make tiny adjustments on the expenditure and

revenue side that only Treasury oYcials understand!
It is thus highly likely that he can get through untilQ682 Chairman: Here we are again. If I can start
the next election, even if that were delayed a bit,with two brief things before asking you to start. One
without tax rate increases. The controversialis, nowadays, we have, I regret to say, to ask our
question is what happens afterwards. Can he deliverwitnesses if they would speak slowly and clearly
his public expenditure undertakings for laterbecause some of us are getting of an age that if you go
financial years in the next Parliament withouttoo quickly or too softly we will not hear you what
having to increase tax rates or introduce new taxes?you say. Our other excuse is our stenographer would
I suspect his advisers believe that there is a sportinglike to hear what you say.
chance that he will get away with it; no more. SoSir Samuel Brittan: Please do not hesitate, my Lord,
why talk about tax increases which with a bit of luckto interrupt me if I am going too quickly.
might not be needed? There is of course something
that I call “fiscal illusion” here. If you look at theQ683 Chairman: Secondly, an apology; their
tax chart, chart C3, on page 262 of what used to beLordships these days are getting into the habit of
called the Red Book, you will see that the ratio ofvoting on things, so more than once you may hear
tax to GDP is expected to rise from its recent lowbells ringing and we will have to disappear for five
of 35 and a half per cent to over 38 per cent in theminutes. I apologise for that in advance. I gather
next two years. This will take it to the levelsyou would like to start with a two or three-minute
prevailing in the early and middle 1980s which thestatement?
Conservative Government tried so hard to reduce.Sir Samuel Brittan: I shall try and keep it down to
This increase is due to a process sometimes calledtwo or three minutes. I just thought it might help
“bracket creep” and sometimes “fiscal drag”. Thethe Committee if I gave a general reaction to the
tax take increases automatically in an average yeareconomic policy framework presented in the
with a progressive tax system, and reductions in taxBudget. Please do not worry I am not going to go
rates are required merely to keep the tax burdeninto the detailed partisan polemics of it. I never
from rising. The real government claim is that youbelieved that there was a “black hole” in the
can get away with bracket creep alone. If you simplyGovernment’s fiscal plans. They are based on the
look at the aggregate decisions for plannedsupposed economic cycle ending in the fiscal year
expenditure it probably can. We are now coming to2005. Thus there is only one more year to go after
the end of a period of sharply rising publicthe coming one. This is ample margin of manoeuvre
expenditure and the Chancellor is planning for anon the first fiscal rule, that the debt to GDP ratio
average increase in current spending of two and ashould remain below 40 per cent—thanks to low
half per cent in real terms in line with the so-calledborrowing in earlier years. It will be touch and go
“cautious” estimate of UK growth potential. Thewhether the Chancellor can fulfil the second rule,
public expenditure ratio is expected to flatten outthe Golden Rule that current deficits should not
near 42 per cent of GDP by 2005–06 and remainexceed public investment, again over the cycle. Even

if the Chancellor just misses the Golden Rule it will there for the following two years. There is nothing
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Chancellor’s income tax decisions you have look atunbelievable about this in the aggregate. A
“Building a Fairer Society” and so on and so on.government can impose limits on the public
Eventually one gets used to the code but it is a bitexpenditure bill. The controversial question is
oVensive. If members would like to see a morewhether it can combine those “prudent” limits with
readable and logical presentation of thethe planned large increases in health and education
Government’s economic strategy they might look attogether with a refusal to freeze other sensitive items
any of the reports of the American President’ssuch as security or defence in nominal or even real
Council of Economic Advisors, irrespective ofterms. The areas where things could go wrong have
whether the President is a Republican or aalready been listed in the national press; but if I can
Democrat. The US document lacks the self-praisesummarise them—and I am ignoring the business
and tendentious terminology of the British Budgetcycle because the plans are for a whole cycle—the
Report. It is moreover much easier to find your wayTreasury projections assume that there is still a
around. It is helped in it by an excellent appendixmargin of slack in the British economy or a negative
of key economic data going back many years andoutput gap of about 1.5 per cent. The Bank of
prepared by the non-partisan staV. Finally, theEngland and other analysts on the other hand
Government is committed to a national campaignsuspect that there is almost no useable excess
against obesity, which I am sure we all support, andcapacity in the economy. That is my suspicion too.
it might start its campaign with its own BudgetThe Government assumes that the tax yield will
documents. In short, the size of the Budgetrecover and resume its normal relationship with
Statement has increased, is increasing and ought toGDP. This is debatable. A good deal hangs on its
be diminished.success of the Government’s anti-tax avoidance
Chairman: It is very reassuring, particularly I havemeasures, which I would have preferred not to cash
to say talking to my colleague Lord Barnett becausein on in advance. Most important of all are the
nowadays I have immense diYculty, as you rightlyadministrative savings, which are supposed to reach
say, just finding anything I want in what I still calleventually £20 billion per annum or nearly 2 per
the Red Book, so I am glad that you too have comecent of GDP, which is a huge amount. It is from
into this problem. Detta, if you can get us startedthis margin that the Government hopes to obtain
on our own questions.the resources for expanding health and education

without an overt increase in taxes. I am not a person
to talk about managerial matters but I have to say Q684 Baroness O’Cathain: Before I do I think also
this, when spokesmen of both political parties are we ought to get mention those people who deal with
forced to rely on administrative savings to fulfil their limbs, orthopaedic surgeons, because if you carry
promises they are pretty well scraping the barrel. the weight of those documents from the printed
Finally, a word about presentation. A great deal of paper oYce up to your oYce three floors above you
hard work has now been put into the Budget can hardly do anything with your arms for the rest
document—I cannot call it the Red Book any more, of the day.
it is more white now—by oYcials of all political Sir Samuel Brittan: I agree with that. In fact, in

order to avoid this problem I asked the Financialpersuasions and of none, but it risks being
Times for two sets of documents, one to keep atoverlooked or dismissed because of the way it is set
home and one to have in the oYce. Even so, I haveout, full of tendentious terminology, self-praise,
had to carry this and its smaller sisters into here.repetition and other kinds of padding. The main

Budget Book is now 296 pages long, before taking
in the satellite documents, of which there are many. Q685 Baroness O’Cathain: The question that I am
This is at least three times what it was ten years ago. asking you, Sir Samuel, is what is your assessment
It reminds me of the radio station Classic FM which of the success of the current framework for
I find I cannot enjoy because it is padded out—not monetary policy? Is it better than previous
just with the advertisements that provide it with its arrangements? Can you envisage circumstances
bread and butter but with all sorts of information when it might prove inadequate?
and boasting about what a good station it is and Sir Samuel Brittan: I can envisage all these things.
how well it is doing and why people should listen to It has been pretty successful. It is more successful
it. So it is a Classic FM Budget rather than Radio than I thought it would be. It did not begin in 1997.
3. I can illustrate this, if anyone has the Red Book, It started after Britain was unceremoniously rejected
in relation to table 1.1 on pages 12 to 13. The same from the European Exchange Rate Mechanism. The
table is repeated word-for-word on page 186, and beginning of it was Lord Lamont’s inflation targets
that is not the worst of it. Suppose you want to and the bigger role given to the Bank of England
know about VAT thresholds, you have to look that analysis and also the publication of what was called
up under the heading “Meeting the Productivity the Ken and Eddie Show, if I may speak without

disrespect. All this prepared the ground for the nextChallenge”. For such a basic matter as a
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scenario, which is always forecast but occasionallystep in 1997 which was to give the Bank formal
operational independence. I can think of many happens, it will not be a good model.
circumstances when the framework might prove
inadequate. Let me take two extremes. If you get Q687 Lord Barnett: Thank you very much, Sir
into a real danger of recession—not the sort of Samuel, for what you have already said about the
recession that journalists are always predicting—but Golden Rule, which I much appreciate. Reading the
if you get a real danger of recession the Bank of speech, let alone listening to it and reading the Red
England’s freedom of manoeuvre is limited by what Book (or the White Book now with red print) it is
is called a zero interest rate barrier; it cannot get not clear what exactly the economic cycle is. Could
interest rates below zero and in practice not even you give us your view? In other words, when did it
there. This problem has been most extensively start, when does it end and is it moveable in order
explored in the US Federal Reserve and the to fit in with the Golden Rule?
consensus is if you need to stimulate purchasing Sir Samuel Brittan: My Lord, if with your
power in a big way you need the Treasury and experience you cannot see where the Treasury thinks
Finance Minister to come closer. To put it in one the economic cycle is, what hope is there for a
sentence, you need something like the government newspaper reporter trying to report this on the
deficit monetised by the Bank of England buying the night! After consultation with colleagues and taking
bonds, which it is not allowed to do under the all the usual soundings, I can tell you what the
present framework. The need may never arise, but oYcial answer is. It started in the fiscal year 1999
we need to think about it. Let me take another and is due to end in 2005. It is a six-year run cycle,
extreme, a horrendous oil price explosion that a long cycle. How the Treasury knows when it is
suddenly puts the general price level up by 10 per going to end I do not know, but it is used in the
cent. In these circumstances people are very worried arithmetic. They have got, I think—and there are
about high double digit inflation and it is no use varying estimates—£7 billion, £8 billion or £11
saying you are going to have a target of one, two billion in hand, so the estimates can go wrong in the
or 3 per cent inflation. What you have to do is to coming year and the year after by that amount and
get it down by hook or by crook whenever you can. they can still meet the Golden Rule.
In these circumstances, too, the kind of rigid Chairman: One can spend (and I did, wearing my
framework which appeals to the present Chancellor old economics hat) some time trying to work out
might not be suitable. One of the articles I gave the what one means by the cycle but we ought to try
Committee gives a little bit of the history on this and make some progress Nigel?
from the Gold Standard to real demand
management to monetary aid exchange rate targets.

Q688 Lord Vinson: It is nice to have you back, SirSo we are where we are but I am as certain as I am
Samuel. To what extent do you think the economyof anything that this is not the last word.
is being propped up by equity withdrawal? Do you
think the level of household debt is dangerous?

Q686 Baroness O’Cathain: Can I just ask you one Could it suddenly flip if interest rates were raised?
question from that. I infer from what you have said Sir Samuel Brittan: The short answer to this
that the Bank of England and the Treasury are not question, which I can support with a lengthy study
actually very close together. Do you not think they by the Bank of England, is that we do not know.
are? What are your views about the relationship? May I with your permission quote what they say. It
Sir Samuel Brittan: The Bank of England has been is not the Inflation Report, it is the old Quarterly
given operational independence and the Chancellor Bulletin and what they say is: “Comparing the
cannot, except in an emergency when he has to implied housing risk premium”—and by housing
inform Parliament, give the Bank instructions. risk premium they mean the greater return required
This has actually increased credibility. Inflation on housing investment than on other investment—
expectations, as the Treasury never ceases to tell us, “Comparison may suggest that house prices are
dropped by half of 1 per cent after the 1997 decision. closer to sustainable levels now than was the case in
So the Chancellor and his friends would claim this the late 1980s. However, because of data and model
gives us the best of all worlds in that we have a limitations no firm conclusions can be drawn.” I just
target set by the political process, that is himself, but wish economic research was not written up in that
the means to carry it out are in the hands of the way and I wish there were more people who
Bank of England. It is some guarantee that the followed Karl Popper and put forward brave
Government would find it diYcult to lean on the conjectures. This is a result of honest analysis but
Bank in the run up to an election or any other the author is not suYciently sure to recommend it
period when the Government was more optimistic as a basis for policy conclusion. I cannot do any
about inflation prospects than the Bank. I think in better; I do not know. There are diVerences from

the late 1980s, the main one being that interest ratesmost cases this is a good model, but in the slump
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Sir Samuel Brittan: I have so many documents toare lower, inflation is lower, and therefore the
read. But one must read the Kate Barker report, andservicing burden, given the amount of housing debt,
I wish she had beenmore forthright in advocating siteis lower and therefore the house debt to income
value taxation, an old Liberal proposal which I haveratio can be higher. But we do not know, and the
always advocated. It is rather unlikely that the supplyworrying thing is that a lot of people do not seem
of housing will be dramatically increased this side ofto realise that the real burden of servicing a
an election.My Lord will remember NIMBYism andmortgage which used to fall automatically with
it has not disappeared.inflation will now not fall. It can be argued two or

three ways. If this debt mountain is sensitive to
small increases in interest rates, it may be that a Q690 Lord Sheldon: But is not one of the causes of
couple of per cent on base rates will do it and you the increase in household debt the fact that we have
would not need to go up into double rates. I always a remarkable level of stability, whether it is over 100
dodge this question but I make two observations years or 200 years, nevertheless it is quite remarkable,
related to things I do understand. Firstly the present and this does lead to a certain amount of confidence
upturn, which started before the last election so we among people. If it were any sort of doubt would
need not be partisan about it, is not entirely due to there not be some result in prices perhaps falling a
an out-of-control consumption boom. If you look little?
at the national income figures in nominal rather Sir Samuel Brittan: No doubt it would. The Bank of
than real terms, the consumption to GDP ratio has England is worried sick about all of this. The
not risen all that much and real spending has risen question is; should it precipitate a slowdown in

growth now by raising interest rates more than it hasbecause the price of consumer spending has risen by
done in order to reduce the size of any subsequentmuch less than that of many other items such as
crash or should it wait for the crash and reducegovernment procurement, exports, imports and
interest rates then? Again, an unenviable dilemma. Ialmost everything else. That is partly due to
do not lose as much sleep over this as some people—improving terms of trade to connect it with the high
as long as we retain a floating exchange rate. If thereexchange rate. My colleague Anatole Kaletsky
were a shake-out in the housing market, the Bank ofthinks it may also be due to the British having
England would not prop up the housing market,increasing comparative advantage in services and
although it would try to stimulate the economy andtherefore by some alchemy this is a benefit we can
that this would mean lower interest rates and lowerlock in, to use the Chancellor’s words. I just do not
sterling, which would help rebalance the economy.know about that. The other thing I will quote is the
There is a silver lining even here. I am thinking aloudOECD report on the UK, which would be much
but I think there is. The Bank of England and mosteasier to read if they did us the honour of sending
other central banks have taken the line that theya hard copy and not expect us to print it out from
cannot support particular markets, whether it is thethe Internet. Nevertheless, I did burrow into it and
housingmarket or Stock Exchange or any other assetfound it advocated monetary policy erring on the
market. My own view is that central banks need toside of caution. It did not say anything about the
take a bit more overt notice of asset markets and notBudget, which was after it was written, because they
merely because of the eVects on consumer prices. Iknew the Budget would be a non-event. But they
have not got a magic formula about how to do itwanted the Bank of England to follow a policy of
although somewhere in the papers I have circulated Igradually increasing interest rates, and the reason
have cited a study by the Bank of Internationalfor that was not morbid worry about the housing
Settlements which says that if housing prices are

market but because they thought that the general rising rapidly, bank debt is rising rapidly, real debt is
increase in output would put a strain on resources rising rapidly and real growth is rising rapidly, and it
and that this could eventually lead to inflationary is all too much of a good thing and the banks should
over-strains of various kinds. The very thing the take some action, even if it does not forecast an
Chancellor boasts about, the rapid increase in GDP, increase in consumer prices. Perhaps another way of
is something that worries them because they think looking at it is people who listen to the Chancellor’s
it might be a bit too fast. speeches think of inflation in terms of consumer

prices. But if you tell somebody in Dublin, for
instance, when they have seen property prices
shooting up no end, that they have zero or near zeroQ689 Lord Vinson: Can I just put a supplementary
inflation, they will just laugh, and people in the streetto you. To take the heat out of the housing market, if
are not always wrong.he were to hike up interest rates, is that not eVectively

tackling symptoms rather than causes, because the
cause of the housing market is excessive land Q691 Lord Sheldon: Because stability is so

exceptional confidence is also exceptional, is it not?rationing through the planning system?
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Q693 Lord Elder:On the general framework of fiscalSir Samuel Brittan: Can I say something on the
policy what changes would you recommend?stability side. I do not want to begrudge the
Sir Samuel Brittan: Very few.Chancellor’s macro achievements because my

criticisms of him are mainly on the micro side, but
nevertheless there is a certain amount of boasting Q694 Lord Elder: Does that mean you are happy
involved. There is a chart in what was the Red Book with the present arrangements?
showing that we have had seven years without any Sir Samuel Brittan: I am never happy with the policy
quarter when GDP has fallen, which he says has not framework. My Lord, do you want me to elaborate a
been seen since the time of George III. I would like to little bit on why?
know where he got the performance figures from the
War of American Independence. However, that is Q695 Lord Elder: Yes.
not the only measure. John King, I think of HSBC, Sir Samuel Brittan: Oddly enough, there is more
has got another chart in which he looks at themoving intellectual agreement on the framework ofmonetary
average of seven years’ growth of GDP. Here the last policy than there is on the framework of fiscal policy
seven years tend to be not bad and not good, just par and almost the only statement that could command
for the course, and I think it is an excessive response consensus—80 per cent, it is never 100 per cent—is
to measure success simply in terms of quarterly that it is absurd to try to balance the budget in a
movements. All I am really saying is that the Red recession or to give away all the surplus in a boombut
Book is no longer the boring, non-partisan document nevertheless there should be limits to how much the
it used to be! government gets into deficit except in a real crisis

such as a war or a depression. Fiscal rules are just aChairman: If I can be boring and non-partisan, can
rough and ready way of trying to combine amedium-we go on to our next question please.
term constraint on borrowing with some flexibility in
both the downturn and the upturn. Writing it in

Q692 Lord Elder:You have already said a couple of stone, of course, is just a presentational device. The
things about fiscal policy and the current framework world will not come to an end if the current budget
but I wonder if we can press you on what you think deficit over the arbitrarily defined cycle is 0.1 per cent
should be done, if anything, to change the current of GDP higher than what is called investment, but it
framework of fiscal policy. In asking that I think is a rough and ready rule and all we can have.
there are a couple of technical things we would like Chairman: The answer you have just given will also
your views on. What are your views on the fiscal take you into our next question area.
implications of PFI? How do you think government
investment expenditures should be financed? Q696 Lord Roll of Ipsden: Exactly. My question is
Sir Samuel Brittan: My immediate reaction is that it very much related, Sir Samuel, to what you have just
should be financed honestly by borrowing or by said. Do you think there is merit in the Treasury
taxation and not by getting the private sector to do its formulating a fiscal rule rather analogous to what we
borrowing for it. I did once have to give a talk in have for monetary policy? To take the analogy
Winchester College about this and I did quite a lot of further, do you think it would be feasible to entrust
research into the justification for PFI. I readTreasury fiscal policy to an independent body rather like in the
documents and reports of organisations such as analogy where the Bank of England is entrusted with
IPPR and they all talk about cost savings in projects monetary policy?
like hospitals, schools or prisons which are put up by Sir Samuel Brittan: If I may answer the second part
the private sector and then the government rents of your question first. There could be an independent
them out, and they give a whole lot of micro tests. I body reporting on the fiscal framework and whether
also discovered that local authorities, spending budgetary policy is strict enough or too strict and
departments and almost everybody outside the what it looks like in the medium term, the sort of
central economic department said that the PFI “is the thing the Congressional OYce of the Budget does in
only game in town” and if you wanted to escape the the United States.
cash limits and if you had any ideas at all the onlyway
to get them through the Treasury was to find some Q697 Lord Roll of Ipsden:Exactly, that is what I had
private investor willing to put up some of the capital. in mind.
I suppose actually I agree with Lady Thatcher, as on Sir Samuel Brittan: I do not think, though, that
so many things, when she thought bodies either governments would ever hand over their decisions on
ought to be privatised or not; and there was not really tax rates or on spending plans to a body of this kind.
a halfway house, but we are landed with PFI and we All a body of this kind could do would be to make
have to make it work, as we discover every day on the pronouncements which might worry the financial
Underground. But I am not all that enthusiastic markets if it thought the borrowing was too high—

perhaps if you were on the Committee, wouldabout it.
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has from then until now, more or less over the past 40occasionally say that the Government was not
borrowing enough because of the danger of a years, absolutely refused to say what he thinks the
recession. So there could be such a body, but I was output gap is, what he thinks the NAIRU is or where
very worried by the form in which the Treasury he thinks we are in relation to it. He of course would
suggested it, which made me go through the roof, a get round the problem—or at least he would have got
roof even as high as this. It advocated something like round the problem—by a money supply rule but,
the Taylor rule, as they call it, and they said if the latest reports suggest he is re-thinking that a bit. I do
output gap there was muchmore than 1.5 per cent on not know what he would put in place of that other
either side there would be a presumption that the than Greenspan living forever! I would favour an
Chancellor should take action. If I knew what the objective for nominal GDP, which has got many
output gap was in any country I would deserve the virtues. It does mean that central banks have the
Nobel Prize, whether I got it or not. When I first responsibility for preventing a recession or
heard the Taylor rule I thought it was using one ameliorating the eVects of a recession when this can
unknown to monitor another one. In fact, I did meet be done without starting oV an increasing inflation.
John Taylor when he was Under-Secretary of the On the other hand, if you have double digit inflation
Treasury and he was quite surprised by the firmness the first priority would be to get this down, and this
with which his rule was being translated and the is more or less what Keynes wanted informally in
weight put upon it. He was then involved with various periods in his career. I have not been beating
international monetary aVairs and he was not very a drum on this for several reasons. One is that while
interested in this application of it. There was another the existing framework has been giving moderately
aspect of the Treasury paper which I did not like. It sensible results there is no point in knocking one’s
suggested a Treasury Economic Report which would head against a brick wall. Another reason is that a
take over from the Bank of England Inflation Report nominal GDP framework only makes sense if your
the job of reporting on the economic aVairs of the objectives, both for output and for inflation, are over
nation. I believe in competition, even between an average of a good many quarters or several years.
government bodies like the Treasury and Bank of I am terribly afraid that somebodywill say in the next
England. But if you started taking away the reporting quarter, “Nominal GDP has fallen by 2 per cent,
of the Bank of England and handing it over to the your policy has failed,” and I cannot see the army of
Treasury you are undoing some of the work that was analysts and journalists who write almost every day
done in making the Bank independent. So I would having the patience to understand a new objective. It
like to see something like a Congressional Budget might be better to stick with the inflation target
OYce, I would like to see some independent analysis. rather in the way that Mervyn King interprets it and
But there is one prediction, I think it is Goodhart’s that is if there is a danger of recession you move
Law, that as soon as any automatic formula of this slowly towards more stable behaviour of the price
kind comes in immediately afterwards it becomes level and if there is a raging boom you try to get
discredited. inflation down much more quickly. An inflation

target can be operated like a nominal GDP target. I
am not sure how far that is understood at the highestQ698 Lord Skidelsky: I just wanted to ask you, Sir
level, but it can be. I have another diYculty withSamuel, in one of the papers you circulated you cited
which I cannot really cope. If you had nominal GDPresearch by a Bank of England duo E Nelson and
or real GDP objectives you would still have all theK Nikolov in which they pointed to amazing
problems associated with the present regime. Do youmiscalculations of the output gap over the whole
go by what is happening? Do you go by forecasts?period from the 1970s through to the 1990s. Then you
What is your horizon? All these diYculties wouldgo on to say that it is at best a tool but it should not
come in and have to be faced again in a slightlyreally be a predominant tool. What is the problem in
diVerent framework. The real diYculty (not aoutput gap analysis and what would you replace it
procedural one) is what somebody already asked,by?
which is what do you do about asset prices. I thinkSir Samuel Brittan: My Lord, the problem with it in
the Fed has always insisted that it cannot underwritethe first place is the output gap is not as innocent as
Wall Street. All that I want to suggest is a little bit ofit seems because if there is a zero output gap it does
common sense, that if there is a runaway stampede innot mean that every business in the country is
Wall Street, as in the late 1990s, the Chairman of theworking flat out. It is related to the level of output
Fed should not try too hard to explain it away as athat is consistent with unchanging inflation, not
supply side miracle or say it does not matter becausenecessarily stable prices but price changes neither
the arbitary index of consumer prices is notaccelerating nor decelerating.What this is is anyone’s
increasing very much. This is a non-formulaicguess. This all stems, some people might not like to
addition to the MPC’s responsibilities. I wish I couldknow, from work Milton Friedman did on a related

concept, which is the natural rate of employment. He do better.
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get any idea from the Red Book how uncertain theQ699 Lord Goodhart: Sir Samuel, I think you have
to some extent already answered question five but world is intrinsically and howuncertain the outcomes
perhaps you might enlarge a bit. Do you think it from policy decisions are likely to be.
would be a good idea for the Treasury (which Sir Samuel Brittan: If a Treasury representative were
presumably it would be) to publish a fiscal report on here, and no doubt hewill be eventually, hewould say
the same kind of basis as the Bank of England’s that there are bits in this Book about the Chancellor’s
Inflation Report? projections being tested in a more cautious case. But,
Sir Samuel Brittan:Well, there is a question, which I curiously enough, the trouble with the Chancellor is
do not know if anyone is going to ask me, on what I not that he disbelieves economics but he believes it
think of the Bank of England’s Inflation Report. So too much. He knows there are queries about
I had better postpone my reply until we reach that forecasting and he thinks if you go half a per cent
question. The suggested fiscal report is supposed to above and half a per cent below trend you have
be an Inflation Report of some kind, is it not? I think covered every eventuality. God knowswhat he would
it would be improved if it were more like the Bank of do if we faced another 1931 or 1939 or any of the
England Inflation Report but there would still some crises that we have had. It is quite diYcult because a
way to go which we might enlarge upon when we lot of this is written by economically literate political
come to that question. advisers and it is neither one thing nor the other.

Chairman: Obviously again we could spend hours on
Q700 Chairman: If you contrast the actual Bank of that but I think it is only fair to you, Sir Samuel, if we
England Inflation Report, it is a sophisticated, try and make a bit of progress. Lord Sheldon?
serious economic document which also emphasises
things like the variance, somethingwhether you agree

Q703 Lord Sheldon: The Stability and Growth Pactwith it or not, a professional economist can recognise
was a means of disciplining a number of countriesas a professional economic document. If you
within the Community. It might not have been thecompare it with the Red Book, it really is chalk and
best criteria but it could at least have worked. Nowcheese. It does not look like a serious economic
we have this problem with France and Germany anddocument. That is the point we are asking you.
others, so there are real problems there. At the sameTherefore, should we not have something that
time we have the United States having a currentwas written clearly by professional economists
account deficit of astonishing proportions, 4 to 5 perdispassionately, not trying to sell anything?
cent, without seeing much sign ahead of greatSir Samuel Brittan: In the sense the old Red Book
improvement. How do you see the way in which thesewas.
two matters are going to be dealt with?
Sir Samuel Brittan: The US deficit will be dealt withQ701 Chairman: Yes.
by the market at such time as the eVect on confidenceSir Samuel Brittan: It did not have a lot of the
or returning worries about inflation start depressingsophistication of the Bank of England Report and
the dollar exchange rate too much.When the electionpeople perhaps did not know how to do “rivers of
is over there can then be an about turn in Americanblood” then. But there is a case for going back to a
policy. It is not going to happen because puristsrather boring Red Book with an economic analysis.
dislike the size of either the budget deficit or the paperAfter that the Chancellor can make a speech of some
deficit. The European case is much more diYcultlength if he likes. If the Red Book were all political
because it is not a macroeconomic problem. Theypropaganda, it would be easy, one could dismiss it.
have—and I am not going to be tactful—trade union-But I cannot imagine it is going to bring back
dominated legislatures, they have corporatistmarginal Labour voters in South Wales. I cannot
frameworks which are just as strong when there is aimagine them knowing what it is. It is an unholy
Christian Democrat as when there is a Socialmixture of political propaganda and economic

research. There are these fascinating tables on Democrat government in oYce. You need
productivity but how many readers get up to this permission to do practically anything and people are
information? very reluctant to invest. For millions of people it
Chairman: The answer is probably the members of hardly pays to get a job so the underlying growth rate
this Committee plus you, Sir Samuel! is very low, and this makes governments try to find
Lord Oakeshott of Seagrove Bay: One wonders what means of fiscal stimulation and they do not work very
the target market is in the Red Book. It is an well. I think, like the Chancellor, the Stability and
extraordinary mish-mash. Growth Pact could operate more flexibly, but that

would not transform the European economic area
into something relatively dynamic. I think that isQ702 Chairman: The main point I was trying to get
what I said to a related committee when asked aboutto is that the Bank of England’s report emphasises

the uncertainty of decision-making. You would not the ECB.
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did not want the committee to ever come to anyQ704 Lord Wakeham: I really wanted to ask you a
question about the personnel on the MPC. Recent conclusions!
appointments have tended to indicate that having Sir Samuel Brittan: I used to think, myLord, the only
expertise in monetary economics is no longer the thing a committee could design was something that
requirement that was once claimed. Do you think looked like a camel but I have to say that Mervyn
such expertise is required? King has half persuaded me that something like the

MPC can work. I suppose you need a couple ofSir Samuel Brittan: I thought long and hard about
this question because I was given notice of it. My people—DeAnne Julius is one and Willem Buiter is

another—who will work as part of a committee butinitial interpretation was to ask permission not to
answer it, but I then thought there is something I also stick their necks out as necessary.
could say without mentioning personalities. I do not
think the Committee should be composed entirely of

Q706 Lord Sheppard of Didgemere: We havemainstream economists. I could, if there were time,
touched round this subject but on the actual minutesmention what I would describe as some of the
of the MPC, assuming you read them with interestcharacteristics of mainstream economists. They are
every time, how useful do you find them? Moreeither reconstructed Keynesians or moderate neo-
specifically, would it be useful to have a pressclassicists. They are characterised by a strong belief in
conference following that, so that people could cross-econometrics and in forecasting over a horizon of
question them?two years. There are plenty of people outside this
Sir Samuel Brittan: I tried to read the last Inflationtradition who would have something to say and I
Report with precisely this question in mind. I waswould like to see more of these on the Committee.
looking to see whether there was anything market-One example isDeAnne Julius. I did not always agree
sensitive, whether there was anything that couldwith her, but she was a breath of fresh air. That does
aVect the market in a way detrimental to the aims ofnot mean you can have people on the committee who
policy if the report were released in a couple of dayswould not understand an economic conversation
rather than two weeks, and I could not find anythingsuch as this, who would not know what we were
at all. Any market-sensitive information of that kindtalking about and would have to have it all explained
is excised and does not appear at all. So I think theto them. The worst idea, which I think was killed in
market sensitivity point is absolutely out-of-date, if1997 but might be re-emerging, was that various
there was ever anything in it. I am not sure that Igroups be represented—women, manufacturing
would want the report and a press conferenceindustry, the north, the south. That way lies chaos
immediately afterwards because according to theand I am sure an erratic but on the whole inflationary
descriptions we have been given, and I am sure theypolicy. I think one does need expertise. You
are true, the final decisions are not taken untilmentioned monetary expertise. If I could make, my
Thursday morning, and some people do not evenLord, a small technical point. If one reads the
decide how they are going to vote or whether they arecontributions of speeches of members of the
going to vote until then. To expect the staV tocommittee it is amazing how little technical monetary
produce over the lunch break a sophisticated reportanalysis plays a part in it. Take, Charles Goodhart.
for an unprepared audience is a bit much. If they takeHe is one of the leading monetary economists in the
a decision on the Thursday we could have somethingcountry but when he discussed matters of relevance
very much like these minutes on the Monday. I haveto theMPC and how it should proceed he would give
a criticism tomake of theminutes. The sophisticationan analysis of the economy which would not be in
which the Lord Chairman refers to is more in theutterly diVerent terms to those who did not regard
Quarterly Inflation Report and the Quarterlythemselves asmonetary economists. If wewere to ask
Bulletin, rather than the minutes. The minutesabout the role of money in the narrow sense we
consist of three sections at the moment. There is awould, I suppose, be here until tomorrow morning,
rather good survey of the economic situation—and itbut the short answer is that you need people who are
is not clear to me whether that comes from the staVon the whole economically literate who do not
or whether it is voiced by the Governor or where itrepresent particular constituencies—they are well
comes from—where there is some discussion ofenough represented in the political side of the
immediately controversial questions, and then thereprocess—and you need a healthy mix.
is a section called the “immediate decision” and my
guess is not only journalists but learned economists

Q705 Chairman:Do you agree just briefly that what look at that first. After that there is a very long
you certainly need, and this is a psychological need section consisting a report by the Bank of England
rather than an economics point, is people who are staV. I tried to read it at the expense of my lunch

before coming. I could not read that section and therewilling to work as part of a committee? I can think of
plenty of economists whom I regard very highly who is a reason for it: I do not think anyone, Lord Keynes

included, can absorb a vast amount of currentI would never have on any committee at all unless I
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more than I at any stage in my life could haveinformation without a few visual aids such as charts
and diagram and tables relating them to the trend. It remotely taken in. That led one to the question what
may be that when members of the MPC sit down to decided each one of them to take the view they took?
make a decision they do have these visual aids; but One thing you cannot get out of the minutes or
those who have to receive this document and read it, anything else is what precisely made them take the
I doubt if you can find a single person who has read view they took. I would have thought for those
it in its present form to the end. One thing I would do outside trying to assess them it would be reasonable
is I would combine the first section with the section for people to say, “I voted that way primarily for this
prepared by the Bank of England staV because they reason,” and you cannot work that out.
are not ideologically diVerent (one is a little too Sir Samuel Brittan: As far as I know, my Lord
general; the other is much too detailed) and support Chairman, the only central bank which in principle
it with a few charts. I come back to your main point, might do this is the Federal Reserve. I do not look
my Lord.When one reads the first part, the summary every month or every six weeks at the proceedings of
part, one thinks what any journalist would give to the Open Market Committee but can one tell from
have this in good time. But it is a bit diYcult to get that precisely why they decided what they did? The
excited about the analysis of the situation as it was a present chairman has a feel or hunch and most of
fortnight ago. Whenever it comes, I think the staV them follow it most of the time. One member,
should be permitted, indeed told to, to update it so Professor Ben Bernanke, goes round making
that it is still usable on the day of issue. speeches and one knows that he will want more

preparation done when there is a danger of deflation
Q707 Lord Sheppard of Didgemere: Some of the and a lower interest rate barrier might become
people whowere speaking to us (some have and some operational. Even then you do not know what he
have not) have advocated that we name the guilty or thought on any particular occasion. Even the
the innocent, depending on your views, when they Chairman probably would not know exactly what
come to the recommendation part, where some made him come out one way or the other. One of the
people are saying they would like to be able trend advantages or disadvantages of moving a quarter of
individuals and how their views have changed. Has a per cent at a time is that it usually is six of one and
that got any logic about it? half a dozen of another. An advantage of the old
Sir Samuel Brittan: Nowadays I am a contributor to system when interest rates would go up by 2 per cent
the Financial Times as a columnist and not a part of or 3 per cent and then come down sometimes by half
its internal management. Nevertheless, I would say a per cent at a time was that it was pretty clear what
on behalf of my colleagues that they do print from made them do as they did. It would be more
time to time a chart of who voted when. It is not too interesting if members indicated just a general trend.
diYcult to guess. Occasionally they get it slightly For instance, it was one member, Christopher
wrong and somebody might want an increase in Allsopp I think it was, who boasted that he never
interest rates not now but next month and is just voted for an interest rate increase and often voted for
firing a warning shot. There is a little bit of evidence an interest rate reduction. Now I suppose it would
that this is what happens in the Federal Reserve. The not be unfair to say it was a general Old Labour
convention seems to have grown up that on the whole orientation of being afraid of the central bank being
members do not contradict the chairman and do not too deflationary, but there is no reasonwhy he should
put in dissensual votes unless they feel very strongly not defend his general attitude. He might have said
and want to register a kind of public protest. (There without it wewould have having too tight amonetary
was one person, Henry Wallich, who every time said

policy. Also, was it really what he might have had inhe wanted higher base rates and when he died the
mind specifically on each occasion or was he puttingcommittee lost an anchor). On the whole the report
up a flag? I do not think there would be any harm atshows that members try to support the chairman and
all to try to press people on this but some people areonly break away when they think they have
easier to press than others.important diVerences of outlook, so one has to be

careful here. I do not think it is diYcult to know how
the individual members of the committee vote. But
why not a compromise, let them declare how they Q709 Lord Barnett: I am most grateful for all your
voted if they wish. It might make it even easier to answers before. TheChancellor hasmade a great deal
work out how the rest voted. about the need to improve productivity in the UK

and indeed in the Red Book he has a whole chapter
covering what he is going to do to help improve it. HeQ708 Chairman:One of the things that has intrigued
starts with five drivers which I will not go into. Dous in all the years we have been doing this is we were
you have any confidence of success in these aims byshown right at the beginning the incredible amount of

data the MPC was given at the start of its operation, any government?
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and concrete over the South East of England nor,Sir Samuel Brittan:Absolutely none. I am sure, Lord
incidentally, do I believe that the maximum rate ofBarnett, you made speeches about the need to
GDP growth is the be-all-and-end-all of economicimprove productivity and so did your predecessors. I
policy; it certainly is not. So there has to be somewas going to come up with something completely
kind of balance here; but that is not increasingagnostic about it. I am just trying to remember the
productivity. The government is here balancing thequote from Adam Smith that what business needs
case for measurable development in terms of housesfrom government is a stable environment and to be
built, factories put up and so on against the desire toleft alone. I think I must say something else though.
preserve the countryside, preserve ancient buildings,Why do respectable oYcials in the departments go
and economists have developed cost-benefitalong with this, apart from the need to earn their
techniques which are not perfect but may be betterbread and butter? There is a reason. There are a lot of
than nothing for helping in these decisions. Beyondpolitical pressures for policies that do not make
this I can still remember a time when there were bigsense, agricultural support, industrial support,
investment incentives for financial firms to invest inNIMBYism, all kinds of things, or defence
computers. It was not an idea of Gordon Brown’s,procurement from more expensive rather than less
it goes back 20 or 30 years, maybe even to theexpensive sources. If these pressures were not resisted
Conservative Government in the “13 wasted years”.productivity would not stay at 2 per cent, it would go
I do know of Stock Exchange firms who had no ideadown. Maybe by going along with this game of
what to do with computers but they installed thempretending to increase productivity the Treasury and
for the sake of tax advantages. Britain may have theother oYcials can do something to prevent it going
lowest R&D amongst the G7—I am not sure—but Idown. As you know as a former Treasury Minister,
have never known what is wrong with licensing thethe pressures on government to help special interest
results of science in other countries. I do not really seegroups are enormous. If somebody said, “But,
why Britain has to lead in every possible field or whyChancellor, what will this do to productivity?” it is of
Switzerland has to lead or why Belgium has to lead.great help for those fighting special interest groups.
Dare I say, the case for a science policy, is the sameAgain if one revealed the nature of the game one
as the case for an arts policy, I would support it formight not be so successful.
the broad cultural reasons as well of course as theLord Barnett: Thank you very much. No comment!
universities. But I think productivity growth and
growth in general are like happiness; they will be

Q710 Chairman: As a last question the one fact that achieved if you do not think about them too much
stands out if you look at the data since the 1980s, if and concentrate on specific tasks.
you look at the rate of business R&D to GDP, it is
persistently lower than many of our main Q711 Chairman: Thank you. That is a very
competitors and in fact recently has been getting admirable way to bring this to a close. May I thank
worse. If you were to argue that business R&D, as you on behalf of all of us for your views and also for
many of us would, is pretty important in terms of the clarity with which you have expressed them. We
productivity, would you really be content with the also tend to say that if when you have left you
Adam Smith position that the only thing the suddenly think you ought to have told us some more
government can do is both have a stable environment or if you have missed out a vital point then just write
and then keep out of everything? and say, “I should have also said this,” and we will
Sir Samuel Brittan: Well, the Adam Smith maxim is undoubtedly take that into account but, broadly,
easier to enunciate than to follow. Take for instance, thank you very much.
land use and housing and industrial development. It Sir Samuel Brittan: Thank you very much,

Chairman.is not my view that people should just get on with it
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Memorandumby Professor AntonMuscatelli, University of Glasgow

Introduction

1. This paper is a contribution to the Select Committee’s inquiry into the state of the economy and economic
policy. It responds to some of the questions set out in the Committee’s Call for Evidence, and to issues raised
in advance of my appearance as a witness before the Committee on 30March 2004. The responses will follow
the broad areas and specific issues set out by the Committee in its Call for Evidence.

Monetary Policy

2. The overall performance of the Bank of England’s MPC since its inception has been remarkably good.
Under its old RPIX 2.5 per cent target the Bank managed to keep inflation within the target band throughout
its period of operational independence, and indeed for most of the period since 1997 RPIX inflation was kept
to within 0.5 per cent of the central target. This is a remarkable performance in historical terms, and one that
has been achieved concurrently with continuousGDP growth and low unemployment. Compared to other G7
economies, the growth and employment performance of theUK is also notable not only during the latter years
of the 1990s boom, but more conspicuously post-2000, in the face of a world economic slow-down.

3. It is too early to judge whether the shift to CPI (formerly HICP) will have any impact on the MPC’s
performance. The reduction in the central target for CPI (to 2 per cent) relative to the former RPIX target is
largely accounted for by the diVerent aggregation methods adopted by the two indices. Some commentators
have noted that the largest diVerence between the two indices is accounted for by the exclusion of housing cost
components which are present in RPIX but not CPI. But it is unlikely that this will have a significant impact
on behaviour, given that housing costs are still an important element of the Committee’s forward-looking
assessment of inflation.

4. Could the MPC have done better? This is a question which has been raised, inter alia, by a former member
of the MPC,1 suggesting that the Bank’s policy might have been over-restrictive in the period when RPIX
inflation was consistently below target between 1998–2002. In my view this type of counterfactual historical
analysis is not helpful. It is not diYcult, with the benefit of hindsight, to design an alternative path for interest
rates which might have led to an even better outcome. However, the task facing a monetary policy body is
much harder, as it has to consider the range of risks facing the economy. It is very likely that, given the
information available at the time, such an alternative interest rate pathmight have involved considerable risks
of not meeting the inflation target.

5. A more significant point is that the MPC has been able to conduct monetary policy in what has been, by
recent historical standards, an extremely benign macroeconomic environment. By this I mean that most of the
shocks it has faced have been either shocks to aggregate demand in the economy (some of them quite
significant, such as the post-2000 world economy slow-down) or positive supply-side shocks. There has been
a conspicuous absence of adverse supply-side shocks, such as sudden major increases in oil and commodity
prices. (Although we may be finally be seeing some change here due to the strong pick-up in world demand
for oil and commodities). To a large extent in the current cycle the MPC has been able to use interest rates to
sustain domestic demand in the face of adverse demand shocks.

6. What does the recent experience and decision making of the MPC tell us about its structure and
composition? There is no doubt in my mind, from reading the minutes of MPCmeetings and key publications
such as the Inflation Report, which provide insights into the quarterly inflation forecast process of the
Committee, that MPC members are extremely well-versed in technical issues. This does not imply that an

1 S B Wadhwani “The MPC: Some further challenges”, speech at the NIESR, London, 2002.
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academic background is necessary: given the support structure oVered to external MPCmembers through the
MPC unit, a strong knowledge of basic macroeconomic principles and a high degree of economic literacy
through professional experiencewould seem to fit the bill just asmuch. Indeed, amixture of backgrounds from
which the external members of theMPC are drawnwould oVer the best opportunity for group learning. There
are some empirical studies which study the voting patterns of MPCmembers.2 These do seem to suggest some
diVerences in patterns of behaviour, such as that external members of theMPC are more likely to dissent from
the majority view than internal Bank members, on average; however, whilst this statistical analysis is
suggestive, it is problematic because the events considered (monthly votes by individual members) are not
statistically independent events.

7. Turning to whether monetary policy should give greater weight to the regions, I firmly believe that this
would not be appropriate. This is for two reasons. The first is that we should not confuse the institutional
framework by suggesting that monetary policy should (or indeed can) pursue multiple objectives, some of
which may conflict in the short run. One of the great merits of the UK’s current monetary policy framework
is that it has led to a convergence of (financial market and wage-setters) expectations towards the inflation
target. The Bank’s credibility should not be undermined by introducing a fuzzy objective. Second, I am
convinced that macroeconomic policy errors at the aggregate UK level in the last 30 years have been a major
driving force behind divergences in the UK regional business cycles. The diVerent economic structures of the
UK regions give them diVerent sensitivities to interest rates. In turn this implies that anymonetary policy error
that has to be corrected subsequently will add considerably to inter-regional output volatility (eg the 1990–91
housing market crisis). A more stable UK macroeconomic environment is therefore more likely to moderate
inter-regional output volatility.

8. Indeed, it is interesting to consider the experience of the USA, where Federal Reserve regions are
represented by their bank presidents (on a rotational basis) on the Fed’s monetary policy committee (the
FOMC), and in addition the Federal Reserve Board members have to come from diVerent regions, following
the 1913 Federal Reserve Act. There is some empirical evidence3 which suggests that regional influences do
aVect the vote of Board members and bank presidents. In the UK context, this would suggest that the absence
of regional considerations and aYliations allows the MPC members to focus on the Bank’s key target.

9. As a member of the Scotsman’s ShadowMPC, we are asked what the most appropriate interest rate would
be for Scotland. For me, and I suspect for all other colleagues on the panel, this is an entirely hypothetical
exercise, equivalent to asking what the most appropriate interest rate setting would be for Scotland if it had
its own central bank. It is also a very diYcult question to answer given the current limited availability of UK
regional data. (This is being addressed as part of the Allsopp Review.) Which means that often we cannot do
justice to this question in the same way as we can to questions about the UK economy.

10. One issue which we often cite as important in the Scottish context is the exchange rate, because of the
diVerent composition of Scottish exports relative to the UK average. Similarly, one can focus on the
diVerences in trend productivity growth in Scotland relative to the UK average to try to reach some
conclusions about the underlying output gap.

11. Turning back to the overall UK standpoint, in addition to the exchange rate, other asset markets (the
housing market and equity markets), and sectoral financial imbalances such as the UK current account deficit
or the large increase in consumer indebtedness are often cited as causes for concern. Are these areas on which
monetary policy should focus more? The key point here is not that these indicators are important per se, but
whether the Bank’s pursuit of the overall inflation target and the “objectives for growth and employment”
cited in the Bank of England Act will be hampered by neglecting short-term trends in asset markets and
financial imbalances. Themain danger from an asset market bubble, whether in internationalmarkets (leading
to a marked current account deficit with a consequent increase in international indebtedness) or in domestic
markets (leading to a build up of consumer and/or corporate debt) is that of a sharp turnaround in asset prices
when optimism gives way to pessimism. In turn this can sometimes lead to a major downward adjustment in
domestic demand and this is sometimes worsened if the domestic financial sector reacts to a deterioration in
balance sheets by constraining credit. In these circumstances it may be diYcult for a central bank to manage
domestic demand through interest rates.

12. My reading of the MPC’s minutes is that asset price movements are very much part of the overall
landscape which the Committee considers when determining interest rate policy. It would be interesting to see
what theMPCmight do if and when a situation emerged when events in asset markets dictated a very diVerent

2 See for instance P Gerlach-Kristen “Why do MPC Members Disagree?”, mimeo. University of Basel, 2003.
3 See E EMeade and DN Sheets “Regional Influences on USMonetary Policy: Some Implications for Europe” CEP Discussion Paper,
February 2002.
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path for interest rates from that required to meet the inflation target. My instinct is that, if this were in the
interests of financial stability, and indeed meeting the Bank’s medium-term inflation target and supporting
objectives, theMPCwould probably run the risk of notmeeting the inflation target in the short term, justifying
its stance through the Open Letter procedure.

13. Consumer borrowing and the increase in consumer debt have often been cited as a potential worry for
policymakers. There is a great deal of ignorance surrounding this topic in that often the press cites overall level
of indebtedness when what really matters is the level of household debt/income or debt/wealth ratio. Both
these ratios have risen since 1999, and particularly the household debt to post-tax income ratio is now above
120 per cent compared to an average over the last two decades of about 100 per cent. It is worth stressing,
however, that there is no “correct” level for this ratio, and that at current interest rates, this level of
indebtedness is entirely sustainable. If this gives some cause for worry it is only because of the potential for a
sudden rapid retrenchment of consumer spending as opposed to an inevitable smooth downward adjustment
of consumer spending in line with income growth. Similarly, there is a clear link between the current strength
of consumer demand and the deterioration in the UK trade balance and current account deficit. Again, some
of these themes are apparent from the MPCminutes over the last year. However, it is not apparent to me that
the balance of risks in 2003 required an earlier and larger increase in interest rates to bring consumer spending
under control. Inflationary pressures are still subdued, and for most of 2003 there was considerable
uncertainty about the strength of the global economic recovery, so it is arguable that the balance of risks lay
the other way.

Fiscal Policy

14. Following the Bank of England Act, steps have been taken to ensure that fiscal and monetary policy are
co-ordinated. The Chancellor’s fiscal rules were designed to make fiscal policy more predictable, and the
briefings given by the Treasury to theMPCare again designed to avoid potentiallymajor clashes between fiscal
and monetary policy-making bodies. However, there are limits to the extent to which governments can pre-
commit to fiscal policy. We have seen, for instance, that there is a considerable diVerence in the Treasury’s
own forecasts of taxation receipts over the next two to three years, and those of independent forecasters who
have suggested that the Chancellor runs a substantial risk of not fulfilling his own Golden Rule by 2005–06.

15. It is interesting to note that there might be a parallel here between the UK’s fiscal position and some of
the defects of the EMU Stability and Growth Pact. One of the major criticisms of the SGP is that it acts in an
asymmetric fashion: it puts the spotlight on governments who breach the 3 per cent ceiling during recessions,
potentially inducing a damaging procyclical fiscal adjustment. Another problem is that it adopts a “one-size-
fits-all” policy, not taking into account the sustainability of fiscal plans in countries with very diVerent initial
levels of debt. Not surprisingly, the SGP has now been eVectively abandoned. The UK has committed itself
to a diVerent framework, which avoids this pro-cyclicality by taking account of the economic cycle in the
“Golden Rule”. However, it does create a potential endpoint problem where the end of the economic cycle
coincides with an electoral cycle. Even if the Chancellor satisfies his Golden Rule over the cycle to 2005–06,
the lack of a substantial surplus currently projected for 2006–07 and 2007–08 might require some degree of
adjustment to spending growth and/or taxation in the medium term. Although the Golden Rule is very
diVerent from the SGP there is one similarity: as with some of the EMU countries in 1999, the problem is to
tighten fiscal policy in the upswing, creating suYcient headroom for the application of the Golden Rule by
establishing a surplus at the beginning of the economic cycle.

16. One could make some suggestions for reforming these arrangements. Turning first to the Euro-zone, a
number of diVerent proposals have been put forward to make the SGP more symmetric and less rigid during
recessions or periods of stagnation, and also to focus on debt sustainability. It has even been suggested that the
overall fiscal stance should be delegated to an independent committee, accountable to the national parliaments.4

However, in my view this type of arrangement is less appropriate for fiscal policy and the reduction in political
control over the budget process would simply not be acceptable. In a recent paper5 we have suggested a reformof
the SGP which would require EMU governments to announce a series of (sustainable) deficit targets but where
deviations from such targets would require adjustment using a pre-determined rule.

4 Wyplosz, C “Fiscal Policy: Rules or Institutions?”, paper prepared for the Group of Economic Analysis of the European Commission,
April 2002.

5 AMuscatelli, PNatale and PTirelli, “A simple and flexible alternative to the SGPdeficit ceilings: is it at hand?” CESifoWorking Papers
n. 1006, Munich, August 2003.
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17. Even for the UK, such a commitment to announce deficit/surplus targets over the cycle, monitored by the
publication of a Fiscal Report, which could be commented on publicly by independent experts, might provide
a good compromise between the need to maintain political and democratic control of fiscal policy and the
desire for (even) greater predictability in fiscal policy. The commentary by independent experts would provide
eVective public scrutiny without undue interference in medium-term fiscal plans. In the case of the UK, as it
is not part of a wider currency area, deviations from announced deficit targets would not require immediate
action according to a predetermined rule, but would simply require governments to explain what they are
planning to do about it. In providing a focus for the public’s understanding and expectations of future
spending and taxation policy it might also help to make consumer behaviour more predictable, which is
helpful to the Bank of England.

18. It is worth remarking that neither of these arrangements involves pre-committing the government to a
fiscal instrument rule akin to the Taylor rule. An instrument rule of this type does not represent howmonetary
policy is carried out in practice. It suggests designing a framework to move towards a targeting rule for fiscal
policy, with policy remaining in the hands of governments but subject to more detailed public scrutiny.

Productivity Growth

19. A rationale for the UK’s new monetary policy arrangements in 1997 was our slower trend rate of
productivity growth relative to other industrialised economies. A key argument was that a less volatile
business cycle would encourage corporate investment and productivity growth. The evidence that a less
volatile business cycle encourages technological progress and raises total/multi-factor productivity is not
something on which all economists will agree.6 In the UK, the evidence to date is that the ratio of business
investment toGDP has been higher since 1997 than the average in the previous 30 years. On total/multi-factor
productivity growth the evidence is less positive, as can be gauged by the analysis in the February 2004 Inflation
Report, which shows that there is some evidence of a slow-down in the late 1990s. Nevertheless, given the
investment boom in the late 1990s, there is the possibility that the impact of this, and especially investment in
ICT, will eventually feed through to TFP growth.

20. Many economists would agree with the contention that government has a role in improving productivity
growth. The policy instruments are well-known, and some of them have already been used by the current UK
government: R&D tax credits (introduced in the 2000 budget), increasing the rate human capital formation
through education policies, fostering an entrepreneurial culture, and even a more active regional policy which
avoids congestion eVects which limit productivity growth.What is more diYcult is getting the blend right, and
unlike macroeconomic policy the results from this type of activity cannot be seen immediately.

29 March 2004

6 See for instance Saint-Paul, G 1997, Business cycles and long-run growth, CEPR Discussion paper n 1642; and Malley, J and A
Muscatelli, “Business Cycles and Productivity Growth: Are Temporary Downturns Productive or Wasteful?,” Research in Economics,
53, 337–364, 1999.

Examination of Witnesses

Witnesses: Sir Donald MacKay, Professor Anton Muscatelli and Professor Douglas McWilliams,
The Scotsman Shadow Monetary Policy Committee, examined.

Chairman: Welcome to our Committee. For us this is Secondly, we take it you are here as individuals,
therefore, subject to the time constraint, each of youa historic occasion. We have never had any formal

evidence from Scots, but this Committee is actually may say something if you have something to say, but
just as, if you have already answered a question wenationality-blind, as you will discover, but at least

one of our colleagues does have a tinge of a Scottish were going to ask later, we will not ask it a second
time, if someone has said something you were goingaccent, which you might be able to discern. Apart

from that, we do everything completely objectively. to say, there is no need for you to repeat it. In other
words, since we are economists, eYciency is what weWe were mostly interested because of discovering

that The Scotsman has a Shadow MPC. Indeed, if I really believe in. Other than that, if it is agreeable to
were back at university, I think I would probably get you, we will get started.
a student to do a PhD on shadow MPCs and

Q712 Lord Skidelsky: From the UK standpoint,newspapers. You are verymuch welcome. In terms of
how would you assess the overall performance ofprocedure, I would ask you to speak slowly and

clearly; it very much helps our stenographers. the MPC?
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decade has been a very benign period for economicProfessorMcWilliams:May I kick oV and give the first
policy, and, as Douglas was saying, to some extentanswer, but I suspect my colleagues would also wish
there have really only been demand shocks,to answer. If you look at the specific job that the
significant demand shocks, that have had to be oVset.MPC has been asked to do, that is, stabilising
Any supply shocks have beenmostly beneficial ratherinflation within a band, I think the evidence is that it
than adverse, so it will be interesting to see how thehas done pretty well. It has actually stabilised
MPC copes in a less benign environment.inflation so that the standard deviation of inflation in

the UK has been about half that of the rest of the
world, and about a third of that in Japan, so it has

Q713 Lord Vinson: Could you explain why thisdefinitely stabilised inflation. But I would like just to
country has short-term interest rates approximatelymake three supplementary comments on that. The
twice as high as other economies with an equivalentfirst is, that I think it is not just the MPC that needs
rate of inflation and, coming back to what you saidto be considered in this context. I think the policy that
previously, and I think it has been argued to us by thehas created this has been the policy of inflation-
trade unions, that in order to keep the lid on thetargeting, which started in 1993, and if you compare
housing market, we keep our rate of exchange

the 1993–97 period with the period since 1997, most artificially high and thus harm those industries that
of the methods of comparison show very much the are internationally exposed. Is there any truth in
same sets of relative numbers. The MPC has been a that?
brilliant political act, which has encapsulated policy

Professor McWilliams: The simplest explanation of
and publicised policy but I do not think its economic why our interest rates are higher—and one can talk
eVect itself has been all that great. Secondly, a minor for hours on this but I am sure you do not have the
point: the MPC has probably been a little pessimistic time—is the greater tendency for the British to
about inflation. Inflation has tended slightly to borrow at a particular rate of interest, particularly
under-shoot, although I do not think there is serious associated with house purchase. Actually, on the cost
output loss from that. Thirdly, it may be that it has of borrowing for house purchase, the gap between
done its job a bit too well. If you squeeze a balloon the cost in the UK and the cost particularly on the
at one end, it bulges at the other end, and by holding Continent, is much less than the gap in the base rates,
inflation in such a narrow band, it may be that it has because of the diVerences in operation of the housing
exacerbated some of the other problems that the UK market in the diVerent areas. But even allowing for
has had. Over the period the MPC has been in that, the Brits do seem to be prepared to borrow
existence we have had not a terribly good export rather more money for a given rate of interest and a
performance. To some extent we have been filling in given set of economic circumstances and so we need
for low exports by boosting private consumption a higher rate of interest to squeeze it oV. Part of the
and, more latterly, filling in for low exports and low consequence of that does seem to be that we then end
investment by boosting private consumption and up with an exchange rate that is a bit higher than
government consumption. Over the long term that might otherwise be the case, and that feeds its way
may actually lead to an exacerbation of the structural through into the other parts of the economy, but
problems that exist. My sense about the MPC is it those are the dynamics of the economy we live in.
ought to aim to miss its target about one year in five

Sir Donald MacKay: Can I just say that I think youin order to allow a greater degree of variability. If you
have to decide how you are going to target thetake account of the fact that inflation is something
domestic inflation rate or whether you are going tothat moves around and is diYcult to forecast, if you
target the exchange rate. If you are going to targetget it precisely right, you have almost certainly been
both, you need two policies. If you have one policy,a bit too precise.
you have to decide which is the more appropriate. I

Professor Muscatelli: I have a couple of things to add think we would be better able to forecast possible
to that. I do think there has been significant change changes in the domestic inflation rate than to forecast
since the MPC took over. I think the fact that there changes in the exchange rate.
are a number of diVerent viewpoints on the
committee about inflation, which, as has been
discussed in the MPC minutes, is amalgamated into Q714 Lord Skidelsky:Mysupplementary question is
the overall view, makes quite a big diVerence. In fact, on paragraph 5 of Professor Muscatelli’s memo of
there have been some interesting discussions in some evidence, and you have already referred to it. You
of the recent speeches by both Charles Bean and talk about an extremely benign macroeconomic
Mervyn King about how the MPC dynamic might environment. My question is: how would you divide
work better in terms of making a decision on interest the credit for the very stable rates of inflation we have
rates. I think that cannot be underestimated. The enjoyed between the inflation-targeting policy and

secular forces making for low inflation of the typeother point I would like to make is that the last
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like the present, when I would have thought there isdescribed by Roger Bootle, for example, in his book
The Death of Inflation? a possibility of an inflation under-shoot on the CPI

(HICP) measure, they should not be deterred fromProfessor Muscatelli: I still think there is a significant
merit which goes to the policy-making body. It would small rises in interest rates. If they think that is

sensible for stabilising inflation in the longer term tobe pointless for me to guess the percentages that you
can attribute to each and there is no doubt the stabilise asset prices, they should not be deterred

from that by the risk that they might end up with aabsence of anymajor commodity price shocks and oil
shocks play a part, but if you compare the inflation slight inflation under-shoot.

Sir Donald MacKay: I am maybe at some advantageperformance of the UK even in the late Nineties with
those countries that had perhaps less credible here, because I was at a business breakfast in

Edinburgh this morning, sitting next to Kate Barker,monetary policies, even as they were about to enter
EMU, I think it gives you an idea that it really did who has just written a report on housing supply

which, may I say, as an economist to anotherfocus expectations, and it is remarkable how quickly
not only financial market expectations but also the economist, is an excellent report; the analysis is first-

rate. What this is saying to us, Mr Chairman, is thereexpectations of trade unions converged towards a 2.5
per cent target. I think that would be diYcult to is a structural problem in the UK economy because

the planning system is simply not producing the landexplain in terms of world economic influence. That is
something to do with the institutional framework. required either in the quantity or the quality

necessary to meet the rise in housing demand, and ofSir Donald MacKay: I suggest there are two forces at
work. The first are the economic reforms of the 1980s, course, the problem has got worse in recent years

because supply has seriously worsened in the last 10which I think are fundamental, and the second is the
more appropriate macroeconomic treatment which years, and the consequences will be therefore that we

will get sharp cyclical changes as well as a structuralhas been put in place. I think these two go together.
If you pushed me, I would say the most important trend for higher house prices. I actually do not believe

that the housing market will necessarily adjust itself.factor was the economic reforms of the 1980s.
This looks like a bubble to me, it acts like a bubble,
and I suspect that at some point it is going to go bang,

Q715 Lord Goodhart: I really want to ask this of whatever the Monetary Policy Committee decides to
Professor McWilliams. You said that you thought do, and that is a serious problem. I think the general
that perhaps the MPC was concentrating too much rate of inflation and the rate of increase in house
on the domestic inflation rate. Is there not now a risk prices are quite divergent now, and related to the
that if inflation should increase even only relatively to house price bubble are very high levels of personal
a limited extent, now that there are so many people borrowing, which means that if the Bank of England
who have borrowedmoney at a time of relatively low has to raise interest rates, which it will have to do
inflation over the last few years, that might spark oV some time, I suspect, you may have a problem in the
a collapse in the housing market with serious housing market.
consequences for debtors?
ProfessorMcWilliams: I have written quite a lot about

Q716 Chairman: We can argue endlessly aboutthe housingmarket and the prospects for the housing
bubbles and so on. On your first point, it is amarket, and I would say that, whereas about two
commonplace in economics that if you need anyears ago I think UK house prices were relatively
adjustment and you cannot have a supplylow, given the supply/demand imbalance and given
adjustment, you must have an over-shoot or anthe change from double digit interest rates in the
under-shoot as your equilibrating process is all1980s to much lower interest rates with associated
operating on the demand side. Certainly, you arereductions in debt servicing charges, today the level
pushing at an open door with us. This is a marketof house prices in relation to household incomes is
where supply responses are impossible, so you wouldabout right. What follows from that is if we get over-
expect disequilibrium in the dynamics of the kind youshooting from now on out, eventually it will have to
do not like.be followed by under-shooting. How much and how
Sir Donald MacKay: If I can just give you onepainful the under-shooting is will depend on how far
example which is actually not mentioned in thewe over-shoot. I think there is a reasonable prospect
Barker report, the present level of house building inthat if the MPC acts fairly early, we might find they
the UK is the lowest since 1924, which was the yearcan limit the extent of the over-shooting and there
of the Wheatley Act.will not be a collapse. But what I meant when I said

that they should not concentrate on just keeping
inflation very stable but should allow it to vary within Q717 Lord Vinson: By inference, you are saying that

to raise interest rates to take the heat out of thethe band and allow it occasionally—not necessarily
expectedly—to go below or above. In circumstances housing market is treating symptoms, not causes.
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useful to get some of the rationale behind your three-The cause is excessive land rationing through the
planning system. Presumably, to treat it that way is pronged approach and how you go about it
a much longer haul, to get the CPRE oV everybody’s procedurally. Where do you start? Do you have the
backs and get land freed up a bit. That is a 10-year same kind of process as the Bank does in terms of
cycle. Meanwhile, presumably the only instrument broad review of the economy and then trying tomake
government has to try and control it is interest rates. a decision?
Sir Donald MacKay: Yes. Sir DonaldMacKay: The first thing is we do not have
Professor Muscatelli: I would disagree slightly with the advantages of the Bank of England in that we
Donald, in the sense that I am slightly less never meet to make these decisions; we all do it
pessimistic. I think the last time we had a major separately, so I can only speak for myself. My own
adjustment in the housing market we were at a very view is that whatever is the appropriate rate for the
diVerent point in the economic cycle. It seems to me UK is the appropriate rate for Scotland. We live in a
that if we are now in a situation where the world single currency union, and I amnot quite sure howwe
economy is recovering, then one could hope that could actually have diVerent interest rates in
house prices and household debt might begin to Scotland. Within a single currency union the rate of
adjust in line with income as opposed to actually price inflation would be much the same over the
requiring a major adjustment in house prices. whole country. My own attitude has always been
Clearly, we will have to wait and see what happens what is the right rate for the UK, and if that is the
over the next 12–18 months, but I am slightly less right rate for the UK, it must be the right rate for
pessimistic. Scotland. If Scotlandwere an independent country, it
Chairman: You do agree as economists we are really might be a diVerent question, but we operate within
quite good at describing steady state equilibrium. a single currency union, which I think is of benefit
The trouble is, without paraphrasing Keynes, we are to Scotland, and it is only appropriate in that
mostly not in steady state equilibrium; we are in circumstance to say we must have a single set of
disequilibrium and we are not very good at interest rates, a single, unified capital market.
analysing that.

Q718 Lord Sheldon: Is not one aspect of this possibly
Q720 Lord Elder: On that specific point, I do notthe fact that we have had nine years of economic
want to get into arguments of nationality. I live in thestability, and that has given people the feeling that
west of Scotland, and presumably, if Scotland werethe situation is standard and they can look ahead
on a separate currency, there would be all sorts ofwith greater confidence than they have ever been able
questions as to whether or not an interest rate set into in the past? There was always that threat, which
Edinburgh, with an expansion on the east coast,seems to have been very largely removed in the
house price inflation much sharper, you would findpresent circumstances.
that someone would be arguing for a separateProfessorMuscatelli: This is the interesting thing: how
monetary policy for the west of Scotland.has this changed steady state savings behaviour? We
Sir Donald MacKay: I once met the son ofare not entirely sure yet. We seem to have seen some
Schumacher, who wrote “Small is Beautiful” and thechanges to investment behaviour, although of course
son had the view that the answer to the region’slast year was not a great year in terms of the
problems was to Balkanise the countries so thereinvestment to GDP ratio, but it will be interesting to
would be no trade between them. I spent the whole ofsee whether in the medium term a new regime has
a lunchtime trying to persuade him this was wrong,actually influenced savings behaviour.
and the person with me, who finished up to be the
chief economic adviser to the Department ofQ719 Lord Elder: I am very conscious in asking this
Employment, said “Donald, you are really verythat Professor Muscatelli’s very helpful note does
stupid. In a whole year’s issue of the Financial Timesanswer quite a lot of the points which have been
you could not sort them out.” Exactly the sameraised, but one of the things I would like to get your
applies here. Scotland receives substantial benefitsview on is that it does seem that the Monetary Policy
from operating within this single currency union. WeCommittee of the Bank of England has one interest
have to take a single interest rate policy, unless we arerate to decide on. You seem to have set yourself the
going to Balkanise the capital markets, and I do nottask of deciding what the Bank is likely to do,
think that would be appropriate for the UK. By thedeciding what would be right for the UK, and
way, as to why The Scotsman has this MPC, I amdeciding what would be right for Scotland, which
bound to tell you, Mr Chairman, it was, after all, aseems rather more complex. I think we have some
Scotsman who founded the Bank of England, so it isidea now of how the Bank’s processes work, how it

goes about its business. I think it would be quite entirely appropriate
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public expenditure per capita is the same across theQ721 Chairman: And, of course, the greatest of all
economists was a Scotsman. UK, reduce the regional diVerences of income

through the sheer process of collecting taxes throughProfessor McWilliams: Can I add a little to this? I am
someone who answers the question perhaps in a a progressive tax system, and having the same level of

public expenditure per capita. As you well know,slightly diVerent way from the way some of the other
people answer the question. Clearly, if Scotland is in Lord Barnett, in addition to that, there are special

arrangements for expenditure in diVerent parts of thea monetary union with the same currency, there is no
possible way that we could have a diVerent interest United Kingdom, and it could even be argued with

some force that these are very generous to Scotland.rate for Scotland, so that is just there, but to make
some sense of the question, I would try to answer it In fact, as an economist, I would argue they are over-

generous to Scotland, and we must start thinkingin a hypothetical sense: supposing Scotland did have
the same currency, what would the rate of interest be? about what we could do to actually help the

economic performance of our region rather thanOn the calculations we have done, the regional divide
in theUK that we see is not somuch Scotland and the depend on English taxpayers to bale us out all the

time. I think fiscal policy is a much better instrumentrest of the UK but London and the rest of the UK. It
is a London special factor and to some extent a for dealing with regional income diVerences and also,

if we used the advantage you give us, it would help usSouth-East factor. We did a piece of work for the
property group Canary Wharf recently where we deal with some of the structural problems in our

economy. Scotland’s problems are not to do with thetried to hypothetically work out what the economies
in the rest of the UK would be like if the financial conduct of macroeconomic policy; they are

structural problems which we need to addressservices sector in London were in scale with that of
financial service sectors elsewhere in the EU, and seriously if we are delivering poor economic

performance. But the structure of monetary policy iswhat emerged from that was, first of all, that the rest
of the UK would lose about twice as much from the appropriate to Scotland; the structure of fiscal policy

is something very favourable towards Scotland, andloss of business from London as it would gain from
having economic and monetary policies that were it is time we started using it to put right some of our

structural deficiencies.better suited to their regions. The scale of the
numbers was that we thought interest rates would be
about 2–2.5 per cent lower if London were like this,

Q723 Lord Barnett: You are having to go back toand the trade-weighted exchange rate would be
Scotland, I assume. I do not, but I am not clearbetween 8–9 per cent lower. So the answer I have
whether you are suggesting it would be more sensiblealways given to the question is I would expect interest
to scrap the particular formula that, unfortunately,rates in Scotland to be about 2 per cent lower, which
happens to bear my name. Should it be scrappedactually would put them much in line with those in
from the point of view of the amount of funds that arethe euro zone.
going to Scotland arising out of that formula?
Sir DonaldMacKay: I am sure you will remember the

Q722 Lord Barnett: I would like to come in on the famous review of 1979, which was really not a review
regional question that you referred to. Professor at all. The diVerences in expenditure levels have
Muscatelli says in his paper to us, turning to whether grown up historically because the one thing that
monetary policy should give greater weight to the Scots are truly good at is arguing a case with the
regions, “I firmly believe that this would not be Treasury, and the Treasury usually feels that it is best
appropriate” and he explains to some extent why he to give in to it rather than create a lot of trouble. The
does not think it would be appropriate. I do not know fact of the matter is that if you look at public
whether you all agree with that, because Sir Donald expenditure per capita in Scotland, it is roughly
has said that the rate of inflation is bound to be about 20–21 per cent above the English level. If you did it
the same as for the UK. You say, “I believe what is on an income per head basis, it would be 6 per cent
appropriate for the UK economy is also right for higher. If you did it on the basis of need—and I define
Scotland.” I am not clear what you are saying about “need” by the distribution of social security
what should be done or should not be done on expenditure throughout the UK—it would be 11 per
interest rates, or indeed on fiscal policy for that cent so we have a very favourable margin. The reason
matter, in relation to the regions and in particular to we were given that essentially was because it was
Scotland. believed that we had structural problems in our

economy, particularly with the decline of theSir Donald MacKay: I think, if I may say so, fiscal
policy is a much more sensitive and appropriate traditional industries, and therefore it was

appropriate to help us to adjust. I think it is actuallyinstrument for dealing with income diVerences
between the diVerent regions, because if you have a true that from the late 1950s onwards, the structure

of the Scottish economy was remarkably similar toprogressive tax system, automatically you must, if



206 economic affairs committee: evidence

30 March 2004 Sir Donald MacKay, Professor Anton Muscatelli
and Professor Douglas McWilliams

not have to go back to Scotland quite as often as hethat of the rest of the United Kingdom, and the truth
of the matter is that for too long we have followed does, so it is particularly brave of him to make these

comments. Second impression is that quite a lot ofpolicies which do not address fundamental issues in
our education system, in our use of public services, in Scots do start businesses, but they do not start them

in Scotland; the tendency is for them to move—and Iour infrastructure and what-have-you. Above all, we
have a very lowbusiness birth rate. The business birth am one—to England to start their businesses, and

that may reflect the prevailing culture. My thirdrate in Scotland is equivalent to the level in
Merseyside and the North-East of England, which comment, which was related to the London economy

and the influence of the London economy on the restare much more disadvantaged regions and much
below what you would expect given our level of of the UK, is about fiscal transfers. The system

automatically creates fiscal transfers, but I wouldincome. We have to address that, and that is the
fundamental problem, our attitudes, and it is not a argue that fiscal transfers probably are excessive in

current circumstances, first, because the tax system isproduct of having an inappropriate monetary or
fiscal policy. progressive but does not take account of the

diVerential cost of living in diVerent parts of theProfessor Muscatelli: Just to pick up one point from
earlier, I would stress what Douglas was saying, country, which means that someone who is poor in

London because they happen to have a very high costwhich is that this is a hypothetical exercise. It is an
exercise one can carry out, and it is actually quite of living has a rate of taxation which is much higher

than someone with an equivalent living standardinteresting in terms of observing the likely output gap
in Scotland, but it is a hypothetical one. In terms of elsewhere in the country. Secondly, the levels of

public expenditure in the diVerent parts of theUKdoregional policy, I would stress one of the points made
in the paper, which is that, given the diVerent housing not properly take account of the diVerential costs of

provision of public services in those areas, whichmarket structures in the UK regions, I think a more
stable UK macroeconomic environment is actually again particularly tend to have an impact onLondon,

which means that London is under-provided for andthe best thing that monetary policy can do for inter-
regional stability. I think that is an important point. other parts are over-provided for relatively speaking.
Coming back to one of the points that Donald was
discussing about the Barnett formula, from the Q726 LordWakeham:You have slightly touched on
political economic point of view, one of the least the answers to my question in earlier questions, but
desirable aspects of the formula now that we do have frequently you have cited the strength of the
a devolved structure is that we are beginning to see exchange rate as the main reason for taking a
some real distortions, such as the Barnett diVerent view on interest rates. Does this imply that
consequentials of decisions on higher education, for you think interest rate policy ought to be focused less
instance, things that I do not think were predicted at on controlling inflation and more on some of the
the time when the formula was put in place and I more real factors in the economy?
think have to be addressed. It is ludicrous that we Professor Muscatelli: I would not say so. I think it is
have these pass-through eVects of fiscal decisions that good for there to be a single target. I think the
are really made for England and Wales. exchange rate does matter. It is one of those

indicators that obviously have to be borne in mind in
terms of the balance of the economy, which we wereQ724 Lord Sheppard of Didgemere: Is it not the case

that Professor McWilliams happens to be an expert discussing earlier, but it is not something which
should be targeted every time . . .on the economics of London? It is, is the answer to

that. To that extent, the statement you just made The Committee suspended from 4.59 pm to 5.06 pm for a
division in the Houseabout the economics of the financial services activity

and business area of London is critical and certainly Professor Muscatelli: I had just about concluded what
I was saying that controlling the exchange rate is notneeds more publicity.

Professor McWilliams: Can I first of all thank you for an ideal target to set formally. It is simply part of the
transmission mechanism of monetary policy and itthe generous compliment.

The Committee suspended from 4.48 pm to 4.56 pm for a has to be borne in mind when looking at potential
imbalances. That is simply one of those factors youdivision in the House
have to look at.

Q725 Chairman: Douglas, you were expounding.
Professor McWilliams: Yes, I was answering a very Q727 Chairman: To ask a fairly obvious question,

unless you assume that every region of the economycomplimentary question from Lord Sheppard. I have
three points to make: one, that I completely agreed is equally exposed to the foreign trade sector, if you

target the inflation rate and it has some eVect on thewith the points thatDonaldMacKaymade about the
causes of the problems in the Scottish economy. I do eVective exchange rate, then the costs of dealing
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Professor Muscatelli: The other issue here is what iswith inflation must vary between regions. Whether
going to happen to the dollar, which at the momentScotland is one that bears an undue cost or not we
is being propped up through pretty heavydo not know, but you have to make amazing
intervention in the Far East, and because of theassumptions about lack of diversity in the economy if
special relationship of the dollar/sterling rate vis-à-visyou argue that these costs are borne equally.
the euro rate, this could also have a knock-on eVectProfessor Muscatelli: In terms of regional impact, in
on sterling. Another interesting point that might befact, when considering the position vis-à-vis Scotland
made is that at the same time as we are having toin our votes, we certainly do take into account the
tighten interest rates because of the point of theexchange rate. It is not actually just the exchange
economic cycle that we are at, the ECB is probablyrate, but the fact that the composition of Scottish
going to have to make another cut. There is anexports is also very diVerent from that of other
interesting issue there about what will happen to theregions, and in fact the euro exchange rate has been
euro/sterling rate. I agree with Douglas; I think thereso much more important in the function of
are countervailing forces. I suspect that the UKmanufacturing exports to Europe. That is why you
current account deficit will probably kick in quitewill often see in some of our comments as reported in
quickly according to expectations and that we willThe Scotsman some attention to the sterling/euro
actually not see sterling strengthen in the short run.rate, because it probably matters more for Scotland
Chairman: It is hard to forecast.than the South-East of England.

Q731 Lord Vinson: Perhaps you would like toQ728 LordWakeham:But that is because of the type enlarge on that. We have the highest adverse current
of exports. Where there is a tendency for old account net deficit of some £40 billion a year at
manufacturing industries to be, the high rate of current rates. Quite apart from the housing market
exchange and the relative high rate of interest has and the general level of personal borrowing, do you
been more diYcult for those industries than perhaps think that that will begin to have its eVect on the
financial services in London and so on. exchange rate in due course?
Professor Muscatelli: Indeed. That is right. Professor Muscatelli: I suspect that is the case. I do

suspect that the exchange rate will be part of the
mechanism whereby the current account deficit willQ729 Lord Roll of Ipsden: You have been
adjust. It will partly adjust, of course, as consumercommenting recently on the strength of consumer
spending adjusts. It has been sustained by the boomspending and on the level of house prices. Suppose
in consumer spending but youwould expect a sterlingthe suggestion were made—and it would be a pretty
depreciation in the medium run. On the other hand,obvious one—that one way of dealing with both
there is an interesting issue here as to whether thatthese phenomena is by raising interest rates. What do
will impact on the Bank of England’s decisions,you think the eVect would be, more particularly as
because one of the things that has changed as a resultregards the exchange rate?
of the move to a low inflation framework is the factProfessor McWilliams: If monetary policy is used to
that the exchange rate seems to have less of an impactdeal with consumer spending and the housing
on domestic prices than it once had in the situationmarket, in the short term I think the probability is
where the wage price spiral was much quicker. It willthat we would see higher interest rates. My sense is
be interesting to see, if sterling does depreciate,that that is actually what we are likely to see in the
whether this will actually kick in to pass through torest of this year, and my sense also is that the way
import prices. I suspect, as the Bank of England does,foreign exchange markets currently operate—and
that the impact on exchange rate pass-through is notthey seem to change from time to time—is that it is
quite as big as it was even about a decade ago.

more likely to push the exchange rate up than down.
But over the longer term my sense—and this is a

Q732 Chairman: But surely in contemporarypersonal view—is that the exchange rate for the UK
economics, first of all, you have to look at the currentis probably higher than it ought to be given the
account, not the trade account. I think Lord Vinsonunderlying economic situation. However, until the
was talking of the trade account. Secondly, do youpeople who operate in the markets share that view,
not have to add in what you might call thethe exchange rate will continue to be high and may
equilibriumbit of the capital account, so that the onlyeven rise further if we have to have higher interest
possible disequilibrium deficit is that bit of the capitalrates in the short term.
account that in a sense should not be happening
because of some other imbalance? In other words,

Q730 Lord Roll of Ipsden: I agree with you. I am nowadays we do not just look even at the current
account, which is the way I used to teach the subject,afraid that is right.
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which is that fiscal policy compared with the rest ofwhich one did, but now you do not look at it that way
at all. the world—and I do not just mean continental

Europe—because crudely, in the UK we have had aProfessor Muscatelli: No. One has to look at the
overall current account deficit and one has to look at policy of relatively high public expenditure levels by

OECD average standards financed by taxation to along-term capital flows, but I suspect if you look at
what has happened over the last year, we should large extent, though not completely. Given the

political pressures on governments, they have tried toexpect a downward adjustment in sterling.
raise those taxes in ways that are politically least
controversial, the eVect of which is that quite a lot ofQ733 Chairman: It is purely a matter of following
the taxes have ended up taxing savings and taxingthe logic of what you are saying.
companies. Part of my initial concern about some ofSir Donald MacKay: There is another scenario. The
the eVects ofmonetary policy has been thatmonetaryother scenario is if the European Central Bank cuts
policy has possibly exacerbated the potentialinterest rates, and if the American employment
weakness in the longer term of both exports andfigures, which I think are due out at the end of this
investment. I think I would argue that taxing savingsweek, turn out to be disappointing, that would mean
and taxing businesses is likely to have a similarprobably lower interest rates in Europe and a
impact, and the two actually would work together incontinuation of low interest rates in America. If the
a way that, over the very long term—and we areMPC decided it had to raise interest rates to deal with
talking five, ten, fifteen years, not just two or threehouse prices and personal indebtedness in the UK,
years—will probably mean that the country wouldwe might have an appreciation of the pound sterling
have a slower rate of growth than it would have hadbut I would still say my preference would be to target
otherwise, had taxation been operating in a way thaton domestic inflationary factors rather than the
is more benign as far as business is concerned.exchange rate.

Q735 Chairman: This is, again, something we haveQ734 Lord Barnett: It is the whole question of fiscal
given a little thought to ourselves. If I can just ask youpolicy and its management in relation to monetary
one follow-up question to what Lord Barnett ispolicy. You have said—and indeed, Professor
asking, in the pre-Budget report the Treasury seemsMuscatelli in his paper talks about it—the Bank of
to assume that what fiscal policy supportingEngland is doing a great deal to deal with that, in the
monetary policy means is they both move in the samesense that they have a representative attending all the
direction, and yet if you open any economicsmeetings of the Bank of England Monetary Policy
textbook, they will take exactly the reverse view, thatCommittee, and clearly the Chancellor and the
it is a question of whether you go for, depending onGovernor talk—I am told they do not discuss interest
circumstances, a fiscal tightening with monetaryrate matters but that is hard to believe, that they do
weakening or the other way round. To take thenot consider what fiscal policy is going to be in
example which you have been discussing with us, ifrelation to its impact on monetary policy. Do you
the eVect of controlling inflation via higher interesthave any better way than the Government is now
rates would lead to too strong a position for sterling,running fiscal and monetary policy?
most of the economic textbooks I know would sayProfessorMcWilliams: I think you need to look at how
what you really ought to do is to tighten fiscal policyfiscal policy, simply measured as the balance between
to get the same eVect on aggregate demand and lowertax and expenditure, has operated over the recent
the interest rate. Then you would get both the samecycle. It has actually operated rather successfully.
inflation control and you would also get a ratherWhether that was intentional or not is slightly
more suitable sterling exchange rate. Is it obvious todiYcult to disentangle. If you look at what was
you as economists that the correct definition of fiscalplanned in advance, it does not look to have intended
policy in relation to monetary policy should be thatto be quite as contra-cyclical as it has actually turned
they both should move in the same direction?out to be. There seems to have been under-spending

in years when the economy was doing well and Professor Muscatelli: No. I partly agree with your
analysis, but I think one has to distinguish betweenspending right up to budget in years when the

economy was doing less well, which has created a automatic stabilisers and discretionary fiscal policy. I
think there is an interesting problem here. If onedegree of cyclicality. The automatic stabilisers seem

to have been operating rather more aggressively than looks at recent economicmodels and looks at the way
in which monetary and fiscal policy interact, it is nothad been budgeted for. Nevertheless, it looks as if

there has been some matching of monetary policy entirely obvious that, even if one has automatic
stabilisers that automatically react to the output gap,with fiscal policy from a contra-cyclical point of view

recently. I think the other issue of fiscal policy though that necessarily helps monetary policy, because the
lags can be such that they do not quite match and youis one that does need to be looked at quite carefully,
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Professor McWilliams: I have been part of theend up in a situation where strong automatic
stabilisers can sometimes actually not interact well discussion of putting forward the idea so perhaps I
with the monetary policy rule of the type that am not the right person to try and answer it. First of
underlies the Bank of England’s behaviour. As far as all, I do not think an independent body setting fiscal
discretionary policy is concerned, there has been policy is anything like as important as an
discussion as to whether, especially if the UK enters independent body setting monetary policy. I think
EMU, it might be— they are diVerent levels of magnitude of importance,

but I think what has happened is that the MPC has
proved to be a success. It has proved to be a politicalQ736 Chairman: Can I interrupt? I was not actually
success in that people have been able to relate to itdiscussing my old love of discretionary policy. I was
in a much better way than they could relate toactually discussing things like toughening the
the previous mechanism, which I would arguestructural balance and then making it easier for
economically was not that diVerent. Building onmonetary policy. I was not putting to you the case,
success, it does not seem to me a silly idea at all to gowhich I would not nowadays, for discretionary
forward and try and get an independent group to putpolicy.
their stamp of approval on a fiscal policy, even if theProfessor Muscatelli: I have to say, I am not a fan of
initial ideas come up fromTreasury inmuch the sameusing discretionary policy more vigorously. Again, it
way as they do now. In practice, a lot of the decision-sounds like a good idea, but perhaps we are viewing
making in this area is rather more independent andit from the point of view of a very benign
less politically influenced than one might imagine. Imacroeconomic environment, where it is perhaps
just think that having people of stature who had toeasier not to make mistakes. I think there is a real
make a decision—and maybe they would be like thedanger to go down the route that you feel that you
Chairman and call for fiscal tightening—wouldcan do much better than we used to be able to do in
probably, net, be advantageous.the 1960s because we know so much more about the
Sir Donald MacKay: I am not sure I agree with that.economy. I think there is a real danger in that, andwe
I think we are using monetary policy almost as ancould end up making some serious mistakes.
instrument of fine tuning. The Committee is meetingProfessor McWilliams: I am slightly happier than
once a month to look at it and is trying to makeProfessor Muscatelli about a degree of contra-
adjustments at the margin. I think that is appropriatecyclical fiscal policy. The recent evidence certainly
for monetary policy, because it is quite fiscallywould not prejudice you against it, but I think the
neutral, although itmay not be in some senses. I thinktenor of your earlier question, Chairman, is should
fiscal policy, on the other hand, would bemuch betterwe have had all along, probably over the last ten
in the system that you have. It is really a long-termyears, a tighter fiscal policy overall, £10 billion more
instrument; you need to set long-term goals. That iseach year eVectively raised in tax relative to
such a political issue that I am not sure that anexpenditure, which we did not? I think my instinct is
independent committee would have much eVect. Weyes, we should have, and I think one of the diYculties
eVectively do have independent committee: we havewith the economy has been that, although fiscal
the OECD, which regularly reports on fiscal policy. Ipolicy has not appeared to be lax by traditional
just think it is a diVerent thing. In a sense, the reportmeasures, its practice has been to lead to a level of
of fiscal policy is the Budget, and that is what oneinterest rates that in the UK situation, particularly
should look at.with the tendency of the British to borrow, has led to

a higher rate of interest than would be desirable from
the point of view of economic balance.
Chairman: In fact, I was being a bit mischievous. If it Q738 Lord Wakeham: I actually agree with what
were my Budget, I would have just this year strongly you have said. I think it is too political, but having
tightened the fiscal position and more or less glared accepted that, I think the argument is slightly
at the MPC and said “Now what are you going to do diVerent from that. Is there any argument for a
to interest rates?” but that is just me! committee, in the sense of an independent body,

which evaluates the fiscal policy, the government
having said what its fiscal policy is, an independentQ737 Lord Vinson: It has been suggested that it
body which says this will be achieved or will not bemight be sensible to have a shadow fiscal policy
achieved. I think that is as far as I would evencommittee, and I think New Zealand looked at this
consider it.about ten years ago, as far as I recall. Do you think
Sir Donald MacKay: It would be a very brave manthe Government would enjoy being second-guessed?
who would tell Gordon Brown what his fiscal policyIs there any merit in such a suggestion, or would it

work or could it work? was. I am sure there are many around.
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Chairman: That sounded more like a comment.Chairman: This Committee is full of them!

Q740 Lord Sheldon: Is there a role there?
ProfessorMcWilliams: I do not think any of us believe
that the right thing for an independent body of
experts to do is to set rates of tax or levels ofQ739 Lord Wakeham: Not to tell him whether the
government expenditure or set specific taxes or setfiscal policy is right. If he has set the fiscal policy, they
levels of spending in each department. Those of uswill judge whether themeasures that he has takenwill
who think there is room for an independent bodyachieve the results.
would think it is appropriate to look at the balanceSir DonaldMacKay: I see. It might have an eVect, but
between the two, and fiscal policy in that sense, ratherI actually think there are quite a lot of avenues for
than looking at the individual taxes that arepeople to express their opinion on fiscal policy as it is,
concerned. Clearly, the mix of taxes, and for thatand I do think fiscal policy is much more appropriate
matter the mix of spending, does have an impact onin thinking of long-run structural issues about the
what is the appropriate fiscal balance, but we wouldeconomy,whereas theMonetary PolicyCommittee is
see the body, I think, making some kind of budgetoperating in a much shorter term environment.
judgment, obviously within margins, given the factProfessorMuscatelli: I would like to argue in favour of
that a diVerent tax mix or a diVerent expenditure mixsuch a scrutiny committee, and I have argued it in the
might aVect the appropriate fiscal position. It wouldpaper. I think it is quite important that the remit is
be easier for a body of that kind, for example, toactually designed very carefully, that it is not
make the case for the sort of thing that the Chairmandesigned to comment on the appropriateness of levels
was talking about, if the Budget were £10 billion orof taxation and government spending as a proportion
so tighter. It would be a very diYcult decision for aof GDP, but to look at the cyclical profile. We do
politician to make but if an independent committeehave a problem at the moment. Even within the
of experts said the budget should be that muchcurrent fiscal rules of the government, which many
tighter, I would have thought it would be a mucheconomists would agree are quite sound, we have a
easier thing to gain public credence than it would beproblem of timing. We have a coincidence of
if it simply came from a politician.electoral timing, with the problem of having to adjust
Chairman: Surely, Professor Muscatelli’s comment istaxes towards the end of an economic cycle, and it
right. It is not really very fundamental economics,seems to me that having a panel of independent
just simple arithmetic. If you look at a path of publicexperts which commented on the profile over time of
expenditure and taxation, an independent bodyfiscal policy could help. I accept what Donald says.
could just look at the dynamics again, what isThere are independent bodies; there is the IFS, there
actually happening, and they have to be broughtis the OECD—their data are in the public domain,
closer to each other if they are apart. It is not up tobut to actually have a single body that focuses the
that body to say—you would agree, professorattention of the public would be a very diVerent
Muscatelli, I take it—whether it should be on thething. Also, it might actually impact on the way in
expenditure side or the tax side; they would simply bewhich consumers form expectations. It seems to me
pointing out the simple arithmetic. I notice you saidthat one of the problems with the current consumer
“maybe”, which I certainly agree with, it might causeboom might also be that consumers are not fully
consumers to behave “more sensibly.” I am glad youfactoring in potential future taxation increases. If
said “maybe.” I think that is the point, Douglas, thatthere were a public body out there saying “Hold on a
is being made. It is no big deal. It is fairly simple.second. There is a problem here. We may have to

adjust taxes upwards towards 2005, 2007”, maybe
that would impact on consumer behaviour and bring Q741 Lord Sheldon: Both the United States and
that forward. I think it could make an important Britain have big current account deficits and large
contribution. government budget deficits. We seem to be moving
Lord Sheldon: Sir Donald was right, of course, that step by step with the United States here but what are
monetary policy is short term, month by month. the consequences of that that you see?
Fiscal policy has to be long term, but the trouble Professor McWilliams: I have been chosen to give the
about having some overall control, or even advice on first answer on this one. The numbers are not quite
these matters is that when you get into taxation, you the same in diVerent countries, they are diVerent, but
have to deal with the detail. Who is going to pay for there are some similarities in direction and so on. I
it? Which are the areas where you are going to tax would argue that in the long term that it is more
more or tax less? Once you are involved in that, you diYcult for the UK to finance deficits, and we are
are in a highly political atmosphere and frankly, I do particularly talking about current account deficits in

this context. Even though the deficit last Fridaynot think there is a role there.
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Q743 Chairman: I think Professor Buiter in histurned out to be six billion less than we thought it
was, nevertheless it is still a decent size. It is more evidence to us did emphasise that during the last

investment boom that we had we got very little in thediYcult for the UK because the US has a very high
ability to issue pieces of paper that the rest of the way of productivity advances compared with the US

on the same rather large increase in investment. Heworld will absorb, probably not to an infinite extent
but we really do not know where they are testing the too could not answer Lord Sheldon’s question as to

what do we do about it. I suppose the answer is if welimits, and it does look now as if they could issue a lot
more paper than the rest of the world will absorb knew what we could do about it we would all become

big investors and make a lot of money.than I think any of us would have thought if we had
been asked the question five years ago. TheUK is not Professor Muscatelli: One interesting point is that if

one looks at the profile of investment in productivityin the same position, there is not that kind of demand
for sterling paper. You cannot force central banks to growth in the US in the 1990s, the large investment in

ICT technology actually did precede the productivitykeep it in quite the way you can encourage them to
keep dollars. The UK operates under much tighter boom slightly. I think it is possible that we might

begin to see some of the benefits of the investmentrules. There is a second issue which is to do with
savings rates which is that in the US they seem to boom of the late 1990s in the UK in the next few

years. You are right, the late 1990s figures show ahave a very high eYciency with which investment is
used. The investment ratio to GDP in the US is quite decline in productivity growth and one which is only

picking up now because of the pro-cyclical eVect, notlow, as it is in the UK, but the US does seem to me
to use investment quite eYciently whereasmost of the because of any underlying growth factor in

productivity.studies show that the UK does not use its investment
so eYciently. The first best solution is to get us to try
and use our investment more eYciently, but to the Q744 Chairman: There was quite an amusing letter
extent that that is very diYcult to organise, or at least in today’s FT from a chap who said he has now got a
to decree from on high, it is arguable that that also state of the art computer compared to the primitive
means that we probably need to have a higher ratio one he used to have but it still takes him exactly the
of investment to GDP than the US if we want to same length of time to write a letter. I thought that
achieve our overall economic objectives. This goes was a most brilliant comment.
back slightly to the answer that I gave to the Professor McWilliams: One should be very careful
Chairman a little bit earlier which is that maybe fiscal in looking at investment numbers because the
policy has to be tighter on average in the UK to investment numbers as calculated in volume terms
achieve such objectives than is necessarily the case in look very good but for the numbers in terms of cash
the United States. investment, for example, cash business investment as

a share of GDP, there is a chart in the Red Book
which shows that it is the lowest since the early 1980s.
The chart does not go earlier than the early 1980s, but
I suspect it is the lowest post-war.
Chairman: I think we ought to go on to ourQ742 Lord Sheldon: How can we use investment
favourite subject.more eYciently?

Professor McWilliams: One way of doing this is
making investment expensive, which to some extent Q745 Lord Marsh: It follows naturally. If you look
is what we have done, having a relatively high interest at paragraph 15 in your paper you start oV: “It is
rate by international standards, but part of the interesting to note that there might be a parallel here
consequence of that is that we have a higher exchange between the UK’s fiscal position and some of the
rate which then has a knock-on eVect on the business defects of the EMU Stability and Growth Pact”. We
infrastructure but that would further reduce the level wanted to see what the significance of these problems
of investment. Certainly from my experience when I in the SGP would be for the UK. It goes on to say
was Chief Economic Adviser at the CBI and frommy what in your viewwould be a fiscal framework for the
time in industry, it does seem to me that if you create European Union, where you touch on that, and it
a problem with the export structure of a country, or starts oV: “. . . the overall fiscal stance should be
indeed a problem with the investment structure of a delegated to an independent committee, accountable
country, it takes a lot longer for that to be sorted out to the national parliaments”, and that seems to me to
and for the diYculties to be dealt with. I do not think be an unlikely situation, and finishes oV: “We have
that these things reverse themselves very quickly and, suggested a reform in SGP which would require
as a result, if you get a problem of under-investment EMU governments to announce a series of
or a problem of exports being too low these things ‘sustainable’ deficit targets butwhere deviations from

such targets would require adjustment using atake a long time to correct themselves.
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encountering some of the diYculties with the EMUpredetermined rule.” I do not want to be rude but it
does not take us very far. constitution.
Professor Muscatelli: It was trying to put in non-
technical language what we have suggested in the

Q747 Lord Marsh: But is it not a fundamentalpaper which was a rather technical exercise. Let me
diYculty?try and expand on it a little bit which might be
Professor Muscatelli: It is a fundamental diYcultyhelpful. I think one of the diYculties of the Stability
with the whole way in which EMU was conceived,and Growth Pact, as I mentioned in the paper, is this
absolutely, that it was conceived as a single currencyone-size-fits-all approach. Most of the proposals
area without confronting the issue of the fiscalwhich have come forward to reform it have stressed
federation. I thinkmost economists would agree withthe need for fundamental criteria to be applied to any
that, that it was a botched exercise. It means that ifnew rule which has to imply a sustainable path of
you are trying to patch it up this is one way to patchdebt. At the end of the day that is one of the necessary
it up but it will create other tensions.criteria. That means that diVerent European
Sir Donald MacKay: Could I make two points. Icountries will probably have diVerent degrees of
think an Irishman would say that if you want thediscretion over their fiscal policy and I think that is
right answer you would not start from here. I thinkright, I do not think you can have a one-size-fits-all
the first thing to recognise with EMU is that it is notfiscal policy for the whole of euroland. What we are
essentially an economic project, it is essentially asuggesting in the paper is that one of the other
political project and I think it gets it the wrong waydiYculties with the Stability and Growth Pact is its

ability to deal with rather shallow recessions or round. If you think of the three monetary unions in
periods of stagnation and you do have to allow some Europe in the last couple of centuries, theywere in the
degree of discretion to perhaps create a fiscal impulse United Kingdom, Germany and Italy. I do not know
in countries which encounter a rather flat cycle. It howmanyMembers of the Committee could actually
seemed to us that the notion of publishing deficit tell me what was the date of monetary union between
targets, which is quite similar to the notion of the Scotland and England. It is not 1707, it is 1844, the
Golden Rule in many respects, could be Bank Act. The German monetary union followed 30
supplemented with the possibility of deviating from years behind the Zollverein, the customs union, and
them because of the need to use discretionary policy Italy was about 60 years behind political union. The
perhaps slightly more proactively within EMU, but whole notion of putting all of these countries together
that if any country elected to use such discretion they within a single currency framework is not the way
would then have to be bound on a path for re-entry that an economist would approach it, they would
otherwise there is always the potential for the deficit have approached it in a core of countries and then
to be put onto a non-sustainable path. That is what built out from that. The second problemwe have got,
we suggest. We suggest a series of deficit targets and I am going to make reference to some work done
which are conditional on economic circumstances by a very famous economist who is sadly no longer
which would then be scrutinised by individual with us, Sir DonaldMacDougall, is that Sir Donald’s
parliaments, or experts on behalf of individual view was that unless the EU budget was something
parliaments, and it seemed to us this was actually the like 20–25 per cent of its national income you could
best way forward in terms of the Stability and

not use fiscal policy as a stabiliser between diVerentGrowth Pact.
regions, and I remind you that the EU budget is only
1.5 per cent. It is impossible to use fiscal policy at the
present level for stabilisation and the politicalQ746 Lord Marsh: I agree with you completely on

the analysis of the problem, but is not the major obstacles to it would be huge. I feel that in both these
problem themoment that you go down that road you respects there are serious problems for the European
then increase what in my mind has always been the Union and I do not think it is an appropriate model
fundamental potential flaw in the whole system, that for the EU to follow.
the national governments will support what they see
as their national interest and then I think the whole

Q748 LordMarsh: I would ask if you are aware thatlot begins to collapse?
two of us here, Lord Roll and myself, were presentProfessor Muscatelli: I agree with you there is a
when Donald MacDougall made a presentation todiYculty there but the alternative, which would be to
the entire cabinet at Chequers where he pursued theselet the ECB have a voice in this, would subjugate
doubts then.fiscal policy to monetary policy, which I do not think
Sir Donald MacKay: This goes back a long time.is politically acceptable. If one has to go to a
Lord Roll of Ipsden: He is dead now.centralised fiscal policy solution then, again, that

simply may not be acceptable. I think we are just Chairman: You two are with us, happily.
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Lord Oakeshott of Seagrove Bay: I just wonder if theQ749 Lord Barnett: Just one short question. The
Chancellor has chosen a rather better system, itmight witness would agree that the Chairman is only half

right in his analogy because it is the same team whobe thought, than the SPG by having his Golden Rule
to be met in the economic cycle, but how would you decides when the game starts as well as when it

finishes.decide when the economic cycle starts and ends, and
is it a variable thing?
Sir Donald MacKay: Could I say there is a great Q751 Chairman:AtHighbury we were whistling like
debate at the moment as to whether the first Golden mad long before the game ended and Manchester
Rule was met. My big problem with the second United equalised, but that is by the way. Could I
Golden Rule is that there might be an awful lot of oV summarise your view particularly in regard to the
balance sheet accounting going on which is not taken euro. What you are saying is that if there are going to
into account. There we are, I will stop there. be deviations you would like to see those rule based
Professor McWilliams: It was kind of you to pass that as well, that is how I interpret what you are saying.
question on, it is like passing the ball just as the tackle Professor Muscatelli: Yes, that is right.
is about to come in. You only really know about
cycles after the event, before the event it is impossible. Q752 Chairman: You are not saying that deviations
What I am uncomfortable about is the Chancellor are unacceptable but that they too should be rule
being the sole arbiter of when the cycle starts and based.
when it finishes. It seems to me that at least that Professor Muscatelli: They should be rule based. That
choice ought to bemade by someone else. It is odd for will, to some extent, alleviate the problems of
the defendant also to be the judge. You would expect national parliaments.
there would be some independence in the process.
The Chancellor may be right in his choice of timing, Q753 Chairman: That is what Lord Marsh said as
we will only know four or five years afterwards. well.
Other than that you just have to make forecasts and Professor Muscatelli: Yes.
hope your forecasts are right. Lord Wakeham: The word “politics” ought to come

into this somewhere, but we will leave it out.
Chairman: It is obvious that this Committee shouldQ750 Chairman: If I may use my favourite football
be the committee that would determine the cycle andanalogy, supposing one team decides when the game
all that because we are totally non-party political butis over, which is very similar to what the current rule
we would demand payment.is, so they go on playing and once they get in front

they say “The game is over, we have met the target”
et cetera, one would regard that as not an entirely Q754 Lord Sheppard of Didgemere: On regional
acceptable rule. It seems to me that if the Chancellor policy, which we have touched on quite a bit,
can say “I now say that the rule has been met,” and obviously with a combination of devolution and in
he will never lie, he will only say it when it has been England the RDAs there is greater visibility of the
met, it is not much of a test. That is the point that is whole subject. What is your view on the Government
being put to you. saying they want more active regional policy and

work being done on better regional statistics? Do youProfessorMcWilliams:That ismy point too, expressed
very much more eloquently by you, if I may say so. want to add anything towhat you have said about the

whole of that area or is it something thatThese rules are self-imposed rules and their
importance is the credibility that they attract outside. Government should be pushing for?

Sir Donald MacKay: This one was passed to me toI would have thought that it is in the Chancellor’s
own interest that there is some independence in the look at.We do have a regional policy and fiscal policy

is the main instrument of it. I think it works verydecision about when the cycle starts and when it
finishes and about how the cycle is measured, because eVectively in the UK and I have suggested that it is

more than generous to Scotland particularly. Also,otherwise he does run the risk that his rules will lose
credibility. The UK fiscal situation looked at in when you have a substantial volume of inward

investment then it is more easy to operate an activerelation to sustainability on debt and so on is a long
way away from being a serious economic problem at regional policy. This may benefit some of the

peripheral regions of the UK very substantially and Ithis stage so, in a sense, whether the Chancellor is
right or whether he is wrong does not matter awfully, think it has demonstrated that it is perfectly possible

to set up eYcient manufacturing units in areas likebut in diVerent circumstances it could matter and
that is why I would prefer to have an independent Scotland, Wales, the North East of England and so

on. I do not favour a more active policy, I think thebody making a decision of this kind and measuring it
rather than having the Chancellor as defendant and macro framework is appropriate, fiscal policy is

extremely generous. The major problem in ouralso judge at the same time.
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regional policy should look at those things that aVectregions, and I will start with the major problem in
the real exchange rate in each region. If we have aScotland, is to think more sensibly how we can use
minimum wage, is it the same everywhere, should itthese fiscal advantages to underpin the long running
be the same everywhere? If we have things likeperformance of our economy. That is not so much
national pay agreements, should they be the sameregional policy. I think if devolution has a merit it
everywhere, should they take account of flexibilitiesshould be that we address problems more seriously. I
to meet the local regional situation? I do think it iscannot see us doing so presently but I live in hope.
important that we have much more regionalProfessorMuscatelli: I would agree with that although
flexibility on those economic regulations andthere is always the caveat, whether it is an RDA or a
economic issues that are applied nationally.devolved authority, that one might get it wrong. I

think it is important for devolved authorities to focus
on the competences that the regions have and invest Q755 Chairman: Would you not also agree—sorry
in that competitive advantage as opposed to trying to to keep harping back to elementary economics but it
stem the tide. People often say look at Scotland’s seems to be all I know these days—that if you cannot
success in terms of attracting inward investment in have the flexibility on exchange rates then you need
the 1980s. That was a very long game and it was mobility of labour? If you have got the housing
played at a time when that game could be played. We problem which you have adverted to on several
are past that stage now, it has to be a diVerent game occasions, one of the problems resulting from a low
in terms of either attracting inward investment or housing market is that it is not good for mobility of
encouraging business growth. What is encouraging labour.
is that in the case of Scotland you see Scottish Professor McWilliams: Both mobility of labour and
Enterprise, for instance, shifting the tools that it uses flexibility of wages, the two fit very neatly together.
towards things like the Co-investment Fund which I
think addresses some of the business growth issues
that we were discussing earlier and this is very Q756 Lord Barnett: Sir Donald, you are quoted as
important, it is not just acting on the birth rate but having said “The rate of inflation in Scotland is
actually trying to encourage growth and picking up bound to be about the same as for the UK, I believe
private-public partnership models which have been what is appropriate for the UK economy is also right
pioneered elsewhere, like in Germany and the for Scotland”. I do not know whether everybody

agrees with that, but while it has been a huge pleasureNetherlands. These are very positive things. One
having the three of you here I am bound to ask, dothing that worries me slightly about the whole
you think that The Scotsman newspaper are wastingasymmetric devolution structure is whether we might
their money having a Scottish Shadow Monetaryfind ourselves in a competitive framework where
Policy Committee?regions begin to do these things in competition with

each other. Competition is healthy up to a point when Sir Donald MacKay: Not at all, I assure you. I am
it comes to fiscal inducements but I think it would sure the rest of the United Kingdom always learn
be good if policy was more directed towards from us!
infrastructure and improving competitive values as Professor Muscatelli: I will try and add a serious note
opposed to simply looking for bets on a particular to that. The exercise that we described earlier with
sector. regard to the Scottish interest rate is hypothetical but
Professor McWilliams: I would like to throw a what it does do is it focuses our discussion on
diVerent light on this. First of all, I absolutely agree important regional structural issues and it enables us
with Sir Donald and what he said about the scale of to get in points about these issues even though in
regional transfers. We have a very active regional practice they cannot be addressed by monetary
policy in the sense of fiscal transfers but it looks tome policy.
as if it is just a little bit too active because the scale of Sir Donald MacKay: I think it makes good copy, it
regional transfers does not properly take account of sells newspapers.
the diVerential cost of living, as I said earlier. I do Professor McWilliams: I think Scotland has got a real
think that the work on the regional statistics that the economic problem and it is important that attention
Chancellor has commissioned is crucial and will help is focused on that. Devolution has naturally focused
improve things. The second thing I would say is in a attention on some political issues and that is
sense one needs an answer to what is the cause of the understandable, that is the way the world works, but
regional problem in the first place. Insofar as we have I think it is time that Scots throughout the United
got serious regional problems in the UK I think they Kingdom paid attention to the economic problems
do reflect the fact that you have got single exchange that exist in Scotland and try to focus on them and I
rates and you need to get the right level of real think The Scotsman’s MPC is a way of drawing

attention to that.exchange rate in each region. I think that does mean
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sceptical about intervening to try and improveQ757 Lord Goodhart: The record of direct
Government involvement in industry is pretty poor, productivity, but instead sensibly regulate it to

minimise the degree of regulation and useso that has rather gone out of favour, but is there,
however, a specific role for the Government in competition as the spur to encourage companies

themselves to improve productivity.productivity and, if so, what should that be?
Sir Donald MacKay: We did not allocate this one so

Q758 Chairman:Not surprisingly, the three answersI will have first stab at it. I think the most important
you have given, if Adam Smith were alive, he wouldrole for Government is to consider what policies are
have given the same answers.appropriate to increase the eYciency of the public
Sir Donald MacKay: I do hope so.sector. I think the evidence quite clearly is that
Chairman: I expected Lord Wakeham to ask youproductivity growth is slow in the public sector and
about the magic word “politics”. Is it not the casethe gap does not seem to be narrowing. There is a
that whatever you think of regulation, every timeclear role for Government because many economists
anything goes wrong in the public sector there is greatmight say the way in which we deliver public services
public demand and the Government has to interveneis quite important to this and at the end of the day
to produce some regulations to stop this happeningonly the Government can change that. As to its role
again?in the private sector, my own view—this is having
Lord Sheppard of Didgemere: Is that not ameasure ofrelinquished my academic post 20 years ago and
the problem, not for a successful business?spent the rest of my time in business—is that the
Chairman: The point is it is not successful businesses,Government should regulate less, make sure that
it is the real world and people say that whatever goesindustry is profitable and let them get on with it. I
wrong they accept the view that (a) it should neverthink that Government has very little to contribute to
have gone wrong and (b) the Government ought toimproving eYciency in the private sector but has a lot
have regulated to stop it.potentially to contribute to improving productivity
Lord Wakeham: In a way the skill of government is toin the public sector.
avoid doing it.ProfessorMuscatelli: I have pointed out some issues in
Lord Oakeshott of Seagrove Bay: No finer exponentthe paper, and I will not repeat those, but to pick up
there.on Donald’s point, I think it is quite important that
Lord Wakeham: While we are talking about this, youthis expansion of public spendingmight actually have
only have to look at how many diVerent levels ofsome interesting implications for private sector
remuneration there are in major companies, lots ofproductivity. We were just discussing before we came
talk but notmuchwill happen and notmuch likely to.in that we are all old enough, I think, to remember

Bacon and Eltis and the discussions in the 1960s on Q759 Chairman: It will be interesting to see. I think
the potential impact of public sector growth on that largely brings us to the end of an absolutely
private sector productivity and that crowding out fascinating but rather exhausting session. As you can
eVects are not just financial market eVects, there tell, if we were stronger we would probably keep
might actually be some diversion of productivity, of going for longer. We have been immensely interested
eVort, towards the public sector if a pool of talent is in what you have had to say and, despite Lord
diverted away from private enterprise. There are Barnett’s frivolous approach to it, I think there are
some interesting issues there for the UK to great benefits to Scotland and The Scotsman from
contemplate in the next few years. your doing this. Since you have told us that you do
Professor McWilliams: I am very sceptical. I worked not get a free dinner out of it, on standard
for the CBI for 15 years and the last four years as Sir neoclassical views it is not quite clear to me why you
Donald’s successor as Chief Economic Adviser, are engaged in this altruistic activity but that is for
whose mantle will be greatly missed, and all my you to reflect on. Thank you all very much.
experience is that government schemes, no matter Sir Donald MacKay: Chairman, can I thank you for
howwell intentioned, had surprisingly little beneficial the courtesy with which you have treated us. I am
eVect and one or two of them actually had negative looking at the stenographers labouring here. I am a
eVects because they created market distortions and, survivor of the Heathrow Terminal 5 inquiry and at
in addition to the tax that had to be raised to finance one point when they were struggling with me I said “I
government schemes, worked to the disadvantage of must apologise for my accent and the speed of my
the industrial economy. That is not to say that there delivery”, and then I paused and said “at least I
are no interventions that work, there are some, but I apologise for the speed of my delivery”.

Chairman: Thank you very much.would encourage any government to be extremely
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Examination of Witness

Witness: Rt Hon Oliver Letwin, a Member of the House of Commons, Shadow Chancellor of the
Exchequer, examined.

Chairman: Mr Letwin, welcome to the Committee. I particularly good at doing it and therefore it seems to
me much better left to the technicians and the MPCthink this is at least your third visit over the years and

it is always a pleasure to see you. I ought to tell you— (about which we may talk more in a moment as to its
although you have probably already been structure and so forth); in general that seems tome to
informed—that the meeting will be televised. I have be the right way of conducting that set of aVairs.
never found out whether that means live or at three When you turn to fiscal policy I think you are in
o’clock in the morning; I think it means more three another realm altogether because although the
o’clock in the morning. However, it does mean that constraining of government deficits and the ensuring
people will hear you as well as see you. You know our that there is medium term fiscal stability look,
general line of questioning because we always let you mercifully, as if they are currently becoming matters
know that, but you equally know that we also decide of political consensus—and ought, in my view, to be
to throw in some unfair questions as well. If you matters of political consensus—I do not believe they
agree, I am going to ask Lord Barnett to get us are necessarily purely technical in nature and
started. certainly when you come to questions of tax structure

and levels of tax on the one side and the public
spending on the other (as opposed to fiscal balance)Q760 Lord Barnett: I know you are generally in
you are dealing with issues which are irremediablyfavour of the whole idea of the Bank of England
and properly political. There will be disputes betweenMonetary Policy Committee having control over
politicians of diVering colours and kinds about allmonetary policy. Do you think there is any
those matters. I do not personally believe that it ispossibility of any other similar framework to control
therefore likely that we will be able to find some wayfiscal policy?
of removing from political debate the question ofMr Letwin: I have, for a lot longer than most people
fiscal balance. I suppose theoretically it would beI think, favoured the independence of the Bank of
possible to arrive at such an iron-clad consensus onEngland because I take a view which used to be
the meaning of medium term fiscal stability and onregarded as dramatically controversial and has now
the operation of the stabilisers and on the use ofbecome a matter of virtual consensus, which is that
discretionary changes in tax and spending to addressthe control of the money supplied to constrain
slow-downs in the economy, to remove all that frominflation is—or ought to be—a technical issue with
politics and leave us only with questions of the levelno need for political ramifications. It has always
of public expenditure compared to GDP, the level ofseemed tome that the great ideological debates about
tax compared to GDP and the structure of tax andredistribution and even the control of means of
public spending. I think, however that it is diYcult toproduction—we have now passed on from that
imagine the day when we will be so good at makingdebate—can go on against the background of
the separation between those two things as to be ableconsensus about the need to control inflation. I know
to remit the first to a body of technicians. I think,there was a time—some of your Lordships were
therefore, that the Chancellor’s broad approach ofparticipants in that time—when front line politics
seeking to establish rules—which are rules of thumbconcerned itself with issues of reflation and deflation,
rather than laws—and trying to endow thosebut I have to say that I have never believed that that
gradually with some credibility so as to create forought to be the case. That is not to say that we will
himself some embarrassment if he departs from themnot make mistakes, but it does seem to me that they
without remitting the whole of this question to aought to be technical in character and there is no need
group of separate technicians is at least a promisingto elect politicians who would be good at doing it

because politicians have not shown themselves to be approach. I do not thinkwewill know formany years



217economic affairs committee: evidence

20 April 2004 Rt Hon Oliver Letwin MP

public expenditure compared to GDP; I seek towhether it is the panacea that some hope, but at least
I think it is a promising approach. My instinct, improve upon the rules governing the relationship

between tax and spending.therefore, is to build on that and to seek to elaborate
some improvements to the current rules—on which
I am currently working—rather than to seek to Q763 Chairman: You might well announce that you
establish an independent body to take over control of think a good ratio of public expenditure to GDP is
fiscal balances. I hope I have answered the question the following number, the Chancellor having said,
you were really trying to ask, but if not I shall try say, a larger number. Would you not accept that if
again. you had said a number then your credibility requires

you to aim for that number? You are saying there is
no politics in your diVerence with the Chancellor, butQ761 Lord Barnett:As you know, this Committee is
the moment you said, “I am aiming for a lowerlargely non-party political. With fiscal policy, public
number than the Chancellor” you are under someexpenditure and taxation one can get very involved in
pressure to hit your lower number.party politics and I do not want to do that. I was
Mr Letwin: Absolutely. I am sorry, I misunderstoodjust wondering whether you see any alternative
you. I entirely agree with that. Part of my purpose inframework—or any alternative—to the present
setting out our medium term expenditure strategy atsystem; whether you see any other way of perhaps
the stage in the electoral cycle where I did it, was todiscussions between the Chancellor and the
have a long time in which to lock it in as somethingindependent—truly independent, one hopes—
which would enable me—if I become ChancellorMonetary Policy Committee as any kind of
after the election—to ensure that all of my colleaguesalternative to the present system.
in the then Cabinet are bound to assist me inMrLetwin:Youmean as an alternative to the present
delivering it because of the embarrassment thatsystem of dealing with fiscal issues. No, I do not think
would attend a failure to deliver it.I see a real alternative. I do hope to improve on the

present rules, but I do not hope to depart from the
basic approach. Q764 Chairman: This Committee includes several

ex-Treasury ministers who know that binding your
colleagues is a vital part of having a job in theQ762 Chairman: What you are saying, using the
Treasury.current buzz word, for credibility reasons, is that
Mr Letwin: I imagine that there are present severalthere must be some rules. You may disagree with the
people who know very well what I am talking about.present Chancellor as to whether public expenditure

should be a larger or smaller fraction of GDP, but
Q765 Lord Sheldon: Is there not a further distinctionthat there should be a designated fraction which, as
between fiscal policy and monetary control, and thatyou say, would lead to embarrassment if you went
is that monetary control can be immediate but fiscalbeyond it, you are saying you think that is right.
policy is much more long term and to control theMr Letwin: Sorry, let me distinguish; I may not have
economy through fiscal policy is much more diYcultbeen suYciently clear. As I see it there are two
because it takes time for it to take eVect. Also there isseparate but inter-connected sets of questions. One
a political aspect to fiscal policy apart from the onerelates to the fiscal balance: the relationship between
you were mentioning. When a government comes inincome and expenditure for the Government. There
it starts thinking about fiscal policy, but its eVect willI think there has to be a set of rules—just as you have
be towards the middle of that government, and if itsaid—and I think the issue is the credibility of those
starts in the middle it is towards the end, when anrules and the persistence of a chancellor—and
election is coming. You can never really treat these insuccessive chancellors—in broadly following a set of
the same way, can you?rules so as to create what I hope can be a very long
Mr Letwin: I agree with all of that. I think that isterm and persistent view that medium term financial
absolutely right. I suppose the use of short termstability is in the interests of the nation.Where I think
interest rates as the principal lever for monetarythe politics enters it is when you are asking what is a
control is largely justified on the basis of the ability tolegitimate question under any set of fiscal balance
make these changes relatively rapidly and in a veryrules, namely the proportion of GDP which should
finely tuned way. I agree with you that fiscal policy isbe occupied by respectively tax and spending. There,
neither so rapid nor so susceptible to fine tuning.as you know, I do have quite a considerable debate

with the Chancellor at present and it seems to be
proper that the political parties should continue to Q766 Lord Sheppard of Didgemere: My

understanding from what you have said in the past ishave debates about that and it is as possible for him
to balance his books in any given way at one level of that theGoldenRule has to be looked at with caution

because it does not say much about the absolute levelpublic expenditure as for me to do it in any way at
another level. I do not seek a rule on the level of of government expenditure at any particular point in



218 economic affairs committee: evidence

20 April 2004 Rt Hon Oliver Letwin MP

to achieve a current balance or somewhat better. Asthe cycle; it just talks about a relativity. The other
we see from present circumstances it is at least verypart of my question was to ask you about the
possibly achievable to fall within the rule across aappropriate framework for fiscal policy and what
cycle and yet not observe that spirit at the presentyou think it should be. I think you are saying that
time because of—so to speak—good behaviour at anmaybe what you are expecting the opposition
earlier point in the cycle. One could imagine the samechancellor to say at this stage is, “Watch this space”.
thing happening in reverse, more dangerously: badThe last part of the question was to do with your
behaviour against the spirit of the rule at theviews on discretionary fiscal policy beyond the
beginning, justified by the promise of good behaviourautomatic stabilisers. I do not know if you want to
at a later point in the cycle. As I have thought morecomment on that and if I have mis-summarised what
and more about that issue, I have come more andyou have said perhaps you will correct me.
more to an understanding of the enormousMr Letwin: Let me start with the last part of that, the
importance of the sustainable investment rule as ascope for discretionary fiscal policy. I certainly think
coadjutor of the Golden Rule. I think it is because ofthat there is scope. The stabilisers seem to me an
the existence of the static and rather crudeimportant element of a regime that aims at stability
sustainable investment rule—the 40% of GDP debtand the important thing is not to prevent them
stock rule—that the dangers I see in the Golden Ruleworking, not—as I know various people here will
are not too exaggerated. Although you are right thatknow from bitter experience—that it is easy to stop
I am not currently in a position to tell you what mythem working at all in any event, even if you wanted
fiscal rules will be, as announced at the time of theto try. However, they may not prove in the judgment
next election or before, as we are working towardsof a chancellor at a given time suYcient to address a
that, I am more and more impressed by the need toparticularly acute or particularly prolonged down-
attend not just to theGoldenRule but to the questionturn and I doubt, for example, that finance ministers
of the definitions implicit in the sustainablein Japan recently would be very impressed to be told
investment rule and its operation in order to ensurethat the stabilisers were the end of the story. I think
that it does act as a cast-iron check that the Goldenthere is room for discretionary fiscal activity under
Rule is being observed in spirit as well as in lettersome circumstances, although I would certainly want
across a cycle. I hope that makes sense.to be very cautious about its application under most

circumstances. Moving back to the question of the
Golden Rule, my concerns about placing an undue Q767 Chairman: It makes sense except for one
weight on the Golden Rule do not arise from the fact problem which has troubled me—and I have been a
that it is not an expenditure strategy—it certainly is supporter of the Golden Rule—which is the most
not, but then it does not intend to be. I have set out fundamental proposition of economics, both as I was
separately an expenditure strategy. I would hope that taught and also taught it. It is that bygones are
that would become the norm, and that future forever bygones. It is very hard to explain that to
chancellors and shadow chancellors will feel impelled students, but on the whole one tries. The fact is,
to set out expenditure strategies over a longish period therefore, that if, for the last three years, you have
because I do not think you can have a rational run a surplus on your current account, as it were, I
expenditure strategy for the reasons that were being would certainly ask the students, “What has that got
advanced a moment ago unless it is a medium term to do with what you should be doing this year?” to
strategy. However, the Golden Rule is not meant to which they answer, “You said theGoldenRule has to
achieve that and that is fine; that is not a criticism of average” and then I ask, “What has happened to the
the Golden Rule. What are, I think, grounds for bygones rule?” I am not saying that you are wrong,
hesitation about placing undue weight on theGolden but somehow looking at the Golden Rule problem
Rule is that it involves intrinsically—and as one of its there is a bit more economics to it than several of us—
intrinsic advantages—a very considerable degree of me at least—have yet managed to think through. It is
flexibility. Part of that flexibility, as you imply, is the just not obvious to me why, just because I made a
ability—if you have done certain things at other surplus last year, I should be allowed to spend this
stages of the cycle or if you are purportedly intending year.
to do certain things at a later stage in the cycle—to act Mr Letwin: As you detect from my remarks, I agree
in ways which, if accompanied by things of a with that. As I have wrestled with it, though, I have
particular kind at another point in the cycle, would be come to understand that there are quite considerable
within the letter of the Golden Rule but which obstacles to setting annual rules if they are dynamic.
contradict the underlying spirit of the Golden Rule. I It is very diYcult to predict a year ahead what the
take it that the underlying spirit of the Golden Rule surplus or deficit will look like at the end of that year.
is that at a time when the economy is projected to be To constrain yourself with some rule that forces
growing at or above trend and when the output gap you into that straightjacket would probably be

improvident. The reason why I emphasise theis small, the broad attitude of the Treasury should be
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the future. Of course, the end of the cycle in the futuresustainable investment rule—or some version of it—
as the way of getting out of this problem is that leads on to the beginning of the following cycle. You

do have a problem that governments can manipulatewherever you are in the cycle and whatever you have
done earlier, if the net eVect of actions now is to this one; they have the opportunity of taking into

account political considerations in determining whatcontinue to have a low and relatively stable level of
debt to GDP I do not believe the eVect can be too the length of that cycle is in advance so they canmake

their calculations accordingly. How do you see thisdamaging to long term fiscal stability. I hope I will
give you the same answer if you are kind enough to happening and how do you see that this can be

constrained in some sort of way?invite me back six months later when I have thought
more about that, but that is the direction of thought Mr Letwin: I think, as I said, that we should seek to
which I currently follow. constrain it. We have, so far, only one chancellor as

a test bed for these propositions; no previous
chancellor has subjected himself or herself to a rule ofQ768 Lord Barnett: Recognising the annual
this kind. I think it would be an unfair accusation ifproblem in relation to this, is the cycle variable in
I were to say that the Chancellor has set out toyour view? If so, what would be the variation you
manipulate the length of the cycle; I do not have anywould use?
reason to suppose that he has done. The temptationMr Letwin: This is another issue that we have been
to do so under some circumstances for someconcerning ourselves with in relation to the Golden
chancellors, however, would clearly be considerable.Rule which I think is becoming more and more a
That makes me think that we ought to try to find amatter of interest amongst commentators of widely
way of delegating that quasi technical decision todiVering kinds. There seems no doubt that the cycle
some technical body. It is not, of course, the onlyis, indeed, variable. Indeed, I think we have recently
definitional issue which arises in connection with thebeen privileged to witness a very short cycle followed
Golden Rule, however. In fact, the presentby a rather long one. I think more by luck than
Chancellor is more open to accusations that he hasjudgment in the United States the definition of the
changed the methods of calculating surpluses andcycle—at least until very recently—seems to have
deficits. In fact, I think he has changed it twice; hebeen virtually sub-contracted by politicians to a
used method A, moved tomethod B andmoved backparticular forecasting body. So far as I can
to method A. That is another thing that needs to bedetermine—you will undoubtedly have access to
thought about: should it be the chancellor of the daymore information about this than I have and you
who calculates for the purposes of the Golden Rulemay know better—this is not because someone in
the surpluses and deficits across the cycle. I will notWashington (either an executive or on Capitol Hill)
bore you with a range of other such items, but I thinksaid at some point, “Let us do this”, but it simply has
there is a range of items, each one of which ishappened. A particular body has established a track
important to the operation of the current fiscal rulesrecord of determining the cycle and people have
and in each case we need to look at whether there islargely—at least until very recently—lived with it.
some appropriate institutional mechanism forWhereas here, notoriously, the Treasury very much
removing the technical aspects of the calculationbelieves that it, itself, is the appropriate body for
from the Treasury and leaving the Treasury with adetermining the cycle. I think there is very
judgment that will be made against the backgroundconsiderable scope for looking at the potential for
of technicians identifying the technical facts.sub-contracting various definitional elements of the

fiscal rules to outside technicians. Some of these are
definitions of amounts in the national accounts; some Q770 Lord Goodhart:Mr Letwin, you have said you
of them are definitions of the cycle and other such are worried about the possible long term eVects on
items. I do not want to give you—because I do not the government balance sheet of investment projects
have it yet—a firm view of which things should be funded through PPP or PFI. What are your worries
delegated and which not, or how some institutional about this and how do you think that long term
framework should be developed that gives people investment should be financed? Are you suggesting,
increasing confidence in the identification of the cycle for example, that it should be financed through
and other such items, but I am sure that the direction government borrowing?
of change should be towards greater public and MrLetwin: I have no objection at all to the use of PFI
economic confidence in the rules as a result of less or PPP—or any other name for it—in appropriate
opportunity for political manipulation. circumstances. Indeed, I was—as one or two people

here know—instrumental in a previous existence
when I was working at Number 10 in trying toQ769 Lord Sheldon: The start of the economic cycle
promote this form of financing. However, theis in the past and, although you can never be sure that
underlying thought of those of us who first promotedyou have it accurately, at least you are more likely to

get it accurate than the end of the cycle, which is in it was—and in my case remains—that it is useful
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somehow has to match private sector accountingwhere, because there is a genuine transfer of risk from
the public sector to the private sector, there is at least which is governed, as we all know, by a series of

rules (and changing rules). I am currently in thethe potential for greater eYciency in the use of the
funds. To put it crudely, the managing director of a midst of investigating how far PFI projects are being

properly accounted at present. I have to say that myproject company set up to build something for the
Government, if he knows that he will be bankrupt if initial suspicions that they were being very

improperly accounted have been somewhat allayedit goeswrong, is more likely to try to bring it in to cost
than we can ever make it be the case with the civil in the past few weeks. Initial investigation suggests

that much of the accounting has actually improved.servant who is inevitably cushioned against that
eVect. However, that does, of course, demand a However, I am still on the lookout to see whether

we really do have a proper system for accountinggenuine transfer of risk. We always recognised it as a
possible problem—and I think it has come to pass as PFI liabilities. This becomes of particular

importance—to return to an earlier point—if morean actual problem in some cases—that it would be
convenient for ministers and for oYcials and for weight is to be placed on a sustainable investment

rule. Clearly the stock of public debt needs to bevarious departments to be a little less punctilious
than they might be about just howmuch of the risk is well-defined if that rule is to have great weight

placed on it. If it were the case that large numberstransferred in a given case, particularly in cases
where, as a matter of fact, it is not economic to of PFI projects were escaping proper accounting as

liabilities then sustainable investment would becometransfer the risk to the private sector. Those of uswho
believe in markets also recognise their limitations. diYcult to operate. As I say, I am beginning to feel

that we may persuade ourselves that that is less ofThere are cases in which the public sector is better
equipped to bear a certain risk than the private a problem than I thought it was. I should just add

as a codicil—it is not directly relevant to yoursector is.
question but it is a connected point—that as I
become less worried about that I become more

Q771 Lord Goodhart: Such as? worried about whether there is proper accounting of
Mr Letwin: Such as major and lumpy and unfunded public sector pension liabilities from the
uninsurable risk. The classic case, I suppose, is point of view of the sustainable investment rule.
nuclear explosion. I cannot think that it is at all Those have increased very markedly recently. They
likely that in the absence of an apparatus that does are currently increasing at a rate of some tens of
actually exist for the public sector to recoup that billions pounds a year. We have had some work
risk by treaty that the insurance companies of the done for us by actuaries and I am not at all clear
world would ever be able to summon up the courage that there is any proper understanding of their
to insure such a risk. Once you hit a case which, potential impact on the sustainable investment rule.
either by necessity or by choice, risk is not wholly I think my attention is transferring itself from the
transferred, you enter very murky waters, ones in PFI to the public sector pension liabilities but I do
which it may well prove to be the case that the not want to give you a guarantee of that because I
public sector is over-paying a private sector have not yet completed my review of the accounting
operator compared to the costs of doing the thing of the PFI.
in the public sector because that private sector
operator is being paid as if he were taking risks

Q772 Lord Goodhart: It is sometimes said that thewhich, in fact, he is not taking. In those
attraction to governments of PFIs lies, to a largecircumstances, it seems to me that you have a sub-
extent, in the way that governments account foroptimal method of financing and it would be better
expenditure and do not make a distinction betweenthat the public sector should either desist from
capital and income expenditure and so, by settinginvestment or borrow if it is an investment it wants
up a PFI project, they do not have to treat whatto engage in. The next question which arises—and
is spent by the PFI contractor as if it were currentthis I think is what may have given rise to your
spending of the government which the governmentquestion—is that I have said on various occasions
would have to do if it was doing the work itself.and I certainly believe that where PFI or its
How far is that a problem for the PFI??analogues are appropriate because there is risk

transfer, it is nevertheless extremely important that Mr Letwin: I do not think that it is a very severe
problem at present because the structure of thethey should be properly accountable. This is a very

complex area because there are various and Golden Rule, for at least as long as it has the
purchase it has currently (rather than being a deadinterlocking principles of accounting, both domestic

and international, which aVect how both the private letter as I understand it largely is in Germany, for
example) makes capital expenditure by governmentand the public sector are bound to account PFI

projects. Because there are two parties inevitably it quite a diVerent item than current expenditure. It
therefore becomes less attractive for the Treasury tois not just a matter of public sector accounting; it
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taking quite the same attitude to rules about deficitsuse PFI in appropriate circumstances in preference
to public investment because the public investment that some Eurozone countries are currently taking.

I think there is likely to be a quite considerableitself counts, obviously, towards the enlargement of
their current surplus under any given spending plan diYculty emerging for the Eurozone as a result of

that set of attitudes. However, that is their business.or to the decrease of a current deficit under any
given spending plan in Golden Rule terms. It will aVect us only if they do not find a way of

making their currency suYciently stable to ensureTherefore I think to a considerable extent the advent
of the Golden Rule has rescued government from a their long term prosperity. I hope they will, but I

have no idea what fiscal framework they maymis-incentive which might have otherwise existed in
relation to PFI versus public investment. eventually adopt that seeks to match political

realities in those countries with the requirements for
some degree of fiscal discipline if the Euro is toQ773 Chairman: Your main point, which you made
maintain its status as a serious currency.earlier, is that these are early days for judging any
Lord Wakeham: I recall very recently somebody inof these things. Most of them have hardly been
Europe criticising very substantially the Americangoing for any length of time. I think we have taken
situation—the American deficit—as if it were somethat on board.
responsibility that they should do something aboutMr Letwin: Exactly.
it because Europe wanted them to. What would
your comment on that be?

Q774 Lord Marsh: What in your view would be a
suitable fiscal framework for the European Union?

Q775 Chairman: I also recall reading I thought lastShould each country follow an independent policy
week that either the ECB or Brussels was criticisingsimilar to the UK’s fiscal policy or is there a need
us for breaking the Maastricht laws. What is yourfor rules that apply equally to all EU countries? I
comment on that?would like to add to that my own concern: on all
Mr Letwin: To take your point first, My Lordthe evidence to date, do you think there is any real
Chairman, before I move to the wider one, I alsoalternative to the current situation in the European
recall reading this and took the trouble to checkUnion where member states increasingly and openly
whether it was correct; I understand that it was. Iignore the existing rules?
was entirely in support of the Chancellor’s blitheMr Letwin: I distinguish markedly between two
attitude to these remarks. Nor do I think it iskinds of relationship. Relationship A is possessed by
appropriate for anybody to imagine that they canthose countries which are members of the Eurozone.
determine the US fiscal stance; that is a matter forRelationship B is that which we possess being
the US. However, I do accept that it is in theoutside the Eurozone. I am entirely clear that for
interests of the whole world that the great currenciesthose of us who are in relationship B—and without
of the world should be managed in a way whichwishing to be politically controversial I think your
preserves a degree of stability. One therefore has toLordships will be aware that that is my very strong
hope that democratic politics in the variouspreference for this country—I see absolutely no
countries and zones that dominate the world’sreason for us to be bound by any view taken by the
financial markets will be compatible with mediumEU about the size of our fiscal deficit or any other
term stability. It is therefore a good thing thatsuch matter. This is a matter properly for the
people from the various relevant blocks meet oneChancellor of the Exchequer and for the rules he
another in G7 meetings and the like and talk aboutestablishes and for the rules of Parliament imposed
these things. That is talking; it is not imposing. Iton him. I do not think it is a legitimate concern of
should not be in the spirit of criticism so much asthe United States or Japan what fiscal deficit we run
in the spirit of discussion and negotiation.and I see ourselves as running our own economy in

the same sense vis-à-vis the Eurozone as we do vis-
à-vis Japan or the United States. As to us I am quite Q776 Baroness O’Cathain: When push comes to

shove, national interest will always prevail andclear that we should pay no attention to eVorts—
not that there are any currently outside the certainly the history of breaking the rules over the

last two to three years does not fill anyone with hopeconstitution—by the EU to impose on us current
Eurozone constraints. It would be an impertinence that the 15 will not continue—those who are in the

Eurozone, your category A—to do just that. Then,for me to oVer a firm view about how Eurozone
countries should conduct their aVairs because I am when they are augmented by another ten, do you

really think that M Trichet is going to controlnot trying to run their countries any more than I
want them to run ours, but I have to say that if I everybody? People will go and meet under G8 or

other conditions or G25 or whatever it is going towere to find myself—which I surely shall not—as the
finance minister of one such country and if I had be, and then go back and do precisely what is in the

interests of their own national governments. That isput my eggs in the Euro basket I would not be
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public who will not have accumulated more thanwhat happens. Who is going to wave a magic wand
at this stage and say, “Up with this we cannot put”? about £180,000 of savings over their working lives

and would therefore be subject to eVective marginalMr Letwin: You are tempting me—successfully but
briefly—into explaining that one of the principal rates of tax or benefit withdrawal of between 40 per
reasons why I have, for 25 years, opposed—and will, cent and 85 per cent—in some exaggerated cases
I suspect, oppose for the next 25 years—British 100%—in retirement. Because much saving depends
membership of the Euro. I do not believe that it will on overcoming inertia as a result of the industry
prove very easy to sustain the Euro in the medium intervening and oVering to sell saving products, the
term without handing political control over such absence of the industry trying to sell savings
matters to a central authority in Brussels. However, products aggressively is a diminished savings ratio.
I know that that view is not universally accepted. As Frank Field has pointed out, grandmothers are

also telling grandchildren: “Don’t bother to save,
dear. It has not done me any good; I am now losing

Q777 Lord Vinson: What are your views on what a benefits as a result of my savings.” This combination
lot of people consider the inadequacy of the savings of eVects leads people to consume rather than to
ratio in this country and the excessive household save. They feel shored up in doing so by the fact that
debt? What problems in store, if any, does this make the miraculous device has come onto the horizon to
for us, particularly if interest rates rise and how enable them to feel that they are saving when they
would you tackle these twin problems?

are not, because their house price is rising, so that
Mr Letwin: Let me begin by saying that there is, I they are engaging in no activity that is painful but
think, a degree of will at present on the Treasury’s their assets are miraculously rising. In fact, they
part not to see the full extent of what is occurring.

have discovered that this can be turned into a piggyI mean this in two ways. First of all, the Chancellor
bank on which you can drawn through the mediumand his colleagues have been making the argument
of mortgage equity withdrawal; (we have nowthat the private sector balances are, as a whole, in
reached £50 billion net mortgage equity withdrawalrespectable shape and therefore there cannot be a
a year, which is rather more than twice net creditproblem about the savings ratio. The private
card borrowing). As a flow, it is beginning to be asector’s balances are, as whole, in respectable shape
very large source of household revenue. The Bank ofbut that is because the significant turn for the worse
England does not currently know how that money isin the household balance which has progressed from
spent, how much goes on consumption; it is in factquite a strong positive position through zero to a
waiting for the OYce of the Deputy Prime Ministerless strong but nevertheless worrying negative
to work out for it how much mortgage equityposition has been matched by private sector
withdrawal is being used in consumption, but I willcorporate accumulations and positive balances—
venture a guess that it is high. The whole of thisquite significant positive balances—which are in fact
syndrome feeds on itself. I am extremely keen tosuYcient to deal with the public sector and
point out that this is not, at present, as far as I canhousehold deficits. Looked at as a whole the picture
see a crisis. You, of course, have a much deeperis not a worry but, decomposed, you are left with
knowledge of the MPC’s mind than I because youthe household sector in a very diVerent position
see them frequently, but my impression is that thefrom that in which it was six or seven years ago.
governor and his colleagues have been careful inSecondly, the Chancellor makes the argument,
raising—and sometimes not raising—interest rates,which is the balance sheet equivalent of that P and
to move at such a slow speed towards the neutralL argument, that the household sector debt is not
rate (if we imagine that at, say 5 per cent) as not toworrying because the debt to asset ratio is still in
trigger the housing crash which would precipitategood shape (and it still is in good shape). However,
the rapid unwinding of the entire circle I have beenthis, too, has a deficiency as an argument because
describing. I think they are very acutely aware ofthe reason why the debt to asset ratio is in good
the whole of this conundrum. Indeed, the Bank ofshape is that house prices have been rising heavily.
England’s quarterly reports make that very clear. AsThis is part of the conundrum or syndrome which
long as they go on exercising that judgment and asis the source of my worry. The debt to income ratio
long as they have a bit of luck as well, then I doof the household sector is getting to be rather high.
not think this set of problems will turn into a crisis.I diagnose the circle of eVects like this: a large
However, hoping that a problem will not turn intonumber of people who would have been inclined to
a crisis is not a good basis for long term economicsave for their retirement have been increasingly
management. Secondly, I have a nightmare that Ideterred from doing so as a result of the very great
may actually find myself as chancellor at the timegrowth in means tested benefits for those in
this whole thing unwinds and I do not fancy thatretirement, which has fed through to the savings
prospect. Thirdly, therefore, we need to address thisindustry, which is now afraid of mis-selling savings

products to roughly the 75 per cent of the British set of issues— and, because it is complex in the sense
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low incomes. I think we need to have somethat there is a set of interlocking things which are
happening one because of the other, we need to go imagination applied to that and that is what Brian

GriYths is doing.back to the beginnings of it and we need to ask how
will we restore the incentive to save. That is why I
am absolutely passionately devoted to the policy, Q779 Chairman: Insofar as anything develops on
which David Willetts has enunciated, of gradually the GriYths Inquiry which interests us enormously,
and progressively raising the basic state pension if you could keep us informed as to what he is doing
(which is not means tested) and bearing those we would certainly be in your debt.
costs— which I have summoned up my courage to Mr Letwin: Certainly.
do over a long period— in order to float pensioners
oV means tested benefits progressively, so that right Q780 Lord Elder: The Government seems to be
from the beginning, if people see that this is the seeking a more active regional policy. Do you think
strategy that is being followed, they begin to have that that would be desirable? If you do, how do you
an incentive to save again during their working life. think it might be done?
My belief is that once we start raising the basic state Mr Letwin: This one I can be brief about: no. I do
pension again, it will become politically impossible not believe that we need more regional policy; I
for anybody to reverse it for quite a considerable think we need less regional policy.
period. That will become apparent to the public at
large, and therefore people will begin to get Q781 Lord Barnett: Do you believe the Barnett
confidence both in the industry and amongst Formula should continue then?
individuals to save again. The propensity to save Mr Letwin: I believe that what I am saying is that
again will reduce the propensity for mortgage equity we have no plans to change the Barnett Formula.
withdrawal and reduce the over reliance on house
price rises and begin to remedy these instabilities

Q782 Chairman: That sounds very much like a Newand imbalances. This is all, of course, a slow eVect;
Labour answer.we are talking about some years here. I think we
Mr Letwin: Thank you. I will regard that for thissimply have to pray that the speed with which those
purpose as a compliment.changes occur is suYciently fast to undo the

problem before, for some reason or another, it turns
Q783 Lord Sheldon: The movement from the oldinto a crisis.
RPI to the Consumer Price Index is an important
one because once you start to change the basis of

Q778 Lord Sheppard of Didgemere: Are you in a any index then there is room for uncertainty as to
position to comment on the GriYths Commission? how the two relate to each other. This could be the
Mr Letwin: I have asked the GriYths Commission situation that we are going to see in the future,
not to look at those issues but at a particular side where people will start to say, “Well, you have to
eVect of those issues which is that at the bottom end take this into account, or that into account”. May
of the income scale there are largish numbers of the loss of certainty be a rather serious matter?
people who do not own houses, hence do not have Mr Letwin: It may. We will not know for some time
mortgages, but are getting into debt spirals. It yet whether the shift has any adverse consequences
cannot be expected that people in that precarious in practice. It is quite clear that the Bank was not
financial position will in general engage in large wildly enthusiastic about the change. It is also quite
scale saving; they do not have the means. However, clear that they are now seeking to accommodate
we do have to attend to circumstances in which 40 themselves to it. I do not think it would be beneficial
per cent of those between 20 and 29 are in arrears. to change again, whether the change were a good
Roughly similar proportions of those who are single thing or not. I do not envisage making any change
mothers are in arrears and of those who have if I become the next chancellor for the very reason
recently had a baby are in arrears. Problem debt is that you advance, that certainty and predictability
becoming more and more of a concern for the CAB and confidence are the issues here and repeated
and other bodies of that kind and that is the area changes of the index certainly will not engender
that I have asked Brian GriYths and his team to that. I think a very important issue will be whether
look into because whilst I have, as I have been the CPI begins to become the main measure that
mentioning, a pretty clear idea about how we can people use for wage negotiation purposes. I have
go about beginning to restore the incentive to save always regarded one of the main aims of monetary
for those who have enough income to save, I have to policy as being to create a suYcient stability in
admit that I have no more idea than the Chancellor inflation to begin to engender the presence of
appears to have at the moment about how to deal nominal contracts in the economy, which seem to
with this very aggravated social—not economic, but me to be the biggest long term safeguard against

inflation. I think we were beginning to see thatsocial—problem of problem debt amongst those on
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the Treasury. I hope we might eventually reachemerging. You can see it in the public sector where
public accounting is now really entirely done in some point at which the views of chancellors and

shadow chancellors on these matters becamenominal terms. It is something which we introduced
in the 1980’s as a huge innovation and is now, I entirely irrelevant. I imagine that if and when that

happens, over time the composition will alter, beingthink, more or less there for keeps. Private sector
wage negotiation is still inflation related and much more to do with people and their experiences

and their ability to contribute than some abstract settherefore it is very material whether it has the CPI
as its principal index. If the MPC is operating on of rules about which particular fields they come

from.one index and private sector wage negotiation is
operating on another, we have a problem. I think it
is too early to tell; I hope we will discover that there Q787 Baroness O’Cathain: Are you writing yourself
is a shift in the pattern of wage negotiation towards out of a job?
the CPI. Mr Letwin: It has been one of my long term

ambitions to write politicians out of as many jobs
as we can find to write ourselves out of.Q784 Lord Sheldon: There is a danger that they

could use both indices, one for people who think
they get some advantage by using one and some Q788 Chairman: I think when you say
people may think they get an advantage by using “accountable to Parliament” you include their
another. If we get into that situation it could be Lordships.
diYcult. We really need to concentrate on getting Mr Letwin: Absolutely. As far as I am aware, this
just the one index as early as possible. House is still part of Parliament. I have not
Mr Letwin: I think we certainly need to get to the consulted the Prime Minister recently, but I still
position where all the weight is being placed on one believe that to be the case.
index as soon as we can, yes.

Q789 Lord Oakeshott of Seagrove Bay: As part of
Q785 Chairman: If that were the CPI then that process of giving up some of your powers,
eventually someone is going to bite the bullet and would you be in favour of a change in the method
say that all the other indexation has eventually got of appointing members of the MPC?
to be CPI because otherwise you cannot take a Mr Letwin: We are looking into the methods of
rational decision. appointment and I hope we can find some way of
Mr Letwin: I agree. Convergence is desirable but of further de-politicising. Let me hasten to add that I
course it cannot be achieved overnight. There is also do not believe that the Chancellor has, in fact, acted
an important technical issue here— that, at the wrongly here. I do not believe that he has chosen
moment, housing costs are excluded. I understand people on political grounds. However, there is
work is being done on an appropriate means of always the risk of that entering the scene at some
including them. I do not suppose we will achieve stage and we need to guard against it.
convergence on the CPI until that work has been
done and implemented. Q790 Lord Roll of Ipsden: Mr Letwin, a large part

of the corpus of economic theory, certainly in
modern times, has been concerned with theQ786 Baroness O’Cathain: Recent appointments to

the MPC seem to indicate that they have come oV management of aggregate demand. On the other
hand, it is increasingly recognised that growth inthe absolute requirement to have monetary

economics expertise. Do you think this is a good specific terms—quite apart from certain general
conditions—is dependent on supply sidething or a bad thing? Do you think it is necessary

for everybody to have monetary experience or improvements. Governments have attempted
improvements of productivity to foster that. You, Iexpertise, or do you think it is quite acceptable to

have, say, half the members with real, live think, have shown great doubt on that. I believe you
have said that governments cannot really do muchexperience of monetary economics?

Mr Letwin: I certainly do not think it is necessary in the way of improving productivity. Would you
like to enlarge upon that, particularly in the light ofthat they should all be strictly monetary economists.

I also do not think that this is something which what you consider to be the recent performance of
the UK economy?chancellors and shadow chancellors should, in

general, seek to determine in the sense that quite Mr Letwin: I think there is exactly one set of
things—and only one set of things—thatspecifically five of the members of the MPC are, so

to speak, the Governor’s men and women. That is, governments can do to significantly improve the
supply side. That is a set of things that involvesI think, as it should be. I would like to see—and

we are thinking about means of developing—more three components: the provision of a background of
stability (which I think is now a matter ofaccountability of the MPC to Parliament and less to
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out about government, but I do think that overconsensus); the provision of excellent basic skills
and infrastructure (training, basic education, recent years—if I can be permitted a political

point—there has been so much attention paid totransport, crime free streets) which tend to improve
productivity by drawing skilled labour into Britain presenting things in a way that will present the best

possible view that it has actually become moreby fostering the ability of skilled labour to operate
in Britain and by making its labour more skilful diYcult to determine the facts underneath. I hope

we can move to a rather older world of presentation(however, I do not think that is the main issue you
are addressing either); thirdly, by doing the very that seeks to inform and has enough faith in its own

performance to allow that information to be judgedreverse of what the Chancellor hopes to do. He
hopes to improve productivity by intervening more for what it is.
in business to correct, as he thinks, market failure.
I believe that the main ambition of government Q795 Lord Roll of Ipsden: I wish you luck in that.
should be to reduce its intervention in business by Mr Letwin: Thank you.
reducing the burden of regulation, by reducing the
complexity and increasing the neutrality of the tax

Q796 Lord Vinson: Our short term level of interestsystem, by adjuring from eVorts to direct investment
rates relative to our rate of inflation is substantiallythrough tax incentives and the like, and by engaging
higher than other comparable countries. One is ledin a vow of silence when it comes to lecturing
to believe this is as much as anything to try to keepbusiness people on how to conduct their aVairs. I
the heat out of the housing market. However, manywant to see government let business get on with the
would argue that the housing problem is a supplyjob once it has been provided with a stable
side problem caused by excessive land rationing andframework, basic infrastructure and proper skills to
that by raising interest rates what you are treatingthe maximum possible extent. I am very well aware
are symptoms rather than causes. Accepted that itthat you start where you start; all of these are
would take some five or ten years to get a decentincremental issues and I cannot hope, as Chancellor,
flow of houses that might bring supply and demandto tear up thousands of pages of tax legislation and
properly into balance, how would you try to tackleregulation overnight. It is a question of the direction
this inherent distortion that keeps our interest ratesof movement. The direction of movement, if I
higher—probably keeps our pound higher—andbecome Chancellor, will be remorselessly and
therefore handicaps our internationally exposedprogressively towards a reduction of the
sectors?intervention of the state in the supply side and a
Mr Letwin: It is a very diYcult question. It isloosening of the sinews, because all my instincts are
diYcult because I think economic exigencies operatethat that is the way that business gets more
in the opposite direction from environmentalproductive.
exigencies in a small and crowded island. We have
a lot of people and not much space. If there wereQ791 Chairman: To summarise that, are you saying
no environmental considerations I am quite surethat you want to set business free?
that you are right and Kate Barker in her view isMr Letwin: Yes.
right that a diVerence—quite how substantial is
obviously a matter of some debate—to the rate of

Q792 Chairman: You accept, therefore, that it growth and probably the absolute level of house
means they should be free to go broke without the prices could be made by freeing up supply in one
public sector bailing them out. way or another. On the other hand, there are very
Mr Letwin: Yes. great social and environmental penalties to pay for

that. This is an enormously diYcult decision for the
Q793 Chairman: Categorically. nation as a whole to make and I quail before it in
Mr Letwin: Yes. the sense that I think it is a judgment which requires

a very prolonged debate and I doubt that we are
going to find a solution that is universallyQ794 Lord Roll of Ipsden: Could I perhaps suggest

a small addition to your list? Would you add acceptable. I doubt there is a way of having a large
number of cheap houses and low interest rates andimprovement of communication, the spreading of

communication to the general public? We know a a nice environment in a small and crowded place.
That sounds like a wish-list that is too long andlot of things here, but much of the statistical

information—which is very important in educating therefore we have to make choices. This is
somewhat outside the ordinary run of party politics;opinion—is not available to them. Would you

regard that as an additional point? I do not think the nation has really made up its
mind yet about where it wants to place the weightMr Letwin: I think transparency of information is

very important. It is not an easy thing for in that equation and I suspect that it is something
that will only emerge very gradually.government to arrange for people to be able to find
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very impressed by the fact that you are keeping anChairman: Thank you for that. As you know, this
Committee also prides itself on having an open- open mind on certain topics where you have not yet

been able to come to a conclusion. Thank you veryminded approach to problems that we do not know
the answers to and, speaking for all of us, we are much for an immensely interesting and helpful

occasion.

Examination of Witness

Witness: Dr Vincent Cable, a Member of the House of Commons, Liberal Democrat Shadow
Chancellor of the Exchequer, examined.

Q797 Chairman: Welcome to the Committee, Dr of aggregation what can be done about it is very
much in terms of the underlying imbalance betweenCable. Unlike Mr Letwin, this is your first visit to

us and therefore we are keen to see what you are the traded and non-traded elements of the
economies. I think one has to start by saying thatlike, if I may use that expression.

Dr Cable: Thank you for inviting me. there is plenty of economic evidence to suggest that
the real eVective exchange rate—the price that
reflects the balance between the traded and non-Q798 Lord Oakeshott of Seagrove Bay: You have
traded bits of the economy—has been heavilysaid that there is growing evidence of a very serious
overvalued for a very long period of time. This isimbalance in the economy based on high levels of
what explains the fundamental imbalance and thatdebt and a bubble in house prices. How would you
leads us into issues about whether it is possible todeal with it? Indeed, it is not just you; it has become
do anything about the exchange rate and the EMUquite fashionable to talk about it. What is your
and all the rest of it. Then there is the questionresponse to people who feel the debt levels are
about whether one can do anything about the veryjustified by the wealth eVects from rising house
specific issues of mounting consumer debt and thevalues? Do you think that it is or should be a
housing market. I have put forward what I call aconstraint on the Bank’s interest rate policy?
ten-point plan (you may think that is a littleDr Cable: There are a lot of questions bundled into
presumptuous), a mixture of suggestions about howone and I do not want to make a very long speech.
one might tackle this both at the micro-level and atMaybe I should give you a short reply and we can
the macro-level. I guess the most controversialfollow on from that. I think the basic analysis is the
element in what I have been saying which probablyfollowing, that broadly speaking over the past seven
relates the closest to your own examination is thator eight years the British economy has been
we should perhaps be addressing the issue of howperforming relatively well with low unemployment,
much credit is flowing into the mortgage market.low inflation and steady growth. However, it is also
The assumption in a deregulated market is that theunbalanced in the sense that there is a big diVerence
only real influence on this should be the price andbetween the performance of the traded bit of the
that is the rate of interest set by the Bank ofeconomy (which is mainly manufacturing but not
England, but that is only a very indirect influenceonly), which has been scarcely growing at all, and
because of the constraints on the way it operates. Ithe service sector, which is really what is sustaining
have argued that maybe we should be examining thethe economy and much of that has been sustained
total amount of credit made available by mortgageby consumer spending which is, in turn,
lending institutions.underpinned by consumer borrowing. The
Chairman: We are going to have to break now forargument is essentially about whether that level of
a few minutes for a division.consumer borrowing has now reached unsustainable
The Committee suspended from 5.02 pm to 5.10 pmlevels. Probably rather earlier than some, I started
for a division in the House.to question whether the level of consumer debt was

indeed sustainable, particularly as a large
proportion of it (I think 80 per cent of it) is secured Q799 Chairman: We were on question one, but I

cannot remember where you had got to in youragainst the value of house prices. The view that I
have been arguing is that the house price boom is answer.

Dr Cable: I was basically arguing that the housingnot—as I heard it argued a few moments ago—
simply a product of real factors (the rationing of market phenomenon and the linked personal debt

was of the nature of a speculative bubble. Then theland) but is in fact of the nature of a speculative
bubble; prices are rising because people expect question arises about how we deal with that in an

environment where there are considerableprices to rise further. The nature of speculative
bubbles is that they burst. From that analysis we get constraints on the use of interest rates. The argument

which I have been discussing with the financialto what can be done about it. At a very high level
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be. The causes, I believe you inferred, are complex,services industry is whether it would be possible to
use special deposits or reserves in such a way that but if you just take the housing market the land value

of a house has gone up from 15 per cent in 1952 towould restrain in an upswing—you would do the
opposite in a downswing—the amount of lending. now over 50 per cent. Anybody buying a house is

actually paying more for land than for theTechnically this is perfectly feasible and the banks are
required to observe ratios as part of their construction of the house itself. It is a classic example

of supply and demand not coming into balance.undertakings. This could clearly be done in a way
that reflects the degree of exposure to mortgage There is a tendency to try to tackle the housing

market through the only weapon we have, which islending. Technically this would be perfectly feasible.
It is not something I would want politicians to be raising interest rates. However, the real problem is

inadequate supply caused by excessive land rationingmanaging; it should be something that the Bank of
England should manage with the proper advice on through the planning system. That is much harder to

put right. How would you try to solve this dilemmaasset values and on the nature of the housing market.
because we have supply and demand—and it is not a
natural market because it is limited—simply notQ800 Chairman: How are any of us to know what
coming into balance?the market is deciding is wrong? How does any
Dr Cable: I think in terms of your interpretation ofeconomist have the expertise to say that that is a
the role of interest rates you made my point for mebubble and that is a perfectly valid price increase?
(and rather better than I did, I am sure). You areHow do you answer that question?
basically right that it is very diYcult to use interestDr Cable: With extreme diYculty. The models of the
rates in this environment partly because it is not parthousing market are extremely unsatisfactory for
of the mandate of the Bank of England to deal withprecisely this reason. There is no consensus as to
asset bubbles. That is one of the fundamentalwhether it is a real phenomenon or a financial bubble
problems. However, they are doing so because theyfor precisely the reasons you indicate. That is why
clearly fear that there are knock-on eVects in otherone would have to move rather carefully. However, I
parts of the economy, but they cannot do so veryam persuaded by some of the academics—people like
radically so they have been dealing with these smallAndrew Oswald have been writing on this; Marie
quarter per cent increases which are clearly having noWoolf reproduced last week some of the literature—
impact on expectations in the market and we arewho suggest there is a growing consensus that the
therefore left with the need to look at other solutions.market is over-valued. Of course, that does make a
I would repeat my basic point that I think that one ofvalue judgment about where the equilibrium is and
the basic problems of the housing market isclearly this is a diYcult area which one cannot be
speculative demand; there are a lot of people comingprecise about.
into the market on a buy to let basis. I had somebody
ringing me up at home yesterday—I think fromQ801 Chairman: Certainly Paul Samuelson used to
India—trying to persuademe to go into the buy to letsay we were very good at getting all this stuV ex post
business. There is an element of speculative demandfacto and if you think you are right put your money
in the market as well as these underlyingwhere your mouth is.
fundamentals about housing supply. The problemDr Cable: The danger of just leaving the situation—
with housing supply is extraordinarily diYcult towhich is the implication of accepting that there is
shift in the short term. Those of you who have beennothing one can do about it—is that the bubble (if it
members of Parliament will know the temptationsis a bubble) builds and builds and builds and then
that I always have to join my constituents inwhen it bursts it does so with very damaging
opposing any developments which aVects theirconsequences. I think the Governor of the Bank of
immediate amenity and it is simply is not feasible inEngland has warned of this.
the short term to create larger and larger amounts of
land unless we are going, for example, to take the

Q802 Lord Vinson: I was interested in your remark view that industrial land in urban areas should be
about the side eVects of this whole problem in that in switched on a large scale into housing or that we take
the UK we have short term interest rates a radically diVerent view about agricultural land,
substantially higher than other countries with the which is also possible. Unless we do things like that
same relative rate of inflation. We are told that this is there is no way that the elasticity of supply can be
necessary to keep short term interest rates high as greatly increased in a way that meets the real demand
part of the whole housing bubble credit buying in the short run.
activity, but the consequence of this—and I think this
is a point you have touched on—was that the

Q803 Lord Goodhart: Between 1999 and 2003 theinternationally exposed sector gets hammered
stock market had what could be regarded as abecause the pound is probably at a higher level—ten

to fifteen per cent higher—than it otherwise would catastrophic fall and yet it made remarkably little
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marginal rates of tax as they lose their pension creditsimpact on the progress of the economy as a whole.
Are there features about the housing market which and so the tax system also disfavours saving. To

summarise, I do not think it is helpful for us to bewould make a collapse of the housing market more
dangerous to the economy? prescriptive and say that Britain should have a

personal saving ratio of 5, 10, 15 per cent. I do notDr Cable: First of all, it is a much higher percentage
think that is a helpful way forward.of people’s household wealth. That is the key point,

so that any wealth eVects that stem from a fall in
values would be much bigger in absolute terms. The Q805 Chairman: I think you have already argued
other way in which it would significantly aVect the that there is a connection between people assuming
economy is that once people start getting into a that because their houses are worth more they are
negative equity position—as they would—and they more wealthy, therefore their propensity to save has
have to move or sell, we are then into distress selling gone down.
and the kind of repossession problems we Dr Cable: Of non-property assets, yes.
encountered in the early 1990’s, and remembering
that under the current benefit system (I think it is now Q806 Chairman: Ignoring the possibility of the
nine months before people can get help with bubble bursting, if the housing boom gradually
mortgage payments) distress would set in quite ended, it might well lead to an automatic increase in
quickly and, indeed, that is the warning that savings.
Governor King has been giving, that were there a Dr Cable: That is correct.
sharp fall in house prices it would probably have very
significant eVects on overall consumer spending and

Q807 Lord Wakeham: In the Budget the Chancellorvery quickly.
made reference to the support that fiscal policy givesLord Oakeshott of Seagrove Bay: Share portfolios are
tomonetary policy. In your response you commentednot mainly funded by debt whereas housing is.
that you think there is not a fiscal crisis but there is
a fiscal deficit problem. Does this imply that

Q804 Lord Barnett: Do you think the UK’s saving the Government’s framework for fiscal policy is
rate is too low? If so, what would you do about it? inappropriate or that it is not following it?

Dr Cable: I think it is the latter. I have no problemDr Cable: The fact that personal saving rates are low
is the flip side of the point we have been making with the fiscal framework. It is something that my

colleagues argued in favour of. Just as we had arguedearlier about debt. I do not think it is actually helpful
to be very prescriptive and say that we should have a in favour of the independence of the Bank of England

Monetary Policy Committee we thought that havinghigher or lower savings rate and try to identify it.
There is an awful lot of recent evidence. For example, fiscal rules of the type the Government has was

desirable as a way of establishing confidence in bondJapan had a phenomenally high saving rate but it did
not lead to productive investment; it led to all kinds markets. In many respects it has done that. Our

criticism of the fiscal framework is not about the rulesof problems. The United States has very low savings
rates but a rapid rate of economic growth because it themselves which seem eminently sensible, but of the

lack of independence in evaluating them. We haveattracts in an enormous amount of foreign direct
investment. Having a high or low savings rate does made the argument that it would be useful to have in

the British system something a little bit closer to thenot seem to me critical to economic performance.
What is important—going back to economic American systemwhere there are independent people

who form a judgment as to whether the Governmenttheory—is that people would normally expect to save
over their life time so that their savings balance out. is observing its own fiscal rules. As it happens at

present, the Government can refer its ownThat is the kind of story that most people would
expect to live. The question then is whether our assumptions to the National Audit OYce, which is

self-certification, and we would rather have a moresystem of incentives encourages or discourages
people from living their lives in that kind of rational independent system of assessment. The fiscal rules

themselves seem admirable and have been broadlyway. I would argue that the way that financial
markets are regulated almost certainly treats savings respected. The comment I made on the Budget

related to the fact that there is now a consensusmuch less favourably than borrowing. We have this
position at the moment: if you are trying to make a amongst the main economic forecasters—the

National Institute, the Institute of Fiscal Studies—modest investment in a financial product, the
bureaucracy surrounding the process is extremely that there will probably be a small deficit over the

cycle—not a big one—and to that extent the rules willcomplicated. However, if you want to borrow
heavily, the regulatory restraints are absolutely not have been fully observed. Unlike Oliver Letwin, I

do not regard this as amajor issue because the overallminimal. The regulatory system is biased against
savings. Arguably the tax system is also because as fiscal position is reasonably secure. The debt ratio has

clearly been met.pensioners move into retirement they hit very high
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Dr Cable: I think that it is possible that the languageQ808 LordWakeham:Can Imake sure I understand
that? The fiscal rules you basically accept are political we have used is misleading. When I talk about

investment in public services we are not talking aboutdecisions that have to be made by government, but
you think there is a case for their credibility being it using investment in the rigorous sense that it is used

in national accounting; it is investing in schools andsustained if they are independently assessed as you
go along. hospitals, investment in the common sense use of the

word. I have no problems with the GovernmentDr Cable: I do not think that fiscal policy should be
taken out of the hands of government; it is essentially borrowing provided that the projects are sound and

the discount rates and so on. Maybe I can just clarifya political decision. However, there should be
independent verification. There is to some extent in what our basic position is in relation to taxation and
that the IMF, OECD, IFS all provide a background public spending. The situation has changed since the
consensus which markets and tax payers can make last general election which is when we did campaign
their judgments on, but it would helpful to have this on the basis of higher taxation in order to finance
additional forum. expanding public services. That is very clear and

explicit. However, we accept that since then the
Government has indeed put in a lot more publicQ809 Chairman: Rather than just following Oliver
spending and has raised taxes to pay for it. WeLetwin who seemed to be rather more relaxed on this
supported that; we voted for it and we have nomatter this time than we have heard him before, do
complaints about what the Government did in itsyou not think it is a bit odd—ignoring one of the
basic orientation. The situation has now changed andthings we are about to come to on Liberal Democrat
we do not believe it is necessary to repeat thatpolicy—that there does not seem to be a great
exercise. What we now argue is that in order topolitical row going about the fiscal stance either,
finance areas of priority public spending—and wecompared with what might have been? One does not
will identify some in the coming election campaign,wake up every morning with everybody shouting and
probably in the area of schools and law and order—the headlines reading, “Golden Rule Broken”.
we would cut and reallocate funding from otherDrCable:Wehave pointed out that they have broken
areas. My main task in my present responsibility hasthe Maastrict rule for what it is worth and that they
been identifying other areas of public spending thatmay break the Golden Rule. However the
we would cut in order to fund those increasedmagnitudes are not large. As I understand it, it is

within the margin of error of the main forecasters. I commitments so that they would not be taxed
am just responding to facts. financed, they would be financed by cutting

expenditure elsewhere.
Q810 Baroness O’Cathain: Is there, in your view,
any scope for discretionary fiscal policy beyond the Q813 Chairman: One could define building a school
automatic stabilisers? or a hospital as investment in the sense that it creates
Dr Cable: There will be certain circumstances in a real asset and it also creates a rate of return but not
which governments have to act in a discretionary

one that goes across a market. Intuitively I wouldway. The way the British economy is operating at the
argue that it would be right to borrow to build amoment, that is not clear, but one can see extreme
school or a hospital, and yet since there is no moneysituations. If I were the Japanese financeminister and
flow corresponding to it you still have a tax payeryou have got to a position where you can no longer
who has to pay for it.use monetary policy because your own interest rates
Dr Cable: It would be right to borrow to build aare high and you have a deflationary problem, then
school or a hospital. That is something wegovernments have to intervene actively through fiscal
understand. The looseness of the language is whenwepolicy, but we are not in that position here and the
and other people talk about investing in teachers.situation does not arise. In principle governments
That is investment in human capital and it ishave to have that autonomy.
investment in a common sense way and it produces a
social return, but it would not be regarded as

Q811 Chairman: Are you putting that forward as a investment in any national accounting sense.
theoretical point or do you have a practical example
that is looming over us?
Dr Cable: No, I do not think so. It was a theoretical Q814 Chairman: But you do agree that the tax payer
point. One has to have that in reserve. still will have to pay for that investment through

taxes and the interest on that investment. There is no
cash flow as would have happened had it been theQ812 Lord Sheldon: You want improvements in
private sector.public services to be paid for through taxation, not by
Dr Cable: Yes, there is, and that is the core acrossborrowing. I understand that, but how far would you

go in borrowing for investment? the PFI.
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from your neighbours so you will have a strongerQ815 Lord Sheppard of Didgemere: Chairman, this
is not an attempt to raise party politics, but I do not vested interest in very tight and binding fiscal rules.

The reality of the situation is that they have brokenunderstand the issue.Am I right in summarisingwhat
you have just said in that you now just believe in down and that is not necessarily a disaster and it

certainly does not undermine the case for monetarytaxation increases?
union. I think we just live in a world in which there is
more flexibility and in which fiscal irresponsibility isQ816 Chairman: He did not say taxation increases.
dealt with through market solutions. That would beDr Cable: That was the policy in the last election; the
how I see the future.situation has changed. We are looking at the facts on

the ground. The investment has gone in and the new
situation arises. Q819 Lord Goodhart: When we were asking Oliver

Letwin whether he thought the Government should
Q817 Lord Vinson: If we were to join the Euro and if press for a more active regional policy, he answered
we are anticipating joining the Euro, getting closer to with the word “no”. Do you agree with him? If you
Europe—some people think we ought to, including disagree with him, howdo you think a regional policy
your own party—do you think there ought to be a could be carried out?
nascent fiscal framework developing throughout Dr Cable: I agree with a large part of what he was
Euroland so that when everybody has signed up they saying. I came in at the end of his remarks and I
can work within broadly the same fiscal framework agreed with quite a lot of what he said about
to prevent aberrant expenditure and throwing the regulation and unhelpful government intervention,
whole system out of kilter? including in regional policy. We do have a regional
Dr Cable: If the question is, do I agree with the imbalance problem but it is largely a symptom of
Solidarity Pact as it operates at present, then the what I described right at the outset that the north of
answer is no. Our view on this has been that the England and the other areas that depend more
Solidarity Pact, the very strict rules which apply at heavily on manufacturing—theWest Midlands—are
present—even before they were broken—were not suVering as a result of this underlying imbalance
justified; they were excessively rigourous; the took no which goes back to real exchange rate problem. The
account of the cycle; they took no account of the fact type of regional policy that involves subsidies to
that debt ratios vary greatly between member enterprises in relatively depressed areas does not
countries and that should be taken into account in seem to be useful. I would say there are probably two
the deficits they run. I would perhaps go rather things that governments can do. One is to let local
further as we have said in writing before. I take the authorities and regional authorities develop their
view essentially that there is not a need for a rigid own initiatives. I lived for some years and was active
framework of fiscal rules at all; this could largely be as an academic and politically in Scotland at a time
dealt with through the market. If countries in the when the Scottish Development Agency was
European Union as part of the monetary union were established and it survived throughout the bonfire of
to borrow irresponsibly this would be reflected in the public sector institutions of the 1980’s and I think is
bond yields that their governments pay. We have now regarded—together with the Highlands and
some evidence from last week’s evidence that market Islands Development Board—as good practice in
rating agencies are already spotting the diVerences terms of decentralised regional local institutions. If
between countries and those countries will pay a that kind of agency is allowed to flourish, the bottom
penalty themselves without the need for fines and up approach to regional policy, then I am very much
other highly prescriptive regulations. in favour of it. The other specific initiative that I have

been promoting—which is only incidentally to do
with regional policy but has awider rationale in termsQ818 Chairman: When one has looked at what
of public spending—is relocating the Civil Servicesmaller, newer countries were saying—including
and government agencies much more aggressivelysome of the smaller countries that are already in the
than has been the case in the past. As you know, theEuro—they are very keen on sticking to the precise
Government has recently produced a reportrules and it is the big countries that are not. Do you
indicating that building on very successful experiencethink there might be a problem arising?
under successive governments of relocatingDr Cable: There are two reasons for that. Several—
government, that we can do much more. I personallyparticularly Portugal, as you know,—went through a
think they could go much further than they have.process of rather severe fiscal restructuring in order
Partly tongue in cheek I suggested the idea of theto comply with the rules and no doubt feel for
Treasury going to Liverpool; that was more of apolitical reasons that why should others not do the
metaphor but it is a perfectly practical proposal I amsame. The other economic reason, as you will know,
happy to defend. The relocation of government—notis that if you are a small country you are more likely

to suVer spill-overs and demands or negative demand just subordinate jobs, but serious decision making
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seem to me that there was any major politicaljobs—would seem to be one way that we could
contribute to regional imbalance and improve arguments surrounding it other than the perfectly

sensible point that having an index whichdecision making as a whole.
corresponds to those of the major European
countries enables better comparisons to be made,Q820 Lord Barnett:Will you keep going the grossly
markets to work more eVectively. It does not seem tounfair Barnett Formula?
me a major controversy and I am not uncomfortableDr Cable: I think of the three major parties we are the
with what has emerged.only one which has said that the Barnett Formula

does need looking at. I see that I need to be very
careful what I say here. We want to have a fresh look Q826 Lord Sheppard of Didgemere: I do not know
at it. We recognise that in a way it has outlived its whether you were here when Oliver Letwin was
usefulness and it does need a fresh analysis based talking on the subject, but the point was being made
upon need essentially. that there needs to be much greater acceptance of the

new index, particularly on wage negotiations and so
on. Is that your view?Q821 Chairman: But it is not based on need, is it?

Dr Cable: It is not at the moment, but we have not Dr Cable: I must confess ignorance. I have not seen it
to be a problem and I do meet quite often with Tradedevised a formula to replace it.
Union leaders and oYcials. None of them has
suggested to me that this presents a problem for theirQ822 Chairman: You are a London MP, I think.
negotiations. It is a very small diVerence. One fifth ofDr Cable: Yes, I am a London MP.
one per cent is not the kind of thing which causes
major waves.Q823 Chairman: One of the most startling events of

recent times is that the highest unemployment rate in
the country is now in London. Does that, in any way, Q827 Lord Roll of Ipsden: I suppose it is a natural
influence your view of the need for a more active assumption that the composition of the Monetary
regional policy? Policy Committee would largely reflect expert
Dr Cable: It is not a regional problem in the sense knowledge in monetary economics, but when you
we were talking about earlier. We have zero look at its composition now and at recent
unemployment virtually in my constituency and a appointments, that does not quite seem to be the case.
chronic shortage of labour. Fourmiles down the road Do you think it should be?
there is 25 per cent unemployment in pockets of Dr Cable: I think it is right that members of the
Wandsworth and Brixton. It is a very, very localised Monetary Policy Committee should have economic
problem and it is caused by a mixture of things: skills but not as narrowly as you have defined it. One
availability of social housing, transport costs and of the successes of the earlier rounds of appointments
particularly lack of education amongst unskilled was my predecessor at Shell who was DeAnne Julius
groupswho cannot be employed in the current labour who would not, in any sense, have described herself
market conditions. I would not define it as a regional as a monetary economist. She was a highly capable
problem. and respected economist in a broader sense. She was

regarded as a very successful and independent-
minded member of the MPC, despite not having aQ824 Lord Sheppard of Didgemere: Would you
narrow monetary focus. I think maybe you areagree that what you have just said illustrates your
referring now to Mr Lambert whose contribution ispoint about the need to define a region because
adding a new dimension in terms of both disciplineLondon is not really one region, is it?
and subject matter and seem to me a very usefulDr Cable: Indeed. The diVerence between
innovation; I have no problem with that.Twickenham and Hackney is far greater than the

diVerence between Twickenham and Aberdeen in
economic terms. Q828 Lord Oakeshott of Seagrove Bay: Are you in

favour of any change in thewaymembers of theMPC
are appointed? You mentioned, for instance,Q825 Lord Sheppard of Didgemere: For those of us

who come from Hackney we have a very diVerent DeAnne Julius. At the moment I would agree with
you; generally appointments have been good, butview on which is the better place. Can we have your

reactions and views on the various inflation indices they are very much personal appointments of the
Chancellor. Would you be in favour of some systemchanges that have taken place recently? Do you

welcome those changes? where perhaps there was some input from former
members of the Committee like DeAnne Julius?DrCable: I do not have very strong views about it. As

I understand it, the diVerence between the two is a 0.2 Dr Cable: I think the general point is that the system
has worked very well. I was amember of the Treasuryper cent diVerence in the inflation rate that is

generated by the change; that is very small. It did not Select Committee when it started and interviewed the
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you. I do not favour large scale discretionaryfirst two generations of MPC appointments and the
process and the people seemed eminently successful. government intervention in industry pickingwinners.

I think we have learned from experience that that isThe only change that we would push is the idea of
making appointments somewhat longer so that they not productive and does not raise productivity. I

thinkmany of the things the current Government hasoverlap with periods of Parliament. I think the
present Chancellor has been totally honourable been doing in terms of tax incentives and tax

complexity have been counter-productive. I think theabout this, but clearly there is a temptation to
appoint political supporters and that could arise one area where governments have a major role and

responsibility is education and I have just come fromunder diVerent conditions. A way of protecting
members of the MPC from that kind of influence a debate which I initiated in the House of Commons

on the Professor Adrian Smith Inquiry intowould be to give them longer contracts which span
beyond the period of one Parliament. mathematical education, where there is a truly

appalling situation of gross inadequacy of
mathematics teachers, which is in turn feeding intoQ829 Chairman: One thing that has concerned this

Committee over the years, right from the time we low performance at all levels through the system.
That is something that government does have astarted this, is that generally we are told the correct

way to make all appointments is according to the responsibility for and government can get right and
has, I am sure, major long term economicNolan rules. Even the recent Chairman of the BBC I

think had to apply and go through the Nolan rules. implications.
We, as a Committee, have never understood what
there is special about the MPC where someone picks Q831 Chairman: I think themaths point youmake is

very important. We are hoping to debate the Adrianup the phone and says, “Fancy being amember of the
MPC?” “Yes.” “Okay.” We have been told in Smith Report in our House but we have not made

any progress in getting space yet. Is it your view that,evidence that that is how it works. Are you not
troubled by the fact that we do not use the Nolan for example, we might have a future productivity

problem in the high tech industry if we have a seriousrules for this?
DrCable: I had not been troubled about it andmaybe shortage of mathematicians?

Dr Cable: The analysis here suggests that it isthat is because, so far as I am aware, there have not
been any particular egregious case of conflicts of potentially a major problem. They have done quite a

lot of analysis of key industries like pharmaceuticalsinterests, but I take the point; I had not heard it made
as strongly before. as well as IT which suggests that mathematical

literacy—as they call it—is a major impediment. It
also aVects not just high tech industries but also theQ830 Lord Elder: I think you have heard my

question put to Oliver Letwin and by implication you normal day to day functioning of the NHS. One of
the research findings was that a lot of nurses whohave already said in answer to a previous question

that you agree with quite a lot of what he said. The may be absolutely admirable at caring and are very
well qualified, simply cannot handle numericalGovernment has acknowledged the problem about

productivity and are seeking to do something about calculations, graphs, instrumentation and it is
seriously aVecting the performance of public services,it. The question is whether or not you support what

they are doing and whether or not you think the let alone the underlying productivity of commercial
activities.Government has a role in doing something about

productivity and doing something about the supply- Chairman: Thank you for that. You will be happy to
know that the nurse who took my blood testside too. What do you think could be done by the

Government, what role should they play in yesterday said that it had gone up from 2.16 to 2.17
so she could work to two decimal places and I wasimproving productivity?

Dr Cable: I think the evidence such as I have seen it immensely impressed with that. Dr Cable, thank you
very much for coming to see us today. I did mentionfrom economic historians is that government

intervention—whether of the radical Thatcherite to Mr Letwin that if he had any further thoughts on
this case on a specific point we would like to heartype or the other type—has actually had very little

impact on Britain’s long term productivity growth. from him again; if you have any further thoughts
which you feel may be helpful to us we would veryThe contribution of government in this area is a very

murky one. I think my own instinct is not very much like to hear from you again. Thank you very
much for today.dissimilar from what I heard Oliver Letwin telling
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Examination of Witness

Witness: Professor Nicholas Crafts, London School of Economics, examined.

Chairman: Welcome to our Committee. We are sorry in the economy, I think the reason where they might
just be regarded as a little bit more important is in soto hold you up. We suddenly started to talk amongst

ourselves, and we could have gone on for hours, on a far as they are more internationally tradable than are
services, or at least traditionally they have been. Ansubject you are supposed to be giving evidence on! It

is the first time you have been to see us. As you know, implication of a very weak performance in
productivity in the goods sector over time is likely tothere will be our general line of questioning and then

we will ask you supplementary questions. be a weak exchange rate, a weak real exchange rate;
and so there is some additional loss to the economy
from perhaps an adjustment in the international

Q832 Lord Sheppard of Didgemere: We made the terms of trade. On my own calculations, which I
mistake of starting to talk about a question, and published a few years ago, if we look at the years
discovered we did not know the answer, so we hope between the 1950s and the 1970s, that was a
that you do. It is the significance in your mind of the disadvantage that we had relative, say, to Germany.
relationship of productivity growth in determining It might have cost us of the order of half a per cent a
the overall rate of growth of the economy. In year on growth.
particular, should we distinguish between what I
would call the manufacturing sector and the
services sector? Q833 Lord Sheppard of Didgemere: Going back to

the earlier point of distinguishing productivity perProfessor Crafts: The important thing to say to start
with is that the rate of growth of GDP can be, as an person employed and other measurements, if you

take London, one could view productivity as beingidentity, explained in terms of the rate of growth of
employment plus the rate of growth of output per very high in London in terms of the value-added per

employee, mainly I presume because of the nature ofperson employed. If you do that, then the latter is
much the larger of the two in the UK anyway, and I being successful and being concerned with value-

added services. On the other hand, one of the thingsreckon it has accounted for about 90 per cent of
output growth in the last 25 years. In the OECD as a that surprised me in preparing for a recent debate in

the House of Lords was that I had not appreciatedwhole, again productivity is the more important of
the two, but it is less dominant in the UK; it is the percentage of people in London of the population

that was working was the lowest anywhere in the UKbetween 60 to 65 per cent. Traditionally, economists
were brought up to expect that productivity growth except for the north-east. Therefore productivity, in

that sense, is quite low in London.would be faster in the goods sector than in the
services sector. If we go back 40 to 50 years, industry Professor Crafts: I think that is probably right,

although I do not have the figures to give oV the topwas about as important as services in GDP, and so
traditionally we thought the goods sector, of my head. More generally, it is certainly true that if

the economy were more successful in raisingparticularly manufacturing, would account for more
of the productivity growth in the economy than employment, then an addition to growth of GDP per

head of population would come from that. There areservices. I think that is much less true recently. By the
second half of the 1990s services were a much larger two things that are noticeable about Britain in the

last 30 years. Although in the end, measuredpart of GDP and the productivity growth that they
achieve is similar to manufacturing or goods. If one unemployment has recovered from the dreadful

levels of 20 years ago, we still have a high level ofthinks in particular of the achievements of the United
States in the late 1990s, one of the things that economic inactivity. Thatmay be partly what you are

referring to. In addition, we still have a pretty highdistinguishes them is strong productivity growth in
the services sector, that part which is intensive in the rate of people retiring early. If one were to address

those issues, there might be some scope to raise theuse of information technology. As to whether goods
should in some way or other be thought of as special contribution that employment made to GDP growth
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Q836 Lord Marsh: Some witnesses we have seenoverall, but I think that is adjusting at the margins
believe that government is not just a player butrather than changing the overall picture.
possibly the key player in the issue of productivity
growth, and have told us that the main task they
see of the government is helping productivity to

Q834 Chairman: Do you find the figures on service grow and improve, and to maintain a stable
output and service productivity believable? macroeconomic environment and not to over-
Professor Crafts: I think we have to have severe regulate or second-guess the market by trying to pick
reservations about them.Wemightwant to divide the winners. Is that your view or is it somewhat a
answer to that question into private market services, forlorn hope?
on the one hand, and the public sector, on the other. Professor Crafts: I can support some of that view.
Let me take the public sector first, if I may. I am First, I would accept that a stable macroeconomic
aware of experimental attempts to calculate environment is broadly helpful to economic growth,
productivity in the public sector. Recent publications so I would not want to quarrel with that part of the
in Economic Trends, for example, have attempted claim. The absence of that during the Conservatives’
that. There is experimental work going on in the period of oYce, particularly at the end of the 1980s
ONS—or I think it probably should be seen as and beginning of the 1990s, was probably
experimental. It seems to me quite crude and shows unfortunate in their failing to realise the full potential
at the moment reductions in output per person of the reforms that had been made during the 1980s.
employed in public services, which I am not sure I I do think that government canmake some important
find wholly credible. Traditionally, as I am sure you contributions to long-term productivity growth
know, we tended to measure output in the public through supply-side policy. Broadly speaking, that
services in the national income accounts simply by entails nurturing conditions in which the private
the number of people employed; and that is of course sector is keen to invest and to innovate. Some of the
making a crude assumption, and it tells us nothing. things that that would involve, forme anyway, would
Public services have always been regarded as a be supplying public goods eYciently, designing
problematic area in terms of measuring productivity. taxation policy well, thinking about the implications
If you look at things published by the National of regulation for investment and innovation, and, as
Institute of Economic and Social Research, they do an economist—if I may use the jargon—addressing
say quite a lot about service sector productivity, but market failures, where that is appropriate. They
they tend to dwell on marketed services, where there might be cases where the social rate of return and the
is more reason to believe that the traditional private rate of return diverge; research and
measurements have some value. The diYculty there, development may be such an area. Having said that,
however, is in measuring quality of service provided, I would support the claim in question if it is
and there are quite serious diYculties in making interpreted as saying that post-war industrial policy
international comparisons of levels in services where was largely a failure, where that policy entailed a
we may not really be comparing like with like. There great deal of subsidisation of industry, attempting to
appear to be some odd discrepancies there; so one pick winners, support national champions and so on.
would have to have more reservations about data on Given the way in which British firms are run
service sector productivity than the goods sector. traditionally, with a high degree of separation of

ownership and control, my inclination is to believe
that strong competition policy may be better for the
supply side than the traditional industrial policy ofQ835 Chairman: The reason I ask is that in
the 1970s, and there is evidence that in Britainpreparing specially for today I thought I would look
anyway intensification of competition is on the wholeat the figures for what is called the service sector for
good for productivity growth in general, andbetween 1999 and 2000. According to the
innovation in particular.Government’s figures, productivity fell in the service

sector by 7 per cent, and I thought to myself, “how is
that possible at all?” Then for the following year, Q837 Lord Marsh: You mentioned in passing the
2001, it rises by 10 per cent; so you get minus 7 per question of early retirement. That is, I would have
cent and then plus 10 per cent. It is almost impossible thought, primarily a problem of the public sector for
to believe that kind of figure. two factors: one is the type of pension schemes they
Professor Crafts: I think those year-to-year have got, which are very generous compared with in
fluctuations aremost unlikely, and in general we have the private sector, for the vast majority of the labour
seen a lot of revisions to productivity data in the force, and the ability to take early retirement with a
recent past from year to year. good pension and then go and get another job. This
Chairman: That is a good background to proceed to is particularly true in the police force, where the

healthiest young men in the country have a higherour next question, which is government intervention.
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deadweight. It will be subsidising things that wouldrate of ill health—and that is statistically factual—
than any other group. It is quite well known that in have happened anyway. The evidence is much

stronger in favour of intervening to some extent to trythe teaching profession large numbers of teachers can
take early retirement and return. That seems to be to influence human capital formation—education

and training and so on—and perhaps research andone of the features—and I amnot saying it is themain
one—where a government could control it, if it development. However, physical capital does not

seem tome, on the whole, to be a good target formasswanted to.
subsidies.Professor Crafts: I probably should have added that

the government can influence to some extent the
work eVort that is supplied in the economy. Q839 LordSheldon:Physical incentives at least could
Taxation, for example, might aVect that. I do not produce something within a reasonable time,
know the circumstances of the particular professions particularlywhenanenddatewas introduced—if they
to which you were referring, but looking at the gave another year—“if you do not do it in a year, you
literature generally it is certainly the case that do not get that allowance”; but education is a long-
retirement decisions are quite sensitive to economic term situation. Investment could be much quicker in
incentives. There is work published by the National capital goods than in other areas like education and
Bureau of Economic Research that suggests that training.
various aspects of our pension system, both private Professor Crafts: I agree that a lot of the benefits, if
and public sector, have been conducive to early there are benefits to be reaped from trying to influence
retirement. There has been a very large change in those decisions of training, research anddevelopment
market work participation rates, particularly formen andsoon,wouldpay inthe longrun.Thepointyouare
over the age of 55. I am starting to be quite unusual making about physical investment is probably correct
in that I am still at work, and in the public sector! in that the evidence suggests to me at least that the
Generally speaking, you are right; it would be biggest impact of those short-run allowances was to
possible to potentially remove some distortions. If influence the timing of investment. That might be an
those decisions are the result of peculiarities of the tax appropriate policy for someone who is primarily
and benefits system, or unfortunate deals made by focused on short-run demand management,
government, perhaps they should be addressed. attempting to ameliorate recessionary conditions or
Broadly speaking, one would hope that individuals something of the sort. Broadly speaking, that is rather
make their own lifestyle choices about when they diVerent from focusing on the long-run rate of
choose to stop work. productivity growth.

Q838 Lord Sheldon: How useful would be the Q840 Lord Sheppard of Didgemere: You mentioned
taxation—the initial allowances and investment competition policy and its importance in inducing
allowances of 100 per cent that were given? There did higher growth. As a principle I foundmyself nodding
not seem to be great consequences flowing from that, when you said that, but then when I get to specific
and yet these were very, very large incentives for examples I find it diYcult to find any. Brewing, for
various items that were given? example, went through a major change to improve
Professor Crafts: I would agree with your statement productivity and customer service. I would not be
essentially. If we go back to the 1960s and 1970s suYciently objective to saywhether it succeeded but it
especially, subsidising physical investment was a certainly aVected the whole industry. On the other
major feature of government policy. It was part of hand, for the railways—talking about railway
industrial policy. The evidence is that investment was operations as distinct from capital projections—the
not influenced a great deal by those incentives, as you public view would be that there has been a major
say. On the whole, the evidence supports your increase in productivity in recent years, mainly
statement. If one were to ask why, I think the answers because it has become a growth industry. Labour has
would include the fact that the system was not a very held at least static and may be slightly down, yet in
stable one; it changed repeatedly, and one needed to termsofvalue formoneyorperception,youwouldnot
have confidence that the incentives would still be getmany votes oV that statement. Competitionpolicy
there. Secondly, there are plenty of other things that almost takes decades to knowwhichway it has gone.
influence investment,whichwerenegatives andwhich Professor Crafts: There are several points there. There
tended to oVset the possiblymildly stimulating eVects is evidence at least in the technical economics
of thosesubsidies. Ifonewere toask if thesubsidiesdid literature of a statistical nature, an econometric
a lot of good, a further thing that I wouldwant to add nature, particularly produced by Professor Stephen
is that there is relatively little evidence of market Nickell, which suggests that in British economic
failure, which suggests that you should subsidise history in recent decades an intensification of
physical investment en masse. Moreover, if you do, a competition as measured by more firms participating

in the market or lower mark-ups of price over cost,great deal of your expenditure will essentially be
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Professor Crafts: Let me take your point aboutdoes appear to be associated with stronger
Linwood first, or at least the policies of that era ratherproductivity growth, provided that we make
thanperhaps thatvery specificexample.Youwouldbeallowance for the nature of shareholding within the
right if you were to say that a very large emphasis offirm. The diVerence seems to be that competition is
government policy in that period, particularly in theparticularly strong in improving productivity
context of regional policy, was driven by fears aboutperformance where shareholders are weak relative to
unemployment rather than by pursuit of amanagers, andon thewhole thatmightbedescribedas
productivity agenda deep down. It is also the case,a situation where shareholding is rather diVuse and it
from research done by a colleague of mine, that theis quite diYcult to hold managers to account.
companies exploited an apparent weakness in thatCompetition gives shareholders more information. It
context and were quite well rewarded for their movesgives them as well probably more opportunities to
to the provinces.incentivise management by targeting them to do

better than the competition and so on. There is some
econometric evidence there, and I also draw your Q842 Baroness O’Cathain: They all lost a lot of
attention to recent work at the Institute for Fiscal money.
Studies by Philippe Aghion and various colleagues, Professor Crafts: Yes, but actual establishment of
which has particularly focused on the issue of those plants was quite well subsidised. Leaving that
innovation rather than productivity growth. That aside, what you are saying reflects a more general
also confirms that in general in Britain intensification trend in British economic history, which is that there
of competition does produce more innovation. There have been strong incentives frequently for
are not particular examples, I would agree; it is more governments to intervene to slow down or to even
general technical evidence. With regard to your prevent exit, and an important part of productivity
comments about railways, I was not seeking to growth in practice comes from the exit of the
identify more competition with privatisation per se. I ineYcient and the entryof themore eYcient. In away,
do agree with you that the evidence suggests that at ideally at least, that is what one would hope that the
least until the Hatfield crash, there was, as competitive process would largely achieve. If we look
conventionally measured, an increase in railway at evidence created by Jonathan Haskel and various
productivity. There are studies from the Department colleagues at Queen Mary College, they find that a
of Applied Economics in Cambridge that seem to very substantial part of British manufacturing
show that. It would, however, be fair to say that those productivity in the 1980s and thefirst half of the 1990s
measures of productivity do not include everything comes essentially from the exit of the ineYcient plant
that the customer would be interested in, for example and the entry of the more eYcient plant. That did
reliability. If one were to put a high weight on speed up in manufacturing anyway, as we left behind
reliability, that might change the productivity that era of industrial policy. Having said that, there
measure quite a lot. But the conventional measure is are always problems for government in allowing jobs
simply numbers of passenger kilometres travelled per to be lost. Sometimes an economistmight want to say
input of trains, personnel and so on. However, there “these job losses are good news” but it is rare that a
was an increase through 2000. politicianwouldbe in aposition to say that. Ina sense,

perhapswhatonewants someof the time is almost not
to be able to intervene, in the sense of having perhaps

Q841 Baroness O’Cathain:Do you think we are now an overriding obligation to the WTO or to our
more sophisticated in investing for productivity.Lord European partners or something of that sort, which
Sheldon spoke about the incentives that were preventsgovernmentspursuingvotes in the short term
introduced in order to increase productivity but were in a particular constituency to the detriment of long-
they not really a fig leaf to try and overcome term re-arrangement of industrial activity. In reply to
employment diYculties in other parts of the country? your second question, the evidence on retail trade as
For example, the Rootes motor group were opposed to grocery distribution in general suggests
encouraged to invest in Linwood in order to take up that there is a problem. It is particularly noticeable
the slack of employment from the Clyde shipyards that if we compare American productivity growth
that were being shut down. That, of course, was a with British productivity growth in the latter half of
disaster. Do you think that would happen now? The the 1990s, this is one of those sectors in which
point you make about competition is fine up to a American retailing shows very strong productivity
point, but it is fairly theoretical when you think about growthand isvery information technology-related. In
the grocery retail distribution sector, because more a sense, it is Wal-Mart, but it is probably more than
productivity isachievedbyconsolidationand increase simplyWal-Mart. Ifwe thinkaboutBritain,weendup
in space. With superstores like Tesco, Sainsbury, with a paradox, do we not, in this sector? We have a
Morrison and Asda, the more productivity they ruling from the competition authorities that Wal-

Mart, in the form of Asda, is not allowed to buymanage to achieve the less apparent competition.
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productivity growth, have wanted to try and identifySafeway, and presumably would not be allowed to
buyanyof theothermajor competitors. Ingeneral,we what the underlying trend performance is. If you do

that, thereare twosortsofwaysofdoing it.Onewouldwould believe that competition requires several
players to be eVective, so what the authorities have be quite highbrow time series econometrics, trying to

extract information about the series. If you do that,said is quite understandable. On the other hand,Wal-
Mart orAsda also find it diYcult to pursue an agenda normally best practice would be to let the data speak

rather than to specifically identify in advance thethrough expanding on green field sites. They are not
allowed the organic growth route to put pressure on points at which you choose the ends to compare.

Alternatively, if you do use the more traditionalthe incumbents either. It is a paradoxical situation in
which an element of regulation, which might be quite methods, then the conventionwasusually to calculate

growth between end points, based on assessments ofdesirable on other public grounds, is inhibiting the
competitive process. The Competition Commission, where the business cycle peaks were. You would

normally go peak to peak therefore. Thatmight arguenotsurprisingly,wouldprefer thatprocess tocontinue
with several players. The outcome is a bit undesirable for looking at, say, 1989–2000 as one period. It would

probably not conventionally want to split the periodas far as productivity performance is concerned.
in 1995, which is not perhaps a very comparable year
with either of the other two. The result you get is veryQ843 Lord Wakeham: I wanted to go back to tax
sensitive. I re-calculated growth of realGDPper hourincentives on investment. I was advising clients in the
worked June 1995–2000. If you do that, the figuredayswhen, if I remember rightly, not onlydidwehave
leaps up from 2.06 to 2.3; and that is part of this100 per cent allowances, but we had over 100 per cent
patternof rather erratic productivitymovement in theallowances at some time. My concern then was not
second half of the 1990s. Some people have chosenthat people were not prepared to react to those
1995as thedividing line,and themostcommonreasoninvestments, but that the quality of the investment
for doing that is probably a wish to compare with thedecisions theymadewas so distorted by the level, that
United States, because if one uses those econometricthey made in many cases the wrong decision because
methods on American productivity growth, therethey were determined to get the tax provision.
doesappear tohavebeenaccelerationfrom1995.ThatProfessor Crafts: I agree with that. You are absolutely
does appear to have had something to do with theright, and I should have added that into my previous
information technologyandcomputer revolutionandanswer. If we turn to the work done by people like
so on, and in a sense people have wanted toMervyn King, when he was a fiscal economist in the
benchmark our performance against theirs in the1970s, and a number of others, when they tried to
context of how well they are doing with this newwork out the present value of diVerent tax allowances
technological era. Other people, I suppose—but itand so on, the extremely obvious feature was that it
wouldnotbe forme todo it—mightwant todivide thewasaquiteun-levelplayingfield,hence thedistortions
period at 1997, because theyhad some sort of politicalto which you are alluding. I am sure there must have
idea that performance would have diVered. If we turnbeen quite a lot of investment decisions that were
to the apparent productivity slowdown, in so far as itmademore for tax reasons than forwhatwemight call
is, the observations Iwould have on it, noting that it isreal economic justification.
probably a bit less severe than the original data made
out, is that a bit of this may come from attempts to

Q844 Baroness O’Cathain: Why was productivity stimulate people back into work. One thing that is
growth in 1995-1999 half that of the level of 1989- quite noticeable in the late 1990s is that the share of
1995? output growth that is attributable to employment is
ProfessorCrafts: Ihavebeendoingmyhomeworkover not 10 per cent, as it would be over 25 years, but it was
theweekend aswell. I suppose I probably should have almost 50 per cent.
flagged up last week that I think this question is
slightly based on a misconception in the sense that as

Q845 Baroness O’Cathain: Is this the result of Newfar as I can see on the most recent data, if we take our
Deal policy?measure to be real GDP per hour worked—and I am
Professor Crafts: There may be some implications ofreferring here to the OECD productivity database
New Deal policy there, and there does seem to be aissued on March 15, 2004, which is as up-to-date as
little bit of a pattern about that across a number ofany information available—that shows real GDP per
European OECD countries, which is something thehour worked growing at 2.57 per cent per year in the
OECD’s chief economist has pointed out a couple offirst of those periods, and 2.06 per cent per year in the
times. It is acute in Spain, where productivity growthsecond. There is a slowdown, for sure; but after the
becomes negative, but that is another story. It is notrecent data revisions, the slowdown does not look
our concern today. If you look at the numbers,quite as acute as in the original question. If wewere to
manufacturing productivity performance, which istake the periods and compare them,which Iwill do if I

may, traditionally economists, in trying to measure only a smallish part of the economy, wobbled very
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Professor Crafts: I am not sure how long a perspectivebadly in part of the late 1990s. An argument that is
worth considering there is whether or not the sector youwould likeme to take.
was not blown oV course by failure to realise how
much thepoundwould rise andhow long itwould stay

Q848 Lord Barnett:As long or as short as youwouldhigh. That may have created errors in employment
like.decisions by the manufacturing sector, and there
ProfessorCrafts:Broadly speaking, it seems tome thatseems to be some evidence that they were corrected in
if we were to divide the post-war period at the end of1999/2000, perhaps a bit belatedly. The third thing I
the 1970s, we have a long period of about threewant to say, butmore speculatively, is that someof the
decades before then under both governments, inreforms that were attempted in the 1980s had a
which on the whole the British economy under-productivity pay-oV. Quite a lot of it was essentially
performed in growth terms, compared with itsonce and for all—it was a shake-out eVect on the
continental counterparts. Some of that was simplyeconomy, putting it crudely. I think that eVect was
because we had a higher starting point and less scopeweakening as timewent on, and it would have petered
to catch up with the United States or whatever. Myout by the second half of the 1990s, but was probably
own work, however, suggests that we probably coststill there a bit in the first half of the nineties. I wanted
ourselves something of the order of half or maybeto draw your attention to those three aspects, without
three-quarters of apercentagepointonaverageon thewanting to say that there is any very obvious evidence
growth rate in those years, and quite a lot of thatof a statistically significant slowdown in productivity
probably relates to poor supply-side policy. Sinceperformance in the sense that an econometrician
1979, over the 25 years, broadly speaking we wouldwouldwant to respect.
say thatwehavemoreor lesskeptpaceover thatwhole
period with France and Germany, West Germany
anyway, and we could probably say that that relativeQ846 Chairman: You do agree that one must avoid
economic decline of the years before the endof the 70sthe obvious statistical fallacy, that if all the short
seems to have ceased. Having said that, it has notpeople in our country emigrated, then our average
really been reversed, and when one looks atwould rise, even though no-one had actually got any
productivity performance we are not very diVerenttaller. Therefore, the exit of less productive firms is
relative to those countries now from what we were atnot necessarily indicative that no productivity
the end of the 70s. If we narrow our focus to theachievement has occurred.
relatively recent past, which I think you probablyProfessor Crafts: That is right. You are right to say
wanted me to emphasise, then I certainly would wantthere is a danger of focusing on crude productivity
to give some credit to the Government’s demandindicators without looking at the underlying
management over the recent past, for avoiding amoreeconomics. One can certainly create an apparently
severe recession. Broadly speaking, the Anglo-very high average productivity by chopping out the
American economies have both done quite a good jobweak performers, but in general we want activity in a
of that, and in the United States especially there is amarket to continue to the point where, in the jargon,
huge contrast with the mistakes made after 1929 inthebenefit to consumers, themarginalbenefit, is equal
somewhat similar circumstances. There is, I think,to themarginalcostofproduction.Youaresuggesting
some reward here for both good fiscal and monetarythat sometimes policies that are proposed that would
policy. Can I say a bitmore aboutGermany? If we areincrease productivity, as crudely measured, would
looking at productivity performance from, say, 1995reduceeconomicwelfare,andI thinkthat isabsolutely
to now, the rate of growth of real GDP per hourright. I would not want us to fall into that error.
worked is not particularly diVerent between ourselves
andGermany.Wehave done a bit better thanFrance.

Q847 Lord Barnett: Trying to move away from We have done a bit better than the EU as a whole.
whether it would be crude or not so crudemeasures of There are other countries in the EU though that have
productivity growth, as growth generally—although done quite well, and in a way probably the simplest
obviously that is aVectedbythe levelofproductivity in division between them is that the small countries have
a particular country—in recent years we have done been doing better than the big countries on the whole.
pretty well in terms of economic growth, certainly by Thedegreeof productivity slowdown in theEuropean
comparison with many major countries in the economy varies depending on which country you are
European Union and indeed the United States itself, lookingat. I think itwouldbefair tosayontheir sideof

things that some of the institutions and policies whichapart froma couple of years.Whatwould youput this
down to—fiscal or monetary policy or an inevitable served them very well in the so-called golden age of

growth for them, in the 60s, let us say, are policieseconomic cycle or good luck?Whywould you assume
that? What are your reasons for our doing so much which are less well suited to the present time.One very

obvious feature of the recent years is that Britain hasbetter in recent years, and why Germany for example
has done so badly by comparison? done better than countries like Germany and France
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Q850 Chairman: I want to ask you briefly aboutin adopting information technology, which is a big
part of American productivity performance recently. labour mobility. There used to be an argument in
If we look at why that is, I do not think we have a full my younger days that the reason why the United
answer, but some of the things that are there include States was so much more eYcient than we were
the impact of various formsof regulation on the speed was that their labour mobility was defined
of diVusion of the technology. Employment geographically and also the number of people
protection appears to be a particularly worrying moving between jobs was infinitely higher than ours.
problemintheITadoptionarea,muchmoresothan in Is that a valid argument? Was it valid then and is
the economy as a whole; and there is a diVerence it valid now?
between ourselves and Germany. Secondly, an Professor Crafts: There are two diVerent aspects to
interesting feature is that in the IT world you are this. I think there is evidence that Americans are
probablygettingmuchmorebenefit fromhavingquite more mobile across states than British people are
a lot of college graduates than some of those across counties, so the stylised fact you mentioned
traditional shopfloorapprenticeswhichGermanydid is not challenged at the moment. Indeed, it is
so well with in the early and post-war period. In a featured in a great deal of work on the consequences
sense, as the technological era changes, the style of of the euro on labour markets and so on. That,
policy and the nature of the institutions that you need broadly speaking, would be favourable to
perhaps also needs to adapt, or what you happen to maintaining, other things equal, a lower average
havemaybebetter suitedtooneperiodcomparedwith level of unemployment; and I think we can draw
another. There is an element of the continental model attention to work done by economists like Andrew
being abit lesswell adjusted to the sortof productivity Oswald at Warwick, which would pick that up.
performance which is potentially there post-1995, let Traditionally, the weak point of Britain was
us say, than it would have been 20 years earlier. probably the lack of a private rental market,

particularly in the years when we had such strong
rent controls, going back 25 years or so. In thatQ849 Lord Barnett: Talking about the models, we
sense, I think it is noticeable that there are still quitehear a lot about economic cycles, particularly in the
large gaps in regional unemployment rates. ThereUK,whentheChancellor isconstantlygoingonabout
are inhibitions to mobility, and I think it may be thethe economic cycle for his Golden Rule. Is there
case that one would expect diVerences in numbersalmost an inevitability that those cycles—and clearly
of economic activity in an economy in which housein Europe they have had an economic cycle which has
prices diVer so much between regions. There isleft them with lower rates of growth than the UK—is
another way, though, to answer your question, andthere an inevitable change in those economic cycles
I must admit I had thought in thinking about it atwhich will leave us with lower rates of growth than
the weekend that you might have a diVerent angleother countries in Europe and the United States with
in mind; and that is to say that I think economistshigher rates?
have got increasingly interested in the role thatProfessor Crafts: Cycles certainly do aVect
economic density plays in productivity, as opposedproductivity measurement in practice, even if they
to labour mobility in the extent to which people arewould not necessarily always do so in theory. Among
employed. The evidence is very strong thatthe reasons for that are changes in the utilisation of
productivity is positively correlated with economiclabour andcapital over thebusiness cycle. Peoplemay
density, that the United States has obtainedremain in a firm’s employment even though they are
productivity benefits from its agglomerations. Thebeing in some sense under-used in recessionary years,
evidence recently produced in a paper in Regionalbecause it isbetter tokeep themthan togo through the
Studies suggests that in Britain, labour productivityprocess of firing them and then re-hiring a year or two
varies hugely across the sub-regions of the UK. Iflater. There are cyclical influences therefore on
you divide the UK into 199 sub-regions, as wouldmeasured productivity. I would be willing to guess
be the EU way of doing it, the lowest is 78 per centthata little bitof thecontinentalproblem justmightbe
of the UK average, and the highest is 136 per cent.down to cyclical influences. What is a bit unclear is
That is a very big dispersion. Given that it appearswhether or not we are going to see particularly badly
that there is a much lower dispersion in regionalsynchronised business cycles. In a sense, if you ask
earnings across the UK, and given that house pricesyour question about the early 1930s, every economy
vary greatly between diVerent parts of the UK, wewas badly hit at pretty much the same time. Your
may have created a situation where between regionsquestion is one on which I am not sure I have the
the labour market is more or less in equilibrium, butexpertise to answer, and it is about whether or not
we find it diYcult to move labour into those parts ofthere is a good reason to believe that business cycles
the UK, particularly the south-east, in which thosearebecoming less synchronisedbetweenourselvesand
agglomeration benefits might be realised. Thisour European partners. I do not have the expertise to

answer that, I am afraid. suggests that there may be grounds to consider
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of education, in the sense of saying that you do notwhether our present planning restrictions are
entirely optimal, seen from a productivity point of need to take so much time out of work in order to

attain that qualification, and it does allow you toview—and there are of course many other
considerations that enter into whether one would earn more. There is evidence that vocational

qualifications have been valuable. There haswant to use the green belt or whatever.
traditionally been evidence also, of course, that
degree-level education adds to earnings also. ThereQ851 Lord Sheppard of Didgemere: I agree with
may be a question at the moment for us as towhat you said about the historical perspective of
whether we have got the balance right betweenmobility, but I am not sure that it is true today. I
college and vocational education. Most of thealways found moving Germans around Germany or
evidence that I have seen is backward looking, inmoving people into the mid-west in the States was
the sense that it looks at what a degree would havemore diYcult than moving people from Hampshire
been worth to you in the past. That is not quite theto London or the other way round. When we
same thing as looking at the marginal rates of returnnarrow the question, has not Britain changed so
to diVerent things right now, given that we havethat there is more mobility than twenty years ago
changed the balance of the sectors. I would beor whatever—or is that my imagination? Certainly
willing to argue that there is a very strongthere is between firms.
relationship in the data between having extremelyProfessor Crafts: I think there is more mobility
low levels of literacy and numeracy and at the samebetween firms. I suspect the evidence suggests there
time having very low chances of employment. In theis somewhat more mobility between regions. The
medium to long term, one wants to do somethingevidence surely is that for firms there is a great deal
about the inactivity rates that I mentioned earlier. Ifmore commuting and over longer distances than
we want to do something to reduce what economiststhere used to be? An important alternative to
would think of as the so-called equilibrium level ofmigration is commuting. One way of also addressing
unemployment, then making sure that we get decentthe issue of attaining some of the agglomeration
basic standards in schools of the very basic skills isbenefits would turn on the quality of the transport
as much a key as anything else to that employmentsystem, if I am right in the context of commuting.
issue, which again would probably be quite a bigThe evidence however shows that Americans are
one in terms of whether there is a margin at whichmore mobile than Europeans across the United
we could attempt to do a bit better through moreStates. I think that is still the case.
participation in the labour market. In parenthesis,
incidentally, I would want to argue myself that the

Q852 Lord Wakeham: I do not want to go over evidence suggests that unemployment is a serious
some of the ground you have already covered, but welfare loss for those concerned. The benefit-to-cost
can you summarise for us what you think is the role ratios of trying to address that question potentially
of education policy in productivity improvement? are very high, and on the whole that does not turn
For example, could vocational education be on having more degree-level education; it turns on
increased? getting the basic skills issue sorted out. There is a
Professor Crafts:Generally speaking, the evidence we little bit of good news perhaps in the most recent
have on the extent to which education contributes to OECD PISA study, the 2001 study, which suggests
productivity growth across countries as a whole— that the standards of students still in school lag less
across the OECD, let us say—is typically adduced behind Europe than those who entered the labour
for all education in schools. It suggests that in the force at earlier periods. There is still a policy issue
typical OECD country you probably get about 0.4 to address there. Your original question talks about
per cent a year gain in labour productivity from competition policy, but perhaps we have covered
extra education over, say, the average of the last 20 that.
years or something like that. That would typically
be measured on the basis of the value of an extra

Q853 Lord Roll of Ipsden: By how much do youyear in school. If we are to look at the value of
think it would be reasonable to expect a governmenteducation that people have in the UK, we can make
to be able to increase the rate of growth of thesome inferences about productivity provided we
economy in the medium term? When I have yourthink that earnings relate to productivity. If we do
answer, I would then ask you how likely you thinkthat, then there is a good deal of evidence available
that this is to happen.from analyses of the local survey, which suggests
Professor Crafts: Going back to my originalthat there are high returns to good vocational
definition, we can increase growth presumably byeducation. Work done by Richard Layard and a
increasing employment relative to the population, ornumber of colleagues at the LSE, for example,
improving labour productivity. Broadly speaking, Isuggests that traditionally the return to a City &

Guilds Certificate was higher than that to a degree think it would be the latter which would have to
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interfering with this at such a high cost and what ishave a major emphasis. There may be some scope
still to address remaining issues about the alternative to dealing with it?
unemployment, and I have already flagged up one Professor Crafts: I think you are right to emphasise
or two; and there might be an issue there too, that growth involves structural change and
though it is probably not for this occasion, as to technological process is an important part of growth
what the right stance on immigration is in the and that involves, in that old phrase, creative
context of labour input growth. Broadly speaking, destruction, so jobs disappear, industries go, new
I would want to argue that you need faster labour jobs come along, and new activities take the place of
productivity growth. My own reading of the the old ones. I think it is pretty hard to foresee the
evidence in general across OECD countries is that consequences of technological change at the time that
three and a bit per cent a year is about as good as the changes first arrive. No one foresaw in the 1950s
it gets for real GDP per person growth once you what computers would lead to, for example. Broadly
move beyond that catch-up phase. You may want speaking, I think that is an advantage of markets,
to follow this up. I would not myself believe that that they are more flexible than governments. They
the recent experience of Ireland negates that general probably do a better job on the whole in adjusting to
statement. I think Ireland is a sui generis case, to the changes that growth entails and the reason for
which we can return if you wish. Broadly speaking, that, I think alluded to in your question, is that
given the growth performance that we have had although markets do fail on some occasions,
recently, the very maximum increase I would guess governments fail as well and the problem of
you would be likely to see on that would be one government failure may be as serious. The problem
percentage point per year, and that half a percentage here typically is that the losses which are occasioned
point would be very good. You could give that an by the exit of the old are felt very keenly by a few
alpha mark, if we are still allowed to use those people, as you say, perhaps in one constituency, and
Oxbridge expressions! It is also fair to say that no they will feel the loss acutely. The gain to the rest of
government is going to pursue a productivity or the population from the redeployment of those
growth agenda on its own. All governments are workers, the redeployment of investment resources
constrained; they have other ways in which they to what ultimately might be higher productivity and
wish to win votes and other political and economic more competitive usage, that is spread out across
considerations to take on board. Then that would everyone and it might be that each person gains a
tend to make them reassert that half a per cent a minute amount. But the total gain to the population
year would be very good indeed. It would look quite as a whole is quite a lot bigger than the loss of the few
outstanding compared with the average British who are the reason for the political intervention. It
performance over the long run of the economic seems to me that that resonates with UK experience
history. of industrial policy and I would refer to my earlier

answer on that. I think it is a very hard thing for
Q854 Chairman:Were you talking about half a per government to do, to allow exit processes to take
cent productivity or GDP? place, but exit, I repeat from earlier, is a crucial part
Professor Crafts: I was talking of growth of real GDP of productivity growth and being constrained, not
per person in the economy. So there could be a bit of always being allowed to interfere on the part of the
employment growth. sectional interest, could actually be helpful to

government in the long term. If one asks, “Is it
Q855 Chairman: Your definition of an economic sensible to think in terms of trying to create what
miracle for our country would be to add half a used to be called ‘infant industry policies’ in an
percentage point to gross rate productivity. economy to provide stimulus for new sectors to
Professor Crafts: Let me add to that: on a sustained grow?”, my feeling there is that we have got a much
basis. better capital market than we used to have and

mostly that is a capital market activity. It is only if
you can show lots of spill-over eVects that the capitalQ856 Chairman: Yes, indeed on a sustained basis.

Professor Crafts: So this would be over the medium to market would not take into account, that you would
long term. It does not sound like a lot but it want even to think of going down that path. There is
accumulates over the years into a serious magnitude. still a role for government in this changing economy,
Chairman: It is an enormous amount compounded. though, and I guess that is in terms of the appropriate

design of policies to allow the economy to respond
without hurting individuals too much, so we do needQ857 Lord Sheldon: Some industries rise and some
some social security benefit safety nets. We dofall, as you pointed out very well, but local politics
probably need to pay attention to whether or not thedoes mean that government is frequently pressed to
market does a very good job in retraining workershold on to companies in certain constituencies and

that pressure can be very great indeed. Should we be and there may be a role for active labour market
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Chairman:Well, this Committee has pronounced onpolicies in that context. We may need to think about
that and it says we should not have a retirement agethe design of competition and regulatory policy in the
at all, as we ourselves demonstrate over time.context of permitting the economy flexibly and

quickly to respond to these new circumstances. But I
would notmyself advocate a general policy of seeking Q859 Lord Sheppard of Didgemere: Certainly not in
to slow these down by intervening to subsidise the the House of Lords!
failing sectors and I do agree with the premise of the Professor Crafts: Well, I would be happy with that.
question if it says there is always a temptation for
government to do that.

Q860 Lord Elder: This is a question coming towards
the end of a fascinating discussion on the subject,
which is that I wonder if you could tell us what you

Q858 Lord Sheppard of Didgemere: Am I right in think a government should do to improve the supply
side of the economy and to improve productivity?saying that one of the problems is that successive
Have you got a prescription for what thisgovernments apply national solutions to what in
Government ought to be doing?some cases are regional problems? I do not mean the
Professor Crafts: Let me start by saying that I thinkmotor industry, but I mean the high rate of drop-
some of the things the Government is doing are quiteouts, probably for historical reasons, of the over-55s
sensible and, certainly to my eyes, look more sensiblein what were heavy industry areas and so on. This
than, say, the governments of either party that wemay be a slightly out-of-date example, but it has been
had in the 1960s and the 1970s. I think we have learntan example in the past. Another one is the success of
some lessons from that rather bitter experience, sosmall business, which varies where we attempt to
one of the things I think the Government has gotapply national solutions to it, andwith the need to try
broadly right, as opposed to arguing about detail, isto increase the percentage of the population working.
its pro-competition policy. I think it has moved toOne thinks in national terms of childcare, for
strengthen competition policy. I think it has movedexample, and that ignores, if you take London, the
to continue steps already taken to improve numeracyhigh cost of childcare in London and so on. So you
and literacy and I take that to be good news in thedo not get women now out to work and it is not that
context of my earlier answer. The Government hasthey do not want to work, but it is just that they
resisted blanket subsidies to physical capitalcannot. Are we, therefore, spending money wrongly
investment and I take that to be sensible. Although Ibecause we are attempting national solutions to what
think the evidence is slightly debatable, on the wholeare local issues?
I would be willing myself to endorse their experimentProfessor Crafts: I am not sure I have the expertise
of somewhat more sympathetic tax treatment forfully to answer that. I think, among the things that
research and development as well. Where I thinkyou say, there clearly would ideally be a substantial
there are problems with government, included in thatability for people to move spatially as industries die
is that part of government’s role in promotingand I think probably most of us would agree that the
productivity growth or economic growth generally isUK has impediments to spatial mobility, and
to supply some public investments which are

whether those are specifically in the form of complementary to what the private sector does,
childcare, I do not know. But it would probably be enhance returns in the private sector and stimulate
the case that one would think that interventions ultimately potentially investment in the private
might need to be regionally targeted in the context. sector. An area where I worry about government
The example you give of the relatively elderly worker policy, both Conservative and Labour, but
who is displaced, I think, is a good one and that particularly this Government, is transport, where I
probably does in some circumstances mean that that worry that transport infrastructure, both investment
person is lost to the labour force. The reason for it, I decisions and the management of that infrastructure,
guess, is that given our practices of retiring people at does not seem to me to have been particularly well
mandatory ages and quite early ages relative to the conducted. I think there is a potential cost in lost
point at which they are these days likely to die, the productivity in the activity of the private sector
investment in the new human capital is likely to be coming from that. I think we should be bolder about
made neither by that person nor by an employer addressing congestion on our motorways and so on,
because, in a sense, there is not long enough for it to perhaps by thinking of further traYc management
pay back. Therefore, one quite important aspect of schemes, including road pricing, and I do think there
the problemof elderlyworkers—elderly in this sort of is evidence that we do not take cost/benefit analysis
labour market sense—who get displaced, does seriously when it comes to assessing what road
actually relate, I think, to a national policy issue and schemes to undertake and so on. I think more
that is to do with what is the Government’s policy generally I see the Government as having accepted

some of themessages from the so-called “new growtheventually going to be on retirement age.
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in mind what one might call “basic quantitativeeconomics” about the importance of microeconomic
underpinnings, incentives, if you wish, for skills”, the sort of thing which the OECDwent out to

measure in what it called its “Quantitative Literacyinvestment, innovation decisions and so on. I am not
sure I see that fully taken on board in considering the Survey”. This is the ability to deal with information

which comes in a numerical form and to understandrole of regulation in the economy, so I think that
there might be need for a serious audit of the it properly, to do, if you like, simple sums, to put it

very crudely. I think we have had far too many 15-productivity implications of regulation and
somewhere high up on that list would be planning year-olds who just cannot do that kind of very basic

activity. I would myself worry that we are notrestrictions, in particular in the context of the role
they play, and we touched on this earlier, in the entry necessarily well placed as a country or as well placed

as we were in terms of quality of A-level maths, andof new firms. If we are to be pro-competition, it is not
enough simply to have a fairly tough Competition I think there might be a serious worry about the

mathematical skills of many teachers. But I wouldCommission, and the newpowers of theOFT, forme,
are welcome, but we also need to ask, “What is it not want to say that a big expansion of university

maths was the way to a higher productivity growthwhichwill facilitate the entry of newdynamic firms?”,
so I take that to be quite important. Finally, I would rate for the economy as a whole. On the IT, I think

you may very well be right. The indications seem toargue that we do not measure public service
productivity well. I am pleased that we now have the be that technological progress in IT continues to be

very rapid, continuing to drive down the price of theAtkinson Review attempting to deal with that and to
provide better measuring. Having welcomed that, I equipment, the cost of computing, if you like, the cost

of information data-processing, all those sorts ofthink there may still be an issue as to how well we are
spending our money in the public services. That has things. I certainly think that is important as an

opportunity for further productivity advance and Ian implication for productivity growth in the long
run. If we end up having to spend a lot more than we think quite an important thing that any assessment of

our productivity performance would want to ask is,should, we raise the tax burden and that potentially
has implications for investment, but actually the “How well have we been doing and how well are we

likely to do with IT?”, or sometimes called “ICT” inthings which the public sector does are tremendously
important formany people’s lifestyles, their utility, to the literature. One thing in that case, though, which

one would also want to bear in mind, is that althoughuse the economists” phrase. So I would want a more
serious assessment of how better to incentivise IT surely does not mean literally the death of

distance, and Frances Cairncross came across thisimproved productivity in the public sector. My
feeling is we have relied on very crude performance title, which is wonderful for selling books, but it is a

bit hyped and a bit journalistic. Nevertheless,targets far too much and if the Government is
particularly keen on competition as being pro- distance costs are reducing and one of the things that

IT is leading to is a further big structural change andproductivity in the private sector, maybe there is
some role, limited and experimental, for a bit more that is in the context of what the Americans are now

calling “oVshoring”, and that is going to implycompetition in what has been the public sector as
well. Either way, I would certainly want to think hard considerable movement of what we thought of as

traditional British, middle-class jobs out to, say,about the incentive structures which inform the
actions of people in the public sector and the true India or wherever else. Therefore, IT oVers lots of

opportunities for further advance and I do not knowproductivity which they achieve.
what the equivalent word to “deindustrialisation” is,
but this is de-service sectorisation or to some extentQ861 Lord Sheldon:You mentioned the importance

of numeracy, but has there not been a decline in the de-service sectorisation, which is going to take place
as a consequence. So I am saying there is a dark sidenumbers taking mathematics at university? That is

one question and the other one is about information to it or, if you like, an adjustment problemwhich will
need to be managed.technology. These are early days really,

comparatively speaking, in information technology
and there may be a whole pile of things yet to come Q862 Chairman:A good, but gloomy note on which

to end, so thank you for that. As you can tell from thefrom that which could have some eVects on
productivity, I should have thought. slight squabbling amongst ourselves, we could have

kept you going for hours with more and moreProfessor Crafts: Let me take those in the order in
which you asked them. By numeracy, I did not really questions. It has been very helpful to us, so thank you

very much for coming to see us today.have in mind university-level mathematics and I did
not really have in mind A-level maths even, but I had Professor Crafts: Thank you for inviting me.
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Memorandum by Professor Jonathan Haskel, University of London

1. How satisfactory has the UK’s productivity growth performance been?

1.1 Table 1 sets out the key facts about the UK productivity growth. Starting with the levels, UK labour
productivity (output per hour in the market sector of the economy) in 1999 was lagging the US, France and
Germany (top panel column 1). The lower panels of column 1 show the growth rates that have got us to this
position and reveal a relatively good performance 1989–95 with a poor performance 1995–99. The latter
period remarkable for the excellent performance in the US.

1.2 What have been the proximate reasons for this performance? Column 2 shows the UK’s growth in capital
per hour to have been relatively quite good. Column 3 shows the resulting growth in total factor productivity
(that is productivity growth not per unit of labour, but per unit of labour and capital: one might think of this
as corresponding to growth in the eYciency with which labour and capital are used). Two features stand out
here. First, the UK performance was particularly good in the early 90s, but poor thereafter, with TFP growth
particularly disappointing. Second, the US performance in the late 90s is outstanding.

1.3 Summary. The UK’s productivity performance over the early 1990s was good, but over the late 1990s
was poor.

Table 1

UK PRODUCTIVITY PERFORMANCE (OUTPUT PER HOUR IN THE MARKET SECTOR
OF THE ECONOMY)

Labour Productivity Capital per Hour TFP

1999 levels
US 139 125 129
UK 100 100 100
France 122 160 104
Germany 119 132 109

Growth Rates (% per annum)
1989–95
US 1.43 1.03 1.12
UK 2.39 3.61 1.29
France 1.08 3.07 "0.08
Germany 3.21 4.76 1.75
1995–99
US 3.32 2.19 2.59
UK 1.07 1.39 0.60
France 1.08 0.89 0.77
Germany 2.07 3.37 0.80

Source: O’Mahony and DeBoer (2001)
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2. How can the rate of productivity growth best be raised?

2.1. To answer this, one might ask why if the US can do it, we cannot. Thus it is helpful to separate out the
UK and US productivity gap into the gaps in diVerent industries. This is set out in GriYth, Harrison, Haskel
and Sako (2003) who find, using OECD industry-level productivity data, the following.

(a) concerning the gap in 2001, over half of the gap in 2001 is attributable to just three sectors: wholesale/
retail, financial intermediation and machinery/equipment;

(b) concerning changes in the gap since 1990,

(i) The UK has narrowed the gap in the network industries—electricity/gas/water and post/
telecommunications;

(ii) the gap has increased over the past decade in wholesale/retail, financial intermediation, hotels/
restaurants and machinery/equipment.

2.2 These findings are in line with a recent study, on diVerent data, for the Bank of England, set out in Basu
et al. (2003). Their study of the US TFP acceleration in the late 1990s versus the UK deceleration finds that
wholesale and retail trade “account” for about three-quarters of the US acceleration and one-third of the UK
deceleration. Wholesale and retailing therefore looks to be a potentially crucial sector.

2.3 This has led to a focus on planning. First, planning regulations might result in retail stores being too small
and thus having a lower productivity level. Secondly, regulation might block the opening of new stores and
closure of old ones. To the extent that retailing productivity growth is due to firms closing older, low-
productivity stores and opening newer, high-productivity shops to replace them, restrictive regulations might
result in lower productivity growth.

2.4 The 2000Competition Commission report into supermarkets looked at supermarket size. They argued that
there are economies of scale up to 3,000 square metres in supermarkets. They also presented international
comparisons of supermarket size, reproduced in Table 2. Looking at the last row, last column, we see that US
supermarkets are, on average, just over 3,000 square metres, which is just above the minimum scale required
to achieve the highest levels of labour productivity. UK supermarkets are below that, suggesting that this
might account for part of its productivity disadvantage.

Table 2

COMPARISONS OF FOOD RETAILING DENSITY SUPERMARKETS, 1999

Spain France Italy UK Germany US

Number of stores 5,670 8,820 6,073 4,720 23,680 22,000

Average store size (’000 square metre) 0.8 1.17 0.9 1.61 0.71 3.86

Source: Deutsche Bank Research, 1999, cited in Competition Commission, 2000, Table 10-7

2.5 The next question is whether productivity growth is helped by the opening of new eYcient stores and the
closing of old ineYcient ones. Haskel and Khawaja (2003) use newly-released micro data from the OYce for
National Statistics (ONS) for retailing and compare them with US results in Foster et al (2001). Table 3 sets
out the results. In the UK, between 1998 and 2001, 93 per cent of growth in value-added per person was
accounted for by productivity growth within the firms that remained in the industry over the whole period
(row 1). The rest of the growth in productivity (7 per cent) has come from the low-productivity firms exiting
and high-productivity firms entering. The lower panel of the table sets out the US data from Foster,
Haltiwanger and Krizan (2001). They show that almost 60 per cent of productivity growth between 1987 and
1997 is due to entry and exit. This result is consistent with the idea that limited opportunities for entry and
exit hold back UK productivity growth in retailing.Whether this is directly due to planning is not proven, but
the data are suggestive.
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Table 3

THE SOURCES OF PRODUCTIVITY GROWTH IN UK AND US RETAILING
(SALES PER PERSON HOUR)

Share of productivity growth due to:
Continuing firms Entry and exit

UK 93 7
US 40 60

Notes: UK productivity is per person-hour, for 1998 and 2001, for enterprises. US productivity is sales per
person-hour, 1987-97 for firms.

Source: UK, Haskel and Khawaja (2003); US Foster, Haltiwanger and Krizan, (2001).

3. What, if any, should be the role of government in increasing growth?

3.1 Regarding planning, for the reasons set out above the Government should investigate this issue.

3.2 The other issue not discussed above for reasons of space is skills. The Government currently spends in
public subsidy £1,800 a year in the education and care of each three year old, £3,200 for each primary age child,
£4,000 for each secondary age child, £4,300 for each young person who went to college after 16, and £5,300 a
year for each university student. Is this gradient in public subsidy correct? Since subsidies are paid for by
society, they should reflect the value to society that the activity generates. Such a gradient would be justified
if there were more social gains from university educated students than from primary and secondary educated
school pupils. Recent estimates, set out in Galindo-Rueda, Haskel and Pereira (2004) suggest that the relative
values to society are in fact just the reverse: greater for primary and secondary school pupils. With limited
public funds, there would therefore be gains in moving public funding to support these pupils rather than
university students.
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22 April 2003

Examination of Witness

Witness: Professor Jonathan Haskel, Queen Mary, University of London, examined.

Chairman: Jonathan, can I welcome you, this is the ordinary university examination questions the
questions that are down are not the ones you getfirst time you have given evidence to this Committee

and it is the first time we have looked at marked on, it is the ones we slip in as we go along.
Subject to that, I will ask Lord Wakeham to getproductivity-type questions. You know the general

line of questions but you ought to know unlike us started.
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less the same for 400 or 500 years, so it is going to beQ863 Lord Wakeham: Can I start by asking you
terribly diYcult to squeeze much more productivitywhat you think the significance of productivity
growth out of the service sector dominatedgrowth is in determining the overall rate of growth
economy. That argument seemed to have a lot ofin the economy? We wanted to draw a distinction
empirical relevance as well as theoretical relevancebetween the goods sector and the service sector. The
until the computer came along. It now seems thatreason we are asking this question is because some
the service sector is surging ahead in terms ofwitnesses have told us that the main task of
productivity and that does seem to be stronglygovernment in helping productivity is to improve
related to computerisation and the changes in theand is to maintain a stable economic environment.
type and way that the service sector conducts itself;Professor Haskel: Thank you for the question. Good
the way that airlines have computer management;afternoon everybody and thank you for inviting me
the way that shops, and so forth, manage thingshere this afternoon. I have prepared some notes. On
with computers, and so on. I am not sure whetherthe first part of the question, namely, what is the
that was the angle of your question but that is howrelationship between productivity growth and
I interpreted it, namely the old-fashioned argumentoverall growth, the significance of it is, I think, the
that as we move to a service sector we are going tofollowing: a rough measure of welfare in society
get stuck, which seems to have been undone by thewhich people have adopted is GDP, the value of
computer revolution.goods and services per citizen. Productivity is

something related to that but not quite that. The
relationship, if you forgive me for explaining it, is Q864 Lord Wakeham: The last part of the question
the following. The GDP per citizen depends first of was, what is the main task of government in all of
all upon citizens who are of working age. If there is that?
potentially plenty of workers out there there will be Professor Haskel: Should government, if I am right,
more GDP, so it is a demographic factor. Secondly, just be maintaining a stable macro environment? It
of those working age citizens it is about how many depends what you think a stable macro environment
are working, how many hours they are working and is going to achieve. The typical argument which you
how many are not working at all, so therefore hear is that firms are going to be investing much
unemployment, and so forth. Thirdly, the output of more in a stable macro environment. Investing firms
each of the workers per hour—which is the thing do not like instability and therefore getting a stable
that Government are very concerned about— macro environment will get you more investment.
namely productivity. If you look at the data and ask To this extent our productivity gap is caused by the
the question relative to the United States, what is lack of investment and to the extent that a stable
it that is determining productivity diVerences? Is it macro environment will get you more investment,
mostly the demographics? Is it mostly productivity? then a stable macro environment is what you want.
Is it mostly the long hours culture in the United On the other hand, there might be other things on
Kingdom? The answer is the following. Basically, the supply side which you think would interfere with
demographics have nothing to do with it, the productivity which the government should do. If

firms under invest in R&D or in training, andfraction of the population who are of working age
workers do not educate themselves as much as theyis similar across diVerent countries and it is about
would otherwise, then you might want to argue thathalf/half between productivity, namely output per
government should intervene in those areas as well.hour, and the hours that those workers are working.

Although people talk about the long hours culture
in the United Kingdom, in the United States people Q865 Lord Sheppard of Didgemere: I understand
work terribly long hours. One of the reasons the what you are saying about demographics not being
United States is more productive is they work longer dramatic, and so on, but one of the things we found
hours. Sorry to give you a bit of a lecture, I hope in a recent study we did on the economics of
that is clear on your first question. Your second ageing—and I was surprised, several of us were—
question is about services. The service sector issue was the number of people who dropped out were of
is a tricky one. There is a venerable argument in a very high proportion and varied geographically,
economics by one of Maurice’s old tutors I think— from the 50s onwards. It is the type of thing we
William Balham from Princeton University—who thought we would talk about from 65 through to
essentially argued that the trouble with the service 75 but we were quite often talking about it from 55
sector economy is you are going to get stuck with through to 65. Surely that is quite significant or can
low productivity growth. His argument said, think be in the total average productivity of an economy
of an economy with lots of manufacturing in it, where people have dropped out? There may be other
think of an economy with lots of services in it, reasons for dropping out, for example women
services consisting of chamber orchestras. The because of the problems of childcare in some areas

such as London, and so on. Although not directlytechnology of chamber orchestras has been more or
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probably ought to be a bit more eVort put in todemographics, age related issues and sex related
issues can be significant. getting these figures right. We probably do not

spend as much eVort as we should doing that.Professor Haskel: I should have been clearer when I
talked about demographics. It is one of those
occasions where without a blackboard it is diYcult

Q867 Lord Marsh: Following that point aboutto be clear. When I say “demographics”, what I
economists that they like seeing things, are thesemean is the fraction of the population who are of
measured? Has somebody drawn comparison withworking age. When I say labour utilisation, I mean
shops both here and in the United States? In theof the fraction of those working age population who
United States it has played a major role in terms ofare working, and then all of the things you rightly
productivity and the collapse of a very largepoint out come in, like the number who have
organisation because they could not keep apace withbecome sick, the number who are employed, female
IT in this country. Again, you have the same sortand so forth. The statement I made about
of work bench to look at. Would you say that is andemographics concerns the fraction of the
easy area to actually study to see the extent to whichpopulation who are candidates who are working age
productivity can be determined by a serviceand therefore candidates for going to work in shops
industry?and services to raise GDP. It is very similar across
Professor Haskel: It is certainly an easier area thandeveloped countries, but across developing
the ONS. There was a meeting this morning aboutcountries it is a diVerent story. Take your point
heart attack measures and the productivity of heartabout women working, and so forth, that accounts
surgeons and that is an easier area than doing it forfor half of the gap between the United States with
the retail sector. Number turnout is terribly, terriblyrespect to the United Kingdom, and a bit more for
important. It accounts for a very large fraction ofother countries That is an important element.
the United States’ productivity acceleration in the
late 1990s. It accounts for a lot of deceleration in

Q866 Lord Sheldon: Is this not a problem in the United Kingdom and Europe in the late 1990s.
defining the various sector services, for example And that is why issues like planning have come to
precluding things like cleaning, which is notoriously the fore recently.
diYcult to analyse, and that is why we see a
deterioration in services because you do not

Q868 Baroness O’Cathain: Could I go back toquantify what you get from certain services, whereas
productivity in the United States being higher thandefining what you are getting from goods is very
the United Kingdom because people work longereasy, much easier? You have certain physical objects
hours. That automatically assumes that the moreand you can measure them with great precision. Is

there not a problem here in the way that we deal hours one worked the higher the productivity. Are
with services and goods? there not studies which say that is not true? I hope
Professor Haskel: There is a broad statistical problem there are because otherwise we are going to have
with doing this. I guess the point I would make is problems, or are we not? What is your view about
when one is doing international comparisons the the ever-reducing number of working hours under
extent to which the statistical agencies get it right EU Directives? Does that mean that we are going
and get it wrong is generally viewed to be the same to become less and less competitive with the United
across diVerent countries, so in the international States in terms of productivity?
comparisons it should all wash out if these errors Professor Haskel: I will take your question in stages.
are being made. The extent to which within The issue about hours—trying to be a little more
countries one can make precise statements about precise—is the United States lead in accounting for
how much service there is and how much hours by about 50 per cent. They are 50 per cent
manufacturing there is, is a diYcult one. The OYce more productive but when you account for hours
of National Statistics, as you know, is attempting a they are only 25 per cent more productive. That is
big review of these issues, in particular public a measure of how diVerent they are. Those extra
services measurement. Atkinson is leading on that hours are getting them more productivity. I do not
with Treasury and ONS advice and I am sure they think there is any dispute about that. If they were
would be interesting people to talk to—they are to work even longer hours than they are working,
more expert than I am. In general, one of the they would not get much from productivity. They
diYculties is—and let me criticise economists for a would get a bit more. People accept that they will
moment, and Maurice, you can correct me if you get extra productivity.
think this is wrong—economists tend to like to
measure things that are easy to measure, like you

Q869 Baroness O’Cathain: Productivity per hour issuggest productivity manufacturing, and we rather
shy away from diYcult issues like services. There probably less.
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retailing measurement? Your comparisons areProfessor Haskel: That is right. In terms of your issue
about EU restrictions on hours, if you were to product turnover per head, are they not?

Professor Haskel: The reason that economists tend torestrict hours without doing anything else, that
would probably lower productivity per hour unless look at turnover per head is that it fits into the GDP

per citizen. As I understand it, British retailing isthere were very strong ethics from workers and
workers felt so happy they did not have to work extraordinarily good at being measured under the

yardstick of turnover per square foot in comparisonthese long hours that they worked harder! I think
when one talks about employment and to America. That is not really a big surprise because

land is very expensive in Britain. It is rather cheaperunemployment people worry more about hour
restrictions. Supposing you have a self-employed in the United States. We in Britain use our land

productively, I should hope. Otherwise there wouldperson who wants to work a lot of hours, a taxi
be a real problem. That is one of the things we aredriver who wants to drive a lot of hours—safety
rather good at.restrictions aside—if you restrict him or her from
Chairman: On measuring service productivity, Idoing that then all of these issues go down as well.
asked William Balham, “if we wrote all string
quartets in string trios, would productivity rise by

Q870 Lord Vinson: Can I touch on the tax 25 per cent?” and he thought that was a very good
framework? When I was trying to encourage small example of the nature of the problem.
firms, which is my own background, accountancy
conventions allowed amortisation over 25 per cent

Q872 Lord Sheldon: How do you make thediminishing tax. I am not talking about capital
comparison between the rate of growth in thegrants amortisation—there is nothing free about
United Kingdom and that of other countries? Whatfree depreciation—what we are talking about is the
are the main causes of variation in this betweenrate of which a company can recover its costs. There
countries?is a lot of confusion. This is the rate at which you
Professor Haskel: This question has exercised therecover costs from capital equipment and if that rate
minds of scholars for 100 years. Most people makeis too slow it encourages amortisation. I found that
the comparisons we were discussing by GDP perpeople were putting in machinery which after three
citizen or per hours worked in the manner we wereyears was obsolete and they said, “we cannot replace
just talking about. This leads to a tricky question,the printing machinery because we have only written
which I do not know if you were alluding to, whichoV half of it, we have to wait until we have written
is the diYculty about whether GDP measuresoV the rest of it. We have to go through the
welfare and does it include environmental issues,rigmarole”. I believe a tax structure allowing
which is a very broad question? Let me leave thataccelerating amortisation, allowing a company any
aside for a moment. The general view—and peoplerate of amortisation they choose would be
have put a lot of really hard eVort into trying to getenormously beneficial in terms of helping rapid
data comparable and measure these things—is thatamortisation on obsolete stock. Do you think that
we lost leadership in productivity at the end of last

is a valid point? century with the respect to the United States; the
Professor Haskel: I will give an honest answer. I am United States overtook us. We then started to catch
not an expert on these tax issues. The folklore up after the Second World War but other European
amongst economists is there are four people in the countries caught up faster than us. In the ‘80s and
land who understand the British corporate tax ‘90s we started to do rather better and suddenly we
system. Three are in Treasury and one is probably were all terribly confident. It was all going well but
in this room. I am not expert enough on the tax in the second half of the 1990s the United States just
system but that sounds very sensible. spread out, just boomed. And that boom seems to
Lord Vinson: Perhaps you can look at it under your have been going on right up to the present day, so
productivity investigation? that does not seem to be a blip. I am not sure that

is what your question is getting at. That is my rough
history of a comparison of the two.Q871 Lord Sheppard of Didgemere: Going back to

productivity in retailing, which you talk about in
your paper, Detta will probably be in a better Q873 Lord Sheldon: I am looking at your Table 1
position as a facilitator or someone who has been a and you see the diVerences between United States,
director of one of our big retailers. I have only been the United Kingdom, France and Germany. There
a mere supplier. Of course they look at costs, but are some big diVerences there. What do you
they would really be measuring themselves on attribute them to?
throughput per square foot or metre, and so on. I Professor Haskel: If I take Table 1, in the labour
do not know whether the same comparison would productivity column you will see that there are big

diVerences. These are productivity per hour, whichstill apply between America and Britain on that
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in supermarket retailers—and there have been somewe discussed earlier on. Maybe the United States are
more productive because they have more machines detailed studies from the Competition Commission.

We in Britain seem to be operating below what isto work with. Perhaps we chronically underinvest in
the United Kingdom and we not give our workers generally, in the industry’s view, the minimum

eYcient scale of about 3,000 square metres. Onenough machines. That is what the second column
tries to tell you. It tries to tell you the intensity of average in Europe and the United States,

supermarkets are—this is the second issue—justcapital used. The United States has much more
capital that we do, about 25 per cent more. France over 3,000 square metres, and the United Kingdom

supermarkets are below that, which seems toand Germany have a lot of capital as well. The third
column asks the question, how much is productivity account for a lot less productivity growth here than

in other countries. All of this is suggestive thatcontrolling, not only the amount per head you have
in the plant or in the shop but the amount of capital something has been going on with planning. United

Kingdom retailers just seem unable to reach thatthey have as well. You can think of that as being
something to do with management and utilisation scale of operation because they are unable to close

down old stores and open up new stores in the sameand how well these things are being used. There is
a gap with the United States of about 29 per cent. way as they do in the United States, and this really

does nail planning down as an issue. It is quiteThe gap with continental Europe is rather less.
Those are the kind of proximate causes in terms of suggestive.
the amount of capital and how the capital is used.
To cut a very long story short, the gap with the Q876 Lord Goodhart: With the exception of
United States primarily seems to be an R&D gap, France, the proportion of big supermarkets in the
and the gap with European countries, especially United Kingdom is larger than anywhere else in
Germany, seems to be a skills gap. That is what has Europe.
been concluded. Professor Haskel: I actually have that data.

Q874 Lord Sheldon: Does high demand in an Q877 Lord Goodhart: The proportion of retailing
economy lead to higher productivity? which is carried out in larger supermarkets is higher
Professor Haskel: In the short term, yes. As demand in this country than in any other European country
goes up, people work hard or they work longer with the possible exception of France.
hours; they are busier in shops and plants and so Professor Haskel: I do not have that data with me. I
forth, and their output goes up. If the same amount can e-mail it to you if that would be helpful. I know
of people are being employed that really is a the answer to the average store size in the United
measurement problem. We should be measuring the Kingdom. It is the biggest in Europe, a bit bigger
intensity of the eVort of those people and we just than France, Spain, Italy and Germany, who have
cannot do that very well in short-term productivity. smaller store sizes, but much less than the United
We measure these better over time. We cannot States, less than half the average store size of the
magic some more productivity by bumping up the United States.
economy without limits.

Q878 Lord Vinson: Coming back to the entry and
exit of firms, could you expand on that slightly. DoQ875 Lord Goodhart: One of the features that you

referred to in your note which you gave us is the new firms coming in, presumably with newer
technology, tend to have a more rapid immediatequestion of planning. Is that a significant block on

the increase of productivity in retail sector? Do you increase in productivity than old ones? What is the
relative influence of entry and exit on firms on thethink it is the case that the planning authority is

deliberately following policy to encourage the scale of productivity?
Professor Haskel: That is a question which people aresmaller and therefore the less eYcient shops rather

than the larger ones? looking at actively, underlying the view of
incumbent firms growing steadily. The other view ofProfessor Haskel: I think the jury is out on that

actually, because it is a bit like your tax question this turnover is new firms are coming in who are
good and poor firms are going out who are bad.earlier on. There are very few people who

understand planning rules and regulations. It is What do we know about that? In the United
Kingdom, if we look over five year intervals, aboutterribly hard to say to somebody, “in a nutshell give

me a sketch of how planning works out” Inasmuch one third to a half of productivity growth is
explained by this entry and exit process. It varies aas people outside the OYce of the Deputy Prime

Minister have been able to find out about planning little depending on which half of the decade you
take. That is the factor on the ground. How doesissues, there does seem to be some evidence on that.

I tried to talk about two issues in the paper I wrote. that compare to other countries? We look rather
good. As you say, the average newcomer comes inIn one issue there seems to be economies of scale
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who the continuers are since we are not sampling allat higher productivity and that boosts the average,
and the average exiter has lower productivity and of the small firms. We have written some dull

statistical papers about this, which I would be happythat takes down the average. The net eVect of all of
that is about 30 per cent to 50 per cent. to talk to you about.

Q882 Chairman: You could send them to LordQ879 Lord Vinson: What it comes back to is the
Marsh and I will check whether he has read them.question of over-time. My experience is that over-

time is a mechanism which helps bring supply and
Q883 Lord Marsh: I will read them before the nextdemand together and firms are enormously
meeting.handicapped because they do not have the staV to

cope and they lose the order. Would you consider
that is excessively damaging to productivity? Q884 Lord Sheppard of Didgemere: I may have
Professor Haskel: That is a good question. It is a misread your paper. It seems to imply that the
tricky question because if you stop the incumbent success of small firms in the United States is driven
firms working over-time you might encourage entry by technology. I agree in part that it is because it is
and exit from other firms to service the demand also driven by new bio-development and marketing,
which incumbent firms are unable to supply in the where new firms will come in with a new product or
way you describe. That seems to me to be a very a marketing initiative. Of course, one of the
roundabout way of raising productivity. I think the advantages they have on existing firm is the inertia
answer to your question is, yes, a draconian limit of restructuring their supply chain. They are starting
on hours worked is probably going to hurt from nothing and it is much easier to use IT to set
productivity. up something which does not exist. All that was
Lord Oakeshott of Seagrove Bay: It is called meant to be a question, Chairman.
capitalism, is it not, new ones starting up and old
ones closing down? Q885 Chairman: Add, “is that not the case?”.
Professor Haskel: It is what is described as creative Professor Haskel: I agree with all of the above. Going
disruption. People have not had the data up until from the tricky statistical issues which we were
now to really pin down how much these waves of alluding to earlier on about the data to then
creative disruption do power the economy on. understanding the economic forces behind this, is it
Owing to various new data which is now been the supply chain? Is it the use of ICT? Is it
available, which we can talk about, it has now something which people are trying to do? It must be
become easy to do that. It is terribly important for a combination of all of those various things as well
policy of course. as flexibility in the United States, the development

of venture capital, and so on. We need to pin all of
those issues down rather better. I do not think weQ880 Lord Marsh: Having said that, it is said it is
have done that well at the moment.diYcult to identify the entry/exit survival shift

because of the problem with the census. You are
saying that is important. What lack of faith is there? Q886 Lord Sheldon: Is this not the question of exit
There is not much point having figures if you say and entry? Is it not the case that in larger firms there
that it is diYcult to identify them. can be parts of those firms which develop
Professor Haskel: Are you talking about the diVerently, and this does not show in any of the
production census from which one does this? statistics of course?

Professor Haskel: That is a very nice question which
statistical authorities have wrestled with. We try andQ881 Lord Marsh: Yes.
work at the plant level, so for something like a carProfessor Haskel: Lots of people have done a lot of
company, which has a large number of plants, wework on this issue. In the United States you can do
will be counting the entry and exit at all of theirthis reasonably easily every five years because, in the
plants. If we work at firm level, these large firmssame way we run a comprehensive population
who are opening and closing plants, we would notcensus, they run a comprehensive production census
observe that. That is one of the reasons—every five years, where they claim to sample more

or less every single firm. In the United Kingdom, as
Q887 Lord Sheldon: Or changing models?you might know, we sample the big firms all of the
Professor Haskel: The just, honest answer is a boringtime and then, for the burden of reporting reasons,
statistical answer, which is we just do not have awe sample small firms not all the time but less
good handle on what is going on in plants.regularly. Statisticians have done lots of work to try

and work out the eVect of the continuation of
enterers and exiters from a statistical point of view, Q888 Lord Sheldon: I only mentioned this to show

the uncertainty in statistical matters.which I guess you are alluding to. We do not know
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Q892 Chairman: We were thinking of asking LordProfessor Haskel: We can get a measure of the
Sheppard to come back next week as a witness!uncertainty. We can study this at firm level where

we know we are going to miss a lot of the plant
issues. Then we can study at plant level and see how Q893 Lord Sheppard of Didgemere: Do you agree?
diVerent those numbers are, so we can get some Professor Haskel: I do agree with that. Just to take
sense of the uncertainty here. Essentially everything it a little further, one of the things there is growing
you say is going to go in the direction of arguing evidence about is the whole issue of the role of
entry and exit is important. Even within a plant suppliers in innovation and the whole question
what firms are doing is they have two production about do upstream firms who are supplying these
lines in a plant, and they are closing one production companies gain innovative capacity and have good
line and that is another form of entry and exit. incentives for innovation as those downstream firms

insist these supplies are on time or of good quality,
and so on. Increasingly there is a large amount of

Q889 Baroness O’Cathain: I was very interested in evidence to suggest that is an important channel of
your paper and doubtless you have brought up innovative knowledge and spill overs via their
some of the issues which you have looked at and supply chains. I think that is something economists
what you assess as productive, but has any have probably not looked at enough.
comparison been made between the United States
and the United Kingdom in terms of the eVect on

Q894 Chairman: One of the things, following Lordproductivity of the transport system?
Sheppard, economists look at is the innovator,Professor Haskel: Not recently. People have looked
supplier and demander and the ability to sign long-at the construction of the Federal Highways
term contracts so that some of the risk can beProgramme, which was back in the 60s, maybe the
shared, which also runs into the competitional sidelate 50s, and argued that that helped United States
of things, which is sometimes there to stop preciselyproductivity by looking at interstate commerce and
that kind of risk sharing happening. There is a lot

trucking. People have looked at the deregulation of of work going on on that now.
the trucking industry in the United States in the late Professor Haskel: I should declare an interest at this
70s and argue that has helped as well but not point, which is that I am on the Competition
recently. Commission, and so I can state without fear of

contradiction the Competition Commission are
doing an excellent job on these matters. You areQ890 Baroness O’Cathain: Congestion is a big issue
right, Chairman, some miss-guided competitionin this country whereas it is not in the United States.
authorities might be overly keen to stop these long-That is a very interesting point. I often wonder
term supply contracts which might be beneficial.myself how much productivity is just blowing steam

or vaporising in the air.
Q895 Lord Wakeham: Listening to your answersProfessor Haskel: Good question.
for some time until that moment, I was going to say
to you, I was not detecting from your answers a

Q891 Lord Sheppard of Didgemere: You were great role for government in improving productivity
saying how diYcult it is for an academic economist apart from the macro-economic climate in which we
to measure some of these things. It is pretty damn operate, and obviously having a good competition
diYcult within industry, if not impossible. Going policy role for government. Would I be
back in history, working in Britain and in Germany misunderstanding, there is not a massive role for
in the motor industry, we did not understand. We Government in increasing productivity?
knew we were pretty incompetent and the Germans Professor Haskel: It goes to some later questions. We
were very good. When we went to work in have talked about planning issues. There is an issue
Germany, we realised in two or three minute what about planning although there is an open question
the reason was and it was the supply chain and and we need to pin this down. The other issue is
management. You would say to the British supplier, skills, since the Government intervened very heavily
“could you let me have supplies this month?”, in the education market. Is that the right

intervention there as well? I think there is a role forwhereas in Germany they would say, “do you want
government.it this morning or this afternoon?” It was a supply

matter. One of the things which has helped
productivity is the supply chain management, the Q896 Lord Goodhart: What can we learn about
involvement of suppliers and final producers, and overall economic growth when comparing growth
so on. performance in diVerent sectors of the economy?
Lord Marsh: JIT. What are the consequences of this on government

policy?Baroness O’Cathain: Just in time
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economist giving evidence it would be blinking goodProfessor Haskel: One of the interesting issues that
we have looked at and in some recent work other if the plant closed down in my constituency”, I am

sure your local constituents would be ratherpeople have looked at, is trying to understand the
productivity gap between the United States and the unhappy about this. That political thing is very

diYcult. That is a big issue.United Kingdom and what the origins are in terms
of the diVerent sectors. I was surprised when we did Lord Wakeham: With all of the changes in
this study to find that essentially half of the gap receivership law and administration and all of that
between us and the United States is in just three to try and keep business going, the one thing which
sectors. They are retailing, which we have been is damming for existing businesses is they then have
discussing, hi-tech machinery and financial to compete against a company which has some
intermediation. You ask the question, “so what?” government intervention. I think it is a lack of
Once we have found that out, what do we learn understanding. Often in politics we are living in a
from that? I think what we learn from that is that world where the voting public do not understand
these diVerent sectors are subject to diVerent rules what the real issues are or what you are saying is
and regulations, so we learn something about the real.
role of government policy. These diVerent sectors Lord Oakeshott of Seagrove Bay: British Energy
are also subject to diVerent economies of scale. If would be a real example.
we want to learn something about policy, we can try
to come to some conclusion about policy based on
the experience of the diVerent sectors. The obvious

Q898 Lord Sheppard of Didgemere: Can we just goconclusion when it comes to retailing is to look at
frankly in more detail to the examples of where wethe issues of planning and entering and exit. The
have gaps. You mentioned the retailer, et cetera, etobvious conclusion in the hi-tech machinery sector
cetera—it is paragraph 2.1. An example of thatis to ask about R&D and high productivity places,
which I do not understand is the big gap onand so on and so forth. Financial services are rather
machinery/equipment. I thought we lost that sectorbadly measured but one would look at regulation
20 or 30 years ago. I did not think we had one.and those issues as well.
Professor Haskel: That is hi-tech machinery
equipment. That is like ICT machinery and
equipment, telephones, telephone switching gear,Q897 Chairman: Has there been any change in this
radio appliances, and that kind of thing. I cancountry, compared to the 60s or 70s, in our
communicate the precise definitions if you wish.willingness to let firms go out of existence? Certainly

in my younger days any time there was any sign of
a firm being in trouble all of our eVort was to try
and prevent it happening. The one change, whether Q899 Lord Sheppard of Didgemere: What is
we can put it down to a particular Prime Minister financial intermediation?.
or other things, is that now it is not the biggest deal Professor Haskel: That is accountancy, banking and
in the world even if a very large firm goes out of all of those kind of issues.
existence
Has there been that change which has contributed to a
slightly different climate of productivity?

Q900 Lord Goodhart: Can I follow up my originalProfessor Haskel: I think there has been that change
question. Why is there a gap in financial services.and I think it has helped productivity. Your
That would have been one field where I would havequestion earlier on, if I can go back to it, was what
least expected it.is the role of government? In a sense, part of this
Professor Haskel: I am surprised by that as well. Iwhole question is not what government can do but
think the honest answer is we do not have a cluewhat government cannot do. If government starts
about that. It could be a measurement problem; wetrying to keep firms open where productivity would
were talking about measurement issues earlier andbe enhanced if they closed, then that can clamp
it is terribly hard to measure the output ofdown on productivity. I think it is only now we
accountants, and so on.realise that this whole entry and exit is an important
I think there is a tricky measurement issue. We use datapart of capitalism, and I believe we should have
which the Treasury used when they talked aboutnailed this down. That the potential damage which
different problems to try to look at different sectors.can be done, as you are alluding to in your

questions, starts to be important. I think that is Lord Oakeshott of Seagrove Bay: I thought you
right. Of course, that makes the politics of all of this, really might try and break it down and look at retail
I think, rather interesting because I am not an MP. banking, insurance. Those are diVerent sorts of
But I would imagine if you go along to your local businesses. If I was asking the questions, I would

break it down I think.constituency and say, “I just learned from an



254 economic affairs committee: evidence

11May 2004 Professor Jonathan Haskel

comes up when one hears about those comparativeProfessor Haskel: I agree
expenditures is, would we rather shift the pound
towards having more university students, who thenQ901 Lord Sheppard of Didgemere: The factor I
go on to be international bond dealers, and havingfind confusing in these examples is some of the
more dilapidated schools? Would there be morefinancial services activity, certainly hotels and
social benefits to having more bond dealers andsometimes restaurants, and some were world leading
dilapidated schools, or would we rather get bondcompanies not necessarily operating in this country.
dealers to pay for themselves and thus improve theProfessor Haskel: There you get to the long tails
quality of our schools? The answer to that is, Iquestion which I thought would come up at some
think, an empirical question, “where do most socialpoint, namely it is the case that although we lag on
benefits come from?” Is it from having a skilledthe average we have some jolly good guys up the
population? Do they come from highly skill primarytop and jolly bad guys at the bottom.
people or university people? We have tried to look
at the productivity of firms and we have looked atQ902 Lord Sheppard of Didgemere: It is our
firms who are in diVerent areas and we have countedaverage which is the problem not our best.
in those areas the fraction in the surroundingProfessor Haskel: In some sectors, yes, and in some
population who are university educated, primaryno. It is a nuanced answer. Sorry to give you a yes
educated to O-level, GCSEs and A-level, and so on.and no answer
And the kick in productivity you get from a localChairman: Do you find with economists that our
area seems to come not from the local area full ofbest are as good as anybody’s, we have a very
university students but it seems to come much morelong tail?
from a local area full of people educated up to O-Lord Sheppard of Didgemere: Is that a question or
level and A-level. That suggested to us, subject toa statement?
all the various statistical diYculties, the gradient isChairman: Me giving evidence.
the wrong way round. We should be concentratingLord Sheppard of Didgemere: You mentioned the
our public resources, where the public benefits arecompetition policy, you have spoken about labour,
greater, namely in the primary and secondary area.and you have certainly spoken about planning. Is

there anything that you want to add which you have
not already said on these subjects? Q905 Lord Elder: That would be your prescription,
Professor Haskel: Not really. for government to take that on?

Professor Haskel: They should switch public
Q903 Lord Elder: I want to move on to some of the expenditure.
fairly interesting comments you make about skills
and government expenditure on education. Can you

Q906 Lord Elder: Do you think the same can besay a bit more about your evidence which you
said for private expenditure? Does that have thehighlight here, which really is that the way to benefit
same eVect?is to spend at primary and secondary and not at
Professor Haskel: Being an economist, if somebodytertiary.
wants to spend their money, they can go and spend
their money. If I want to spend my money getting

Q904 Professor Haskel: I am sorry I put this in so a media studies degree, that is down to me. I am not
quickly at the end of the documents but I was given worried about private expenditure. I think getting
a six page limit. I am happy to supply more papers this public expenditure right is very, very important.
to look at this issue. We started to work on this issue
because possibly one of those dazzling statistics I
have heard recently is the Prime Minister announced Q907 Lord Sheldon: Is not what you are saying that

literacy/numeracy is quite crucial and there are largein February, when there was all the issue about
university student fees, what spending per pupil was numbers of people engaged in this area who do not

really qualify as well as we would wish them to do?at primary, secondary and tertiary level. It is £1,800
public spending per year per pupil for children, Further education, on other hand, does not produce

as much extra advantage as that which applies togoing up to £5,300 for each university student. The
way, as you know, economists think about this is primary and secondary schools?

Professor Haskel: That is right. When you saythey say, “well, if I go to university I am going to
get the private benefits to myself”. That is fine. The advantages, it produces a lot of advantages to the

individual. So if I go to university I can be anquestion is, presumably I am going get some social
benefit as well, which is the argument against international bond dealer and earn a lot of money,

but the advantage to the community is, as you say,individuals having to pay all of their university fees;
there is a benefit to society having more educated primarily in terms of literacy and numeracy, and

so on.people around, and so on. The question which
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Q911 Lord Sheppard of Didgemere: My concern isQ908 Lord Sheppard of Didgemere: You mentioned
skills. The one thing which unifies them is they both that people never turn up at 8 o’clock in the

morning, so you cannot teach them anything or theyspend a fortune failing. We still have a massive skills
gap. To some extent, are you analysing the issue do not want to work.

Lord Goodhart: You fire them. Simple.rather than telling us a solution? What we can do on
the fundamental skills part of literacy is part of it.
Professor Haskel: When you say we spent a lot of Q912 Chairman: Would you like to intervene?
money and we failed, this is why I found this Professor Haskel: This highlights the issue about
gradient of expenditure so dazzling. All of the what skills really matter for productivity. Is it hard
money we are spending is to subsidise university skills, namely GCSEs, A-level, devalued, not
students. We are spending £5,300 a year, according devalued, or soft skills, like turning up and so forth,
to the Prime Minister’s statement, and £1,800 per being on time, being polite, those types of issues?
year is spent on the education and the care of each We do not have a great handle on all of that. People
three-year-old. It should not be a surprise if we end have tried to look at these issues. It is probably a
up with poor literacy and numeracy if we devote bit horses for courses. For McDonald’s, being nice
most of our public expenditure up the scale rather to people is very, very important; in the factory,
than down the scale. It is where we spend it which where the producer never gets seen, that may not be
seems to me to be the problem. so important. It seems to me you have to highlight

the importance of basic education because if you
lose on that, then it is going to be very diYcult toQ909 Lord Sheppard of Didgemere: The Learning get it back, be it hard skills or soft skills.

and Skills Council have spent a huge amount of
public money, billions over the years, yet we still

Q913 Chairman: That is your main message, wehave, not far from where your college is, a big
should use public funds for basic education and inproblem as ex coal-mining areas have had for
a sense place more on the private individual fordecades.
subsequent education. Do you have a curriculumProfessor Haskel: One of things we know about
view? One of the things which always troubles mefurther education, training and those issues is it is
is when people claim to be innumerate, yet they canvery strongly correlated with the amount of basic
go into a betting shop and work out the mosteducation you have already had, and this seems to
complicated bet and know whether they have beenbe yet another reason, why even if you spent the
paid oV correctly. I have often thought that teachingpublic money at the beginning of the school process
betting in schools would probably be a very goodrather than at the end, that would help the supply
way to get them to improve their mathematics.of people coming in, and so on.
Professor Haskel: It sounds like a good idea.

Q910 Lord Marsh: I think you can exaggerate this Q914 Lord Marsh: It is always said that the United
skills problem, particularly at shop floor level. A Kingdom is good at inventions but not at the
classic example is when Nissan arrived in this exploitation of them. Do you think this is true? How
country—and I was involved in that—they took a significant is R&D expenditure to economic growth,
conscientious decision that they would not put a indeed can it be measured?
plant anywhere within travel to work distance of a Professor Haskel: The inventions issue I am really not
motor car company and they deliberately staVed the sure is the answer. I hear a lot of anecdote about
factory totally by ex coal-miners and it turned out this and I do not hear much systematic evidence on
within two years to be the most eYcient automobile it. Maybe one has to proceed on a case by case basis.
plant in Nissan. The problem is that decisions on Maybe we should talk about individual cases. I do
education of this type are taken by people who come think that most people are persuaded that R&D is
from middle-class backgrounds overwhelmingly. I terribly important and it is an important contributor
say that as a fact, not with a chip. There are a lot to economic growth. We also have a number of
of kids who are not going to make it—it is of no estimates of rates of return on R&D which look like
value to them. In Woolwich Polytechnic the kids rather good rates of return, 20 per cent, 15 per cent.
went to a factory—all of the factories contributed It is a risky investment so you would expect those
to the policy—they took them at the age of 18, they to be rather high. We also have a number of
went to do an apprenticeship, they did day release estimates which suggest that social returns on R&D
and came back, they combined the two. If they were are rather high and that might spill over to you, so
doing even better on day release, they went oV and there is an extra gain to society in doing all of that.
did a sandwich course and came back with an I think you talked about how we can measure R&D
AMIE, it is equivalent to any degree. This is what and of course this is terribly important. The Lisbon

Agreement was to raise the EU’s proportion ofone has lost—it has been theorised.
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Q918 Lord Sheppard of Didgemere: The small firmGDP accounted for by R&D from a lamentable 1.9
credit on R&D has not been running long. Do youper cent to three per cent where the Americans are.
know if academics have had the opportunity ofWe have to get that measure issue right. I have
being able to analyse that and see what type ofprepared some notes on how you measure R&D
expenditure it was? You know there is an R&Dwhich I am happy to talk to you about but I feel I
credit for small companies. You can claim a taxhave been lecturing everybody. Do you want me to
credit for R&D if you are a certain size. Do yousay a word about this or shall I stop here?
have data on what makes up those actual claims
which are currently being processed? It has gone

Q915 Chairman: You are the witness, you get to through year one and I was wondering if that data
decide what you want to say. would be available for academic analysis to be able

to better understand what Britain is spending onProfessor Haskel: The issue with measuring R&D is
R&D in these small companies?a tricky one. We can measure R&D expenditure
Professor Haskel: I am going to put my data anorakrather well because that is quite well codified across
on. There is a big administrative problem becausediVerent accountancy issues. What we want to do is
that data on the R&D tax credit comes from the taxcompare R&D across diVerent countries. The usual
authorities and the performance of companies isway of doing that is to compare it as a fraction of
typically measured by the ONS. Within governmentGDP. Since R&D is mostly payments to scientists,
there is great diYculty about merging the tax dataif scientists’ wages diVer across diVerent countries
with the ONS data for secrecy and all types ofthen you have to take that into account. You cannot
reasons. However, there is a project in the Institutejust make it as a fraction of GDP. You have to take
of Fiscal Studies to do precisely with theaccount of diVerent input costs. We have never been
incorporation of the statistics authorities and taxable to do that because we have never been quite
people. I am sorry to say that is work in progress atsure how much of R&D is payments to scientists.
the moment. They are waiting for the data to comeThere is some very interesting work going on in the
through. The answer to your question is watchUnited States which gets precisely at this issue. It
this space.is actually the multi-nationals who are operating in
Lord Sheppard of Didgemere: Okay.diVerent countries who got most of the R&D, who

are working all of this out. If you do all of that, you
Q919 Chairman: Have we improved in our attitudecan then re-calculate the share of R&D in GDP. If
to invasion in recent years? When I was young andyou do that, you find that Britain has hit the Lisbon
knew about operational research, although I earnedcriteria because since our wages for scientists are
money from it, it was a complete waste of timerather lower than other countries we get more
because you ended up with somebody at the middleoutput. Although it looks like we spend rather a
level saying “we do not do it that way” and one waslittle, we get more eVort from the scientists, if you
amazed anything happened in British industry at all.see what I mean. This is pure conjecture here but it
Has that started to disappear?could be we can show we hit the Lisbon criteria just
Professor Haskel: One of the consequences ofby re-doing the figures. I just warn people in
globalisation is that firms face a lot of competition.advance that if suddenly there is an announcement
If they say “we do not do it that way”, then theywe have hit the Lisbon criteria that is the reason.
are out, they are one of our exiters on the data
pretty soon. So I think those attitudes have had
to die.Q916 Lord Oakeshott of Seagrove Bay: It is because

of the relative wages of our scientists in our
economy compared with others, otherwise it has all Q920 Baroness O’Cathain: Economic growth in the
been a wash out? United Kingdom has been accompanied over time
Professor Haskel: That is right. by major changes to the structure of the United

Kingdom economy with some industries declining
severely and others growing strongly. To what

Q917 Baroness O’Cathain: Do you ever measure extent is this an argument against government
output? How much of R&D does become something spending large sums of money on supply side
which helps productivity or helps the economy? policies?
How much of R&D ends up in the wastepaper Professor Haskel: On this issue of re-allocation, we
basket? have talked about this issue of re-allocation before,
Professor Haskel: There is a Eurostat project to look the entry and the exit, and, as I say, I think people
at that issue to try and work out how much have increasingly come to understand that this is a
innovation we are doing and I am afraid Britain crucial element in understanding the growth of the

economy. On the issue of is our supply side policylooks rather poor on that measure as well.
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the money they were getting. These were theappropriate, the question is what supply side
policies should they be? As the Chairman alluded companies who were getting the money, and over

half of them—there was a conference last week—to, if they are policies to stop the entry and exit
process, then although that might be politically thought it was unhelpful, even the companies

getting the money; from which one infers the wholeattractive that might be rather bad news. If these are
policies which help re-train workers displaced and process of getting it and the time spent was a

suYcient disincentive for them to come up with thatso forth, then those might be rather more helpful
policies. response.
Chairman: The obvious question on supply side
policy is what is the international comparator? Do Q925 Chairman: Sorry to pursue a matter to do
the Germans go in for whatever the German would with our Sub-Committee rather than our main
be for supply side economy? Committee. If the Government did find a way of

incorporating small businesses, whereupon a lot of
Q921 Baroness O’Cathain: Subsidies in other the self-employed decided to become incorporated,
words. whereupon in the current Budget the Government
Professor Haskel: The OECD have tried to look at says we are now going to stop it because it is too
this issue by trying to construct comparative indices clear—which is Lord Oakeshott’s point—and too
of subsidies in diVerent countries. The EU is successful. We must avoid that kind of nonsense.
attempting to get a grip on this issue by stopping all Professor Haskel: These tricky issues incorporate
of these subsidies. Britain used to be rather ossified, income tax policies. If individuals want to change
sclerotic on most of these indices. It has gone right themselves and one gives them incentives to do
the way over towards the United States’ position of that—
letting things rip, leaving continental Europe rather Chairman: First year economics.
in the middle.

Q926 Lord Sheldon: There has been a considerable
Q922 Lord Oakeshott of Seagrove Bay: What do reduction in unemployment over the past couple of
you think are the main things government should years or so and despite this reduction in
do in order to improve the supply side of the unemployment there has been some lower
economy and the growth rate as well as making sure productivity. Do you connect lower productivity
kids can read and write before they go to university and the decline in unemployment as people come in
and get a first? to the labour market without the necessary skills but
Professor Haskel: Not to be too boring, just to re- that in due course they will acquire those skills? Is
emphasise the kinds of things we were talking about: there any connection between the decline in
planning issues, R&D subsidies, competition unemployment and the reduction in productivity?
policies, not getting in the way I guess is one thing Professor Haskel: There is a bit of a connection for
as well. And then there is this diYcult issue about precisely the reason you just say. At the margin, if
various schemes which government run to try and an unskilled, unemployed person goes into work
help which seem to work, and others which do not and they are rather poorly skilled, apparent
seem to work quite so well. Sorting out which do productivity goes down. That is a tricky
and do not work seems to be an important question measurement issue because if productivity is output
on the agenda. per person rather than output per quality of person,

then it is true that output per person is going to go
down. So people are wrestling then with theQ923 Lord Oakeshott of Seagrove Bay: Just looking
appropriate measure of attempting to quality adjustat every budget for the last few years, there seems
for persons. In the same way, when I try andto be a large number of small reasons for helping
compare a computer now to ten years ago, I needsmall companies. Speaking as somebody who runs
to quality adjust for computers. That is a diYculta small company, I find it diYcult to keep up with
statistical issue which the ONS is struggling with.what they all are. Do you have any comment on

that trend?
Professor Haskel: As in tax issues, simplification is Q927 Lord Sheldon:With one million going into re-
more helpful than endless finagling. employment this is a significant number.

Professor Haskel: The Bank of England have done a
lot of work on this, which again I would be happy toQ924 Chairman: In terms of simplification in

what terms? send you some references about. It is a tricky issue
because it is true that a number of unemployedProfessor Haskel: If somebody cannot understand

this whole range of help that they are supposed to people have come into the labour force but there are
two things going on. One is a large number of olderbe getting, then it is just not going to help. The DTI

did a recent survey about how companies felt about workers have retired from the labour force and
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good use of the marketing money they spend, whichtypically older workers are less well qualified than
younger workers because older workers have left is sometimes dramatically bigger than their labour

costs. I do not know how much economists haveschool at 13 and 14, and so forth. That goes the
other way. That is the first complication. The second taken note of the specifics or the generality of that?

Professor Haskel: That is a slightly special examplecomplication, as I think was alluded to in a question
earlier on, is a number of these unemployed workers and it is quite unusual in the economy as a whole to

have marketing spend be higher than labour costs,who have left unemployment have gone into long-
term sickness for reasons that we do not understand although I understand there are corporations who

do that. I think the answer is that when people tryvery well and have not gone into the labour force.
This averaging eVect that you suggest is not as long to get a sense of how the macro economy are doing,

people have ignored that issue. But I can see it isas you think it would be where that big stock of
unemployed people have gone into the labour force. terribly important in looking at particular sectors

such as the sector you suggest.That raises a very diYcult issue about what are
young, prime-aged men doing on sickness? How can
a 25-year-old man be long-term sick? I do not know Q929 Chairman: Jonathan, thank you for all of

that, you have been exceptionally good. We morewhether that is for another committee. I know
people are worrying endlessly about those issues. or less decided we would rather do the talking

ourselves stimulated by you, which is sign of a veryThe average eVect you suggest is right but it is
greatly attenuated by those two diVerent accounts. successful teacher and a stimulated student. Thank

you for coming. Might I also request if there are any
additional points you suddenly realise that you haveQ928 Lord Sheppard of Didgemere: I am not certain

this is a question. It may be an observation. We forgotten to draw to our attention we would be
obliged if you could let us have those. Thank youhave spent all this time in this very interesting

discussion and one thing we have not spoken about very much for coming today and for your
performance.is the fact we are one of the largest global players

in agriculture, who have made huge progress and Professor Haskel: Thank you very much.
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Examination of Witness

Witness: Professor Matthew Canzoneri, Georgetown University, Washington DC, examined.

Q930 Chairman: Welcome to their Lordships’ Q932 Chairman: Just on the ECB point, which
certainly has puzzled some of us, they seem to haveHouse and to our Economic AVairs Committee. I

am pretty sure this is the first time you have visited a twin-track thing. I have never been able to make
sense of what they do, I might add. But your puttingour Committee. I do not know whether it is the first

time you have visited the House of Lords. it the way you just have at least gives it the chance
to be sensible, namely that what you do is targetProfessor Canzoneri: Yes, I am afraid it is. I am very

happy to be here. inflation but you use the money supply as a reality
check as to whether it is working. Would that be aChairman: That is very kind of you. It is not often

one gets the chance to step back in time. We are it! fair comment more generally?
Professor Canzoneri: Yes, I think that is the wayYou know our general line of questioning. That

divides the subject matter into how we want to deal Otmar Issing has described it. The other pillar is in
some ways not that diVerent from inflationwith it, but we will ask you supplementary

questions. We also try to be eYcient, so if you have targeting.
already answered a later question, we will
acknowledge that and not ask it a second time. Q933 Lord Skidelsky: I do not know whether this
Next, the acoustics in this room are absolutely is the right time to ask a broader question, but it is
dreadful. What is most important is that our two certainly one in my mind, and that is, do you think
shorthand writers from Gurney’s hear you, so please that inflation targeting has been responsible for the
speak up and speak slowly, and with luck, we will adoption of general inflation targets, and you might
have heard you as well. I would like to ask Lord say that has been responsible for the low rates of
Marsh to kick oV. inflation we actually enjoy? How would you divide

the credit, if you like, between policy and other
forces such as greater competition and so on?Q931 Lord Marsh: It does seem, from people we
Professor Canzoneri: I think it is very hard to answertalk to, an impression abroad that inflation
those kinds of questions because we do not have thetargeting is more successful than money supply
counterfactuals. Some time ago, in the latter part oftargeting. If that is the position, why do you think
the Eighties, people ascribed the fall in inflation toit is, and is inflation targeting superior in principle,
the ERM, and the only problem with that wasor is it just luck, such as the absence of large
inflation came down in the US and in Japan atsupply shocks?
about the same time and they were not in the ERM,Professor Canzoneri: First of all, let me make clear
or Great Britain, for example. So I think there isthat I am here just representing myself and giving
something that often goes through in waves aroundmy own views. I am not representing any bank or
the developed world, and we are now in a period inany place I might visit. That is an interesting
which low inflation has good political support, andquestion. I think most OECD-type central banks
we have independent central banks in many places,abandoned money targeting some time ago, and
and so we have, I think, a stable monetary policythat is basically because the short-run relationship
under a variety of operating procedures, inflationbetween money and prices broke down, became
targeting being one.quite erratic. The longer-term relationship between

money and prices is closer, and that is why I think
you see the ECB, with money targets, or I think they Q934 Baroness O’Cathain: Could it be more simple

than that? The experiences of some of the developedcall them reference values, and they certainly use
them as a medium-term reality. But I think it is countries in the Seventies were so horrific in terms

of very high inflation rates—in this country it wentbasically because the short-term relationship
between money and prices broke down. up, I remember, to 28 per cent at one stage.
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Q937 Lord Vinson: Then they start printing moneyFollowing the oil shocks of 1973–74, therefore, there
presumably.were an awful lot of people who were genuinely
Professor Canzoneri: Then we have a whole set ofworried and probably put pressure on politicians to
issues we could talk about.make sure that this would never happen again. Do

you think that actually it was a general grass-roots
feeling that, since we really cannot manage our way

Q938 Lord Sheldon:Why do you think theremust beout of this, we need low inflation?
such reliance placed uponmoney supply targeting? It

Professor Canzoneri: I think the problems were more was not able to sustain that kind of pressure, but
diYcult with the oil shocks, because they tend to great reliance was put on it, and it was only after it
cause stag inflation. It is like a supply curve moving obviously failed that those adherers to money supply
back along a demand curve. If you get a reduction targeting realised that they had got it wrong.
in quantities and an increase in prices, that is a Professor Canzoneri: There was an intellectual
dilemma for any central bank or any fiscal policy, tradition coming from Milton Friedman and others
so one answer undoubtedly is that we have just had on that. It makes intellectual sense to control
a kinder set of macroeconomic shocks to deal with inflation through themoney supply. The relationship
and it has been easier to maintain a low inflation is a little less direct to understand through interest
rate. rates controlling aggregate demand. So I think there
Baroness O’Cathain: Yes, I am sure. was an intellectual tradition for it, and it was easier to

understand in some way, and then necessity forced us
out of it, meaning the short-run relationships brokeQ935 Lord Vinson: The transmission mechanism. Is
down.it nice and cosy and clean between raising interest

rates and stopping inflation, or—the point you made
just now—are there really many other factors and it Q939 LordVinson:Therewas diYculty inmeasuring
is sometimes just coincidence that one helps the it too.
other? We do seem to have had a particularly good Professor Canzoneri: Yes. Part of the breakdown was
non-inflationary run. If we were to abandon the that you kept trying to look for a diVerent definition
various controls that have been put in and just leave of aggregates that would work, and finally I think we
it to have a free run, do you think there are suYcient just stopped doing that.
outside forces, namely competition, or is it still very
necessary to keep such a tight margin on interest

Q940 Lord Sheldon: But they held on to it for sorates?
long, when it had clearly failed.Professor Canzoneri: I do not know about a tight
Professor Canzoneri: We should also ask who we aremargin on interest rates per se. Competition will keep
talking about. For example, the Bundesbank talked

relative prices where they should be, but the overall about it the most but they had a bit of a tradition of
price index has to be controlled by some nominal saying one thing and doing something else, so they
aggregate, like money or controlling the nominal quite often went outside of their money targets.
aggregates through the interest rate by inflation Statistical studies, econometric studies, suggest that
targeting. So I do not know quite what you mean by if you look at Taylor rules for example, the Taylor
getting loose from the framework. rule for the Bundesbank was not that diVerent than a

Taylor rule that describes reasonably well the Fed’s
policy. So you have to look at what they actually do,Q936 Lord Vinson: Currently the American interest
and in some cases less at what they say they are doing.rate levels are extraordinarily low. Howls are going

up because they are going back to nowhere even near
normality if you raise them by half a per cent. They Q941 Chairman: If I could just take you back for a
are still incredibly low. Is that likely to have a vicious moment to the supply side of things, surely one of the
braking eVect on the American economy? points about the Seventies in particular is that a lot of
Professor Canzoneri: No, I do not think so, because economists, certainly including me, did not
what is important, of course, is the real interest rate. understand supply shocks at all. In particular, if a
So it depends on the nominal interest rate, and now monopolist essentially raises the price of a product, in
we have a very low inflation rate, so the real interest this case a very important product, there has to be a
rate is still low, and of course, if inflation goes up real income transfer to the monopolist; in other
again, then the real interest rate will be low. I think words, to go back to your point, it is a relative price
the worry—and I do not have a big worry about it— eVect, but most of us were trying to deal with it as if it
for the Fed is if they needed to have further were inflation in the more macroeconomic sense. We
loosening, there is not much room for that. So you certainly did not get the economics right. Do you

think that is fair comment?have potentially, a Japanese type of problem.
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institutions. Similarly, the Federal Reserve sets itsProfessor Canzoneri: I think that there was some
confusion, but I think when you get a supply shock own goals, so it might be argued that they need more

of a diversity of political opinion on the Federallike that, there is a genuine dilemma as to what you
want to do. You are much better oV with demand- Reserve Board, or perhaps some wider political

representation. I am not sure that that exists, buttype shocks, where stabilising prices is consistent
with stabilising employment and output. It is some people might think that it should exist. The

Bank of England by contrast is charged with pricecertainly hard to know what to do, even with a well
identified supply shock like an oil price shock. stability, has a much narrower mandate, and

moreover, the Government sets the goals, theChairman: Really, the point I am asking is this: if
what is required here is a real income transfer to the inflation target. So the Bank essentially is charged

with meeting in an eYcient manner those goals thatowners of the oil, and noone in Britain, as was the
case in the Seventies, was willing to accept the are set by the politicians and I think that the MPC

therefore needs professional economists that arecorresponding real income cut, you must end up with
the disaster we ended up with; there is no way round good at doing that, and I think it has some.
it. If you are trying not to pay, in the end something
else gives, in this case massive price rises and massive Q944 Lord Skidelsky: One thing puzzles me. You
unemployment. I certainly believe in the case of the said the Fed is an older bank than the Bank of
British Government we just did not understand or England. Can that be right?
could not persuade people what needed to be done. Professor Canzoneri: It is not right. What I really

mean is, I am starting the Bank of England at the time
it was given independence, so when I say it is aQ942 Lord Vinson:We exacerbated inflation in fact.
younger institution, the date I have in mind is 1997. IProfessor Canzoneri: There were the longer term
apologise.things to do which involved economising on the
Chairman: I think technically you are right, as weusage of oil. Those sorts of things take a long time.
were discussing the MPC.There are the shorter run things of what to do in the

mean time. I think there was a lot of confusion as to
what to do, but I think it is probably because it was Q945 Lord Skidelsky: You said the Fed sets its own
a hard question. goals. It has no mandate in law?

Professor Canzoneri: I think in the Humphrey
Hawkins legislation there is some sort of goal aboutQ943 Lord Skidelsky:The operating procedures and
three per cent unemployment or something. Onecommittee structure of the US Federal Reserve are
problem with writing numerical values of things intodiVerent from those of the Bank of England. What
legislation like that is when they get so far oV ofadvantages does the American system have over the
reality. For example, in the late Sixties, Seventies andBritish system?
Eighties, the equilibrium unemployment rate wasProfessor Canzoneri: I am not sure that the American
more like 512 to 612. The goal of three per cent wouldsystem has advantages per se. I think the Fed diVers
have been totally unrealistic. The Humphreyfrom the Bank of England in several important ways
Hawkins legislation I think also wanted to dothat explain the diVerences in operating procedures
everything. So what we are left with is that,and committee structures. To start with operating
essentially, the Federal Reserve can pretty muchprocedures, the Federal Reserve is an older central
define its own goals. One thing that has beenbank and it has an established record for price
interesting is more recently a number of the membersstability. So I think the Fed does not think that it
of the FOMC have been much more open aboutneeds to announce targets and have an oYcial
admitting that they have output goals in addition toinflation forecast. They think that people will just
inflation goals.trust them to do the right thing, at least until they

have proven otherwise. I think the Fed thinks it has
the luxury of maintaining the flexibility that comes Q946 Lord Skidelsky: Some people would say that

themore relaxed attitude of the Fed to these goals haswithout pinning themselves down. I think that view
naturally leads them to a diVerent operating created a more favourable atmosphere for expansion

than you get in Europe. What is your view on that?procedure. Incidentally, I think some people in the
United States think that the Fed should adopt some Professor Canzoneri: I have already said that

statistical studies suggest that the Bundesbank of oldform of inflation targeting and I think some of those
people are actually on the Federal Reserve Board. So operated in a similar manner to the Federal Reserve.

Some new central banks use inflation targeting as athere may be some convergence over time. The
committee structure, the Federal Reserve has mechanism for establishing their credibility and

communicating what goals they want to take as theirbanking supervision and regulation functions, so the
Federal Reserve Board needs people on the basic goals, and in that process of developing a

reputation, they are reluctant to admit that there arecommittee that understand these financial market
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Q950 Baroness O’Cathain: The fact is that the Bankother goals there, but I think if you actually look at
of England have said that inflation is actually theirthe behaviour of central banks over time, there is a lot
only target. But, of course, we all know that they haveof evidence that central banks actually want to create
40 other things that they look at. When the Bank ofhealthy growth and low unemployment.
EnglandAct was coming through theHouse, and our
Chairman, Lord Peston, debated this quite strongly,

Q947 Lord Skidelsky: So behaviour is related to it was the inflation target, but then “subject to”
reputational goals. looking at other items, whichmeant that the inflation
Professor Canzoneri: Sometimes I think they are target was way ahead of anything else, like
reluctant to admit other objectives at a time when employment or growth, but you said that they have
they are building their bona fides as inflation fighters, had benign—you did not use that word—that they

have been relatively successful but they have not hadand you have to look at what they actually do and I
many problems, whereas the previous Chairman ofthink the history there suggests even central banks
the Bank of England would take issue with that andthat have a reputation for being monetarist or for
say that there were a lot of shocks, not least the sortstrict money targeting actually did much more in the
of shocks that happened with the oil price—and weway of stabilising output and unemployment than we
have another lot now—and still manages towould think they would do if we just listened to
somehow be successful. Do you think that part of thetheir words.
success is due to the fact that they are relatively
transparent by comparisonwith theway the situation

Q948 Lord Wakeham: Listening to your answers of setting interest rates was before, in terms of giving
when you said at the beginning that the US system the minutes and the inflation report, prior to the

MPC?did not have advantages per se over the Monetary
Professor Canzoneri: I think I should just not answerCommittee’s position, then listening to the answers
that question, simply because I do not know enoughthat followed from that, would I have drawn the
about British history. I think they have been prettywrong conclusions if I did not think there was not at
successful recently.least a chance that you thought that the MPC might

develop over time to be rathermore similar to the Fed
than it is at the moment? Is that the way you think Q951 Chairman: The obvious corollary to the
developments might happen? question is, do you believe transparency of decision-
Professor Canzoneri: Yes, I think that could well be, making is a good thing or a bad?
that over time, as people understand the way the Professor Canzoneri: In general, for a new central
Bank of England is reacting to various economic bank in particular, if that is the spirit of your
situations—and I do not suggest that they do not question, transparency is vital, because people do not
have credibility now—but as they get more and more know what they are doing, how they are thinking.
of a history for being able to take care of situations, Transparency is a tricky thing and so it depends on
then I think the central bank can be a little freer in the what you mean by transparency. The financial
way it explains itself and have a little more flexibility market participants tend to think that means you can
to meet new situations in ways that are appropriate predict interest rates perfectly; there are no surprises,
but perhaps not right in line with some narrow although if they actually got their wish and there was
definition of inflation targeting. perfect predictability of interest rates and stock

market prices, most of them would be out of jobs, so
I am not sure they really want that. But that tends to

Q949 Chairman: Certainly several of us believe very be what they view as transparency. If you think of
strongly in what you have just said, and that you have firms and their workers, they want a predictable price
to look at what the MPC does and pay slightly less level, because that is what helps them in their wage
attention to the actual words they use. It looks as if, bargaining and that is what helps them in their
with a diVerent set of words, they still do the same decisions of whether to producemore or less. So there
thing, which is really what you are saying. is a diVerence in transparency in diVerent parts of
Professor Canzoneri: I think right now, again, withmy the economy. You could make things perfectly
definition of the new Bank of England, it is a transparent for the financial markets; the central
relatively young institution. You have had relatively bank could just announce a sequence of interest rates
good times, and they have provided stable prices and just keep to them, but if they did that, they would
within the context of these good times, but I suspect not have the flexibility to react to news and bring
inevitably at some point in the future they will be about a more transparent inflation rate. So I think
tested, and then we will actually see how well their there is a conflict here, and the way around that
procedures work. But I have every reason to think conflict is that the financial markets have to learn

how the central bank predicts inflation. They have tothat they will be fine.
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by this Committee I think, that this be varied at onelearn how the central bank thinks about setting
interest rates in response to those predictions, and point, that it be lowered. That seems to set up a

conflict between establishing a track record ofthat will bring transparency in the financial markets
as well. That is what both the MPC and the ECB are keeping to a particular target and the flexibility you

might require when the underlying economicdoing through their various reports and briefings and
so forth. So it is a learning process about a new situation changes. Is that a problem for a central

bank trying to establish its reputation?central bank and how it is going to react in diVerent
situations. You could argue—I think the Fed Professor Canzoneri: I think 2 per cent makes sense. I
would—that they have had a longer track record, so would worry if you made it lower than 2 per cent. If
the financial markets already can predict how they you make it lower than 2 per cent, then on average
are going to react to a given economic situation. So nominal interest rates are going to be relatively low,
in this sense, we have two diVerent mechanisms of and you may get into these problems such as the
producing transparency in the sense of financial Bank of Japan has, when you really have to lower
markets and labour unions, firms, can pretty well them a lot. So I would not suggest lowering the target
predict what the central bank is going to do in a given below 2 per cent on average. The flexibility I think
situation. With a newer central bank you just have to comes in allowing some time for getting back to the
go about it in a diVerent way. 2 per cent. For example, we are currently under 2 per

cent, and we might at some time be over 2 per cent. I
think where the judgment would come in is if youQ952 Baroness O’Cathain: Right from the
have some trade-oVs in the economy and you want tobeginning, they have been extremely transparent,
go more slowly back to the 2 per cent or more rapidlymuch more so than the ECB, for example. So people
back to the 2 per cent. For example, if you had—anddo know all the factors that are taken into account in
I amnot suggesting you nowdo—another bad energythe setting of the interest rate, and whereas a lot of
shock, you may have inflation rates in all thepeople will bet on it just before the interest rate is
countries going up rather high, and because of theannounced, there is none of the instability or the
stag inflation implications, you might want to have auncertainty that there used to be waiting for the
slower recovery back to the 2 per cent. So I think“bank rate”, as we called it, to be announced every
there is plenty of flexibility within the inflationmonth. I wonder if you think that that transparency
targeting procedure that you have for meetingis enough, because the general populus now
diVerent conditions.understands how the interest rates are set, within

looking for the target of inflation, and they generally
can set their own expectations, if you like, in terms of Q954 Lord Sheldon: Should fiscal and monetary
house buying or major capital investment or policy tighten or loosen together, and what are the
whatever, tied into that fact that they know that the circumstances in which they should diverge?
interest rate will be within a fairly small margin Professor Canzoneri:That is one of the set of questions
because of the underlying inflation rate. That is the that I thought was, from my perspective, oV the
transparency. I wonder, would you approve of that? mark. Let me explain why. It seems to me fiscal
Professor Canzoneri: I have been very impressed by decision-making is necessarily a rather long drawn
MervynKing’s ability to do inflation report briefings, out process. It is often caught up in electoral cycles.
for example. I think he is a very articulate person. In History in the US suggests that the discretionary
some ways, the ECB has a harder time because they component of fiscal policy is not often geared
talk about the fact that they have to get the message towards short-run macroeconomic stabilisation.
out in a lot of diVerent languages. So it is harder for That is, if you just look at the record, the
one articulate person to explain what they are doing, discretionary component is often pro-cyclical and,
I think. Given the fact that some parts of the even when it is countercyclical, it is often
economy want perfect predictability in terms of countercyclical for spurious reasons; it was not
interest rates, others want perfect predictability in intended to be. A couple of examples might illustrate
terms of prices, there is bound to be give and take on it. Ronald Reagan proposed a big tax cut prior to the
that, and so I think people getting mortgages and so 1980s elections for reasons that had nothing to do
on have to learn alongwith the financial markets how withmacroeconomic stabilisation. Lo and behold, by
the central banks are going to tend to react in the time his tax cut was legislated, we had a recession,
diVerent situations. It is a learning process that will and so consequently he has been labelled the
continue. “accidental Keynesian”. We have a similar sort of

thing with the current George Bush. He proposed tax
cuts before the election for reasons unrelated toQ953 Lord Skidelsky: How do you overcome this
macroeconomic stabilisation. As a matter of fact, theconflict between reputation, which a young central
tax cuts were not well designed for short-runbank must establish, and flexibility? You get a 2 per

cent inflation target. It has been suggested in the past, stabilisation, and then along came the recession and
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discretionary fiscal policy—wars in Iraq, forhe tried to sell the tax cuts on the basis of that. So if
the history is that discretionary changes in fiscal instance. So I think the way I tend to view it is, the

discretionary component of fiscal policy is likepolicy are not able to react at business cycle
frequencies, then I rather take a diVerent view, that another macroeconomic shock that the automatic

stabilisers and the central bank have to deal with.the way fiscal policy supports monetary policy is in
the enactment of automatic stabilisers. The tax and
benefit programmes that you put throughmake fiscal

Q957 Lord Sheppard of Didgemere:Moving on frompolicy countercyclical without any new Acts of
what we have just been talking about, on ourParliament. Then I view the co-ordination problem
Government’sGoldenRule, so-called, of fiscal policybetween fiscal and monetary policy as asking what is
over the period of a trade cycle, whatever that maythe strength, what is the ideal strength, of the
prove to be, can we ask you some questions on thatautomatic stabilisers. So, for example, if you have a
and get your views? First of all, do you think it is ancountry that has strong automatic stabilisers, high
appropriate form of guide to fiscal policy? Do youmarginal tax rates and benefits programmes, then
consider it is more appropriate for currentprobably the central bank does not have to respond
government expenditure than it is for governmentthat much to an output gap in, say, a Taylor rule. On
investment? Is there a similar type of policy in thethe other hand, if you have a country like theUK that
States, or if not, should there be, or do you reject thehas weaker automatic stabilisers, then the central
whole concept?bank should probably react to the gap through its
Professor Canzoneri:There is not any such thing in theTaylor rule in a more aggressive way. It has not been
US. In a perfect world, there would not be any placetraditional, when we think of the strength of the
for the Golden Rule or the EU’s Stability andautomatic stabilisers, to think about it in
Growth Pact. Constraints on deficits can get in themacroeconomic terms. When we set tax rates, we
way of the automatic stabilisers operating.often think of microeconomic things: we think of
Moreover, economic theory teaches us that deficitmarket eYciency, of helping one industry versus
constraints are ineYcient. Taxes distort theanother industry. When we set benefit programmes,
behaviour of people. They make them make thewe think of helping one group versus another group,
wrong consumption choices, the wrong hiringand I think that, particularly in the context of
choices, and the wrong labour supply choices, andEurope, where you have a multiplicity of fiscal
these tax distortions, theory tells us, rise with thepolicies in diVerent countries and one common
square of the tax rate. So if, for some reason, youmonetary policy, you have to give more thought
have to spend a lot today for either a capitalwhen we set tax and benefits programmes. You have
expenditure or current expenditure, you should notto give more thought to how strong you want the
raise tax rates a lot today and pay it oV immediately;automatic stabilisers from amacroeconomic stability
you should raise tax rates a little over a longer periodpoint of view.
of time and spread out these tax distortions. So these
constraints potentially are quite damaging, and I

Q955 Chairman: Would it not be the case that if think the case for these constraints derives from the
fiscal policy is largely set in the long term and notion that somehow fiscal decision-making would
monetary policy was being used for short-term be completely irresponsible without them. The big
stabilisation largely, the correlation between the two debt build-up of the Eighties in certain countries
would be neither positive nor negative and would be might give some credence to that viewpoint. I
approximately zero? To take the extreme case, if one personally have my doubts that they may be needed
thing is fixed and the other varies, by definition the in the UK context or in the US context, but you are
correlation is zero. better able to judge this than I am. If you think that
Professor Canzoneri: If monetary policy is following a they are necessary, then I think there is something to
Taylor rule with a gap term, then monetary policy be said for the Golden Rule over and above the
should be correlated with the automatic stabiliser Stability and Growth Pact. The main thing is to keep
component of fiscal policy, but then the discretionary these deficit rules from interfering with the automatic
part might be moving around for independent stabilisers. So there is a lot of research at the EC that
reasons. suggests that the proper approach is to achieve

structural balance in your budgets. So if the budget is
imbalanced when you are at full employment, and ifQ956 Lord Sheldon: You also have the further
you have relatively weak stabilisers such as the UKproblem that fiscal policy has a more political
has, when you tend to go into a typical recession, theelement in it, and particularly with elections coming
deficit to GDP ratio is not likely to hit theup, that has a distorting eVect. Is that not so?
3 per cent mark. I think that is the right approach,Professor Canzoneri:Yes, I agree with that, but I think
and the Golden Rule seems to fit that criterion. Thethat there are also many other reasons besides

macroeconomic stability that you may be changing question then is: is it really a credible binding
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Q960 Chairman: I read an article of Taylor’s in theconstraint on the irresponsible behaviour you are
Journal of Economic Perspectives where he asked theworried about? If it proves to be so, then I think it
question, do we need a Taylor rule for fiscal policy?might be a model for the Stability and Growth Pact.
And I think he went along your lines in the sense ofI think a lot of people at the Commission would like
saying we have the automatic stabilisers on the oneto take the Stability and Growth Pact in that
hand, and the other bit of the fiscal side essentiallydirection, but the worry there is whether or not it
determined by other factors, and therefore he seemedwould be binding on certain countries, because it is so
to be implying that he thought we did not need ahard to define structural balances.
Taylor rule for fiscal policy.
Professor Canzoneri: I think John Taylor’s writings in
the past have corresponded quite closely to my

Q958 Lord Roll of Ipsden: The first half of my description of the monetary and fiscal policy co-
question we have already talked about quite a bit. Do ordination. I think he is having a little diYculty being
you think it is feasible and desirable to have similar part of the current administration with that sort of
rules for fiscal policy, somewhat on the lines of the view.
rules for monetary policy? That is the first half. Lord Sheppard of Didgemere: In part, it is a question
Secondly, related to that, do you think it is desirable also whether politicians of any colour will behave
and feasible to delegate fiscal policy to an rationally or whatever word you used, but it is also
independent institution rather along the lines on partly a question whether the electorate will believe
whichmonetary policy inherently is largely delegated them. If you take the interest rate scenario over some
to the Bank of England? decades in theUK, the general consensuswas that the
Professor Canzoneri: I think the second question is politicians, whoever they were, were going to set the
interesting. Let me start with the first; it is easier. I interest rates that happened to suit them politically. I
think you already have something like a Taylor rule do not know if that has ever been analysed orwhether
for fiscal policy. We can decompose deficits into it is true or not. It is a diYcult judgment, but there is
automatic stabilisers and interest payments on the no doubt the general public believed it. The same
one hand and then discretionary policy on the other could apply on the definition of, say, what is a trade
hand. So you sort of have a Taylor rule with a gap cycle on the Golden Rule and so on. Do the
term in the automatic stabilisers, and then an error politicians move the fences around to suit their own
term in the discretionary part, and that should be co- definitions? Of course, they in part do. It may be it is
ordinated with the gap in the Taylor rule. I find it not so much that they do it but that the electorate
surprising from my perspective that you would even think they are doing it.
consider delegating all of fiscal policy to an
independent group. That is such a core political

Q961 Chairman: I think you have largely coveredthing. But I could see, for example, delegating
the Stability and Growth Pact. Have you said all youpolicing of the Golden Rule to an independent body,
wanted to say about the Stability and Growth Pact?since, again, defining things can be tricky and
Professor Canzoneri: I think we have touched on theperhaps politically sensitive on occasions.
Stability and Growth Pact. It makes the co-
ordination problem in the euro area a little more
complicated than in the US or in Great Britain,
because there you have one common monetaryQ959 Chairman:We were partly asking this kind of
policy, one Taylor rule, if you like, with a gap termquestion for “academic” reasons of completeness,
in terms of the aggregate output, and then you havebut I think your last remark is what we were really
individual countries with their own fiscal policies andconcentrating on, whether we need in our country
their own individual automatic stabilisers. I think itsome independent body that can pronounce on the
raises the question among individual countries in thecurrent fiscal position and, if you like, its potential
euro area how strong should their own automaticrate of change, and you are saying that is not
stabilisers be, given that they do not have annecessarily a bad idea.
independent monetary policy that can justProfessor Canzoneri: I am not personally convinced
accommodate whatever automatic stabilisers theythat, absent some sort of rule, fiscal policy would be
are throwing out. So I think that the Stability andirresponsible in the UK or the US. If you were
Growth Pact is raising new issues for the setting ofconvinced that that was a problem, then I could see
tax rates and benefits, macroeconomic issues thathaving an independent body that policed the Golden
they did not have before.Rule and whether it was being met. If the Stability

and Growth Pact were to be reformed along the lines
of the Golden Rule, then I think there would be some Q962 Lord Marsh: In your list of papers you did a
monitoring of that that would have to go on, whether paper in 2000. Four years later, have you seen any

change? Is there anything you would look at now? Itit is the same kind of monitoring or not.
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Lord Sheppard of Didgemere: I was hoping it was notseems to some of us that it is falling apart, eVectively.
What is your view now of the euro project? sterling. We do not want it any stronger.
Professor Canzoneri: The euro area project, not the
Stability and Growth Pact? Q965 Lord Elder:My question is about the twin US

deficits, on the current account and on the budget,
both running at about five per cent ofGDP. ThemostQ963 LordMarsh: The Stability and Growth Pact is
important question from our point of view is, whata key part of it, I would have thought.
sort of impact do you think that has on otherProfessor Canzoneri: It is very diYcult to have
countries? There was certainly a time when it wascounterfactuals, so we do not know exactly where
thought that running such deficits was simplyEurope would be right now if they did not have the
impossible. It seems to have been going on for someeuro.
time now.
Professor Canzoneri: Yes. I am not sure what I would
think its impact on the UK will be, but I amQ964 Lord Marsh: But a number of countries are
concerned about the impact on theUS and have beenjust ignoring the Stability and Growth Pact.
for some time. It is a matter of concern, especially asProfessor Canzoneri:Yes. I think they have a problem
the baby boomers go into retirement. Our publicwith the Stability andGrowth Pact, assuming you do
sector borrowing coupled with our low privatethink that such a thing was necessary. For example,
savings produces these large current account deficits,I still have not personally heard a convincing
and they have to be financed. It was basically just aargument that you need a Stability and Growth Pact
public and private sector spending spree that has toto have price stability within Europe. I do not think
be financed by borrowing from foreigners, and thethere has been a close argument for that per se. So
part that I worry about is that the countries that weagain, I think it goes back to the fact that you need a
tend to borrow from also tend to have the sameStability and Growth Pact for these larger reasons,
population dynamics that we have. So, for example,that at least in certain countries fiscal processesmight
when a Japanese saver goes into retirement, he willnot be responsible without it. I think that they are
probably decide this is a good time to liquidate hisUSgoing through the types of questions about the
assets and buy a Ford, and the current account willStability and Growth Pact that in some ways the
then turn around. The problem with that is that myGolden Rule has found the answer to. So the
daughter’s generation will have to work to produceCommission tried to reinterpret the Stability and
that Ford, and my daughter’s generation will have toGrowth Pact along the lines of pushing more the
work to support me and the Japanese fellow in ourcommitment to medium-term balance, which they
retirements, and this will make our situation worse.are interpreting as structural balance, and trying to
This is the sense in which our low private sectorget countries to take the final round of retrenchments
savings behaviour and our public borrowingthat would bring them into medium-term balance.
behaviour is essentially irresponsible behaviour byThen you have some big countries that are having
my generation, and it is mortgaging the future for mycyclical problems that are just violating them. I am
daughter’s generation. But these are long-termnot sure where it is going to come out. Since I
things, and I do not think that they have a short-termpersonally was not convinced you needed it in the
implication.first place, I do not see this as a big problem for the

euro area or the ECB generally.
Lord Vinson: We read in the papers this week that Q966 Chairman: But you are confronted with the
some of the Arab states are no longer going to keep problem that most of us as economists avoid, which
part of their currency reserves in the euro. Do you is telling us how long is the short term, and certainly
think that is a reflection possibly on the monetary when I taught economics, the US twin deficits have

lasted longer than I would teach the students wasinstability thatmight be brewing in Europe as a result
possible in the long term. They cannot go on, but theyof the Stability and Growth Pact not being adhered
have gone on for as many years as I would define theto?
long term as.Professor Canzoneri: I will have to pass on that one
Professor Canzoneri: I do not think they will go on,because I did not read the report that you are
and that is what worries me.referring to. I just do not know.

Chairman: I did not read it either. Was it in the FT?
Lord Vinson: Yes. Saudi Arabia are pulling their Q967 Chairman: I am looking backwards. How long
reserves out, about 250 billion. have they gone on for already?
Lord Sheppard of Didgemere:What will they keep it Professor Canzoneri: If you go back to 1980, the US
in if it is not the euro? was a big net creditor country, and then we had the
Chairman: They will move it into dollars and it will low savings behaviour coupled with the big Reagan

deficits, and we had a huge current account deficitgo straight back into the euro.
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unemployment was going down dramatically to whatand we went on to become the largest net borrowers.
I think that is just the wrong thing to be doing, given might have been viewed as dangerously low levels,

and, one way or another, the Federal Reserve did notour demographic trends. It will make it harder to
support a higher proportion of the population in react in a way to raise interest rates and choke oV this

productivity boom. I think that was very good. Thenretirement, because I think that is when the current
account is going to turn around. here they have reacted very aggressively. This is

another way in which I think you have to watch what
they actually do as opposed to what they say. TheyQ968 Chairman: We were not criticising your
have reacted very aggressively to this recession.analysis. I was simply asking you when you say it
Getting back to the supply or productivity side of thecannot go on, what is the period of time, or is it just
economy, I think there are some negative lessons inthe economists always say when eventually it goes
US history as well. In the Sixties and early Seventieswrong “I said it was going to go wrong”?
I think they over-predicted potential output orProfessor Canzoneri: It may be I ammisinterpreting. I
equivalently they thought that the observedwas not predicting that there would be any big crash
unemployment rates were much higher than theand some stock market crash in that sense. I expect
equilibrium unemployment rates, so they got itthat, as foreign entities no longer want to finance our
wrong and they are generally credited with being toocurrent account, they will not. They will start taking
expansionary and creating the start-up of that wholetheir dollar earnings and they will start buying Fords
inflationary period. So I think that getting the supplyinstead of buying Ford stock, and it will gradually
side of the economy right is harder than, and equallyunwind, and it will gradually unwind at an
as important as, getting the demand side right.unfortunate time for us in terms of our

demographics.
Q971 Lord Sheppard of Didgemere: We in Britain
seem to find that diYcult in analysing productivity.Q969 Lord Sheppard of Didgemere: One of the
Why are the Fed better? Are the business statisticsthings that many of us in Britain—it may be better?

increasingly this is true of Germany and France as Professor Canzoneri: I do not know the answer to that.
well—would envy the United States’s economy for is I might get into trouble with some of my friends back
their ability historically, by a combination of new there by saying, maybe they have been lucky, and
firm start-ups and also productivity jumps, to come every time they might have raised interest rates, there
rapidly out of a period of recession or slow-down or was something that came along, like the Asian crisis.
whatever. Are those characteristics still alive and Maybe they were just lucky there was always an
healthy or do you think we will get a quick recovery excuse not to choke it oV. You would have to be
from where we are now when the economy turns inside the boardroom to really know whether they
around? were lucky or whatever. We are fortunate that they
Professor Canzoneri:Are you talking about the USA? did not choke it oV.
I think we are coming out of it.

Q972 Chairman: In fact, you put your finger on it.
Q970 Lord Sheppard of Didgemere: Will that be We have been monitoring the MPC since they
driven by the small and medium-sized firms, which started, and we are still trying to make up our minds
historically seems to have happened? on what their net contribution was. We keep
Professor Canzoneri:Yes, but I think it is also going to worrying thatmaybe the answer is they were lucky, in
be driven by monetary and fiscal policy. The Federal your exact words, but I suppose six years is still very
Reserve reacted very aggressively to this. Thenwe did early days to assess anything.
have some fiscal stimulus as well. One thing I might Professor Canzoneri: I think it is still very early, and I
mention is, I think one thing that is very important would certainly rather be lucky than making bad
from the US perspective for central banks mistakes.
everywhere, moving your question a little bit, is that Lord Sheppard of Didgemere: Absolutely.
it is very important to be able to predict potential Chairman: Professor Canzoneri, thank you very
output and movements in productivity. I think one much.As you can see fromour questioning, we found
thing that the Fed has been very successful at doing everything you had to say very interesting, and it is a
is, when we had this big productivity boom, the pleasure to have a diVerent accent addressing us.

Thank you very much for coming.economy was really moving along quite rapidly and
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Q973 Chairman: Chancellor, welcome to our programme for people with particular problems,
including drug addicts, alcoholics and homelessCommittee again. I gather, before we get to

questions, there are some opening remarks you people trying to get back into work. We are focusing
on how greater labour market flexibility canwould like to make.
advance good employment and help us move peopleMr Brown: Thank you very much for having us
faster into work to fill more than 600,000 vacanciesbefore the Committee this morning. I have with me
that still exist in the economy today. I hope that isthis morning: Ed Balls, who is Chief Economic
helpful in setting the context for many of the budgetAdviser to the Treasury; Jon CunliVe, who is the
reforms that we announced.head of Macroeconomic and International Policy;

John Kingman, who is Head of the Enterprise and
Growth team; and Nicholas Macpherson, who will Q974 Chairman: Thank you very much. As you
shortly take over the Budget and Public Finances know, employability and the labour market and
directorate but is now head of the Public Services macroeconomics has always interested us. It will be a
directorate in the Treasury. I just wanted to say by pleasure to read the document that will be published
way of introduction, and I think it may help the late this morning or this afternoon.
deliberations of the Committee, that, as I set out in Mr Brown:We will circulate it to the Committee this
the Budget, our aim is to build the economic morning.
stability of this country, not just for a year or two
or for just an economic cycle, but for a generation. Q975 Lord Sheldon: The index of course has moved
We are trying to build up the macroeconomic from RPIX to CPI. I understand that. Is there not a
performance that we agreed in 1997 and danger that people are going to use which index
subsequently and competition and labour market advantages them the most and is there not a further
policy reforms locking in fiscal and monetary problem that these indexes might diverge and that is
stability. That is why this week we will be consulting increasingly possible with the situation in the
with OPEC on the recent rise in oil prices and the housing market?
urgent need to raise oil production to meet world Mr Brown: That is a very important set of questions.
demand at the prices that they themselves have said You will realise that before we made the decision to
are sustainable, and that is why also we are change the inflation target to the 2 per cent CPI, there
publishing today, with Andrew Smith, the Secretary was a long period of discussion in the Treasury and a
of state for Work and Pensions, a programme of degree of consultation about what was the right way
labour market reforms which we believe will reduce forward. I think I should say by way of introduction,
inflationary pressure in the economy. We are setting and with your great experience having been in the
out radical steps of reform to introduce more Treasury yourself, that you will know that there are
choice, more devolution, and more personalisation many indices that are used, particularly for social
in the new deal for employment services. There will security benefits: RPI and the ROSSI index, which
be new freedoms and greater power to give local job does not take account of housing costs, are the ones
advisers the flexibility to help individuals with, for that are used for social security benefits. Previously
example, clothes, equipment and travel when they we used RPIX, which excluded mortgage interest
are seeking jobs. There is a review of the sanctions payments from the inflation target for the Bank of
regime with more frequent interviews, including England. Why did we make this change and why do

I think it is the right thing? When we came in in1997,tougher penalties, and there is a new specialist
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Mr Brown: I think, and you may wish to come to thiswe said at that point that we had considered a new
measure for inflation, but we thought that at the time later, as far as social security benefits are concerned,
we made the Bank of England independent, it was we have retained the ROSSI and the RPI measures
right to have nothing else put in place that would and therefore we do not expect people tomove toCPI
disrupt the new system or make people feel uncertain in that respect. As far as wage bargaining is
about the new system, so we retained the existing concerned, I believe that people will start to take into
measure of inflation. The 2.5 per cent target was account the index that has been published. It is quite
made a symmetrical target and it was, in my view, clear that it is another sign that inflation is relatively
successful in that we met our inflation target in every low in Britain.Wage bargainers should take that into
year since 1997. We chose right at the beginning not account, and clearly in the public sector we will take
to make what might have been seen to have been a that into account in the way that we approach wage
change that was additional to all the other changes in bargaining. When we made the Bank of England
1997, even although then we recognised that there independent, we thought that there were two things
was a case for the new index of inflation that we had that were actually going to happen. One is that
chosen . Why then did we make the change now? We people’s inflation expectations would change quite
wanted to move to an internationally accepted quickly; that is the market’s inflation expectations,
measure of inflation. Basically the measure that we and that certainly happened from the point at which,
have chosen is the one that is most accepted in in 1997, people thought that inflation a few years
diVerent parts of the world. It is one that has what is aheadwould be really twice what the target was, 4 per
called a geometric rather than arithmetic means of cent or 4.5 per cent; inflation expectations from the
calculating inflation. In its particular implementation market’s point of view moved to 2.5 per cent very
in Britain, we are able to include the spending quickly. The second phase was wage bargainers
patterns of all groups, including people who visit the adjusting their expectations. As you know, the
country, and we are able to include a wider range of experience under both parties in Britain has been that
spending patterns. What the international measure people have always expected inflation to be higher in
does not do, which leads to the final point of your the years ahead; wage bargainers have anticipated
question, is include the question of housing costs. that, or tried to anticipate that, by putting in quite bigThat is not because there is no desire internationally

wage demands that are inflationary. I believe theto take housing costs into account; that is because a
second change that is taking place is that people aregreat deal of work is still being done as to whether we
recognising that we are and will continue to be in acan find an internationally acceptable measure of
low inflation environment and whatever else changeshousing for the inflation index. I have to say that the
with the economy, the Bank of England will insist onprevious measure of inflation, as far as housing was
the symmetrical inflation target being met. I doconcerned, that is the RPIX, was inadequate as well.
believe that wage expectations, therefore, as well asIt had a housing depreciation component, which was
market inflation expectations, are being adjusteda notional amount that; owner occupiers found
accordingly. The additional new index at 2 per cent isnecessary to maintain the value of their houses. It
another way down the road of making people realise,included the price of land and the eVect of that on
as they should, that inflation will be lower in thishousing costs. Therefore, there were significant
country and no wage bargainer should expect thatdeficiencies in the way housing was calculated in the
they will be rewarded for assuming that inflationold RPIX index. I hope that over time we move to an
might be higher in the years to come because it willinternationally agreed definition, but at the point at
not be that way.which we made the decision, we believed that the

benefits from having a comparable international
measure were greater than any deficiencies that are

Q977 Chairman:Does that not give you at least oneattributed to the new index. The fact that most other
anomaly? Take the obvious example. Retiredcountries that we have to deal with for most of our
academics like me get an inflation-proofed pensiontrade use something similar is, I think, a decisive
but my inflation proofing is the RPIX index and notfactor. Nothing that we have done has either in my
the CPI index. If one were to argue that the CPI is aview contributed to any instability or would
better measure of inflation, then by giving the RPIcontribute to any instability. I think there has been a
which is higher, I am getting an increase in my realsmoothness in the way that that this has been
income, which I should not have. I am not clearimplemented and a general acceptance now that this
whether the new—what looked to me the veryhas been there right thing to do.
generous—issue of savings certificates, which I think
is index-linked, is RPI-linked as well, and I have aQ976 Lord Sheldon:How quickly would you assume
feeling it is, which makes it particularly generous.that people are going to make use of the CPI index,
The question I am asking, not about me, and I do noteven when it did not advantage them in the way that

possibly it has in the past? particularly want my income to go down—
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important contributors to what I think has got to beMr Brown: In my experience over the last few years,
Chairman, you are the first person who has said that a pretty serious debate in this country about both

how we meet housing demand and how we free-upwe are treating pensioners too generously.
the system, whether it be the planning system or
factors contributing to the low rate of house buildingQ978 Chairman: That is true. The main point is
in this country, so that we can actually have a betterwhether at some point one has to grasp the question
balance between supply and demand. I wonder ifof convergence; that is all. We are not disagreeing
whether, in this Committee or other committees ofwith you at all on the CPI being the appropriate
the Lords, you might look further at how we couldindex. Can we go on pretending the RPI index does
build what I believe is necessary and that is a nationalnot matter? Should we start to be making the CPI the
consensus about what needs to be done. There wouldrelevant updating instrument, not for existing people
be no great gain in one party or one organisationbut, as it were, as the system emerges? I am sure the
making a series of recommendations if you could notTreasury must have thought about that.
build a national consensus around what needs to beMr Brown: As an economist, I think you would
done. Particularly in the South-East and London,accept that the relevance of the CPI is more in
which will face a very big growth in population in therelation to internationally traded goods and services.
years to come, just as it has had a big growth inWhat decisions we make about benefits,
population already, we need to free up the housingcompensation and rewards for individual groups in
market in a far better way. That will include partly aour population need not be based on exactly the same
new dimension in the housingmarket which has beenmeasure that is used. I do think, given everything that
lacking in Britain, and that is the encouragement ofhas been happening to pensions over the years, it was
the private rental sector. You may have seen ourthe right decision to retain what is actually not RPIX
proposals for the Real Estate Investment Trust infor your pension; I should inform you it is RPI.
Britain, which in a sense is a model of what has been
successful in the United States. The absence of that

Q979 Lord Vinson: Chancellor, could I return back private rented market in Britain is obviously one
to the housing element in whatever index is used. If factor in our inability to meet supply and also in
the Bank of England recommends putting up interest house price inflation in the owner-occupied sector.
rates to try and take the heat out of the housing There were a number of proposals from Kate Barker
market—I use shorthand—is this not in fact tackling about the better use of land, the quicker release of
symptoms rather than causes? As Kate Barker has land, and a faster track planning system. I think all
very clearly shown, and I think has done an excellent these have now got to be looked at carefully by
job, the cause of the take-oV in house prices is organisations that have an interest in this. I do say if
successive land rationing through the planning we could move to a position where there was an
system. I applaud the work the Treasury has done agreement about what could be done, both locally
through Kate Barker in throwing this up but should and nationally—and I do think that one of the
we not be trying to tackle symptoms rather than problems that has caused higher house prices than is
causes in the housing market and trying to get more necessary is this imbalance between supply and
land released as quickly as possible? demand—we should be in a position to be able to
Mr Brown: The first thing I should stress is that it is, deal with this over the next few years.
once we set the target, the Bank of England that Chairman: Chancellor, we seem to be extremely
makes the decisions. It is not therefore for me to give productive this morning. I am not sure, Lord
a running commentary on what influences the Bank Skidelsky, whether the Lord Chancellor has dealt
of England when they make their decisions. I would with everything under your question.
want to safeguard the independence of the Bank of
England. Once we set the inflation target, it is for
them to make their decisions. Their aim must be to Q980 Lord Skidelsky: As Lord Sheldon asked and

you answered the question that I was down to ask,meet the inflation target at all times, the inflation
target as far as is possible now, but looking into the perhaps I could proceed to a further question which

I had in mind, which is a more general one. Do youfuture as well. They say in their latest MPC minutes
that they are not targeting house price inflation or think that the relationship between the housing

market and interest rates has been changing? I amany other asset price. Their job is tomeet the inflation
target, but you rightly raise the question of thinking of the fact that part of our property market,

especially in the higher price range, is linked nowgovernment policy towards housing and supply and
demand in the housing market. I am pleased that you to the international market, especially through

purchases by foreigners and therefore not muchpraise the Barker Report because I do believe that
both the Barker Report and the Miles Report, which aVected by changes in domestic interest rates. I do

not know how quantitatively important that eVect iswas complementary and looking at mortgages, are
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Mr Cunliffe: On gilts, the index linking is RPI andor whether it is increasing, but it must complicate the
problem of controlling property bubbles in this savings certificates are a spin-oV of gilts. There is

quite a large stock of debt out there and I do not thinkcountry.
Mr Brown: Obviously the mechanism by which an there is any appetite at all in the private sector to

introduce a new type of index-linked debt becauseincrease in house prices aVects inflation in the British
economy is a hotly-disputed topic in the academic that of course would make the existing stock less

liquid and less useful. Nor is there any pressure toworld. It is, in a sense, an issue that after setting the
inflation target, the Bank of England is equipped to move over to a diVerent index. On the general

question, my guess would be that the degree oflook at through the expertise that is available to it.
The eVect would be through consumer expenditure. indexation in the economy, the degree to which

contracts are linked to a particular index, hasIf consumers recognise that the housing wealth is
increasing, then they may increase consumption of probably reduced substantially over the past few

years. As you get to low inflation and, equallygoods and services. That is one possible eVect. Then
consumers may borrow against the increase in the important, stable inflation, it just becomes less

necessary to index. If we are talking about two indicesvalue of their house and use that borrowing to fund
additional consumption. You are raising questions that are pretty close, yes, people will use diVerent

measures, but they have been using RPI and RPIXabout where the investment in the housing is actually
coming from. I am happy to say that the Treasury and RPIY and ROSSI. We have had diVerent

measures before. I just think this question of an indexwill do some work on this and report back to the
Committee. If we can be of any help in pursuing your of contracts becomes less important. The key is to

give the Bank of England the index for monetarythesis on this, we will give you what information that
we have. I would not personally think that that is the policy that is technically the best and that is what we

try to do.biggest factor. I think I should also draw your
attention to the euro studies we did a year ago. In Mr Brown: Perhaps it might help the Committee’s

final conclusions if I sent a note to you about thethese euro studies we did do a very big examination
of why we thought it was diYcult to achieve diVerent indices that are actually used, particularly

for the calculations of social security benefits. Wedivergence and flexibility with the European
economy in the immediate future. Of course, we drew have RPI, RPIX and ROSSI, and it is not true to say

there was only one index before we made the change.attention to big diVerences between the British
housing market and the housing market in the rest of There were at least three diVerent indices—and it is

quite confusing—that were used, but there were goodEurope. The main diVerences that we alluded to were
the fact that we had short-term mortgages rather reasons why they were adopted at the particular

point in time they were. I do say that the bestthan long-term mortgages and of course the high
proportion of owner-occupiers and the far smaller argument for the new index, the CPI, in my view, and

the right one, is that you do want an internationallyrented sector. There are a number of factors that are
diVerent in the British housing market from other comparable index of what is happening to inflation in

your economy.countries. I am happy for us to do more work,
although I do say on these matters that, once we set
the inflation target, it is for the Bank of England to Q982 Chairman: Thank you for that. My problem is
make a judgment and not for us to second-guess that if you look in any economics textbook, they
them. I would be hesitant about doing that. assume that inflation is measured in only one way
Chairman: I am sure you are right to emphasise the and it is not a problem, but that is a problem for
wealth eVect and how it aVects consumer demand economists and not for you, Chancellor.
rather that what youmight call the price eVect, which Mr Brown: I think it is very interesting that when we
seems tome to be bad economics. Thank you for that. were looking at the change to the CPI, which is of

course not called that in Europe, it is calledHICP, we
did find that, even with the single currency inQ981 Lord Wakeham: Going back for a second to
existence, there are still some variations in the waythe question of the RPI and the CPI, you made a
diVerent countries calculate their inflation rates.powerful case for the change, but the fact of the
Even in Europe, you would assume that there is onlymatter is that a great many contracts are written and
one inflation index. While it is very similar in generalthey will go on for many years under theRPI. You do
terms to CPI, there are some local variations thatnot see any diYculty about that?
still exist.Mr Brown: I think there is an issue here. When you

are talking about contracts, I was not quite sure
whether you were talking about the social security Q983 Lord Oakeshott of Seagrove Bay: You have

explained your reasons for moving over to the CPI.arrangements or talking about gilts. Mr CunliVe has
done some work on the gilts issue. My question is about the level of the target of the
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ready to be criticised if we have got that wrong, but ICPI, which you chose. The back testing I think over
about 15 years now shows that the gap between the think the judgment on that cannot be taken now. It

has got to be taken later.RPIX and the CPI has been running at about 1 per
cent a year, which indeed is where it is at the moment,
and is showing no sign of closing. Does that choice

Q986 Chairman: As an obvious supplementary tothen of the 2 per cent target not in fact really mean
that, since in your opening remarks you referred tothat there is eVectively an increase in the inflation
what is happening to oil prices, has the Treasury donetarget, unless of course you are expecting the rate of
any work as to how the CPI as opposed to the RPIincrease in house prices to slow down very soon?
would be aVected by that supply side?Mr Brown: That is not the basis on which we made
Mr Brown: Our budget assumptions on oil prices arethe decision. We made the decision because, looking
set down, of course.two years ahead, the 2.5 per cent RPIX target was
MrBalls: In terms of the impact on CPI and RPI, mysimilar in its eVect as to the 2 per cent CPI target. I
guess is that that would be broadly similar. We canthink you will find, when you look at the Bank of
do some further work on that. To put this inEngland’s commentaries on this, that they are well
historical context, we are having a debate aboutsatisfiedwith that decision.Of course, you could have
whether CPI inflation is a few tenths of a percentagedone a whole series of other calculations, but,
point below the target of 2 per cent and whethergenerally speaking, while the Bank of England has
RPIX at 2.1 is a bit below 2.5 per cent. Clearly, on agot to meet the inflation target at all times, they tend
30 or 40 year view of British economic policy history,to look two years out. On that basis, there was a
to be troubled by these diYcult matters would seemsimilarity between the eVect of the 2.5 per cent and
trivial compared to some of the diYculties pastthe 2 per cent targets.
governments have faced. We have just had a
discussion about the CPI, RPIX, RPIY and the

Q984 Lord Oakeshott of Seagrove Bay: That importance of clarity and the lack of confusion. If
decision was taken last year, was it not? This was one wants to be overly-academic, one could have
something we explored with your oYcials when they decided that the exactly analogous inflation target
came to this Committee last year. If you look at what might have been 1.94 per cent or 2.15 per cent, but
they said last year, they were saying that they were actually we decided that the most important thing
expecting, as part of this to get to this 0.7 per cent was to have a clear target, which people could
gap, house prices to be rising slower than the growth understand and 2 per cent is the best target to choose.
of average earning this year. I think if you look again It was clear, it was easy to understand and it was in
now, you will see that the gap is looking quite a bit fact analogous, taking a two-year view, to 2.5 per
bigger. Thatwas just a spot gap looking two years out cent. I think, while these debates are interesting, it
and fixed about six months ago. If you look now, you would have been bad policy making to decide, from
will not see those numbers looking the same. the point of view of academic rigour, to try to shave
Mr Brown: I take it you are not proposing that we the inflation target to tenths of percentage points here
adjust our inflation target every three months on the or there.
basis of—

Q987 Lord Oakeshott of Seagrove Bay: The long-
Q985 Lord Oakeshott of Seagrove Bay: I am saying term gap has been 1 per cent, has it not? Your figure
you picked it at a very unusual time. The long-term is the short-term snapshot.
average has been 1. How many cyclical fluctuations Mr Balls: The long-term gap has been slightly above
do we have to have before you say that is a temporary 0.5 but substantially below 1. I do not think you are
situation? correct about that, but I am happy to have that
Mr Brown:As far as house prices are concerned, you debated. That is my first point. In a sense, if you look
have seen our budget forecast, that we expect house at the big picture, a 40 or 50 year view of British
prices rises to be moderate. It would not therefore be economic policy history, to be in a position where we
consistent with that then to assume that we have got actually have a good chance year on year on year of
it wrong in terms of the 2.5 per cent versus 2 per cent. sustaining inflation at around 2 per cent CPI or 2.5
I think a lot has yet to be seen about what is per cent RPIX is a huge achievement. The most
happening in the course of the next two years. I do important thing to do is to have clarity. I think there
not thinkwe can draw the conclusion that you appear is a danger that one gets lost in academic musing.
to be drawing. Perhaps you do not want to draw any
conclusion; you are just intimating a question that
has to be answered. We made our decision on that Q988 Chairman: I used the word “academic”

pejoratively but I had assumed rather cynically thatbasis, that looking two years ahead, the 2.5 per cent
and 2 per cent seemed similar. Of course, we stand you just wanted a round number.
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Q990 Lord Skidelsky: Chancellor, you have citedMr Brown:Maybe, for the benefit of the Committee,
it might be worth pointing out that the RPIX figures of falling rates of inflation over a period of the
averaged in the 1970s at 13.5 per cent; in the 1980’s at Seventies, Eighties and Nineties. I wonder how far
7 per cent; in the 1990s, even taking into account you attribute that to improvements in monetary
what happened in the late 1990s, it was nearly 4 per policy as opposed to changes in world conditions,
cent; and since 2000 it has been 2.3 per cent per changes in markets. At the moment, monetary policy
annum to date. I can also give the Committee the takes all the credit almost for a global reduction in
peaks and troughs. I do think this historical point is interest rates, with central banks following similar
worth taking into account. As I say, the reason we policies. I wonderwhether that is correct andwhether
made the decision we did was on the basis of looking it has not been easy for central banks in the existing
two years ahead. Obviously things do change but this climate to keep inflation low because basically all the
would not be the right time, I think, to draw a final other indices were tending in the same direction?
conclusion as to whether you feel we have got this MrBrown:Obviously when are looking at the British
wrong or right, if you accept that that was the basis experience, one has to take into account that
on which we made the decision. commodity prices internationally and so on have not

had the eVect on inflation that oil did in the 1970s. I
would say that even in circumstances when inflation
was low internationally, Britain has tended, because
of the way the British economy has operated, to go
through these stop-go cycles where we have inflationQ989 Lord Sheppard of Didgemere:Youmust be fed
building up, wage demands following that, and,up with discussing this but I have one more question.
because of that, we have had very severe problemsI agree with what Ed Balls has said: I think we are
with very diYcult recessions. I do attribute the facthaving a high quality debate if we can get down to
that the British economy has probably been moredecimal points on inflation. In fact, to some extent
stable than other economies in recent years to thethis question has been overtaken by the figures
changes that we made in monetary and fiscal policy.announced yesterday because the gap closed from 1.0
I think in particular the forward-looking approachto 0.8 yesterday. I was going to ask: have we given the
and the credibility that the Bank of England hasMPC in making their interest decisions a dilemma
gained has been a very significant contributor to ourbecause the CPI was getting close to the 1 per cent
low inflation and to our growth. It is true to say thatpoint at which it would have to notify you, whereas
if you look at America and you look at Britain, whothe RPIX was going up towards 2.5 per cent? In fact,
would have expected that youwould have had centralas we know from yesterday’s figures, those
banks so aggressive in a world downturn that theydiVerentials both went the right way in closing the
would cut interests rates on 10 or 11 occasions and IdiVerential. What do you think we could do to end
think the Bank of England on nine occasions, and inthis dilemma, Chancellor?
the case of the Federal Reserve it was 12 occasions,Mr Brown: I must stress my support for the
and you have interest rates in America as low as 1 perindependence of the Bank of England in making
cent and interest rates in Britain as low as they havethese judgments. I am not going to be drawn into
been. This has been aggressive, forward-lookingsecond-guessing them. I think they have a duty to
monetary policy but it is only possible, in my view,meet the inflation target at all times. It is true that at
because of the credibility of the system that nowthe very point at which people have expectedme to be
exists for making these decisions. I would also sayreceiving an open letter from the Governor of the
that the symmetrical target is important here. ByBank of England, it has never happened over these
setting a symmetrical target and saying that deflationlast seven years. Perhaps when we constructed the
is as worrying an issue as inflation, that has enabledsystem we could not have expected that that would
the Bank of England to take the action that it did. Ifhave been the outcome. It is also a reflection of the
the inflation target had simply been 2.5 per cent orfact that inflation has kept very much within a target
less, I do not believe that the Bank would have beenand the average is 2.5 or 2.4 per cent in most years
tempted into as many interest rate cuts as they haveunder theRPIX index. I do not want to be drawn into
made, but because it was a symmetrical target andthe dilemmas that the Bank of England faces. Let me
basically wewere sending a signal as a government byrepeat this: their job is to meet the inflation target we
choosing the symmetrical target that deflation is ahave set at all times, and that is not just today but
problem that can worry us as much as inflation has inone, two, three years ahead. That is why, of course,
the past, I believe that they took this more aggressivethey have made their three interest rate decisions that
approach and I think they were quite right to do so.they have made over the last few months, and that is
Yes, changes that have been happening world-wideto raise interest rates because they are looking at the

position moving forward. have led to an environment that is far more
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Q992 Lord Vinson: Does a £40 billion a year tradeconducive to low inflation. At this point, of course,
we are dealing with an oil price rise but generally oil gap concern you?

Mr Brown: When you look at our budget figures forprices have not risen. I do think changes in the
monetary policy regime enabled us to move through this year, exports are recovering in away that was not

possible in previous years. If you look at this mostthis world downturn while maintaining growth. I do
not think without these changes in any of the recent world downturn, it has actually had quite a

unique characteristic because, even in the downturnsprevious cycles in the last 40 years that would have
happened. of the early Eighties and the early Nineties, world

trade continued to grow quite fast but inMr Balls: On page 22 of the budget book, Budget
2004, we have a box which goes into this issue of 2000–2001–2002 world trade virtually stalled. There

was a period when it stalled, then a period when itinflation targeting and the changes it hasmade. There
is a longer paper we could send you, which shows that rose, and then it stalled again. There has been a great

deal of uncertainty about world trade. Any exportingsince Bank independence, the UK has actually had
the lowest level of volatility in inflation and in output country like ourselves was bound to find it diYcult

and so it compounded the problems that we had hadof any of the G7 countries. It was lower than in the
past. In particular, interestingly, it shows that those with the exchange rate in relation to the euro area; we

have then had this particular issue arising for allcountries that moved to central Bank independence
and inflation targeting have tended to see both lower exporting countries but it has hit us, and that is the

stalling of world trade. We think world trade is risinginflation volatility but also higherGDPand lessGDP
volatility. The evidence is pretty clear, Lord and it is rising quite fast. We think our exports will

rise. Clearly, that will help the trade position overSkidelsky, that while there has been a general
lowering of inflation around the world, those time. I do believe that the trade deficit is both

financable and is something that is correcting itself bycountries which have moved to inflation targeting
and in particular the UK have had lower inflation the rise in exports.
and less volatility in inflation and in output than
those countries that have taken a diVerent approach.

Q993 Lord Roll of IpsdenMy question is not of theI think the Bank of England can take some credit.
degree of profundity of what we have discussed soMr Brown: I may say after the Committee’s
far. It relates to the membership of the Monetarydeliberations, that if you look at the peaks and
Policy Committee. There is a widespread and fairlytroughs, inflation in the Seventies went from 7.7 to
obvious assumption that members of that23.7 per cent. Even in the Nineties, it was 2 per cent
committee would, by and large, be experts inin the trough and 9.5 per cent at its peak but, since
monetary economics. That does not seem to have2000, as part of something that had been happening
been the case. I realise it does not have to be, andbefore, it has become between 1.5 per cent and 3 per
I seem to remember Keynes saying the day wouldcent. That is what we mean about the lesser volatility
come when monetary policy would be asin inflation rates in Britain, less so than the euro area,
straightforward as dentistry, so maybe we should beless so than America in recent years.
appointing some dentists! It is significant that that
requirement of monetary expertise does not seem to
have worked recently.Q991 Chairman: I do not think there is anything

between us on that. Could I just ask you, Chancellor, Mr Brown: Thank you for that question. I do
whether you do not find it paradoxical compared appreciate your long experience in looking at these
with the past that you have sat here over half an hour matters. If you actually look at the legislation first
answering lots of questions and the words “exchange of all, so we are clear what we are required to do
rate” have not passed your lips? In the old days, when and then my comments about what we have done,
we were meeting your predecessor, we would be we are required to appoint people where we are
discussing nothing but the exchange rate crises. satisfied that the person has knowledge or
Clearly, there has also been a shift, if you like, in view experience which is likely to be relevant to the
that somehow the exchange rate does not have the committee’s functions. On the executive issues, one
great central focus it used to have. I must say, it is not person is to be responsible for monetary policy
something I fully understand but it has clearly moved analysis and the other responsible for monetary
that way. policy operations. Under the legislation, we are

required to appoint people who have knowledge andMr Brown:Although it is true to say that we go back
to the discussion on these issues last year when we experience that is relevant to the Committee’s

function. I think it is true to say that of the 20 pastwere looking at the whole question of the euro and
the point at which we would lock into the euro. Yes, and present members of the Committee, roughly

half, nine, have held academic positions inI agree, in the global economy the inflation targeting
is becoming far more important. economics at some point in their career. The
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Q995 Chairman: Going back to Lord Rolls’ point,remainder are either professional economists or
have acquired considerable expertise in the course I think that is partly what underlies it. Speaking for

myself, I personally find the MPC much lessof their former occupations. I do not think it is true
to say that there is any member of the Monetary interesting than when they started. I think Lord

Rolls’ point quoting Maynard Keynes is that that isPolicy Committee that does not meet the
requirement of the Act. The question is whether you all too the good; the less interesting they are, the

more likely it is that they are doing adefine monetary policy expertise and knowledge—it
says “knowledge or experience”—widely or you straightforward job.

Mr Brown: I think what Keynes had in mind isdefine it narrowly. I think all of them are perfectly
capable, and have proven themselves to be so, of technicians that could operate a policy with

eYciency. I bow to Lord Skidelsky’s greaterdoing the job. May I add, what has perhaps
surprised me is that the public have accepted that knowledge and expertise in this area. The members

of the Monetary Policy Committee are people withthe divisions of opinion amongst the Monetary
Policy Committee are quite an acceptable and not a wide range of experience. I do think that people,

when looking at the membership of the Monetarya disruptive way of looking at policy. I think that
in bringing together a wider range of people than Policy Committee, are quite encouraged by the

range of people we manage to attract to theperhaps you would have thought we would do if we
had taken the definition of monetary policy membership of this committee. We have, for

example, the former editor of the Financial Times.experience narrowly, it has also been possible, with
that wider range of experience, to have divisions of You would not say that he was an academic in

monetary policy but it seems to me, from both hisopinion amongst the committee, but nobody has
thought that that has destabilised their monetary business and public experience, he has a great deal

to oVer the committee. That is simply one example,policy or made monetary policy more diYcult to
operate. Even though the Governor has held a and I do not want to go ad hominem on this, of

where, on the narrow definition you could have adiVerent view at meetings about interest rate
movements to the Deputy Governor, that has not view but on the wider definition I think you would

say this is actually a very good appointmenteither been a problem. Even when the votes have
been 5:4 or whatever they have been on diVerent altogether.
occasions, people have accepted that that is
legitimate as well. I think the experience of the

Q996 Lord Goodhart: Chancellor, could we moveMonetary Policy Committee is: yes, it is right to
on to fiscal policy? The IMF and the OECD havehave a wide range of experience and not too narrow
both said that they are somewhat unhappy witha focus; and, secondly, that even when there is a
aspects of the United Kingdom’s fiscal position. Arewide range of views on that committee, maybe from
you satisfied that the United Kingdom will in factdiVerent ideological perspectives but also people
be able to satisfy the Golden Rule without higherbringing diVerent experiences to the committee, the
tax revenues? What do you think of the current andfact that there have been these disagreements has
future fiscal position in this country?actually been healthy for monetary policy and not
Mr Brown: This is a question that I had to answer,disruptive.
as you know, after the Budget. Let me say that I
believe that we will meet our fiscal rules. I believe

Q994 Lord Oakeshott of Seagrove Bay: Chancellor, that our public spending plans, some of which are
you are obviously otherwise engaged at the moment yet to be announced in the Public Spending Review
but under this wider definition, would you qualify, in the next few weeks, are aVordable and financable.
do you think, for the MPC? The choice I had in this year’s Budget was not about
Mr Brown: Which Chancellor would have qualified raising taxes but whether I would make the choice
under these definitions in the last 100 years? I do not as to lower taxes or to raise public expenditure. I
know. The job of the Treasury and the job therefore believe, in all the considerations that we have to
of the Chancellor is to set the framework within make about the future of our country on investment
which the Monetary Policy Committee operates. in education and infrastructure to meet the needs of
The independence that we give them is for them to the global economy, the right decision was not to
interpret that remit and get on with it. My job is lower taxes but to raise public investment. Any
quite distinct from the job of the Monetary Policy nation, looking at its position, facing competition
Committee members, and therefore to suggest that from America, Japan, and everywhere else but also
I should have exactly the same qualifications as from China and India, must now invest in
them is wrong, and therefore your premise is wrong. education, science and infrastructure as well as

liberalise its economy and encourage enterprise. ILord Oakeshott of Seagrove Bay: I think you are
being too modest. believe we have not only made the right decisions
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Q998 Lord Vinson: Is it a fair criticism to make thatbut these decisions are within the context of the
rules that we have set ourselves, which are the two our savings ratio is very low and if it were higher,

that would help the whole investment atmospherefiscal rules which we have continued to meet every
year and will, in my view, continue to meet in and the whole investment procedure?

Mr Brown: Savings ratios vary with the stages of thefuture years.
economic cycle. I have always found this a question
that should be put in its proper context because

Q997 Lord Goodhart: Do you think that the IMF America as an economy is doing very well but it has
and the OECD are wrong in expressing concerns? a savings ratio that is virtually nil, and yet it has
Mr Brown: We are right. Far be it from me as the maintained itself as a successful economy over the
Chairman of the IMFC Committee to criticise the years. We would like a higher savings ratio. Our ISA
IMF. I think what has to be borne in mind is that policy makes it tax advantageous for people to save
we are far more cautious in both the assumptions we more; we have made changes in the pensions regime
make and the conclusions we draw about our fiscal which I think has made it more attractive for people
policy than in previous years. Our trend rate of to save through their pensions with the tax relief
growth is 2.75 per cent but for fiscal purposes we ceiling being a life-time ceiling rather than an annual
assume a far more cautious position of 2.5 per cent. ceiling. I think all these things will contribute to
We do not include, for example, privatisation people saving more in the years to come. I think we
revenues, as was previously done, before they have to look both historically at the diVerent points
actually are there on the table—money in your in the economic cycle and comparatively between
hand. On unemployment, we do not assume, as ourselves and other countries before we make an
previous governments did, that unemployment will assessment that somehow it is a bad thing for the
fall, even although the expectation is that it will fall. British economy that the savings ratio at a
We do not assume that and we do not take social particular point in time—it is actually rising at the
security savings therefore, even if we think that it is moment—has been relatively low. It is certainly not
almost inevitable that we will have more as low as it was in the late Eighties.
unemployment numbers in the course of a year. Our
audited assumptions are included, and therefore we

Q999 Chairman: Chancellor, one of the things thatbring in the National Audit OYce. These are
disturbs me is that some of these outside bodies liketherefore independently audited. Go right through
the ECB or OECD are commenting on fiscal mattersthese issues—the trend rate of growth,
where they see the problems arising. They also add,unemployment, equity prices, interest rates,
and get themselves into the political area in myprivatisation proceeds, oil prices, anti-tobacco
judgement: “and to deal with this, governmentssmuggling measures, VAT compliance—and in all
ought to cut public expenditure and not raise taxes”.these areas where previously governments tended,
Is there not a danger that these bodies are gettingfor all sorts of reasons, to put in figures that were
into areas which are none of their business? Thereperhaps over-optimistic and made the position look
is a world of diVerence between saying we must havebetter than it was, all these figures are now audited
fiscal stability and then telling elected people—notin a way that takes away the discretion from this
us of course—how they ought to deal with it in theGovernment and makes us subject to the
most politically sensitive area of all.independent auditing of the NAO. I think when

people actually look at these characteristics of the Mr Brown: Can I put the issue another way round,
and it may lead to further questions that you maynew regime, and we are far more cautious in the way

we do things, and then look at what we are actually want to ask about the Stability and Growth Pact?
There is a huge debate in the academic and politicalsaying about how we will meet our fiscal rules, we

meet our fiscal rules in this cycle with leeway on community about what are the most appropriate
fiscal rules for countries in our position, advancedcurrent revenues exceeding tax revenues; we meet

our fiscal rules with debt levels considerably lower industrial economies. I sometimes think that the
debate is coloured by an automatic assumption onthan the 40 per cent that is the second fiscal

sustainable investment rule, that we can borrow for the part of some people that only a balanced budget
is the appropriate fiscal policy. Sometimes it is ainvestment but subject to having debt levels that are

sustainable at a level of 40 per cent or less. The balanced budget over a cycle and sometimes a
balanced budget in any one year. We have seen whatfigure has been between 32 and 35 per cent for the

years of this cycle. I think 36 is the peak, and so we has happened to countries that have tied themselves
to an annually balanced budget and said that theymay go below 40 per cent in the second rule. Taking

all these things into account, I think we are right on could achieve that over 10 or 20 years ahead, and
then when there was a world downturn they are inthis mater and others should take these things into

account in the commentaries that they make. a position where their figures are completely at
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experience of other countries. I do think, however,variance with what they are promising to achieve. I
think our fiscal rules are more relevant for the the trend is towards people moving closer to our

system rather than us moving closer to their system.condition in which we find ourselves and most
advanced industrial economies, that you must not As far as independent studies and independent

arbiters are concerned, there is no shortage, as webe profligate and you must be disciplined.
Therefore, your current expenditures should not have just been discussing, of people who claim

independence telling us what we should do and whatexceed the revenues that you are able to generate
over the economic cycle. Equally, if you have we might benefit from doing, according to their

advice. What is interesting is that there is a veryinfrastructural needs such as we do, and I think this
is an issue for many of the countries in the European open debate now about fiscal policy as well as about

monetary policy and one of the aims of our new25 now, with major infrastructural needs, if you
have low debt and therefore you have proved that system was that there was greater transparency than

ever before. I believe that there is greateryou can retain a disciplined position on the debt
levels and therefore they are sustainable, then to transparency, both in the debate and what is

available, so that people can debate monetary policyborrow for investment makes economic sense.
Equally, in a downturn, it makes sense for countries and with all our audited assumptions and the

publication of the information that we do,during a downturn to recognise that they will have
additional costs to bear and that the economy will including, by the way, publication of our estimates

about fiscal policy or fiscal deficits right up to 2050.do better if there is greater freedom to spend. A
corollary of course is that in an upturn when you We are in a debate about the long term and not just

the short term fiscal position. As far as who shouldare above the trend rate of growth, you should be
more disciplined. I think all this is part of a wider make the decisions about fiscal policy, and I think

the arbiter is the same as someone whosedebate, and some of the people obviously
commenting on the British economy are starting independence would allow them therefore to justify

saying that they should impose their decision on us,from the perspective that they believe in an annually
balanced budget, that that is the only credible fiscal tax decisions must be a matter—and it comes back

to tax and spending—for governments who arepolicy, and that is the only legitimate way to
proceed and anybody who is actually arguing for a answerable to the people through parliament. I do

not believe it would serve us well to privatise fiscaldiVerent position is on intellectually unacceptable
ground. I do not accept that position. I think our policy or make it independent of government.

Certainly the supply of information has to befiscal rules are appropriate to the needs of our
economy but also to the needs of many advanced credible and therefore the auditing assumption is

important, but—and I think this is one of theindustrial economies.
Chairman: We are beginning to run out of time, as problems with the Stability and Growth Pact as we

have discussed here—the idea that people who arealways. I must complain to you that you are
stimulating more questions than you can have time not elected should make decisions about tax policy

is something that I find very diYcult. Therefore I doto answer. We ought to try to make a bit of progress
otherwise we are not going to cover the ground. not envisage the same arrangements for fiscal policy

as we have for monetary policy.

Q1000 Lord Elder: I am still on fiscal framework.
You have commented a good deal on the rules. It Q1001 Chairman: I think we put this to you—to use

Ed Balls’ words—because one or two of us are stillhas been put to us by one or two witnesses that it
would be sensible and helpful to have some kind of academics and the standard exam question, if I was

still doing that sort of thing, would be to ask whatindependent body commenting on fiscal policy—
and I think the question here says “determines the is there about monetary policy when run by an

independent group that does not apply to fiscalpolicy” but I do not really think that was ever
envisaged—and be a sort of independent arbiter of policy. I think you have given us the answer but that

is what lies behind it—me wearing my academic hat.what fiscal policy is about, where the cycle is. Do
you think that would be helpful? You have also said Mr Brown: It is true, as far as monetary policy, that

we set the inflation target. The government of thethere is a good deal of work going on at the
moment, a good deal of thinking. You are obviously day is responsible for setting the inflation target and

the Monetary Policy Committee goes ahead topleased with where things are. Do you yourselves
envisage any changes in the fiscal framework or implement that.
would you consider any changes? Mr Balls: It has been a big strength of our system

that not just city economists but, also, academicMr Brown: I am grateful for this question. We do
learn all the time about what is happening around economists have been commenting more on

monetary and fiscal policy in the UK, and that is athe world. We stand ready to learn from the
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happen, and whether this sort of co-operation isgreat strength. As I said, we would not want you to
think that we were discouraging that in any way. necessary. I wondered whether you would like to say

something about that.The diVerence between monetary and fiscal policy is
that in monetary policy the objective is clear and Mr Brown: I am grateful to you for raising this. I

think this is a debate that is going to be more intensethere is a small number of instruments, whereas in
the case of fiscal policy it aVects so many diVerent over the next period of time, about what is going to

be the right framework for the Stability and Growthaspects of the objectives of government, not just the
balance between tax and spending but the type of Pact moving forward. It is undoubtedly the case

that, I think, seven countries out of 15 are nowtaxation and the type of spending objectives. Just to
make one final point, which is, in a sense, another outside the technical requirements of the Stability

and Growth Pact this year. Therefore it does raisehistorical point, we have gone out of our way to try
to encourage an open and public debate and publish questions about its eVectiveness and its basis. We

have said there are three things that we think areinformation, but I think you have to be quite careful
about drawing the conclusion that governments important that are not properly taken into account

in the present operation of the Stability and Growthsanctioning, apparently, independent groups of
experts to comment on their decision-making, leads Pact, which while achieving a degree of discipline

that is necessary does not necessarily also achievenecessarily to greater transparency. If you look at
the experience of the “wise men” between 1992 and the economic growth that stability and growth are

supposed to create. One is that inadequate account1997, when that group was set up by the previous
government to comment on monetary policy, the is taken of the economic cycle. So an annual

requirement does not allow you—and this may beonly thing which they demonstrated was that they
could never agree amongst themselves and that, what Lord Skidelsky was going to ask about—to

look at the cycle as a whole. The second thing is thattherefore, every month, or every quarter as it was,
it does not take into account levels of investmentthey disagreed. I think, probably, that led to less
separate from levels of consumption. I think it isaccountability of government decision-making
important, particularly with countries like ours withrather than more, because rather than agreeing their
huge infrastructure requirements—mentioned thiscritique of the government they could never agree—
morning, for example, in London, in terms ofit may be that was how it was designed, but that
transport—that we are able to distinguish betweenwould be too cynical a suggestion. You have to be
consumption and long-term investment that oughtquite careful about thinking that setting up an
to be made in the interests of the country. The thirdindependent group and giving them a remit
thing is that the Stability and Growth Pact, havingnecessarily leads to greater accountability.
been set up following the Maastricht criteria,
ignores debt altogether and it simply takes intoQ1002 Chairman: If you tell them they have to
account the annual deficit and not the level of debt.make up their minds it will certainly mean they will
I think it is common-sense that a country with lowhave to agree on something, at the end.
debt that has got investment needs should be in aMr Balls: They only ever agreed on the fact that
position, all other things being equal, if it has to, tothey disagreed.
borrow to meet that investment, but the StabilityMr Brown: One thing we are clear about on fiscal
and Growth Pact does not take account of thatpolicy is that it is the government of the day that
because its focus is on annual targets and deficitspays the price if it has to take decisions on taxation
rather than debts. You have almost got this ironicthat the electorate disapprove of.
position that you have got a number of countriesLord Skidelsky: I just want to go back to what you
which are part of the Stability and Growth Pactsaid about balancing budgetary—
whose debt levels are about 100 per cent or more,Chairman: No, that one we do not want. We have and therefore they would not actually qualify under

done that. the Maastricht criteria in the strictest sense but they
Lord Skidelsky: I object, Chairman. are said to be performing very well in terms of the
Chairman: You may object, but one of the great Stability and Growth Pact. That, I think, is a
things is I am Chairman and literally we are problem, as people now agree that debt should,
operating according to a time constraint and there perhaps, be taken more into account than it has
are other questions we need to ask the Chancellor. been in the past, and not just deficits. I think that

is becoming an important issue as well. So these are
Q1003 Lord Wakeham: You touched on the the three issues with the Stability and Growth Pact.
Stability and Growth Pact of the EU. I just
wondered whether you would like to say something Q1004 Lord Wakeham: Do you think there is a
about how you see that being developed. There are reasonable chance that the arrangements will

change?questions about suitability and how it would
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more flexible approach to fiscal policy and,Mr Brown: I think the Stability and Growth Pact is
in a process of change. I think we are going through therefore, you would vary, or have the power to

vary, your tax rates, depending on your assessmentthe motions at the moment of implementing it for
individual countries that will almost certainly not of the economic cycle. We did propose for

consultation a mechanism by which there would behave to pay fines, even though that is the
requirement of the Pact. I think there is an this regular examination of the fiscal position, and

the ability to go to the House of Commons and haveintellectual process of re-evaluation work, even in
the countries that have been most determined that permission to vary your tax rates. Given that we are

not, at this stage, losing the national control ofthe total disciplines of the Stability and Growth Pact
are met. The great irony of the situation is, of monetary policy, I do not think our view in the

Treasury would be that that is a necessary measurecourse, that to maintain fiscal discipline is
absolutely critical and, therefore, you do not want that we need to consider now. However, the debate

is open; if we were to join the euro, and we have ato get into a situation where you have a pact that
is broken but the discipline, if it is to be properly mechanism by which we continue to assess whether

it is right to have a further examination of the euro,maintained, has got to be on the basis of sound
principles that can actually last beyond the then this would be a very valid debate indeed

and your contribution, and the Committee’sindividual year for which they seem to be relevant.
I think that is the dilemma for people with the contribution, to that would be of interest.
Stability and Growth Pact—that while we must
insist on fiscal discipline we must get the roots, the

Q1007 LordVinson:Coming back to the supply side,foundations, on which it is based more in tune with
my Lord Chairman, and possibly touching onthe needs of advanced industrial economies.
productivity, first, Chancellor, can I say that so I
welcomed in your recent Budgets the changes in

Q1005 Lord Sheldon:Much of what you are saying capital allowances. These, of course, are not
is within the context of the economic cycle. One can handouts, it is just the rate at which a business can
get a reasonable estimate of where the economic amortise or depreciate its assets. Accelerated
cycle began but it is much more diYcult to say when amortisation, in my experience, is one of the most
it is going to end. So many of these decisions are valuable things in enabling companies to write oV

based on these assessments as to the end of that obsolescent plant quickly. So I do think that was a
economic cycle. Does this not present some problem most important move, and I do hope, as a believer in
for you? productivity gains, like yourself, that that measure
Mr Brown: We do, obviously, have to have a and, indeed, the whole concept of free depreciation—
judgement on when the economic cycle ends, ie depreciation choice—is a very important thing for,
because our fiscal rules are based on meeting things particularly, emerging businesses who want to write
over the cycle. Generally, the record of the Treasury oV obsolescent plant as fast as they can. Having said
in recent years has been a good one, and I doubt if that, what are the supply side priorities that you feel
that is the major controversy in the academic could be tackled? You have talked about further
arena—how long the economic cycle will run. It is deregulation, which is enmeshed in so many
one of the issues but it is not one that is suggested companies. Have you a wider programme in the back
to us as the most controversial. Clearly, however, it of your mind for productivity improvements, or
is a judgement and that means that economic policy assisting productivity improvements generally?
sometimes is about judgment. Mr Brown: Yes, indeed. I am glad you mentioned
Chairman: Since our productivity seems to have capital allowances. We made them permanent for
risen, Lord Skidelsky, you can now ask your very small companies and we have raised capital
balanced budget question, because it is within our allowances this year for a short period of time to
time range. encourage investment to move forward. Side-by-side

with that, of course, we have made big changes in
Capital Gains Tax as well as reduce the rate ofQ1006 Lord Skidelsky: You referred to the rules,

and it has been suggested to us by a previous witness Corporation Tax. I think all these things, given our
other priorities, the reduced Capital Gains Tax andthat tax rates should be set with a view to increasing

the eVect of automatic stabilisers. This was really in having made permanent capital allowances, should
be—and I am obliged you do -acknowledged. As far,reply to your question seven. I wonder whether you

have a view on that. however, as the agenda for moving forward is
concerned, Britain has to be a more enterprisingMr Brown: I presume you are suggesting something

that we considered when we were looking at the culture. Essentially, we have a rate of small business
creation which is a lot lower than our Americaneuro assessment. If we lost the national control over

monetary policy would there be a case for having a neighbours. We have an interest in business start-ups
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make them more enterprising or more successful inand becoming self-employed that is substantially less
individual areas but have a common purpose thatthan the more successful economy of America.
economic success requires certain things to be done,Therefore, one of the reasons that we simply have not
and there is a national purpose and a clear sense ofgrown faster and our productivity has not grown
direction in making these changes possible. I hopefaster is just that the rate of growth and creation of
that despite all the diVerences between politicalnew companies and their survival and growth to
parties we could get to that position where, just as onbecome bigger companies has been just a lot less than
stability, I think there is now a national consensusin other countries. I think it is part of the culture
about the right things that need to be done inmyself, and I think what we are doing, including a
enterprise and competition, and productivitynational enterprise week—which we will be
measures so that there is that consensus to grow.announcing details of—for November, will

encourage young people, in particular, from all social
Q1008 Lord Sheppard of Didgemere: I can tell thebackgrounds, to look at business as a career and to
Chancellor that the answer is yes to my question.look at the opportunities to be in commerce and
Given what you have said, which I foundenterprise. Relationships between schools, colleges
encouraging, that working within the Golden Ruleand businesses are changing, master-classes that are
on essential, major infrastructure projects thererun by people who are business role models and
might have to be flexibility, should the businessencouraging other people—all these things make a
community still retain some degree of hope that adiVerence. Allied to that is a great deal of
decision on Crossrail will be coming in the nearderegulation, both in Europe and in Britain—and I
future?am happy to give the Committee a list of all the things
Mr Brown: You draw me into issues relating to thethat we are proposing: a new competition policy that
spending round, but clearly we recognise theI think in time will be seen to be a very big step
importance of infrastructure. We set aside £181forward in opening up the British economy to more
billion—£124 billion of Government money and £57opportunities for enterprise, and then I will also
billion through private and PFI investments andemphasise our supply side reforms, particularly in
everything else—for a ten-year transport plan. Theeducation and skills, and our science framework. Mr
problem—and I think Lord Wakeham has beenKingman, here, is working on a ten-year framework
involved in some of these issues over time—that wefor science and technology in this country. I do say
have found is that safety considerations in transportthat the Britain that will succeed is a Britain that is
make every infrastructure project, particularlynot just stable but is both enterprising, and invests
railways, far more expensive than we originallysubstantially—and in quality as well as in quantity—
expected. However, we are committed to that £180in education, science, skills and IT. The Britain that
billion agenda. That will require quite diYcult

will fail will be the Britain that will allow under- choices about priorities, but I do recognise that
investment in education and skills and the scientific London transport issues are very important,
structure to continue as it was in the past and then fail particularly in a capital city that is both expanding
to develop an enterprising culture where people feel rapidly and, also, of course, there is the right
that opportunities are open to them, and the result ambition to win the Olympics.
will also be that that will be a risk because
inflationary tendencies in the economy aVect Q1009 Chairman: Economists will tell you that if
stability. So the productivity agenda is indeed wide- safety is the consideration, as you get near to the 100
ranging and aVects every department of government, per cent mark marginal costs rise to infinity.
and that is why we have a new Economic AVairs Chancellor, thank you very much. This is a
Committee in the Cabinet looking at all these Committee of, again, very diverse people with more
productivity issues. It is planning and competition opinions than most. However, rather like what you
policy; it is schools policy, it is migration policy, as yourself referred to earlier, we always seem to be able
well and it is transport and infrastructure policy. All to come to a unanimously agreed report. So we are
these things have now got to be taken into account in aware it can be done. Thank you very much for
a serious agenda. The one thing that I think has been coming to see us today. It has been immensely
missing in this country, also, in recent years, is a share helpful, as you can tell; every time you say something
in economic purpose; that people believe that if we we want to ask “What about this as well?” but we
make these changes it is worth making these changes know you have actually got a proper job to do as well
by there being a national consensus around it. I do as coming to see us. So thank you very much, and
think that those nations that are successful your colleagues, for coming to see us.

Mr Brown: Thank you very much.economically have not only a set of measures that
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1. Note on the relationship between the housing market and house purchases by foreigners

As the Chancellor noted in his evidence to the Committee, the EMU study “Housing, Consumption and
EMU” gives a full account of the nature of the UK housing market. It sets out in detail how changes in
interest rates aVect house prices through movements in housing demand interacting with supply conditions.
The sensitivity of housing demand to interest rates comprises income and substitution eVects, an increase
in interest rates will have:

— a negative income eVect on housing demand as the cost of mortgage borrowing to fund house
purchase will rise; and

— a negative substitution eVect as the rate of return on alternative (non-housing) assets will also rise.

The Committee is right to note that foreign owners of UK properties will not be directly aVected by changes
in domestic interest rates through the income channel if they do not hold UK mortgages. This is also
the case for cash purchasers in the UK. However, foreign and cash purchasers would still experience a
substitution eVect.

Unfortunately the majority of housing market data sources do not record the nationality of the house
purchaser and so it is diYcult to estimate how much investment in UK residential property comes from
overseas. However, the Labour Force Survey (LFS) does collect limited information on both housing and
nationality. Non-UK nationals who own their homes outright accounted for 0.4 per cent of homeowners
aged under 50 in England in 1993, with the figure rising marginally to 0.5 per cent in 2003. The percentage
of non-UK nationals buying with a mortgage stayed the same between 1993 and 2003 at 3 per cent of
homeowners aged under 50 in England, though this figure does not distinguish between UK based and
foreign based mortgages. In London the percentage of non-UK nationals who own their homes outright
rose slightly from 1.2 per cent of homeowners aged under 50 in 1993 to 1.7 per cent in 2003. The available
information therefore suggests that foreign ownership of UK residential property is not likely to be a major
factor in the sensitivity of housing demand to interest rates.

2. Note on the use of price indices to index benefits—which indices are used to index which benefits and the
rationale for the choice of index for indexation

Table 1 sets out the price index used to uprate each of the major benefits administered by the Department
of Work and Pensions (DWP) (unless otherwise indicated).

Table 1

BENEFIT AND INDEX USED FOR UPRATING

Benefits with statutory requirement for uprating Index used for uprating

Attendance Allowance RPI
Child Special Allowance RPI
Disability Living Allowance RPI
Industrial Death Benefits RPI
Industrial Injuries Disablement Benefit As Bereavement Allowance
Carer’s Allowance RPI
Incapacity Benefit RPI
Basic State Pension RPI or 2.5% whichever is higher
Additional State Pension (including Second RPI
State Pension, SERPS and Graduated Pension)
Severe Disablement Allowance RPI
Widowed Mother’s / Parent’s Allowance As Basic State Pension
Bereavement Allowance As Basic State Pension
Benefits without a Statutory Requirement for Uprating
Child Benefits1 RPI
Maternity Allowance RPI
Statutory Maternity Pay RPI
Statutory Sick Pay RPI

Benefits without statutory requirement for uprating Index used for uprating
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Council Tax Benefit Rossi
Housing Benefit2 Rossi
Income Support Rossi
Jobseeker’s Allowance Rossi
Pension Credit (Guarantee Credit)3 Earnings (for this Parliament)
Pension Credit (Savings Credit Threshold) RPI or 2.5% whichever is higher

1 The uprating of Child Benefit is administered by the Inland Revenue.
2 Personal allowances in housing benefit are linked to rate of Income Support/Jobseeker’s Allowance
Payment which is uprated by Rossi.

3 The Pension Credit (Guarantee Credit) is uprated by earnings for this Parliament. The Guarantee Credit
replaced the Minimum Income Guarantee (MIG) in October with the launch of the Pension Credit. The
MIG, which was launched in 1999, was also uprated by earnings. The 1998 Green Paper “A new contract
for welfare: Partnership in Pensions” states that “Our long-term aim is that the new minimum income
guarantee should rise in line with earnings so that all pensioners can share in the rising prosperity of the
nation. This will mean that we can increase the income of the poorest pensioners at a faster rate than
by raising the basic state pension, because help will go to those in greatest need, rather than to rich and
poor pensioners alike”.

Section 150 of the Social Security Administration Act 1992 (“the Act”) requires the Secretary of State to
review the level of benefits annually to determine whether they have retained their value relative to the
general level of prices. A list of all the benefits with a statutory requirement for uprating is set out in Table 1.

The Act provides that certain benefits (including contributory benefits, the Basic State Pension and the
Additional State Pension) must be uprated in line with prices. The Retail Prices Index (RPI) is considered
to be the appropriate measure for uprating these benefits and has been the index used historically. As the
ONS states in “The New Inflation Target: the Statistical Perspective, Economic Trends, January 2004”,
“the RPI began life as a compensation index, developed as an aid to protect ordinary workers from price
increases associated with the First World War”.

Although the Secretary of State for Work and Pensions must review the level of other benefits, he is not
required to increase them. A list of these benefits is also provided in Table 1. Historically, he has exercised
his discretion to provide an increase, and considers the most appropriate index for working-age income-
related benefits to be RPI less costs which are met through income related benefits, that is, the Rossi Index.

The Rossi index is used to uprate working-age state income-related benefits. The index excludes most
housing costs. It is used because recipients of these benefits are likely to be receiving help towards their
housing and council tax costs through income-related benefits. The percentage increase in this index over the
12 months to September of each year is used to uprate benefits for the year beginning the following April.

The definition of the Rossi index is a matter for the Secretary of State for Work and Pensions. The Rossi
Index was used by the DSS (now DWP) for the uprating of working-age income related benefits between
November 1983 and 1991. Housing costs were defined as mortgage interest, dwelling insurance and ground
rent, local taxes, water charges, repairs and maintenance. The items excluded accounted for around 7 per
cent of the items in the RPI.

Since the uprating of April 1992 onwards, a revised version of the Rossi Index (New Rossi) has been used
to uprate working-age income related benefits. The index is comprised of RPI (All Items) less rents, local
taxes—specifically council tax—and mortgage interest payments. The change reflected the restructuring of
both local taxes and income-related benefits.

Further information can be found in “The Abstract of Statistics” 2003 Edition, published by DWP at:
http://www.dwp.gov.uk/asd/asd1/abstract/Abstract2003.pdf

In contrast to the RPI and its derivative indices, the Consumer Prices Index (CPI) was developed expressly
from a macroeconomic perspective. As the ONS states “The historical contexts of the RPI and CPI are
very diVerent” and “Compared to the RPIX, the CPI’s later and explicit development as a macroeconomic
indicator means that it has some distinct advantages over RPIX for this purpose”.

3. Note on the eVect of oil price rises on the CPI and RPIX

Please refer to Box A3 of Pre-Budget Report 2000 (page 153, Cm 4917).



283economic affairs committee: evidence

19 May 2004

4. Note on the size of the long-term gap between the CPI and RPIX

At the time of the switch to the new inflation target, on 10 December 2003, it was estimated that the gap
between the CPI and RPIX in two years’ time—the typical forecast horizon for monetary policy—was °

a percentage point, reflecting the diVerences between the formulae of the two indices. Thereafter, the
diVerential was expected to remain broadly stable, rising slightly above ° a percentage point in future years.
With CPI inflation expected to remain at its target level of 2 per cent, RPIX inflation was expected to rise
slightly above 2° per cent depending on a range of economic factors. This outlook was confirmed in Budget
2004. Further details of the switch to the new inflation target can be found in “The New Inflation Target”,
Annex to the letter from the Chancellor to the Governor of the Bank of England, 10 December 2003
which can be found on HM Treasury’s website: http://www.hm-treasury.gov.uk/media//CD 101 /
Iettertogovofbofepbr03.pdf.

The ONS has documented the historical data for the CPI and RPIX, most recently in its article “The
New Inflation Target: the Statistical Perspective”, Economic Trends, January 2004. The ONS has prepared
estimates of annual growth in the CPI using original raw price data back to 1989. Long-run comparisons
must be interpreted cautiously due to changes in definition of the price indices over the period of the
comparison. In particular, the cost of owner-occupied housing based on a proxy for depreciation was
introduced into the RPIX in 1995.

5. Information on the performance of the monetary policy framework

Information on the performance of the monetary policy framework can be found in:

— “The New Monetary Policy Framework”, HM Treasury, October 1999;

— “Policy frameworks in the UK and EMU”, EMU study, HM Treasury, 2003, Chapter 3; and

— “Reforming Britain’s Economic and Financial Policy”, HM Treasury, Edited by E Balls and
G O’Donnell, 2002, Chapter 19.

6. Note on initiatives relating to regulation

The Government is undertaking the following measures in order to improve the regulatory regime for
business:

— All new policy proposals with an impact on business, charities or the voluntary sector must have
a Regulatory Impact Assessment (RIA) to determine the costs and benefits of the proposals. The
Regulatory Impact Unit, within the Cabinet OYce, oversees this process for all significant
proposals, working to ensure the scrutiny starts as early as possible in the policy making process.

— All proposed major new burdens on business now have to go before the Panel for Regulatory
Accountability, chaired by the Prime Minister, before they can proceed for wider ministerial
clearance. This is a significant hurdle that departments now have to face if they plan to introduce
a new regulatory measure.

— The Regulatory Impact Unit encourages Departments to identify outdated or unnecessary
regulations for reform or removal—the latest published Regulatory Reform Action Plan contained
650 such measures identified since February 2002, a third of which have already been delivered.

— This year the Government increased the statutory audit threshold for small firms to a turnover
of £5.6 million—the highest in the EU and the maximum permitted under EU law. This has freed
a further 69,000 businesses from the obligation to undergo an independent audit, in addition to
the 150,000 businesses that benefited from the first increase in 2000.

— The Company Law thresholds for small and medium-sized businesses have now increased to be
in line with the new EU maxima, doubling the amount of investment qualifying for the 40% plant
and machinery first year allowances and providing a cash flow boost to smaller businesses of nearly

¨400 million over the next three years.

— As announced in the Budget, the Hampton Review is considering the scope for promoting more
eYcient approaches to regulatory inspection and enforcement while continuing to deliver excellent
regulatory outcomes. This is now underway.

— In order to provide business with more stability, the Government is working to implement
common commencement dates for the introduction of new regulations where possible. The DTI
is already piloting the approach for employment regulation and the Small Business Service (SBS)
is currently consulting with business to determine which additional regulations could usefully be



284 economic affairs committee: evidence

19 May 2004

introduced on certain dates each year. The consultation document can be found on the SBS
website: www.sbs.gov.uk.

Improving the regulatory regime for UK businesses continues to be a key part of the Government’s
productivity agenda. More information on the broader productivity programme can be found in the
2004 Budget.

Initiatives at the European level include:

— the UK, along with Ireland, the Netherlands and Luxembourg, has set out plans to make
regulatory reform a priority for each of their four Presidencies of the EU, running throughout
2004 and 2005;

— this joint initiative, set out on 26 January, has now been endorsed by the EU as a whole by the
Spring European Council. It builds on the Commission’s Better Regulation Action Plan, which
has already seen a system of impact assessments introduced for the first time for European
legislation, from 2003;

— work is being taken forward on its major elements, including:

— strengthening impact assessments, particularly through development of a “competitiveness
test” to ensure that the impact on jobs, enterprise and growth is properly factored into
decisions about new legislation;

— targeted simplification of existing legislation. To contribute to this, the Better Regulation
Task Force is currently assessing the potential for simplification in the areas of data
protection, integrated pollution prevention and control, and food labelling; and

— better use of alternatives to regulation, such as competition policy, codes of conduct, and
market instruments and tradable permits.

The Government has recently set out how these principles can be applied, in particular, to the area of
financial services in its May 2004 publication, “The EU Financial Services Action Plan: Delivering the
FSAP in the UK”.

28 June 2004
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Peston, L.(Chairman) Wakeham, L.

Memorandum by the Confederation of British Industry (CBI)

Summary

1. On the inflation target, the CBI accepts that the CPI has advantages over RPIX for the purposes of setting
interest rates, though it makes sense to retain a measure of inflation including housing costs for the purposes
of uprating tax thresholds and benefits.

2. On asset price movements, the CBI believes that the presentMPC approach to policy is appropriate. Asset
price movements should be taken into account in the consideration of monetary policy, but should not be
targeted explicitly nor given some kind of independent weight in the monetary policy framework.

3. On the co-ordination of monetary and fiscal policy, we argue that this is in principle beneficial and need
not compromise central bank independence. Both policy levers should be used to support demand in a
downturn and constrain it when the economy is buoyant. The authorities should strive in particular to avoid
a loose fiscal/tight monetary policy mix.

4. On the fiscal rules, we suggest that while the “Golden Rule” may not be “ideal”, it is reasonable and
practical. Our main concern is the way in which its interpretation remains in the hands of the Treasury,
possibly allowing “too much” flexibility at the margin. We propose a third fiscal rule to limit the share of
government spending and taxation in GDP.

5. On the relevance of policy conduct elsewhere in the world, we note the importance of monitoring others’
policies in principle, but do not believe that the UK has much to learn from others at the present time.

6. On statistical developments, we note that measurement errors and revisions have been fairly significant
over the past two decades, and that this inevitably makes the job of policy makers more diYcult.

7. On productivity, we acknowledge a gapwith theUS, France andGermany. FasterUKproductivity growth
in the past two decades, compared with the 1970s, has prevented the gap widening further but has not been
suYcient to close it in any significant way. The UK’s relatively small capital stock may be pertinent here. To
narrow the gap in future, the government should, for the most part, provide a light-touch, overarching policy
framework but then “step back”. That means light-touch labour market and other business regulation, a
relatively light business tax burden, a tax system with limited complexity, and a clear framework for
macroeconomic policy consistent with stable, non-inflationary growth. Substantial progress has been made
on the last of these, but while the UK started from a good position on regulation and tax, recent years have
seen some advantages here eroded. There is, though, some role for government “intervention”, in the sense
that government should fund basic education and transport infrastructure, promote scientific research, and
introduce “targeted” tax incentives in the few cases where these are clearly justified. Business, of course, also
has a role in helping to close the productivity gap.

The Suitability of the New Harmonised Index of Consumer Prices (HICP) Inflation Target of 2 per

cent and its Implications in the Short and Long Run for Monetary Policy

1. The CBI would not dispute the comments of Len Cook, the National Statistician, to the eVect that the CPI
(the new UK version of the international HICP) is a more desirable measure of inflation for the purposes of
macroeconomic analysis and policy, when compared to RPIX. It has the following advantages:

— coherence of coverage with other macroeconomic data;

— the statistical method of averaging price movements at the lowest level;

— the allowance of direct comparisons with other countries.
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2. Typically, inflation measured by CPI is a little lower than inflation measured by RPIX, and this underlies
the government’s decision to make the MPC’s target for CPI inflation is 2.0 per cent, rather than 2.5 per cent.

3. In fact, since January 1997, RPIX inflation has exceeded CPI inflation by an average of 1.1 percentage
points. The key factors serving to raise RPIX inflation relative to CPI are:

— The exclusion from the CPI of council tax and housing depreciation, which are included in RPIX.
This has on average lowered CPI inflation by 0.64 percentage points.

— The formula eVect, which has, on average, lowered CPI inflation relative to RPIX by 0.51
percentage points.

4. Looking ahead, and assuming that on average house prices and council tax were to rise in line with earnings
rather than the price of goods and services, the new target is probably equivalent to around 2.7 per cent on
RPI(X), slightly higher than the old 2.5 per cent. In principle, therefore, monetary policy might be slightly
more accommodative initially than would otherwise have been the case—though in the longer term we would
simply expect both inflation and nominal interest rates to average 0.2 percentage points higher than otherwise.
We do, however, accept that this diVerence is so small as to make a material change in the MPC’s decisions
unnecessary.

5. Though we accept the CPI’s advantages over RPIX for macroeconomic purposes, we note that the RPI
was well known and recognised by the general public, and that it will take some time for the CPI measure to
become as familiar. In our view, it would be inadvisable to change the target again in the near future—though
we note here Eurostat’s plans to look at the possibility of including a measure of housing costs in HICP. We
also note that RPI will continue to be used, for the time being at least, for the purposes of uprating benefits
and tax thresholds. This is sensible. There is a good case for excluding house prices and council tax from the
measure of inflation targeted by the MPC (though members should still take house price developments into
account, amongst many other things, in their deliberations). But housing costs are an important component
of living costs and it would be wrong to ignore them for tax and benefit purposes.

The Significance of Asset Price Movements (Including the Exchange Rate) for Monetary Policy

6. The CBI’s understanding of MPC policy is that, broadly, members do not target any asset price explicitly,
nor do they weigh asset prices independently in their deliberations.

But asset prices are, nevertheless, taken into account as one group of the many groups of factors ultimately
aVecting their target measure of inflation.

7. The CBI sees little alternative to this approach. On the one hand, asset price movements clearly cannot be
ignored. As Bank of England Chief Economist Charles Bean has stated:

“A central bank concerned with both hitting an inflation target at a given time horizon, and
achieving as smooth a path as possible for inflation, is likely to achieve superior performance by
adjusting its policy instruments not only to inflation (or its inflation forecast) and the output gap,
but to asset prices as well. Reacting to asset prices in the normal course of policymaking will reduce
the likelihood of asset price bubbles forming, thus reducing the rise of boom-bust investment
cycles”.(i)

8. But on the other hand, it is diYcult to see how, in practice, an asset price could be explicitly targeted, while
at the same time also targeting a measure of the price of goods and services. One of the lessons to be learned
from the UK’s experience of ERMmembership in the early 1990s, and of shadowing the Deutschemark prior
to that, is that an asset price target (in this case, an exchange rate target) can sometimes only be achieved at
the expense of instability in the domestic economy.

9. That is why we accept that the current framework, of targeting a general measure of inflation, is far
preferable. Movements in exchange rates and house prices can of course pose various diYculties for the
economy, or important sectors of the economy, and so should be amongst policy makers’ concerns. But it is
simply not possible to resolve problems in these areas through the use of interest rate-setting alone.

The Co-ordination of Monetary and Fiscal Policy

10. Ideally, monetary and fiscal policy should be co-ordinated. For example, in recessions, it makes sense for
both to be expansionary, while in times of economic buoyancy both should be set to bear down on demand.
The worst position from the point of view of business—and for the long-term health of the economy—is a
combination of loose fiscal policy oVset by tight monetary policy.
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11. In practice, discussion between the central bank and fiscal authority is useful. In principle, the same result
could be achieved anyway, where the authorities have the same view of the world. But where the government
and independent central bank have diVerent views of the world (say, a diVerent view on the “output gap”’),
a sub-optimal policy mix could result. To give a specific but hypothetical example, where a government takes
a more optimistic view of the output gap than the central bank, then the government might be content to set
a relatively loose fiscal policy, but the bank would feel forced to oVset this by setting interest rates higher than
would otherwise be the case.

12. Co-ordination of monetary and fiscal policy should not be seen as a possible threat to central bank
independence, as long as the bank still had the final say on interest rates, taking fiscal policy into account.

13. In the UK, the CBI is a little concerned that the Bank of England and government do seem to have a
slightly diVerent view of the size of the current output gap—the Bank appearing to see the gap closing more
quickly than the Treasury. We suggest this is one instance where an independent body (including members
from both institutions), with a remit to take an oYcial view on the output gap, could be useful in providing
a common starting point for both Treasury and Bank of England calculations.

14. Over the coming years, a clear case for fiscal tightening could emerge. Firstly, it will be necessary to achieve
the government’s own “Golden Rule” in the next economic cycle, unless revenues do rebound significantly in
the way that the government currently hopes. But also, if the economy’s growth momentum continues to
gather pace, fiscal policy tightening could be looked on as a potentially preferable alternative to interest rate
increases.

15. Wewould however caution here that the form of any fiscal tightening is important too. A tighteningwhich
impacted on either business or government investment-type spending would not necessarily be preferable to
higher interest rates.

16. If the key concern over the coming years is a fast-growing economy, but not the state of the public finances,
then a third alternative would become very attractive indeed: a one-oV change in the structure of taxes and
benefits, to make saving more attractive. Of course it would not be wise to continually change the structure
of the tax and benefit system in response the economic cycle. But there is good case for boosting savings
incentives for long-term reasons. And in the circumstances of a fast-growing economy, a one-oV boost to
savings would also have a beneficial short-term side-eVect.

The Appropriate Choice of Fiscal Policy Rules and How Binding They Should Be

17. The CBI is broadly in support of the current framework for UK fiscal policy. Though not necessarily
“ideal”, it appears reasonable and practicable. We do however believe that the rules could be made more
transparent and binding.

18. The Treasury specifies two fiscal rules against which the performance of policy can be judged. The first,
the Golden Rule, states that on average over the economic cycle the government will borrow only to invest
and not to fund current spending. The average current (non-investment) budget balance should be zero or in
surplus. The CBI broadly supports this rule as it reduces the temptation for governments to cut public
investment, thereby potentially harming future productivity and growth, in any attempt to reduce fiscal
deficits.

19. In principle, it may be possible to think of an alternative, more “ideal” borrowing rule. For example,
diVerent categories of capital spending—commercially justified, growth-enhancing and social—might
warrant diVerent treatments. And a case could be argued for treating growth-enhancing current expenditure
in the same way as growth-enhancing capital expenditure. However, drawing distinctions between diVerent
types of spending in this way would be extremely diYcult in practice. The existing “Golden Rule” looks
therefore to be as good as any.

20. One concern we do have about the present system is that the Treasury itself judges when the cycle began
and ended. This lays the government open to criticism as they have the power to make their interpretation of
the cycle fit (within certain boundaries) what would be the most politically expedient outcome. Fiscal policy
would be more transparent if this job were given to an independent commission such as is the practice in
the US.

21. The government is also able to decide which expenditure to classify as investment spending and therefore
has the opportunity to loosen it’s own self-imposed constraints; again the CBIwould argue that this task could
be given to an independent commission.

22. Meanwhile the Sustainable Investment Rule suggests that public sector net debt as a proportion of GDP
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should be held over the economic cycle at a stable and prudent level. Other things equal, net debt will be
maintained below 40 per cent ofGDPover the cycle. The key indicator for assessing the sustainable investment
rule is public sector net debt. Net debt takes into account the value of liquid financial assets and is used in
preference to gross debt to the extent that it provides a better reflection of the Government’s immediate
solvency. Elsewhere in the EU gross general government debt is used for comparison across member states.

23. Here, there may well be a case for an associated fiscal rule focusing on long-term solvency, taking into
account how countries are prepared for the longer-term challenges of demographic change. This means
looking at longer-term solvency indicators such as adding the net present value of unfunded pension liabilities
to the debt burden. However, in practice there are significant problems in measuring long-term solvency as
such measures are very sensitive to small changes in the assumptions used, but again an independent body
could prescribe the assumptions and require the government to stick to them.

24. It has been argued that focus on the structural balance, rather than the headline balance, would be more
informative with regard to the underlying fiscal stance, as this would allow for the eVects of automatic
stabilisers. To calculate the structural balance however would mean correcting for the output gap. But there
is no definitive measure of the output gap, and the data is prone to revisions (sometimes substantial). Again
an independent commission may be able to assist here.

25. However, although this would adjust for the automatic stabilisers, it would not necessarily take into
account any additional, discretionary variation in the budget deficit over the cycle. It is, therefore, almost
certainly better to look at the average of actual budget deficits over a whole cycle, rather than the cyclically-
adjusted budget deficit at any given point in time.

26. Finally, the present fiscal rules relate to the government’s financial position, but there is no limit on
government expenditure, and so nor on the overall tax burden. The CBI would like to see a “third fiscal rule”,
setting a clear limit on government expenditure, or at least on taxpayer-funded government expenditure, as a
share of GDP.

The Importance for Members of the Monetary Policy Committee (MPC) of Having Expertise in

Monetary Economics

27. The CBI believes that any person appointed to the MPC should be a competent decision-maker with
thorough knowledge of:

— The inter-relationships between various economic developments in the global and UK economy.

— The sources of evidence for economic developments.

— The impact of interest rates on economic developments.

The Appropriateness of the Present Structure and Content of the Bank of England Quarterly

Inflation Report and the Minutes of the MPC Meetings

28. Business understands the need for interest rates to go up as well as down, in order to deliver the long-term
stability that the economy and business need. However it is essential that any movement in either direction
is both well explained and well signalled—that is the way to ensure the stability and certainty that business
requires.

29. So far, policy has indeed been well explained and well signalled. The inflation Report and minutes have
played their part—and the CBI welcomed the decision to pull forward publication of the minutes. However
speeches by MPC members and other signals may be even more important here.

The Relevance for the UK of the Conduct of Monetary and Fiscal Policy Elsewhere Especially in

the EU and the US

30. The UK authorities should keep a close eye on policy developments elsewhere, especially in the US and
EU, for two reasons:

— Because of the potential impact of policy elsewhere on UK economic developments through trade,
investment and other cross-border links.

— To see if lessons can be learned. For example, the operation of UKmacroeconomic policy has been
modified over the years, coming into line with the kind of central bank independence arrangements
previously typified by eg Germany, whose economy was destabilised much less than the UK’s by the
inflationary shocks of the 1970s.
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31. However it is much less clear that the UK has much to learn from the operation of macroeconomic policy
in the Eurozone today.While recognising that monetary and fiscal policy in the UK and Eurozone have much
in common, the diVerences which do exist suggest that the UK policy framework is slightly superior at the
present time.

— The ECB has been reluctant to change interest rates. It is just possible that the size of the governing
council promotes “inertia”.

— The UK has a clear, symmetric inflation target whereas the ECB’s target seems less clear.

— On the other hand the ECB does hold press conferences in the immediate aftermath of its decisions,
whereas in the UK the key factors aVecting decisions often go unknown for two weeks until the
minutes are published. But the ECB’s written minutes and voting records are not made available, as
they are in the UK two weeks after the event.

— UK fiscal policy appears slightly more flexible in that there is no absolute limit on government
borrowing in any one year, and in that it aims to balance the current budget rather than the overall
budget over the economic cycle. The CBI believes that this is more appropriate, though we would
also caution that the UK rules may be too flexible in allowing too much government discretion.

Recent Statistical Developments and the Extent to Which Key Data Are Subject to Major Revision;
and Their Significance for Setting Monetary and Fiscal Policy

32. The paper by Len Cook, the National Statistician, “Revisions to statistics: their role in measuring
economic progress”, sets the context for the review of revisions being undertaken by the Statistics
Commission. It covers in fifty short paragraphs the trade-oVs implicit in measuring economic time series on
the basis of partial information. It is diYcult to conceive of any omissions from his paper other than the related
and developing body of econometric research that seeks to model past revision patterns.

33. This is subject is increasingly of interest. Central banks’ use of Taylor Rules, whereby deviations of
inflation from its target rate and deviations of actual growth from its trend rate enter as arguments in the
setting of appropriate interest rate levels, already embody some uncertainty (what is trend growth?). This
uncertainty can be increased when one appreciates the extent of revisions in real time that beset estimates of
GDP growth.

34. Orphanides et al (1999)(ii) found that measurement error in the output gap is highly persistent, so that one
tends to drag earlier misperceptions into the future. Garratt and Vahey (2003)(iii) detect bias in the constituents
of UKGDP and a tendency for preliminary measures to be smaller than the subsequently revised data. (This
implies that one could forecast the revisions.) Nelson and Nikolov (2003)(iv) found that the average real-time
estimate of the UK output gap between 1965 and 1995 was "4.78 per cent, while the final estimate was 0.06
per cent. Inserted into the Taylor Rule, this suggests that the interest rate was on average 2.36 per cent too
low in this period. Olsen, Qvigstad and Roisland (BIS 2002)(v) take unrealistic initial estimates of GDP in
Norway as a given and seek out alternatives for a Taylor type policy rule.

35. Garratt and Vahey also find in the UK context that most of the statistics they studied showed bias in their
preliminary estimates, and that this increased in the 1980s for average earnings and industrial output. The
obvious problem for policymakers, as well as their later critics, is that they must use the initial data available
then, rather than the more complete data available with a lag.

36. A second issue of interest is that of whether the properties of re-based or revised statistics used in models
are suitable for the uses to which they are put—in Croushore and Stark’s (2002)(vi) words “does available data
map cleanly to their theoretical counterparts?”. This can become an issue when the basis of compilation of
statistics changes, for example via chain linking or the move to a European System of accounts. Their paper
“Is macroeconomic research robust to alternative data sets?” repeats Blanchard and Quah’s 1989 paper(vii)

using the same variables, but taking datasets from February 1988, November 1993, and February 1998 (ie
after various revisions).

37. The 1988 data replicates closely the Blanchard and Quah results. But impulse responses for the demand
and supply shocks in Blanchard and Quah’s paper vary by data vintage, especially the demand shocks. The
response of output or unemployment to a demand shock can be five times as large, using 1998 data, as it is
when 1988 data is used. They imply that the procedure for estimating structural VARs (small equation systems
popular for modelling shocks) makes it very sensitive to small changes in the data. After a technical discussion
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on this, citing P-D.G.Sarte’s 1997(viii) paper on the identification of structural VARs, they conclude,
importantly for this enquiry:

“When empirical results are sensitive to the vintage of the data, economists should be more cautious
about accepting those particular results, or the methods that generated them”.

38. It should be noted that the CBI’s own range of Surveys are never revised and can usefully assist in filling
information gaps, although they are not strictly “quantitative” in the same way as oYcial data.

The Importance of Improved Forecasting and Model Building for Policymaking

39. Professor Adrian Pagan’s 2003 Report on modelling and forecasting at the Bank of England usefully
proposed recommendations on this topic to the Directors of the Court of the Bank, which the Bank’s
subsequent press release welcomed. However, we would make the following additional observations.

40. There are exciting econometric advances that build on and develop the subject with every passing year.
Central banks will typically employ specialists in the design and interpretations of a wide variety of economic
models when charged with forecasting and designing policy, and use their work to inform the policymaking
process.

41. Models’ very quantitative nature renders them less than flexible when the structure of the economy is
changing, altering previously stable relationships. A case can be argued, for example, that the very success of
a central bank in its mission to keep inflation under control could generate such collective confidence in its
inflation-fighting credibility that the public would start to behave in a more risky fashion and cause bubbles.

42. From the forecaster’s perspective, its important to have a suite of models so as to minimise the exposure
risk from anyone model being overtaken by events or changes in the public’s behaviour. From the
policymakers’ viewpoint, even the widest suite of fashionable models will need supplementing with real-world
savoir-faire from time to time. The ideal level of an interest rate specified, say, by a forward looking Taylor
Rule, may work most of the time but then need an extra adjustment not recommended by the model—say
because of unusual financial conditions. Our knowledge of how the economy works undergoes constant
refinement as it evolves. The persistence of price dispersion in the euro area despite the abolition of exchange
rates is a current example of the real world “misbehaving” rather than delivering what theorists expected.

43. However, sometimes the Report gives the impression that special events or “shocks” have led to knee-jerk
model adjustments. But in our judgement, the lesson of recent years, be it from the BSE crisis, LTCM crisis
or September 11th’s mass terror, is of how well society adapts to these shocks, and how much less the impact
is than often appears to be expected by non-economists. There does seem to be a collective loss of faith in the
way an economy works (as embodied in a model) at such times, yet also a desire on the part of the public and
media to see some kind of quantitative estimate of how much worse oV we will be. In these circumstances,
perhaps the most useful role that the MPC could play would be to advocate greater calm based on past
adaptations that caused growth forecasts to be under-estimates. (An obvious exception is when the event could
spread contagion in the financial system and the central bank must act with urgency to calm market
participants, supply liquidity or restore trust.)

44. By contrast the CBI remains to be convinced of the usefulness of developing “special models” to assess
the impact of special events like September 11th. We do not know that future events will be similar or when
and where they will occur. Avoiding research of this type might release time for analysis of more predictable
developments.

45. Looking ahead, various models must be developed to help inform policy and assess the likely impact of
changes made in a stylised representation of society. And these models must keep pace with econometric
advances. But there must also be an ‘add-factor’ of common sense or experience. One senses that this comes
with an appreciation that society is constantly evolving and that the causes of business cycles are seldom the
same as the last time.
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How satisfactory has the UK’s productivity growth performance been?

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

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

Productivity Performance

46. The UK has a longstanding productivity deficit with the US, and to a lesser extent with leading European
competitors such as Germany and France. This deficit is marked and exists across almost all sections of the
UK economy, including manufacturing and services. Using GDP per person employed, the UK has a
productivity gap of approximately 25 per cent with the US, 16 per cent with France and 7 per cent with
Germany (based on OECD data for 2002 using purchasing power parity). Adjusted for hours worked the gap
is somewhat narrower with the US, but wider with France and Germany.

47. In the pre-1980s period, UK productivity growth persistently lagged countries like France and Germany.
Since that time labour productivity growth has been broadly comparable to other advanced economies.
Between 1979 and 1999, growth in output per hour worked in the UK was 2.16 per cent, compared with 2.13
per cent in France and 2.29 per cent in Germany.(ix) Labour market and other reforms in the early 1980s led
to fast productivity growth, although this was coupled initially with a rise in unemployment. Labour
productivity growth has remained strong since then, including through the macroeconomic diYculties of the
early-1990s when job losses occurred.

48. Although faster UK productivity growth rates have halted the erosion of relative productivity, they have
not been suYcient to result in substantial convergence and close the absolute productivity gap.

Productivity Broken Down by Component or Proximate Cause

49. Several theories have been put forward to explain the UK’s productivity gap—including the maturity of
our industrial base, whether we have the right sectoral balance in the economy, and whether we have a “long
tail” of under performing companies which drags down our overall performance. While it would be wrong to
discount such theories altogether, the supporting evidence is inconclusive.

50. Disaggregation of the UK productivity gap illustrates the role played by capital intensity, labour force
skills and total factor productivity (the component of productivity that cannot be explained by the quantity
or quality of factor inputs). These factors can then help identify the appropriate policy solutions to tackle the
productivity gap.

51. On these measures, the UK lags behind Germany and France mainly on capital intensity and to a lesser
degree on labour skills. The UK lags behind the USmainly on total factor productivity and, to a lesser degree,
on capital intensity.

52. Crucially, the UK has a lower capital stock per worker and per hour worked than our leading
international rivals, lagging behind France by 60 per cent, Germany by 32 per cent and the US by 25 per cent
in terms of capital stock per hour worked.(x) While capital intensity in the UK has increased strongly in the
last decade—its capital stock growth rates are on a par with France but lag behind Germany and the US—
capital investment rates are still not high enough to close the capital intensity gap.

53. On skills, the UK falls behind the US in terms of the share of highly skilled employees in the labour force,
whereas compared to France and Germany the UK has a significantly lower share of employees with
intermediate or technical skills’.(xi)

54. Finally, the UK gap in terms of total factor productivity is greatest with the US. Lower levels of
innovation and less eVective use of technology largely explain this gap.(xii)



292 economic affairs committee: evidence

8 June 2004

The Role for Government (a): Setting a Light-Touch, Overarching Policy Framework and

Standing Back

Light-touch labour and other market regulation

55. Based on historical evidence, the OECDRegulation Index places the UK as the most favourable location.
But CBImembers believe that a tide of additional regulations, red tape andmore restrictive interpretation and
enforcement of EU legislation is turning against the UK. This is increasingly cited by business as an area of
growing burden, cost and frustration.

56. With regards to the labour market, the UK is regarded as having high levels of flexibility. But there is a
danger of complacency. Since 1997 there have been 14 major new employment regulations aVecting UK
businesses. These regulations have stemmed from both theUKgovernment and the EU.Government has also
added to the cost of employment through the administration of welfare payments or debt collection through
company payroll. The cumulative impact of these extra burdens has been an additional recurring cost of
employment of over £4.5 billion per year.

57. The UK labour market is still lightly regulated compared to EU levels—but while other countries are
recognising the benefits to job creation of less stringent employment legislation, UK legislation is gettingmore
restrictive. The government must ensure that the EU Commission recognises that the UK’s flexible labour
market policies deliver employment growth and choice for employees.

58. The governmentmust recognise the necessity for a flexible, lightly regulated business environment in order
for the UK to remain competitive. Inappropriate EU legislation should be strongly resisted and strategic
alliances forged with supportive EU states.

A relatively light tax burden, especially for business

59. After-tax profits are a key driver—arguably the key driver—of business activity. They also provide the
basis for the returns earned by many widely held savings products. The perceived need to spend ever more on
taxpayer-funded services must therefore be balanced against the need to hold down the business tax burden.
And that is all the more important in today’s global market, where capital can quickly drain away from the
less competitive locations.

60. Traditionally, the UK has been regarded as a “low-tax” country. The overall UK tax burden has been
unarguably low by EU standards since the early 1980s. But it is not low by the standards of the wider OECD
area. And since the late 1990s, the share of taxation in the national income has been on a rising trend, with
policy focused in particular on raising more revenue from investors in business, employers and specified
business activities—from the use of energy to the purchase of property. Thus the UK does not start in as good
a position as commonly believed, and as competitor economies are not as a general rule pushing business taxes
upwards, we believe that going forwards the government should strive to reduce rather than increase the
business tax burden.

61. The government must also resist pressure from some sources within the EU for greater tax
“harmonisation”, and instead the case for “tax competition” should be argued.With theUS striving to reduce
taxes, the EU cannot aVord to ignore events in the outside world.

A tax system with limited complexity

62. At the same time, ministers must keep a wary eye on the balance of business taxes, on administrative costs
and uncertainty associated with tax policy, and on potential distortions caused by diVerential tax treatments.
Future tax changes should not add unnecessarily to compliance costs, and/or upset business certainty. That
means making tax changes only where the benefits clearly outweigh the costs, and only after consultation with
business. The government should strive to avoid the kind of “tax surprises” seen in recent years (as with
employer NICs), while taking forward the model of consultation.

A clear framework for macroeconomic policy consistent with stable, non-inflationary growth

63. Macroeconomic stability provides the platform for long-term planning, strategic investment and returns
on those investments, all of which are essential for productivity growth. Some of the UK’s main industrial
partners had consistently achieved greater post-war stability than the UK. As a consequence they have reaped
the benefits of higher productivity growth. However, since the early 1990s, UK macroeconomic stability has
been greatly improved. The multiple goals of steady overall GDP growth, low and stable inflation and low
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and stable interest rates, which have for so long eluded theUK economy, have been achieved. As a result many
of the key aspects of a macroeconomic environment conducive to long-term strategic investment are present.

64. But two related concerns remain. While the UK has more recently achieved stronger overall growth than
our major Eurozone competitors, this improved performance has not been similarly reflected in
manufacturing growth. In the short term this may lead to regional imbalances, with job losses in
manufacturing being concentrated in areas which are already experiencing slower growth than in other parts
of the country. The manufacturing sector also has a vital role to play in theUK’s export base and if the decline
of manufacturing continues, this may lead to future problems with the sustainability of the balance of
payments gap.

65. A further and related serious concern remains with regard to the exchange rate. Historically, volatility has
been a major concern and there is a clear inverse correlation between investment intentions and the value of
sterling. More recently, the concern has been as much about the absolute level of the pound, particularly
against the Euro currencies. While this has eased back in recent months, the long period of considerable over-
valuation (arguably dating back as far as 1997) has taken its toll, not simply on margins and profitability, but
on the actual manufacturing capacity in the UK.

The Role for Government (b): “Intervention” Where Necessary

Provision of basic education

66. High skill levels are vital for companies to remain competitive and also play a key role in productivity
improvement, profitability and job growth. In the UK, the education system and companies are succeeding
in addressing skill deficiencies, but progress is slow and from a low base. While the UK has high graduation
rates, performance on vocational qualifications and basic skills compares less favourably to key competitors.
The UK still lags behind leading countries in level 3 qualifications (A-Level or equivalent) with 74 per cent of
the workforce in Germany qualified to level 3 compared with just 37 per cent in the UK.

67. The government has a clear role to play in the provision of a basic education. Raising skill levels will allow
for improved company performance, greater levels of employment, a move to higher value of products and
increase the attraction of the UK as an investment destination. The government should continue to improve
standards of education, particularly in literacy and numeracy. It also has a responsibility to ensure that the
education system delivers the broad range of skills that business requires.

Provision of transport infrastructure

68. TheUKhas some key strengths in transport.World-class logistics operations have helped overcome some
of the challenges posed by operating on a crowded island. The UK is well connected to international markets
through dynamic aviation and maritime sectors and we have a good record in harnessing private sector
eYciency, expertise and funding to meet domestic and international transport needs. However, nearly 70 per
cent of senior business people believe the quality of UK transport infrastructure is poor or very poor. Business
perception of the eYciency of the UK transport system has deteriorated in recent years and is significantly
lower than in other major economies. The UK currently fails to out-perform France, Germany, Italy, the
Netherlands and the US on any of the key dimensions for transport, apart from international links.

69. For an economy physically on the edge of the EU, the prospect of new opportunities shifting eastwards
(through the membership of accession countries) poses yet further challenges for the UK’s transport system.
The general performance of the UK’s transport system is already tarnishing its relative attraction as a place
to do business and reducing the eYciency of business operations. These challenges need to be tackled, through
action which combines recognition of our physical geography, overseas good practice and the best of UK
experience to date.

70. The government has a significant role to play in ensuring that the UK transport system does not hinder
the ability of business to work eYciently and compete eVectively. Specifically, the government must build
further on recent moves away from the damaging stop-go nature of transport investment and towards a more
stable and long-term policy framework for transport. There must also be an increase in the level of public
investment to ensure the quality of the transport system is genuinely raised.
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Promotion of scientific research and similar activities

71. The UK has a number of highly innovative and successful businesses across a wide range of sectors, but
overall it lags behind its main European competitors. While R&D is not the only measure of innovation, it is
clear that the relatively poor record of investment in R&D by both UK businesses and the UK government
must be having an impact. The DTI’s R&D scoreboard shows that companies with above average R&D
investment tend to show above average sales growth, productivity and shareholder return.

72. The UK government’s recent commitment to increase spending on the science base, stimulate business
spending on R&D and enhance business/university collaboration should help to boost innovation. However,
a further more concerted action is required to ensure strong UK capability, given intense international
competition and absolute levels of government R&D expenditure in competitor countries.

Use of “targeted” tax incentives where there is a clear case

73. While the government must ensure that in general the tax system is simple and neutral, it is right to
introduce select, targeted tax incentives where these are required to counter clearly identified examples of
“market failure”. These incentives, such as recent changes for R&D, SMEs and entrepreneurs, can play a
valuable part in an overall tax policy designed to aid the UK’s productivity performance. The government
should continue to build on this agenda, but not to the exclusion of other considerations such as neutrality
and simplicity. (The CBI has identified a number of tax anomalies, the removal of which would shift the tax
system towards rather than away from a “level playing field”).

The Role for Business

Management and best practice

74. The most important factor for productivity growth within the direct control of business is management
within individual firms. Management controls the process by which factors of production, such as labour and
capital, are combined to maximise added value. It is also necessary for business to ensure continual
improvement in the quality of inputs. In the case of capital, this improvement relates to the necessity to
undertake investment. In the case of labour, skills must be enhanced within the workforce.

75. Studies into the performance of Britishmanagement relative to our competitors yield mixed results. Some
research points to UK management being about average while others suggest a slight deficit.

76. UK business is actively striving to improve the quality of management, in order to ensure that the most
eYcient and productive approach is taken to production techniques, staV motivation, R&D and capital
investment. CBI initiatives relating to “best practice” in the field of management and leadership are examples
of this. These initiatives have included the Fit for the Future campaign and our suite of benchmarking tools
PROBE, HEADSTART and CONTOUR.

Training

77. While the government has a responsibility to provide basic education and ensure that the system delivers
the broad range of skills that business requires, business has a role to play in the provision of training. The
shelf life of many skills is becoming shorter—business requires adaptable employees who are willing to
upgrade their skills. Business accepts its responsibility here and is committed to improving workforce skills.
For example, UK employers spend £23.5 billion on employee training, which compares favourably with other
EU states.
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19 April 2004

Examination of Witnesses

Witnesses: Mr Digby Jones, Director General, and Mr Ian McCafferty, Chief Economic Adviser, CBI,
examined.

Chairman: Welcome to our Committee. We are would give this Government is the delivery of
delightedwith your written evidence, which we found macroeconomic stability, more than anything else
immensely interesting, and we are delighted that you the Government has done for business. For the first
have come to enlighten us on various other matters. time in a decade, probably for 100 years, we are
I must say, most of us, certainly me, find it easier to looking at low inflation on a sustained basis and that,
understand the stuV when it is said to us than when above all else, is somethingwe are grateful for. I guess
we read it, which is one reason why we like to have the stable framework of the results of both fiscal
our witnesses here. Two other remarks. First of all, to policy and, by the Bank of England, of monetary
apologise that the cooling system in this place is policy can be best judged by the fact that we have had
absolutely dreadful and we have never been able to an oil price that has gone from $12-odd a barrel to
work out how to open the windows. That is one $40-odd a barrel last week (although it has come back
thing. The other is that the acoustics are also dreadful to about $38 today) and we have not got
and therefore both for our sakes but more for the Armageddon in Britain. If this was 1961, 1971, 1981
shorthand writers if you could speak up it would be or 1991 therewould have been dreadful consequences
immensely helpful. One last point, we are hoping that of that sort of sharp and enormous hike in the price
both of you will talk. Having gone through all the of oil. One of the reasons is we are not as dependent
preliminaries, Lord Sheldon, if you could start us oV. on oil as we used to be. One of the biggest reasons is

that the economy is in such robust shape on a macro
level that it can withstand the shock. If there are twoQ1010 Lord Sheldon: What are your views on the
big warning signs up on the macro picture on theGovernment’s inflation policy as it is being carried
basis of that part of macroeconomic policy that isout?
inflation, I would say one is public sector pay. TheMr Jones:Thank you verymuch indeed for asking us.
rate of increase is running at about 25 per cent aheadI hope you will not have any problem in hearing my
of that in the private sector. That rate of increase wasvoice and I expect my Chief Economist also to make

a substantial contribution. I think the biggest plus we about 35 per cent ahead some 12 months ago and
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market generally. Should there not be some sort ofalthough it has come back as the private sector has
recovered it is still running at 5.2/5.3 per cent rearrangement to take account of this?

Mr Jones: Do you mean rearrangement as in—inflationary pay in the public sector. That has
another knock-on eVect, of course, with inflation,
which is that it does mean that jobs in the public Q1012 Lord Sheldon:—of the policy itself.
sector are more attractive, and that means, especially Mr Jones: Of the policy to bring in from a
with the oVer of quality pension provision in the government point of view?
public sector (and how long that can be sustained
without a poor eVect on public finances I do not

Q1013 Lord Sheldon:Yes, from a government pointknow) at the moment, it is a big reason why people
of view.go into public sector jobs. That is inflationary again
Mr Jones: I think the change in the diVerentbecause the private sector has to compete to keep
calculation of the inflation, which was a Governmentpeople. It happens a lot at the moment amongst my
decision, of course, not a Monetary Policymembers. The other is house inflation. Putting up
Committee decision, might have an eVect in the realinterest rates by a quarter of a per cent here or a
economy. I do not think it will have much of an eVectquarter of a per cent there is never going to stop
at all in policy on interest rates, monetary policy, buthouse price inflation at the levels we are seeing and
it will have an eVect out there on the real economythe only real way that inflation will be cured in
because of course houses are part of it. Ian, I do notbringing it back to manageable levels is a change in
know what else you would like to say.government policy in building new houses. The law
Mr McCafferty: I would argue that the currentof supply and demand is going to sort this out, not
system is working perfectly well and I would not wantmonetary policy nor fiscal policy, with things like
to change it in any major regard. You referred to thestamp duty, and the real macro solution to this is,
change between the RPIX target and the CPI targetfrankly, building more houses. We have got to get
and clearly that has provided certain transitionalteachers and fire fighters and postal workers and
issues and, in particular, interpretations on the partpolicemen and nurses into houses in South East
of City analysts and commentators as to quite howEngland and that means increasing the housing
the Bank will reinterpret that mandate and deliverstock. If we do get more houses available—surprise,
the new inflation target. What it means relative tosurprise—the law of supply and demand will at least
where they were under the two and a half per centstabilise it. It is interesting to note that if we had
calculated under RPIX and whether the 2 per cent,house price increases coming from 19 per cent at the
the half a per cent diVerence, is the right diVerentialmoment, according to the Nationwide survey, down
relative to the previous target, I think there areto, shall we pick one out of the air, 8 or 9 per cent,
some issues surrounding that, given the diVerentmost newspapers would say “house price values
composition of the indices. Apart from that, I thinkslashed”. I wish my pension was going up by 8 per
the way in which the Bank operates works extremelycent! I think as long as you have got a British public
well. As a relative latecomer to the independence ofthat sees their house as something more than a place
central banks, relative to some of our competitorsto live in and as long as you have too few houses in
overseas, we have drawn on some of the successfulthe stock you are going to get house price inflation. It
methods that they have used and perhapsmanaged tois government policy that will change that, not
combine the best of what the Fed does, what themonetary policy or fiscal policy.
Bundesbank used to do and what the ECB does nowMrMcCafferty: In terms of the rules and the conduct
and so on and so forth. I would not make any seriousof the Bank of England, I would support Digby’s
changes to the way the Bank operates on that basis.comments. I think it has been particularly successful
Mr Jones: It is not just about British businessin the way it has operated until now. The
enjoying a period of macroeconomic stability atcombination of the symmetry of the inflation target
home with low inflation, low interest rates, lowand the openness and transparency of the debates
unemployment, and some sustainable growth or non-between the nine members and the publication of
inflationary growth (which is again to be applaudedminutes and the Inflation Report has, I think,
because we love it; it is boring, it is predictable, itprovided a very open and trustworthy framework for
facilitates investment). The other thing it does is itinflation, which has not only brought the headline
enables Britain to hold its head up high overseas andrate of inflation down but has also done quite
that is a real win/win when you are trying to winsignificant things to underlying inflationary
orders overseas, when you are investing overseas,expectations, which therefore provides that stability
when we are this big exporting economy and thisover the long term.
economy which does invest overseas a great deal. It
really does help the street cred of British businessQ1011 Lord Sheldon: But the situation has been
trying to do the business overseas, the fact that we arefixed for six years and that is a very long time. There

are some changes now that have been shown in the seen to have the most successful economy in Europe.
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currency against, shall we say, the dollar. It is not justOf course if you factor in, until about six weeks ago,
the jobless recovery in the States, it was even more the obvious, it is also in the global aspect of an

economy like Britain’s the knock-on eVect of a weaksuccessful than America. They have started creating
jobs at about 300,000 jobs amonth at themoment, so euro elsewhere. The one thing that is noticeable is

when I started this job in 2000 I got round businesses“jobless” is probably not an adjective you can apply
right now, but up until about six weeks ago even in Britain and said, “How was it for you?” and the

sterling/euro relationship was on everybody’s minds.America was not matching us in stability, and it is a
huge asset when you are trying to capitalise on your It was the biggest reason why there were problems in

manufacturing volume. By about 2003 no-one waseconomic street cred overseas.
talking about it and that was before it corrected—
and the reason is British business got more

Q1014 LordVinson:Could I declare an interest as an productive. It had to deal with it and it had no
ex-CBI man and can I say it is very nice to have such alternative but to deal with it. It was one of the
an excellent team representing the CBI. I was biggest drivers towards productivity enhancement in
particularly interested in your comments which have Britain, so this time round, as we are seeing again the
come to this Committee before, that in terms of balance coming with sterling increasing in value
structuring fiscal and monetary policy we must be against the euro, I am not hearing it round the
careful to try to deal with causes rather than country that people are saying it. I did hear quite a bit
symptoms, the causes of housing prices being of it against the dollar six months ago, especially in
primarily land rationing through the planning aerospace-related industries, but I am not hearing it
system. But when we had trade unions giving us this time round like I did in 2000–01 and it is because
evidence here a couple of months or so ago—I British business has got itself in better shape, with a
paraphrase their remarks—they said that, in order to lot of sacrifice and pain on the way through, may I
take the heat out of the economy and to take the heat say. I think for the unions to say that the MPC is
out of the housing market at the same time, interest putting up interest rates to correct housing values,
rates were higher than they would otherwise have and it has singularly failed if they were, and I have to
been relative to the rate of inflation. This kept our say the MPC is far more sophisticated than that, if
rate of exchange higher than it otherwise would be they actually said that one of the reasons for interest
and this was detrimental to all those in the rates going up is sustained activity in the high street,
internationally exposed sectors, not least many parts so general consumerism as opposed to just house
of the CBI. You did not mention it just now but prices, there would have been some justification in
would you think there has been a negative through saying that. But if they are saying that the imbalance
keeping interest rates high in an attempt to correct is only about house values and that is why we are
housing policy, as we are told rising this coming week seeing interest rates move, that is not right. The
possibly to take the heat out of the housing market, consumers in the high street, bless them, in 2002–03
that it has got detrimental side eVects in keeping the kept the economy going. Thank God they did. We
pound over-valued? did not exactly see interest rates going through the
Mr Jones: I do not agree with the trade unions’ roof then.
comments on that at all. One of the amazing facts— MrMcCafferty: I think it raises a broader issue which
and this is not opinion it is factual—about the quite we tried to touch on in the written submission we
long and well signalled but nevertheless major made to this Committee, which is there is potential
fluctuations in the sterling/euro relationship on for imbalance between monetary policy and fiscal
exchange since, say, about 1999–2000, first against policy in the sense that in order to deliver both
the Deutschmark and then against the euro, is that it internal stability or balance and external stability or
has had very little bearing on, nor has it been aVected, balance, you need both fiscal and monetary policy to
by the interest rates rises or falls. Where we all be themselves on an equilibrium, and I think there is
learned our economics 20 or 30 years ago, it was a case to argue that we do not necessarily have the
always interest rates pass into currency and the rest is mechanics in place for the right dialogue between
history; it just has not applied. It genuinely has not those setting fiscal policy and those setting monetary
been there. So I think their economic analysis, like policy in order to provide both levers of equilibrium
much of what they do, is marching valiantly towards at the same time, which is where our suggestion that
1970. I would say that a stronger sterling, better maybe we ought to have more of that sort of
described as a weaker euro, really does hurt dialogue, in order that fiscal and monetary policy
manufacturers, not just in the conventional way of become more interactive, comes from.
making your goods more expensive when you are
trying to sell them but you are competing and
tendering against German companies, French Q1015 Baroness O’Cathain: Can I just ask my

question. In fact, you have now answered two of thecompanies, Italian companies and Spanish
companies who are benefiting from their weaker questions that I was going to ask you, one was about
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tried to get to see quite a few local authorities and Imanufacturing and the other was about productivity.
I want to get back to your statement about housing am beginning to work with the LGA on trying to get
because I think that is fundamental. You have said it the quality of planning departments up. The problem
is fundamental and you wish your pension was going is they could say, “We have dealt with so many
up by 8 or 9 per cent per annum. There are three planning applications this year, aren’t we good?” but
questions I would like to ask, if you do not mind. Do one planning application could be Mrs Miggins’
you not think that other people are thinking that as conservatory and another one could be 600 houses. It
well and that is driving some of the housing, number is still one application, so we have got to get a
one, because that is something people are just diVerent way of qualitative assessment. We need
beginning to realise I think? more and better quality planners and I was very
Mr Jones: Yes. pleased with the Government putting 400 million

quid into local authorities to recruit more planners
Q1016 Baroness O’Cathain:Number two, if you feel and pay them more but it is still not enough and of
so strongly about it, why do you not do something course when you get a really good one, especially a
about it because we do not hear the CBI shouting young one, the private sector nicks them.We have an
from the rooftops, saying the sort of things you have issue with quality and the staYng resource of
said. You said manufacturing has through pain— planning departments that we are lobbying hard on.
agreed—managed to stabilise itself in a situation Thirdly, most of the big house builders in Britain are
where they have taken this exchange rate negative, if our members and in the last six months I have started
you like, on board because they have increased bringing together work with the HBF as well and
productivity, and that is great, but the big thing you tried to address this issue linking in with the Barker
are concerned about is house prices. It does seem to report to comewithmore innovative ideas but also to
some of us anyway that not enough credence or not try and come with clean hands to the debate. For
enough emphasis is put on house prices by the MPC, instance, there was a perception that the reason there
which we will of course have to see when they bring was not enough consented reserve basically was
out their next report. Why are you not doing because they were sitting on their land banks. That is
something? not true. They do not have the land banks they used
Mr Jones: About what exactly? to have and therefore many a politician used to say

if only this land was released this problem would be
Q1017 Baroness O’Cathain: Saying house prices, solved. They have not got it to release. However, at
house prices, house prices, because people like the the same time they could be working more on
Governor of the Bank of England are not actually providing houses of less value, which is part of my
thinking it is a problem. wish to see lower-paid people into their own houses,
Mr Jones: The answer to you is, if your question is which would act as a reducer in the rate of increase
about the relationship between house prices and in house values anyway and also do a lot of good for
interest rates and why are we not lobbying the Bank public service provision in South East England. We
of England to—I presume you mean, I am being led are doing a lot, is the answer to you. A lot of the
here—putting up interest rates because of that— lobbying we do is not in private exactly but it is not

stuV that is sung about in newspapers. With my
Q1018 Baroness O’Cathain: No. voluble attitude sometimes you might find that
Mr Jones:—The answer is I do not see a correlation. diYcult to believe but I do do a lot behind the scenes.

With the house builders in particular we are doing a
Q1019 Baroness O’Cathain: You have already said, lot. I think we agree it is a totally diVerent thing to
that is not what I am saying. It was actually my interest rates.
colleague Lord Vinson who said it is planning et
cetera and it is a muchmore complex issue. Your role
is as one of the leaders in this country, so why are you

Q1021 Chairman: I want to bring this to a close butnot doing something about it?
your description of the housing problem is essentiallyMr Jones: We are doing it in three ways. One is—
that it is a microeconomic problem. You are saying
that as people get richer the demand for housing rises,Q1020 Lord Vinson: —Backing Kate Barker, in
the supply of housing is not allowed to rise andother words.
therefore the price of housing rises. If it is a microMrJones: I am glad youmentioned it before I did.We
problem, a) it has got nothing to do with the MPCmade a big submission to the Kate Barker report and
and b) it has got nothing to do with interest rates.we are very supportive of that report. Secondly, we
Mr Jones: I would not say “nothing to do with”. I amhave lobbied incredibly hard on the Planning Bill.We
sure tomorrow when they deliberate they will talkhad an enormous input on the Planning Bill and

continue to do so as it passes through. I personally about it.
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Q1025 Lord Marsh: I think you have covered it inQ1022 Chairman: What puzzles us is that some
members of the MPC appear not to understand the fact because we have had a large number of people

giving evidence here and although they have not seenelementary economics here and they seem to think
that the rise in the price of housing is a the papers eVectively some took a diVerent view and

when you get on to the subject of RPIX and CPI themacroeconomic problem and, on your analysis, and
I have to tell you on ours, it simply is not. division is quite considerable and surprising from

able people on all sides. There is one group who seeMr Jones: I agree.
it as a macro formality and nothing of any great
importance and others who see it very significantly. IQ1023 Chairman: It is an inability of markets to be
got the impression that you are taking the viewallowed to work.
strongly that in fact it is not of great macroMr Jones: I agree and the first question was on
significance.government policy on inflation and that is why I
Mr Jones: Yes.tried to bring this in because usually convention

says “inflation—interest rates—MPC” whereas
Q1026 Lord Marsh: Which answers the questiongovernment policy can aVect house price inflation.
really.The other point was the trade unions were saying if
Mr McCafferty: In the sense that clearly the Bank,they were to put a quarter per cent on or indeed could
while having an inflation mandate based on the CPIbring it down—I think that was a leading part of the
target, looks at all sorts of indicators when decidingquestion—by half a per cent, if they were not taking
its policy and therefore although the target hashouse price inflation into account, frankly, they are
changed to exclude house prices specifically from thatwrong, it has got nothing to do with it.
index they would still be taking account of the
housing market and its potential impact on theQ1024 Chairman: We had better not act as
economy when making their decisions.intermediaries.

Mr McCafferty: To be fair to the MPC, though, my
Q1027 Lord Marsh: Can I ask one question on thisunderstanding of their deliberations is not that they
housing market issue. I am all in favour of marketbelieve it is yet a macroeconomic problem but that it
forces. I am a fanatic about the open market. But oncould become one were the housing market to
the housing situation that has happened at regularbecome disorderly. It is clear that the rate of increase
intervals. All clichés are valuable and the cliché thatin prices in houses is unsustainable. It is much less
you put yourmoney in bricks andmortar has paid oVclear at the moment that the level of house prices is
for generations, and if you take a long enough periodunsustainable, but were that level to be unsustainable
looking back, certainly in my view, at homeand therefore at the back end of this particular rise
ownership in your life, at each time you have had athere were to be a crash, that would have broad
house for any length of time it has outpaced inflationmacroeconomic consequences for the economy and
to a significant degree. The second problem is intherefore would become a macroeconomic issue. We
London and the South East—and we automaticallydo not think that is going to happen but I think that
talk about London and the South East—in that thewould be where there would be worries.
ability to have large-scale low-cost housing in theMr Jones: We do have two or three characteristics at
Central London area is very limited and the cost ofthe moment in the economy which are unusual for us
travel from outside of that area is prohibitive and I doto have at the same time coincidentally and diVerent
not see this as a matter of an easy solution by way ofto other European countries. One is we are the
building more houses.biggest home-owning democracy in the western
Mr Jones: I thinkwe can only agree with that. It is notworld. People buy houses to live here more than
just the cost of travel for the individual, it is theanywhere else. Secondly, we have money which
environmental cost of travel, it is the cost to the(relative for Britain) is sustainably cheap, and we
taxpayer of the infrastructure.have full employment. While you have got people in

work and they feel they can aVord it and while other
forms of savings, especially pensions, are not Q1028 Baroness O’Cathain: —Infrastructure

support.revealing the same gains as this, and if you are living
in it you are also getting your gain tax free, that is all Mr Jones:—investment in the infrastructure. And of

course, we are bound to say it, for every commuterabout government policy, not about MPC policy,
and they are all contributory factors to this and it is who is on there you end up not getting your goods to

market quite as quickly. So it is a bigger cost than tonot just about interest rates.
Chairman: That is all fascinating but since we have the guy buying the season ticket.When John Prescott

calls for greater investment in and changing use ofgot quite lot of other questions to ask you, I think we
ought to make some progress. You have partly brown land, I am a big fan of that. I think our

members could be doing more with that, I think localcovered the next question.
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want people to think I am being complacent about itauthorities could get a lot more engaged with that,
and a lot of that could be in London and the South or that we think it is an inherently good thing,

because we do not, but we are prepared to not be asEast. There is a lot of brown land around that all
sides to this argument could be more innovative in alarmed about it as others may be.
looking at it. Is never going to be a solution but it just
might help. Q1032 Lord Vinson: Does a £40 billion a year

balance of trade deficit worry you because obviously
it is a serious level of borrowing in terms of selling ourQ1029 Lord Skidelsky: Is the rising level of

mortgage debt something that the CBI is concerned assets and running at that level of debt? Does that
concern you?about or thinks that the Bank of England or Treasury

should be concerned about? The reason I ask the Mr Jones: It does not take into account a lot of the
invisibles. I know it is since records began the biggestquestion is that estimates suggest that household

income gearing attributed to mortgage borrowing is record but on the other hand the economy is buoyant
and it is one of the reasons why we kept going. Yes,likely to rise in the next few years to a level not seen

since the early 1990s. Should our macroeconomic of course it bother me but not as much as it used to.
managers be worried about that?
Mr Jones: Do you mean consumer debt as well, Q1033 Lord Skidelsky: It is rising at a much higher
credit cards? rate than household income.

Mr Jones: We are getting to the point where it is
inflationary, is what you are saying and I am agreeingQ1030 Lord Skidelsky: Let us start with mortgage

debt. with you.
Mr Jones: Because quite a bit of mortgage debt now
is not because they borrowed it to buy the house, it Q1034 Lord Wakeham: You talked about the
is because they feel good and they have re-mortgaged reasons why you were not so concerned about levels
their home and bought their second home or yacht. of debt. I do not know whether you included in that,

of course, the rate of interest is infinitely less than it
was when we had housing crashes and things of thatQ1031 Lord Skidelsky: Perhaps consumer debt in

general. sort and that is a factor as well.
Mr Jones:An example I was given at theMotor ShowMr Jones: We live in times that no-one has

experienced before. We are all walking slowly in is that Ford would say that you can put a Ford Ka
on the road, a baby one, for £4,999 and, by and large,totally strange times. Firstly, after 1981 and 1991

there was the 2001 slowdown everywhere else in the people can borrow, let’s say, £200 a month and in a
year’s time they can keep borrowing £200 a monthworld but not a great deal in Britain. Unemployment

did not increase and the economy kept going. Yes, and chop it in for a new one and get air con with it or
something. There is no inflation in consumer goodsGDP grew in the high ones or low twos but not the 3

per cent it now is. Nevertheless, we were not talking and people are in work and they are feeling that £200
a month can be used for my car ad infinitum. In theanywhere near the levels America, Germany and

Francewere andwhereGermany andFrance still are, old days you would have a car for a longer time, you
would pay oV your debt and move on. It does notso the economy feels good. I think the quality of the

book is infinitely better for money lenders than it has happen any more because things are aVordable and
people can aVord it from what they are earning. Theever been before. I think the technical expertise banks

are showing in lending is of a diVerent order of world has changed and we should not judge it in the
same way as we used it. That does mean I amquality than it was pre-1989. They are tending not to

act as pawnbroker as they did before but they assess complacent and it does not mean I do not feel
uncomfortable about it, because I do, but not asfarmore the ability to repay rather than just ability to

get their money back by selling the asset. The training much as perhaps my predecessors would with a
diVerent set of criteria against which to gauge it.and skill that has gone into creating the debt book is

of a diVerent order. Also, as I said earlier in answer Mr McCafferty: There are just two points to make. I
think rather than looking at the statistic for total debtto something else, people are in work, they are

earning good money, and banks have assessed they as a proportion of income we ought to be looking at
the statistic for debt service as a proportion ofcan aVord to repay. When I watch the news and I

hear credit card debt is at X and housing debt is at Y, income. That is much lower because of the point you
have just made that nominal and, to some extent, realit just does not feel right somehow because we were

all brought up in a world where that was not right, interest rates are lower than they were ten years ago.
Secondly, all the statistics or the studies I have seenbut there is a diVerent set ofmacro criteria around the

place than there has ever been before. I am about to show that the increase in mortgage debt is heavily
correlated with income, so it is the wealthy portion oftell you why I am not as concerned as I guess my

predecessors would have been ten years ago. I do not the cohorts of the economy that are building up their
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creation of the United Kingdom in the name of taxdebt and therefore that further adds to the idea that
that is still sustainable in terms of ability to repay. receipts to come from growth beginning with a three,

then his Golden Rule should be maintained and weThe two issues that would break that relatively
virtuous circle or comfortable position, if you like, are not looking for a change.
would be, one, if we were to see a significant increase Mr McCafferty: Our main comment which we made
in unemployment and therefore an amount of stress in the paper is that the Treasury is both judge and
in repayments or, two, we were to see interest rates jury on these issues and that therefore some
rise significantly higher than I think anybody independent commentary, in the same way that we
currently expects over the course of this cycle. There now have the independence of the Bank, as to the
are clearly situations in which the current level of progress of the cycle, how big the output gap is and
debt would become very diYcult to service but not on therefore some notion about cyclically-adjusted data
the economic outlook that any of us currently plus the definitions on the diVerence between current
expects. and capital spending arrived at independently, may

provide greater transparency.Chairman: Fine, we will come back to some of that in
a moment but I think probably we ought to go on Chairman: That noise means their Lordships are

supposed to go and vote on something, none of uswith Lord Vinson.
know what, but if you will excuse us for five minutes.

Q1035 Lord Vinson: Could we move from personal
debt to government debt and the Golden Rule. We The Committee suspended from 17.40 pm to 17.48 pm
have broadly got your views in your paper but if I for a division in the House
read between the lines you are, like a number of Chairman: Let’s swing back into action, I think
people, slightly uncomfortable that these Golden probably, since time is of the essence, as they say,
Rules can be stretched or bent to what you define as which is today’s cliché. Lord Wakeham, if you will
capital and over the time span you spend it and other take us on to the next question.
factors? Overall, are you attracted to the concept of
the Golden Rule if one can to a degree time the cycles
into which it is going to fit? Q1036 Lord Wakeham: You have already
Mr Jones: We are not asking for any change in it mentioned in passing once or twice a suggestion that
which therefore by implication must mean that we there might be some form of independent
are basically satisfied by it. I think what Gordon commission on fiscal policy and in your paper you
Brown did in 1997 was revolutionary. He did two refer to the fact that the Treasury and the Bankmight
things in short order. He gave away his power for the be represented on it. I suppose my question really
setting of interest rates and, secondly, fettered amounts to this: how independent is independent in
himself down with rules on borrowing and said, this sense? What do you see as the benefits and what
“judge me against it”. What Chancellor had ever do you think it should consist of?
done that before? You are right, the rules that Mr Jones: I will deal with one point from what I
politicians make can often be bent and walking the would call the public perception of it and then my
walk is a diVerent issue, but at the moment we are learned friend can deal with the technical side. It is
basically satisfied with it. only about the fact that the Golden Rules have been
Mr McCafferty: I think that is right. As I say, the established by the same people who are going to
comments we made in the paper are essentially constantly review their remit and then at the end of
accepting the new structure of fiscal rules but saying the day decide whether they have been abided by.
that at the margin in the detail there may be ways in What is it about? It is really about bolstering up
which they can be further improved. public confidence in their eYcacy. It is not about

giving away Treasury power and giving away anyMr Jones: It is a little bit of a hostage to fortune out
there because if we do not get growth beginning with form of borrowing or fiscal power to anybody else in

the same way interest rates were given away formallya three—and we have revised our forecast up to 3.2
per cent growth in GDP this year from three, the and statutorily. So really for me, it would be more

about public confidence in the eYcacy and abiding byTreasury is still at three and a half, but if for some
reason we got it beginning with a two—then, if there the rules. Of course, it has not been relevant yet

because we have not got to the edge. If you followis a General Election some time, as there will be, in
the next 18months to two years, if thatmeant that the through the fact that we have something beginning

with three, that is not going to be that relevant andpolitical imperative was, do not put up tax and do not
cut back on your spending, where is he going to go to, there is not a need for it, but if we ever got to the point

where noises were saying he was breaking his Goldenbecause borrowing seems to be the only other route,
and he is precious close then to breaking his Golden Rule, there is possibly a need for some sort of quasi

independent body to review it, although I presumeRule and he would have boxed himself into that
corner. If my members keep delivering the wealth with no legal eYcacy, and that would be needed for
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Mr Jones: I see some merit in that idea. Presumablythe public perception. I would like to think
through your function you could call a degree ofpoliticians might think that is a good idea.
evidence from other experts?

Q1037 LordWakeham:A lot of people have given us
Q1040 Chairman: That was the other point I wasevidence and said, in a sense, in monetary policy it is
going to put to you. I would see no point in havingquite clear that is working, and fiscal policy is
the Bank or the Treasury on such a committee. I seeessentially a political decision and the idea you can
every point in having them come and explain whatconstrain it much is not there.
they are doing, in particular getting the Treasury toMr Jones: I agree completely with them.
explain, “This is your rule and it seems to beMr McCafferty: I think that is right, it is a political
incompatible with what you are actually doing.”decision, but at the same time having set out a
Mr Jones: A good example, and the example wouldcodified set of rules, it does appear that in the current
lead to the conclusion this might be for the right placestructure, the only independent analysis we have as to
for it to be heard, would be if you borrow only towhether those rules have been kept, given that the
invest over the cycle but let’s think of some currentTreasury not only sets the rules but then monitors
account spending which is an investment, and thatthem themselves, would be something like the
would be teaching. Investing in teaching is a currentInstitute for Fiscal Studies. What we would suggest
account expenditure but I would like to think wetherefore is more in the vein of the Monetary Policy
think of it as a national investment. Presumably onCommittee, which has four independent external
that basis someone would make a conclusion that,members, so that we have more of a debate, and it
yes, it might have been broken but this is why andmay include the Bank and it may include the
that would be diVerent. The political environment to

Treasury in a group who simply therefore provide assess that is probably the place where it should be.
objective analysis of the position in terms of the fiscal Mr McCafferty: Just to explain the context in which
cycle and the way in which fiscal policy is being we made our suggestion, the other thought that we
conducted and therefore provide advice and a certain had, although I believe your suggestion that this
degree of transparency to the process. Committee and the Commons’ equivalent would be a
Mr Jones: But no power. perfectly fine body to do this—
Mr McCafferty: No, it is advisory. Mr Jones: —Fine, not perfectly fine!
Mr Jones: We live, thankfully, in a democracy and MrMcCafferty:—The other idea we had was to look
politicians— at the example of the United States where you have

the OYce of the Management of the Budget and the
Congressional Budget OYce, both of whom are notQ1038 Baroness O’Cathain: Do we?
independent of the political process but do provideMr Jones:And politicians do go to the hustings. One
an independent scrutiny of sorts to the conduct ofof the things that people vote on with politicians is
fiscal policy.how much tax-take they take oV people. If you are
Chairman: Thank you, that is very helpful. Murray,going to take that away from them, what are they
just one other thing on fiscal policy.there for?

Q1041 Lord Elder: Yes indeed, one other point you
Q1039 Chairman: I understand that but I am a bit make, where you suggest in your paper, I think, in
lost on the nature of the body. Essentially we are response to the need to take account of discretionary
discussing a scrutiny function if it is not a decision- variation of the budget deficit over the cycle, that it
making body and one can well see the case for might be better to look at the average budgetary
independent scrutiny of the sort, “You laid down deficit over the whole cycle rather than the cyclically-
these rules, therefore why are you doing this which adjusted budget deficit at any given point in time.
seems to be incompatible with them?” “You have Could you explain a little of your thinking on that to
said that it is okay to borrow through investment; do the Committee please and perhaps also say how
you not think you ought to at least define investment much importance you would put on that, how
properly?” Is it not obvious that there are two bodies important a point do you think it is?
that could do this. One is this Committee, which is Mr McCafferty: I think there are two issues. One is
totally dispassionate in what it does, and the other is that at any one point in the cycle, as we all know in
the Treasury Select Committee in the Commons. practical terms, it is extremely diYcult to measure the
Better still, of course, would be a joint committee of degree of the output gap in order to calculate a
the two for this purpose, but that is not easily done cyclically-adjusted deficit. From a practical position
under the present arrangements. It is not that you it is quite diYcult at any one time to talk about a
need an outside body, it might well become part of cyclically-adjusted budget deficit in a way that

provides assistance to policymaking in the near term.the remit of us.
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Germany. That of its own is a big driver forThe second is that the cyclically-adjusted deficit
simply takes out the eVect of the automatic stabilisers productivity enhancement because if you are going to

sell things using your skills you need more skilledwithin the budget. There may well be times in the
cycle where fiscal policy needs to be used in addition people, a more eYcient economy and a more eYcient

infrastructure to do it, and it is a driver on its own.to the automatic stabilisers to either stimulate or to
constrain growth in the economy which would Government policy comes into that because you need

to get goods to market and people to work, so youtherefore require you to depart from the cyclically-
adjusted budget balance anyway. From that point of need bigger investment, not just cash but the capacity

and facility to get big infrastructure projects done. Itview it would only provide you with a guide rather
than an iron rule on how you should conduct fiscal is not just planning, although that is part of it, it is

enough people to do it and it is the political will atpolicy at any one year within the economic cycle
anyway. Given the view that it is only a guide and it local authority level to do it. There the big challenge

remains. Secondly, we do not have enough skilledis very diYcult to come up with a guide that you have
trust in because output gaps are very diYcult to people to fulfil that restructured economic need.

There it raises challenges of immigration andmeasure except with enormous hindsight, we would
then say that it is still better, as the current rules bringing skilled people in and whether the country

feels comfortable with that. It is very, very importantsuggest, to go for an average throughout the cycle.
that we do it. We have a track record for doing itChairman: Thank you for that. There is no more you
quite well when we put our minds to it as a countrywant to ask about? Essentially questions seven and 10
and we ought not let ourselves down now. That is awere going to be on productivity and that sort of
big issue. We need a further education system, notthing, most of which you have covered.
just a higher education system, that is well funded
and better attuned to reskilling and upskilling our

Q1042 Baroness O’Cathain: Yes, I think so. Is there people. We need a system that is going to get three
anything further you wanted to say? The question I and a half million adults who are in work today, who
was going to ask you was relating to paragraph 64, cannot read, upskilled. There are another three and a
where you were talking about the stronger growth in half million adults at home who are functionally
this country by comparison with the eurozone. You illiterate. They have got to get into the workplace.
said manufacturing has suVered but then you Lord Vinson: Can I ask a very quick immigration
actually said subsequently in your answer to the first point.
question that they had sorted themselves out. Is there Chairman: You can ask it—
anything else you wanted to add, particularly linked
again into the tenth question, which is that a major
plank of the government’s macroeconomic policy is Q1043 Baroness O’Cathain: —at the end, let us
to improve productivity, and do you consider this to carry on,
be a proper role for government? In fact, you have Mr Jones: That is an enormous driver for
answered that by saying they have already improved productivity. Then the other one of the three, as well
productivity. as physical infrastructure and human infrastructure,
Mr Jones:We have improved productivity but we are is regulation. There government policy is enormously
still lagging behind France and America. We have important. When the CBI and TUC, at the behest of
caught up with Germany but we are lagging behind the Chancellor, did our piece of work on productivity
France and America. Although I am saying on paper in 2001–02, we were told in the brief, do not discuss
we have improved it, I am not saying job done. If I workplace regulation, because we were trying to find
can choose three areas where I think there is still big areas where we could agree with the unions not areas
work to be done. Firstly, we ought to applaud the where we were going to disagree. We said, let’s
country, and by that I do not just meanmymembers. concentrate on areas where we could reach
I domean the unions and I domean theGovernment, agreement and we did. That should not be taken as a
because we are ahead of the game, we are ahead of piece of work that said that there was no problem
America, ahead of Japan, ahead of France, ahead of with labour market regulation, because that is an
Germany, ahead of Italy and Spain, in restructuring enormous issue.We have got the most flexible labour
our economy into value added, quality and the brand market in Europe and we have got the lowest
end of the market. Making things that sell on price unemployment. That is not a coincidence. Health
and commodities in Britain is virtually finished and and safety regulation, certainly planning regulation,
we have risen to the challenge as a country andwe are labour market regulation, financial service
getting there, so you do not hear voices in this place regulation, are all inhibiters to productivity. On their
about protectionism. You do not even hear the own they might not be. For each individual one you
unions going on about it King Canute-style as you could put up a case and say they might just enhance
have heard in America, and there is not a productivity, but if you take them as a lump and,

secondly, if they are implemented poorly or on aprotectionist attitude as there is in France or in
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the demands for infrastructure which is alreadycomparative basis they are implemented in a way in
which your rival nations do not (and there are certain overloaded, so that notion we can increase national

productivity or wealth just by substantialcountries in Europe where compliance is a voluntary
event), then what you get is an unproductive immigration, just like that, I can see from the CBI’s

point of view is attractive, but rationally I am not soenvironment. So whether it is regulation, whether it
is skills or whether it is transport, the battle for certain it is possible.

Mr Jones: If I left you with the impression that it is aenhanced productivity is not yet won. If you contrast
France particularly, with all their inhibitors, with a solution, I misled you. It is a brick in the wall of a

solution. You are right that on its own it does have itssuccessful economy, one of the reasons they win in
productivity enhancement is they have got a first- problems and its challenges for society, but it is

certainly one of the contributing factors to getting itclass transport infrastructure and they have got a
very skilled workforce. If you look at all the stuV right. I am very proud that I belong to a liberal,

tolerant society and I just know we do it quite wellstacked against them winning, why are they more
productive, there are other reasons. They do not when we put our minds to it. We need more skilled

people and if we can face up to the challenges, you areperhaps comply with the rules like we do—I say,
choosing my words carefully. But those two drivers quite right, to the infrastructure that they bring, if we

deal with those, then the advantages outweigh theare very good. One, where Germany wins better than
we ever do, and America certainly, is in government disadvantages. Two examples would be the average

adult illiterate working in Britain does not have aprocurement. If you know your government is going
to buy that number of kit over the next number of funny-sounding name and a diVerent coloured skin

and worship his God in a diVerent way; he is white,years at certain prices, believe me, you invest in your
kit and your people better, because you know you male and 35 years old.
will get the return. If you do not know from one year
to the other whether the orders are going to come and Q1045 Baroness O’Cathain: And probably called
if they do what they are going to be, then, frankly, Smith!
you do not invest and if you do not invest, the Mr Jones: And probably called Smith. I am glad you
order—rightly—goes to another country and that did not say Jones! It is that on its own why we need
means that you are never gong to invest, and that the skilled people. Secondly, it is not just a
means you become less productive. The role of productivity enhancer but 30 or 40 years ago you
government procurement, by which I do not mean coughed into a pension fund until you were 65, you
that British businesses have the right to have a job had a year for free and died at 66. Now you do the
and I do not mean that other countries are not same and die at 77. The future for people in this
entitled to compete, I do not mean that at all, but if country when they retire is going to be cold and
you have better, more professional and more skilled brutish and not very pleasant if we do not get more
procurement, you will get businesses more into the tax-paying economy of the country. One
productive. If you look at German businesses, which route—one, and I agree with you it is not without its
again have all the odds stacked against them with problems—is an instant fix of adult taxpayers
social legislation and everything else, one of the working.
reasons why they are more productive, is that they
are better invested. Why are they better invested? Q1046 Lord Vinson: Until they in turn get old.
Because in public procurement they have had a level Mr Jones: I accept that but we do do it quite well
playing field on which to assess the returns they will when we turn our minds to it and that is part of the
get and it is a big driver for productivity. Do I see solution, but no-one should ever think it is a solution
government policy as being intimately involved in on it its own because it certainly is not.
productivity enhancement in Britain? Yes, I do. Do I
see it as a function of economic policy? No, because

Q1047 Chairman: You said that you felt that therethey can only do so much and the rest of it, frankly,
was no great campaign for protectionism in thisis down to us to get ourselves better.
country, but in fact if you read the opinion polls thereBaroness O’Cathain: Fascinating.
is one campaign, namely the majority of people do
not favour the free movement of labour. You can

Q1044 Lord Vinson: I am sorry I interrupted you. I disguise it under all sorts of bizarre arguments and so
would like you to develop your concept about on, but the fact is that there is a very powerful
improving productivity through immigration. I can movement for protectionism when it comes to free
see from the CBI’s point of view that that is a nice, movement of labour. For those of us who are
simple, easy answer because you can recruit people as economists, we would say a free market is a free
of tomorrow fully trained, but it has been put to us market and that includes goods, services and
that it is rather over–simplified, because in with that everything else. We cannot have it both ways. But a

lot of people argue, “I am totally in favour of a freecomes a chain of command for houses, schools, all
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Mr Jones: I will answer the first part and Ian will domarket . . . except for labour,” and therefore I am
the second. Yes, you are right. Your conclusion thatnot convinced that you are right that there is nomove
we are taking an approving stance on thefor protectionism. Even I once did a study many
macroeconomic picture of the country is right. Whatyears ago showing that the labour coming in, far
I said earlier is true here as well, which is businessfrom being a burden on the state, actually paid more
likes boring, predictable stability, and that is what wein taxes than it was taking out in benefits, and I think
have got, and we, by and large, put a big tick in thethe very latest studies have also shown that, so the
box for that. The second part, the twin deficits, Ian?argument even that they are a burden is not true.
Mr McCafferty: One of the two key causes of theNonetheless there is this underlying protectionism
current account deficit at the moment is the residuejust about the labour force.
from the over-valuation of sterling which we haveMr Jones: I am not too sure—
experienced particularly against the euro since 1998,
and the second is the economic position within the

Q1048 Chairman: It may not be so much amongst global economic cycle in this country, where we are
yourmembers but it tends to showup in opinion polls growing more rapidly than many of our trading
among the public. partners and certainly have been doing so over the
Mr Jones: It is like my mum, my mum is 80 and she course of the last two or three years. Under those
thinks she is going to wake up one morning and 15 conditions, depending on import propensities, you
Hungarians are going to be in a tent on the front would expect to see theUK, as has theUS, run a level
lawn. Why? Because the newspapers tell her so. So of current account deficit. That is not to say that I am
far, when I ring her up, they have not arrived! I am complacent about its level or its projected outlook.
not too sure that is protectionism. I think that is a Clearly we would hope that, as the eurozone in
sensational fear of insecurity, but I am not too sure particular, but other parts of the world, start to grow
that is what an average Britain would call more rapidly, as this recovery takes hold, that part of

that deficit will start to diminish on the currentprotectionism. ACommunist might, but I am not too
account. It is also true that against the euro sterlingsure they see it as that. They see protectionism as
is now at a more sustainable level than we have hadsaying, “I want to put up some barriers to protect
for a number of years. Both of which give me somewhat I have got and in the labour market”. I am not
hope that the deficit will remain sustainable in termstoo sure they see that. They probably see it in terms
of being funded by continuing inward investment. Inof society but that is born of something other than
terms of the budget deficit, clearly, we are on recordworrying about their jobs, because we have got full
within the CBI as saying we worry about the level ofemployment. If you are in Germany with 12 per cent
the deficit within the rules and whether the Goldenunemployment, or France with nine and a half per
Rule will prove to have been met when we reach thecent unemployment, then that type of feeling could
end of this economic cycle. We would like to see thatbe justified as a protectionismmeasure. Here I do not
deficit kept very much under control and broughtthink it is because of that, because no-one down the
down as a proportion of GDP in coming years. Thestreet is out of work. In fact, they know they can go
point about savings in general, both in terms of thedown the road and get more money somewhere else
personal savings ratio and the national savings ratio,because there is a skills shortage. But they are doing
is one perhaps for long-term consideration as ait out of a feeling of insecurity which I would submit
society, given the demographic changes and theis not protectionism.
issues about funding old age pensions and otherChairman: That is one issue worth pursuing but we
income in old age that we have mentioned and theare not able to do it for as long as we would like
fact that the ratio of those in work to those in receipttoday. Lord Roll, you have got one question.
of old age support is going to decrease quite
significantly in 30 years. Yes, we do need to get

Q1049 Lord Roll of Ipsden: Leaving aside the savings up, but I think that is more of a long- term
argument you have just made, on the whole my strategic issue than one I would attribute primarily to
impression from your answers is that you take a the cause of the current account deficit at this stage.
relatively contented view of our macroeconomic Mr Jones: One of those ways in which we could
situation and of our macroeconomic policy. Yet address the savings issue is it is an imperative of the
among the comments one generally hears about it, economy and it is also imperative, I think, for society
there is first of all a reference to the very large current that we get the young and lower paid into the world
account deficit from which we suVer and from the of saving. They are not doing it and I do think that
equally substantial budgetary deficit, and these two, there is room over the next two or three years for the
particularly against the background of a rather low formulation of fiscal policy to deal partly with that
savings rates, surely must give one concern?What do issue. I think employers have got to come far more to

the party and we have got to get individuals to takeyou think?
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Mr Jones: The world has changed forever and notmore responsibility for their future provision, but I
think there has got to be a fiscal carrot in there only in the way Ian has mentioned, but did I ever

think I would hear a Labour Chancellor say thatsomewhere to get especially the young to understand
that the world has changed forever. there is no room for the Working Time Directive in

modern Britain? Did I think I would ever see a
Labour Chancellor stand up and declare 40,000 civilQ1050 Chairman: Is it not the case that one of the
servants redundant?oddities over the last 20 years is how the household

savings ratio has fluctuated. It has been as high as 12
per cent of income and it has been as low as 5 per cent Q1054 Lord Goodhart: It has not happened yet.
of income, and indeed, speaking as a Keynesian Mr Jones: The world has changed forever.
economist myself, since one of the fundamental
propositions of Keynesian economics was the

Q1055 Chairman:Are we going to look forward to astability of the savings ratio, it seems to be the one
40th anniversary volume coming from you?definite refutation that the savings ratio is not stable
Mr Jones: You will get a big party.and therefore we ought to be careful looking at any

particular figure, like this year it is about 6 per cent;
we should not just concentrate on that; we should

Q1056 Baroness O’Cathain: Are we invited?know that it jumps all over the place anyway.
Mr Jones: You are all invited.
Chairman: Our last question is rather technical but I

Q1051 Lord Vinson: Is it because people are saving do think we ought to ask it.
through their houses?
Mr Jones: I am not saying it is the only reason but

Q1057 Lord Goodhart: You seem to be saying thatwhat other investment in Britain is going to put a roof
you think the Bank should not be keeping on tryingover your head, give you a capital gains tax-free gain
to improve its models and that you remainof something like 19 per cent a year and be literally as
unconvinced of the usefulness of developing specialsafe as bricks and mortar, in a world of Equitable
models to assess the impact of special events. But youLife and stock exchange crashes? Why would you
also argue that models must keep up withnot—because that is the point.
econometric advances. Do you think there is anBaroness O’Cathain: That is exactly right.
inconsistency there?
Mr Jones: An inconsistency between we think theQ1052 Lord Sheldon: I have watched the CBI and its
modelling in the Bank of England should keep uppredecessor over the last 40 or 50 years with great
with changes in world econometrics and—?interest, but I must say the comments of all the

previous ones would not have been the same as yours
with the budget deficit and current account deficit of Q1058 Lord Goodhart: That the Bank should keep
the size we have today. Something has happened to abreast of econometric advances but not of economic
the CBI and its predecessors that rather surprises me. advances.
Mr McCafferty: I am not sure that the CBI has Mr McCafferty: If that is the interpretation that you
necessarily changed, perhaps the world economy has have taken from our position that is not the one we
changed in the sense that now there is a much more intended to give. Certainly we do believe that the
open, integrated economy with open capital markets Bank needs to keep abreast of both economic and
where it is now much easier to finance a current econometric advances and we welcome the work it
account deficit over a number of years (as long as it has published recently in terms of the newmodel that
is not excessive), than it would be have 20 or 30 years it is now operating with in terms of providing the
ago. We now have a flexible currency after a fixed MPC forecasting outlook. Our point was more a
currency, which means we do not associate the technical one.Of course, all models are, by definition,
current account deficit with currency crises on a simplifications of what is going on and do not
regular basis as we would have done 20 or 30 years substitute for good judgment, and individual models
ago. I think it is as much that the world economy has trying to deal with very specific, individual occasions
changed than that the CBI specifically has changed, or shocks to the world economy have a track record
except in reaction to those changes in world capital of being not particularly useful, except with a great
markets. deal of hindsight, and therefore we feel at points of
Mr Jones: The CBI is 40 in July of next year. great uncertainty judgment should probably prevail

over the use of extra econometrics. But that is not to
say that the Bank should not be developing itsQ1053 Lord Sheldon: I knew its predecessors very
econometricmodels along the lines of theory and bestwell. Norman Kitching was a particular friend of

mine. practice.
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write our report, so if there are any supplementaryQ1059 Chairman: I think, since we are going to have
to disappear, that we ought to thank you for that matters where you think you really ought to have

added something, we would very much like to hearanswer. Wearing my academic hat, I would have
liked to have gone on for quite a long time more on from you, or if you think that you really should have

developed this argument further.that but I will have to save that for another day. May
I thank you verymuch for your forthright answers. It Mr Jones: I would like on behalf of the CBI to thank

all of you for your time. I enjoyed it and thank you.happens that we ourselves do have a bit of time to
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Present Peston, L (Chairman) Sheldon, L

Professor Mike Wickens, Specialist Adviser

Examination of Witnesses

Witnesses: Mr Joaquin Almunia, European Commissioner for Economic and Monetary Affairs, and
Mr Peter Bekx, Deputy Head of Cabinet, European Commission, examined.

Q1060 Chairman: We have introduced ourselves, interested in the present position but we are much
more interested in what is changing. One last remarkyou know who we are. Perhaps I could start first by

thanking you for finding the time to see us. It will before we get going: we realise that some of these
areas are very delicate and, therefore, if occasionallyhave to be English from our side, is that okay?

Mr Almunia: That is fine. My English is not perfect you say to us, “Look, I have a view but I would rather
not talk about it”, we would understand that,but we work in English.
certainly given the little bits on the Constitution this
weekend.Q1061 Chairman: Better than our Spanish.
MrAlmunia:The leaders were discussing these issues.Mr Almunia: If you prefer we can speak Spanish.
Chairman: Exactly. If I could ask Lord Sheldon to
ask a question, who was a Member of the House ofQ1062 Chairman: I would love to be able to speak
Commons for a great many years before he came toSpanish.
the House of Lords, so he has all the politicalMr Almunia: It would be easier for me. We will use
background as well as the economic background.English.

Q1066 Lord Sheldon: Thank you very much forQ1063 Chairman: It is a real pleasure for us to come.
having us here. We have lots of things that interest usEssentially, as a Committee, everything we do is
but, first of all, could you give us some indication ofbased on the evidence we receive and, therefore, one
the responsibilities that you have as a Commissioner?reason for coming is to seek enlightenment from you
How much are you involved with monetary policy?on the matters we have indicated to you that we
How do you fit in with the European Central Bankwould like to talk to you about. I do not know if there
and what are your relationships with them?are any opening remarks that you would like to
Mr Almunia: I understand that you are goingmake?
tomorrow.Mr Almunia: No, I would prefer to go straight to

giving my answers to the questions.

Q1067 Chairman: We are going to see Mr Trichet
Q1064 Chairman:How we will work is I will ask my tomorrow, who we have seen before, he is an old
colleagues to put the diVerent questions and— friend. When we saw him last time he was not the
MrAlmunia:Are you preparing a report or is this just head of the ECB.
an informal discussion? MrAlmunia:Myportfolio is economic andmonetary

aVairs but really monetary policy is a competence of
the European Central Bank. I am the member of theQ1065 Chairman: We have been working since last

November more or less on whether there have been Commission who has a relationship with the
European Central Bank. As a Commissioner, I amnew developments in the way policy is emerging in

Great Britain and whether the Monetary Policy invited every 15 days to the meetings of the
Governing Council. Usually, I attend the first of twoCommittee is changing with a new Governor of the

Bank of England and whether fiscal policy is monthly meetings. In the first week of the month the
Central Bank discusses the interest rate issue. At thechanging in any way. We do believe, independent of

the future of the United Kingdom and the ECB, that second meeting in the middle of every month they
discuss more technical questions. I cannot be therethe European context is absolutely vital for economic

policy in our country and, therefore, we have come to for that but I usually go to the first week. I am not a
participant in the discussion about what to do withyou, and we are going to the ECB as well, to get the

context so we understand fully what is going on. In interest rates, but I am there. Just after the decision
to maintain or to increase or to reduce interest ratesparticular, the focus of everything we are doing is on

what one might call the dynamics, namely we are they ask me how the Commission is analysing the
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Q1070 Professor Wickens: To establish a dialogue.economic situation and what is happening with the
Stability Pact or other issues, so I participate with Mr Almunia: Not to tell the Bank what to do.
them in an open debate. The Presidency of the
Council ofMinisters is also invited. I think they never Q1071 Professor Wickens: No, no. So what form
go there. I have been here since April. does your dialogue take?
Mr Bekx: The Belgians went. Mr Almunia: We are participating in these meetings
Mr Almunia: When the Belgians were the Presidency at the Governing Council meetings of the Bank. The
of the Council Mr Reynders went. The President of President of the Bank participates in the meetings of
the Council cannot represent the views of all the the EuroGroup. For instance, we had somemeetings
governments on many of the issues, so they are at the beginning of May that we called macro-
careful. Mr Trichet, as the President of the ECB, economic dialogue which is a biannual meeting
participates in some of the meetings of the Council, with the representatives of the European unions,
for instance in the Euro Group. He gives us his European employers, organisations, and the Bank
opinion about the economic situation or any other was there with us sharing debate and explaining its
issues.We have a very close and permanent dialogue. ideas. We have a very, very full dialogue with them.
In general, the Commission and theECB share views.
We share the same opinions in many fields and

Q1072 Chairman: You have that dialogue but insometimes we disagree. I am responsible for this
your relations with the individual countries the ECBrelationship. I have a responsibility for the budgetary
will have set interest rates according to what isdiscipline in the Commission on the issues related to
required within the whole of the ECB area and in thethe Stability Pact. We have very strong services
individual countries this will not necessarily beanalysing what happens in every country, both
exactly right for every one of them as individualMember States of the euro area and Member States
countries, so they then have to make other policyoutside the euro area or third countries. We have a
decisions. How do you relate to the individualunit that analyses the American economy or the
countries? Just to take a purely theoretical example,Asian economy or whatever. Also, we have the
and I emphasise it is theoretical: if there were noresponsibility for giving support to economic policy
inflationary pressures, say in Germany, noneco-ordination, which is a competence of the Member
whatsoever, but the ECB decided that it had to raiseStates. We monitor the situation of the economic
interest rates because it worried about inflation morepolicies, not only the budgetary policy but the
generally, then presumably Germany would respondeconomic policies in the Member States, and we
by adjusting its fiscal position.Do you come into playpresent these broad economic policy guidelines to the
at that point?Council, which were approved during the last
Mr Almunia: Yes. We have bilateral relations withEuropean Council, which are the economic policy
every Member State, both in the euro area anddecisions that have been taken in the diVerent
outside the euro area. With Germany, for instance,

Member States or have been announced, what kind they have an inflation rate lower than the average and
of reforms we think they have to implement to they have a growth rate lower than the average, a
improve their competitiveness or to increase their potential growth rate lower than the average, high
growth potential or to have sound fiscal policies. We unemployment, some structural problems.We have a
are doing that, analysing the convergence and dialogue with the Germans and they send us their
stability programmes every year. We provide the stability programme once a year that we have to
Council of Ministers with our analyses in all those assess and inform the Council. They have to notify us
fields. These are our main competences. in March and September about the financial

situation, the figures of the public deficit or the figures
of the public debt. We are analysing the situation ofQ1068 Chairman:Mike, do you want to come in on
the German economy in dialogue with Germanour second question? You have led us towards the
authorities, with the Minister, the Secretary of State.individual countries.
If they want to accept our recommendations first atMr Almunia: If you want to have an organogram of
the Council level and after in each country they willour services, we can provide that for you.
accept the recommendations that were given to themChairman: That would be immensely helpful, thank
in the broad economic policy guidelines to implementyou very much.
some kinds of reforms or to further consolidate the
public finances or to improve the quality of public

Q1069 Professor Wickens: You mentioned part of finances in some cases. We have to monitor the
your remit is the monetary policy but the ECB, evolution of the public finances in Germany. If we
obviously, is charged with— think that the evolution of public finances in
Mr Almunia:My remit is to establish a dialogue with Germany is not in the right direction according to the

figures and the objectives that have been establishedthe Bank.
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the Pact because they are not able to accept thein the stability programme, we can issue an early
warning—it happens sometimes—we can present to application of this Pact in Germany at the present

moment. The Dutch Government, who will be thethe Council an early warning telling the Council that
in Germany the evolution of the public deficit, of the next Presidency during the next six months, wanted

to reinforce the powers of the Commission and of thedebt or the inflation rate, is not in a good direction,
asking the Council to recommend to the German Council of Justice, even the Council of Justice, to

comply with the rules of the Pact. In between theyauthorities the adoption of some kinds of measures.
If these measures are inside the Stability Pact field, tried to write a resolution and the French

Government has introduced some amendments.related to the budgetary discipline, we have a
stronger system in the Stability Pact. If we are talking Other governments were supporting the Dutch in

defending the strengthening of the instruments of theabout economic policy co-ordination, we are weaker.
We can only recommend in a broad sense. This is Pact, which means they were strengthening the

powers of the Commission to enforce the Pact. Somewhere the peer pressure of the other members of the
Council can be eVective, but it is not very eVective of the countries, and I think the British Government,

were supporting the French andGermans. At the endbecause the peers are not putting strong pressure on
their colleagues. We are not satisfied with this this Declaration endorsed the Pact. They said that

Europe needs more growth and needs moreframework. We think that the framework is
necessary but the instruments are not working well. budgetary discipline. Both objectives are good for

growth. We have to improve economic policy co-On the economic policy side, the instruments are very
weak. They are only general recommendations. ordination and to develop the reforms that we have

announced that were adopted in the Lisbon AgendaDuring the last European Council meeting, the
leaders adopted the broad economic policy in 2000 and, at the same time, we need budgetary

discipline, so we need to maintain the Stability andguidelines, but nobody knows anything about that.
The German Parliament will not discuss this Growth Pact but introducing some changes, and we

agree with these changes.What kinds of changes?Weorientation and will not adopt the measures because
it is a general recommendation. If we change to the need to take into account more the economic cycle. It

is not the same three per cent of GDP public deficit inbudgetary discipline, we have some strong
instruments in the Treaty and in the Pact. The new a downturn as in a good moment of the cycle. We

need to take into account more the level of the debtConstitution has taken the same instruments more or
less that were in the Maastricht Treaty and in the and the sustainability of the public finances. It is not

the same situation in Britain as in Italy, the same ratepresent Treaty of Nice. What happened with the
Stability Pact in the last downturn was that some of growth and the same figure of public deficit.

Britain has 45 or 50 per cent public debt in relation toimportant countries—Germany and France—did
not comply with the rules and were not able to accept GDP and Italy has 106 per cent of GDP in public

debt, so it is not the same situation for thethat at the Council level. So we have a conflict
between the Commission who asked last November sustainability of the public debt.We have to take into

account national circumstances, not only relating tofor the adoption of some measures for France and
Germany, and the Council who at the time endorsed the public debt level but also to the growth potential

or to the future liabilities related to ageingthe French and German governments’ positions and
they do not follow the Commission. We are now in a populations and other challenges in the future. We

need to define a set of incentives, which is veryconflict in the Court of Justice and we are expecting
the decision maybe next month. What the Court will diYcult, to help the countries to consolidate public

finances in the good moments so as to reduce thesay, I do not know. They have to decide if we can
enforce the Stability Pact sending further proposals automatic stabilisers in the badmoments. If you have

not consolidated public finances in the goodto the Council up to the point of the sanctions stage.
moments of the cycle, in the downturn you will be
above three per cent of the public deficit unless youQ1073 Lord Sheldon: Is that serious?
are deciding pro-cyclical budgetary policy in the badMr Almunia:What the Council wanted was not to go
times, which is not the best thing to do. We agreedto these further steps and to stay only at
with the Declaration on these changes.recommendations for adopting some measures.

Q1075 ProfessorWickens:Can I take you back for aQ1074 Lord Sheldon: Is that a serious attempt to
moment to your discussion about implementationchange things? Are sanctions feasible?
and enforcement, on the one hand, and the evolutionMr Almunia: We are all concerned because we know
of economic policy and which policies arewe need to introduce some reforms in the Pact. Last
appropriate for individual countries, on the otherweek the European Council adopted a resolution
hand, and on the role of the Commission in that. Itabout the Pact. The story of this resolution was that

the Germans wanted to weaken the instruments of seems to me that potentially you are in rather a
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circumstances. According to my information, thediYcult position because what might be appropriate
may not be necessarily what you are required to situation in Germany is not that the government do

not want to present a budget below 3 per cent—implement or enforce as enshrined in the Stability
andGrowth Pact, for example. Is that a dilemma that
you face in practice or do you simply implement and
enforce as far as you can?

Q1077 Professor Wickens: No, it is a matter of
Mr Almunia: I do not know that I understand your timing to some extent.
question. In our economic governance frameworkwe

Mr Almunia: They cannot because they have a lot ofhave two legs. One leg is related to budgetary
expenditure that they are not in a position to reducediscipline, so we have rules and these rules are defined
now because of the economic problems in this badin the Treaty, developed in the Stability and Growth
time and, on the other hand, they have received lessPact, and we have some instruments to comply with
money than they expected on the income side of thethese rules and to monitor the development of these
budget. They have endorsed this Declarationrules in every country. On the other hand, we also
supporting the Stability Pact and the objectives, thehave the second leg of the economic governance
rules, etcetera, and even if they want to they are notframework to co-ordinate economic policies for
in a position to go further in compliance with thegrowth, developing the structural reforms in the
Stability Pact rules. We agree that we need toLisbon Agenda, improving our competitiveness to
consider which kind of flexibility we have totackle the challenges for the future of ageing
introduce in consideration of these nationalpopulations, etc. We have to organise multilateral
circumstances, economic circumstances. Of course,surveillance of these objectives to improve
the problem for the Commission is since we have notcompetitiveness and to create more jobs, to improve
approved these reforms, and they are Councilthe functioning of the markets and all that in the
regulations approved by the Council and we areLisbon Agenda. We know the situation in every
committed to comply with them, we have to complyMember State, we receive the stability programme
with the rules even if we know, as they know, thator the convergence programme: the stability
these rules in some aspects have to be changed in aprogramme for the euro countries and the
more flexible way. Maybe the Bank tomorrow willconvergence programme for the non-euro countries.
not be thinking as we are thinking; they are moreWe assess these programmes, we give our assessment
rigid and in general want to maintain the Stabilityto the Council and we have a global vision in this
Pact as it is. Our experience is that on some occasionsbroad economic policy guidance and we propose
it is very, very diYcult, if not impossible, to complysome actions in economic policies; actions for the
with it.euro area, for the whole of the Economic Union, but

also for every Member State, but we have no
instruments to enforce that and the Council has no
instruments to enforce that. The only instrument is Q1078 Chairman: That is very much our view and
the peer pressure. For the other Member States, what you say we are immensely sympathetic to. On
which are not interested in bad orientation of the the one hand, as you say, we have to have rules, none
government policies in one single Member State, of us doubt that, but rules should not lead you to do
because we are all members of the same monetary stupid things.
union and the same single market and we all want Mr Almunia: Or impossible things.
everybody to be doing well, having a good growth
rate, etc., the instruments are diVerent.

Q1079 Chairman: Yes. I think your point was even
better that sometimes you are asked to do what youQ1076 Professor Wickens: May I give you an
cannot do.example which is not too hypothetical. In the case of

Germany, for example, if they argued, “The reason Mr Almunia: We were talking with the Dutch
Government and theDutchGovernment is one of thewe do not want to bring our deficit under 3 per cent

is because it would have harmful eVects on the main supporters, if not supporter number one, of the
Pact. But the Dutch economy is very bad, they are ineconomy”,would that be an argument that you could

trade oV, so to speak, against the enforcement of the a serious downturn, so they want to comply with the
rules and present a budget next year below 3 per centStability and Growth Pact?
of public deficit. But they accept this year, even if theyMr Almunia: The Stability and Growth Pact has
are in an excessive deficit position since the lastsome rules and one of these rules is to consider
Ecofin, they cannot increase taxes or reducespecific circumstances. Maybe these specific

circumstances are defined in a rigid way and we have expenditure because of the situation of the Dutch
economy. They want to do that next year with theto change them to introduce a little bit more

flexibility in the consideration of these specific highest rate of growth.
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Q1083 Chairman: So rather like we had to goQ1080 Lord Sheldon: I understand the problems of
through in 1976 with the IMF, we had to produce aenforcement, of course they are extremely diYcult,
document that said we were going to do this, this andbut I thought you mentioned something about
this, but, of course, in the case of Britain we actuallyincentives.
set about doing it and the IMF gave us the money weMr Almunia: Yes.
needed. The real point is precisely yours.
Mr Almunia: The origin of this conflict with France
and Germany was that in the case of Germany they

Q1081 Lord Sheldon: What do you mean by had adopted the measures but the measures were not
“incentives”? giving them the results that they expected, and in the
Mr Almunia: The French, Germans or Italians are in case of France they did not adopt the measures.
a situation where they are not able to comply with the
rules of the Pact this year, 2004, not because they

Q1084 Chairman: That is the diVerence.adopted the wrong measures a few months ago but
Mr Almunia: In both cases we were obliged to gobecause in the good moments, in 2000, 2001, 1999
further.

maybe, they did not consolidate public finances
because the Pact has not defined a set of incentives to

Q1085 Chairman: That is what troubles us, even if ahelp the countries to explain to public opinion that in
county is trying to do the right thing—we are allthe good times they need to consolidate public
economists—they still are not guaranteed to succeed.finances to be prepared for a downturn or to have a
You have to distinguish between the countries thatlower level of public debt because of ageing
are trying to do the right thing from the countriespopulation needs in the future.We have no incentive.
who assume they can do anything they like.We have sanctions, which are sometimes very
Mr Almunia: We have some rules in this case. If thediYcult to impose. We have instruments to
country which is not giving the results that they haverecommend, to issue early warnings, but we have no
announced is in a severe downturn, we have aincentives. We are thinking and trying to find some
definition as to what a severe downturn means as angood incentives for these countries in the good
alibi. This definition is very rigid. I think we have tomoments of the cycle to consolidate public finances
introduce some kind of flexibility because, forand to explain, to have some carrot, to have not only
instance, the Netherlands has had three years with astick but carrot also in the good times.
severe recession but in none of these three years were
they below the figure that we consider, according to
the Council’s regulations, as being in a severe

Q1082 Chairman:We understand that. Is not one of downturn. Maybe those who wrote the regulations
were thinking of one year, but three years in a rowyour diYculties, and it is more political than
with minus 0.7 per cent of GDP is very serious.economic, that youmight think of a country—wewill

not name it—who would say, “We are having
diYculties but we assure youwe are going to solve the Q1086 Chairman: Yes.
problem. It will take longer than you would like but MrAlmunia:We have to introduce some flexibility to
we will come back into the rules”, and you say, “I consider the circumstances which are independent of
believe you”; but a second country would say the the political will of the government or the normal
same thing and you would say, “I don’t believe you” evolution of the economy.
and your problem is, for political reasons, you cannot
say that? You cannot say to one country, “If we give Q1087 Lord Sheldon: There is a country I am
you any flexibility youwill misuse it”, and to another, thinking of which is unwilling tomeet the criteria and
“We will give you the flexibility”. is unable to meet them for political reasons. That is a
Mr Almunia: My predecessor here—I arrived just a particular problem because they are not trying and
few months ago—established criteria. We cannot they cannot do it because the political situation is
believe if we do not have decisions on the table. We quite dire. Sanctions in that case seem to be the only
need decisions. Sometimes we have to address a solution, I cannot see what else can be done, or play
national government saying, “If you cannot assure us for time and hope that the political situation of that
by written letter that in due time before this date country might change over a period.
measures you will adopt equivalent to half a point of Mr Almunia: Of course, all of us prefer pre-emptive
GDP to consolidate your public finances, I will give measures, not to go to the end of the bad evolution of
you an early warning or I will open the excessive things. If a country is outside the rules of the game,
deficit procedure”, because we are obliged by the the rules of the Pact, is not adopting the measures
rules to do so. We cannot believe in the future; we that we have recommended to the Council, at the end
want to but we cannot. We need some concrete we need sanctions. What kind of sanctions? The

Treaty talks about sanctions and the newmeasures adopted by the countries.
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Mr Almunia: If the Chinese people are buyingConstitution also. The Council regulation has
developed a set of sanctions and there is a lot of American paper every day, it is not sustainable.
discussion about whether these sanctions are the best
ones or not. They have never been enforced up to Q1092 Chairman: One thing that does interest us,
now. I think the best thing for all of us would be if which takes us on to one of our questions that we
some sanctions came from outside the political world would very much like to hear your view on, is what is
because for the colleagues of the minister of this the significance of the US fiscal deficit? Five per cent
country it would be very diYcult to adopt economic of the American GDP is an enormous amount of
sanctions in the Council, fines, etc. What about money and yet it does not seem to influence anybody.
financial market sanctions? The financial markets What is your view on that?
will take into account this kind of political action of Mr Almunia: I am very worried about that.
a bad government. Up until now the markets have
reacted in the past when countries were in a nominal

Q1093 Chairman: You are worried?convergence process to the objectives of the
Mr Almunia: I am very worried.Maastricht criteria. They have given awards for the

good countries but now they are not giving sanctions
in terms of the spread of interest rates to the bad Q1094 Lord Sheldon: You mentioned China, which
countries. This is a diYculty because it would be is a good point.
easier if the sanctions came from the markets rather Mr Almunia: I am very worried because it shows a
than the Council. In the Council it would be very lack of savings, a higher level of debt in the
diYcult to adopt that. We need to have a set of households in the United States, and I think that
sanctions, of course, but I think it would be very when the interest rates increase that will create a lot
diYcult for the ministers to vote in favour of of problems for the households.
sanctions to the College.

Q1095 Lord Sheldon: The household sector.
Q1088 Chairman: We have got to make progress Mr Almunia: If the consumption demand reduces,
but, if you take the German economy, it is very hard then incentives for American growth will disappear.
to believe, given the wealth of that economy, that As in the past they can use the dollar exchange rate
theywould ever have any diYculty selling their public but that will send a very bad problem to us that is very
debt. So, therefore, the market would never impose diYcult to solve for the European economies, in
sanctions. What the market knows is that Germany particular for Germany.
has been a democracy for a very large number of
years, has got massive assets, pays all its interest and

Q1096 Professor Wickens: But the current accountrepayments on time. So why would you not buy all
deficit of the US is the same as the government deficitthe German paper that the Germans wanted to
and that shows that the private sector is in balance;submit? If markets could do it, it would save you a lot
therefore in principle there is not a savings problemof trouble, but in the case of Italy there is not the
for the private sector.slightest indication. If you look at the American
Mr Almunia: The rate of savings of households in thedeficits, which we are about to ask you about, the
United States is 1 per cent, 2 per cent, I do not know.AmericanGovernment still seems to be able to sell all
It is completely diVerent from what we know hereof its long and short-term bonds despite these
in Europe.massive deficits. Markets are very strange.

Mr Almunia: Do you think the American economic
imbalances are not sustainable? Q1097 Chairman: Presumably a great deal of the US

private sector investment is internally financed from
business savings rather than household savings. ItQ1089 Lord Sheldon: In the long run, but the long
really is the fiscal and overseas deficits that are the bigrun is a long time away.
problem for the US.MrAlmunia: I think they are not sustainable, no. Not
Mr Almunia: If the Chinese, the Asiatic economies,for the coming months, not for next year, but in the
the Chinese, will not finance the public debt in themedium term.
United States, they will have a problem. I do not
know. Their problems are our problems; I do not

Q1090 Chairman: You think they are sustainable? want to know them. I do not see a sustainable
Mr Almunia: No. situation with this public deficit and current asset

deficit.
Lord Sheldon: Where do you think the surplus fromQ1091 Chairman: I used to lecture that what the

Americans have done is impossible, yet they go on China would go?
Chairman: If it did not go to the US?doing it.
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Mr Almunia: Yes.Q1098 Lord Sheldon: If it does not go to the US.
Mr Almunia: The Chinese will have to reduce the Mr Bekx: If you allowme, we have one service which

analyses the Asian economy as such, and as part ofgrowth rate. They have a lot of things to do inside the
internal market. It is the biggest internal market in that China, but it is only part of the service which

looks at China as part of the global economy. It is notthe world. They can employ a lot of resources inside
China. that we have developed a lot of expertise.

Mr Almunia: The direct relations take place with Mr
Patten and Mr Lamy.Q1099 Lord Sheldon: Increase investment?

Mr Almunia: I am not an expert on the Chinese
economy. I have been there once. Q1106 Chairman:Our judgment has been, mostly in

our country but it applies more generally to Europe
Q1100 Chairman: Presumably what you would like as a whole, that most of us do not appreciate how
is for them to buy euro assets rather than American powerful China is already and how powerful she is
assets? Is that not what we would really like to see going to be. There is an enormous amount of
happen for the Chinese? ignorance about China because we think of them as
Mr Almunia: Yes. poor and we forget they are big.

Mr Almunia: During the last few weeks when the oil
prices were rising very fast, according to our analysisQ1101 Chairman: Certainly it would help the
here, one of the main elements was the demand inEuropean economy.
China, the increased demand in China, was pushingMr Almunia: It would help, yes. I think the Chinese
up the prices.economy has an increased role in the world economy

and, according to the services here, we are not experts
in this big economy and we have to know a lot about Q1107 Chairman: We heard a very amusing story
them. It seems that they are trying to adjust this that there is a world oversupply of bicycles because
economy slowly without severe adjustments, but we China is now buying cars and, therefore, at long last
do not know exactly what the real figures are of the is acquiring fewer bicycles, which they are busily
Chinese economy. I do not know if you know some exporting.
real experts on what is happening inside the Chinese Mr Almunia: Our neighbours in this building are
economy. members of the Directorate of Environment, Mrs

Wallstroöm, Commissioner for the Environment,
Q1102 Chairman: No, we do not. All we know is if and you can see bicycles in the garage because the
we look at the “Made in” bit of clothes and other environmental civil servants come by bike, even with
things you buy, the word “China” appears all the this horrible weather in Brussels.
time. Chairman: Who wants to take us on to fiscal co-
Mr Almunia: Of course. I remember a few months ordination and co-operation?
ago in Madrid, a Mexican friend told me that the
Mexican employers were worried, not because China Q1108 Professor Wickens: You mentioned thinking
was exporting to the United States, to the same about the future and the need to replace the Stability
market that they were exporting to, but because the and Growth Pact by something that is more flexible.
Chinese wages were four times lower than the You have spoken about the need for some form of
Mexican ones. fiscal co-ordination. Can I ask you how important do

you think fiscal co-ordination is and what sort of
Q1103 Chairman: Just to go back to your remit, you changes you might be recommending for the new
are the Economic Commissioner. fiscal policy, co-ordinated fiscal policy, in Europe?
Mr Almunia: Yes. Mr Almunia: There are two levels. We need fiscal

policy. We are an economic and monetary union, so
Q1104 Chairman: Does China then come into your in the monetary field, at least for the euro countries,
remit via the economy but it will go into some other they have a very strong and independent Central
remits as foreign aVairs? Bank, a single currency and one interest rate for 12
Mr Almunia: No. They have a relationship with the countries. On the other hand, economic policy and
Foreign AVairs Commissioner, Mr Patten, and with fiscal policy belongs to the national competences. We
the Trade Commissioner, Mr Lamy, in the WTO can provide a framework for co-ordination but even
negotiations because they have become members. I the co-ordination is a competence of the Member
think these are the two main parts with the Chinese, States. We are convinced that Member States need
trade and external relations. more co-ordination in their economic policies; not a

single economic policy but more co-ordination. They
have to co-ordinate themselves and the CommissionQ1105 Chairman: So you are more distant from the

Chinese problem? has to help them.
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Mr Almunia: The Treaty and the Constitution haveQ1109 Professor Wickens:More freedom and more
co-ordination? put the two criteria at the same level. The deficit and

the debt criterion are at the same level, but in practiceMrAlmunia:What do youmean by “more freedom”?
the most important has been the deficit criterion. WeDo you mean in the markets?
need not to forget the deficit criterion but also to take
into account the debt criterion. For a country with a

Q1110 Professor Wickens: I thought you were high level of public debt, the medium-term objective
arguing that they needed more flexibility in the can be a small surplus. For a country with a low
short-term. public debt level we can adopt a medium-term
Mr Almunia: Flexibility in the management of the objective of one point of public deficit if this country
Stability Pact, of course. I will come back to that. The needs some public investment. This is the case in
Member States need to be more co-ordinated. The Britain, of course. We have to take into account the
Stability Pact is not a mechanism for co-ordination, fact that the situation is not the same for all countries
it is a mechanism to assure budgetary discipline. It is with the future evolution of the pension systems and
one side of the things that Member States have to the liabilities related to ageing populations. We have
discuss and adopt on the fiscal policy. For instance, to take these things into account. For all of them, the
they have to adopt a strategy to co-ordinate general rules of the Pact, 3 per cent, 60 per cent, are
some infrastructures, how to build European the same. We cannot establish rules that are diVerent
infrastructure in some networks, and how to do that for every country but the application of these rules
with public eVort, with public and private can be diVerent.
collaboration. The Stability Pact is for issues of
budgetary discipline. To do that in the monetary Q1112 Chairman: You did remind us that fiscal
union we cannot have three, four or five countries as policy is really the responsibility of the individual
free riders, having the highest public deficit possible countries and fiscal co-ordination, as things stand,
and taking advantage of the good actions of the other would also be their responsibility. This is not
countries. We need this kind of system. The Stability unconnected with the debate on the new
Pact has to be reformed, not in the main pillars—the Constitution, but would you not have a free rider
Constitution has repeated the same principles in the problem here if it was left to the voluntary activities?
present Treaty—but instruments to implement and Let us assume that the EU was hit with a major
to enforce the Stability Pact with points for further overheating problem, and if Britain, France and
flexibility, the cycle, the national circumstances, Germany all tightened their fiscal policies that would
deadlines to adopt some measures, this kind of be enough for the whole of the European Union
flexibility. We have to think about the sanctions, because they are so big that, therefore, the other
which are the sanctions that we can enforce, and how countries would ride freely on their fiscal co-
to have an equilibrium between sanctions, on the one ordination. At least one of the arguments would be—
hand, and pre-emptive measures on the other hand. Mr Almunia: It is one of the arguments but, at the
It is better to produce pre-emptive measures than to same time, I have to recognise it is much easier to
always talk about future sanctions. If a country is enforce the Pact with the smaller countries than with
going in a bad orientation, the sooner we adopt some the bigger countries.
kind of decision the better for all of us. When I talk
about flexibility in the Pact, it is to introduce more

Q1113 Chairman: Yes, I think that is very well put.flexibility in some rules of the Pact, not in the system
Let us hurriedly go on.of the Pact or in the principles or in the main pillars
Mr Almunia: It is called rapport de force.of the Pact. This week I am going to present some Chairman:Both sides do complain. The big countries

ideas in the Commission to discuss that because we complain that they are big and they are the obvious
are presenting the public finance report for this year, targets and the small countries tell us what you have
and at the same time I will present some ideas to the told us, that the big countries get away with murder.
College and maybe in the coming weeks—it will You cannot win either way.
depend on the decision of the Court—we will
approve a communication with more concrete ideas

Q1114 Lord Sheldon: This is about the inflationin this sense, to introduce some flexibility. The
objective, which is a major problem for you, ofEuropean Council has asked in the Declaration for
course, but there is also the real economy that youthe proposals of the Commission to renew some
have to take into account: jobs, exports, balance ofaspects of the Pact.
trade and so on. Could you say how you think this
is going?

Q1111 Professor Wickens: Would you give more Mr Almunia: This real economy aspect has been
weight to the deficit as opposed to the debt criterion, discussed and considered in the Lisbon Agenda 2000

with diVerent levels of competences at the Europeanor vice versa?
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Mr Almunia: I think the ECB is doing its job and haslevel. The European government adopted in Lisbon
in March 2000 a large set of objectives in labour done it quite well. If you compare the monetary

policy and the output gap in the European Unionmarket reforms to increase the employment level, the
number of jobs, the quality of jobs, the sustainability during the existence of the ECB, as an independent

Central Bank, it is a very good track record. I reallyof social security and social protection systems, the
sustainability from the environmental point of think that the European problems from an economic

point of view are not interest rates at this particularview, the improvement of the utilisation of new
moment. We have the lowest interest rates in ourtechnologies, more investment in research and
history during the last 20 years. It is not the case indevelopment, better European level networks,
Britain; in Britain you have the highest interest rates.etcetera. Last March they established a balance and

the balance was not positive because they were not
satisfied with the implementation record of the Q1117 Chairman: We have higher than the rest of
LisbonAgenda.Why? Because some of these reforms Europe.
at the national level are very, very diYcult, we all Mr Almunia: In the short-term you have four, 4.5 per
know that. Now they have charged former Dutch cent. Our problems aremainly structural reforms, the
Prime Minister, Wim Kok, who has written a report quality of public finances in some cases, the
about jobs, and he is working with a group of experts confidence of the consumers and the citizens, and
in writing a report about how to implement more they are not confident so they are saving. It is the
quickly and more eYciently the Lisbon Agenda opposite of the American households. In some of the
during the second part of the period, 2005–10.Hewill European countries they are saving, not consuming.
present the report in October/November. The
European Council will consider the Kok report in Q1118 Chairman: We are not meant to get into
December. I am not convinced that it is a question of politics but the voting last week was weird,
a report; it is a question of political will. I think that particularly in the new countries. They are about to
some of the European governments are not in the become richer than they have ever dreamt of and they
best position to adopt some of these measures or to voted an anti-European ticket.
implement the reforms that they are adopting in a Mr Almunia: Not only the new countries. If you
good way. Many European governments are not compare the list of the 15 and the 10, you will find a
strong and from the last European election we have a situation of very low turn-outs, and for the record it
list of the weakest governments in the European was appalling, but you can see low turn-outs in the
Union if you compare the results in the European other states. Yesterday I was here in my oYce with
elections with the results that the governments had at the Polish Commissioner, Danuta Hübner, and she
the time of the national elections. On the one hand, I told me that maybe the mood of public opinion
think that public opinion is better prepared now than would change in December and I said “Why in
it was five years ago for these kinds of reforms, December?”, she said “Because the farmers will start
because public opinion knows that most of these to take the money on the Common Agricultural
reforms are necessary in a globalised world, with Policy”.
some countries which are very competitive, with
ageing population problems ahead; but, at the same Q1119 Chairman: A very good point. Perhaps we
time, if there is no leadership in every national had better not pursue that.
parliament or national public opinion, it will be MrAlmunia:That will create diYcult problems for us
very diYcult and the unions or the employers’ when we are discussing the next budget.
organisations will adopt the measures that the
governments are not able to present. I think we have Q1120 Chairman:Again, happily we have kept away
these problems. We have these problems partially in from agriculture ourselves on the grounds that so far
Germany; we have these problems in France; we have as Britain is concerned it is such a tiny fraction of the
these problems in Italy; we have these problems in economy that we do not have to worry about it.
Greece; and maybe in some of the new Member Mr Almunia: Tomorrow we have a small group of
States we will also have these kinds of problems. Commissioners who will start to discuss the future of

financial perspectives and with Britain we have the
case of this correction of the contribution, not onlyQ1115 Lord Sheldon: The European Central Bank
for Britain but for everybody it is the sameconcentrates almost entirely on the level of interest
mechanism, and it will be a tough discussion.rates and inflation objectives that they have.

Mr Almunia: It is their remit.
Q1121 Chairman:We do not envy you having to do
that kind of discussion. You have mentioned interest

Q1116 Lord Sheldon:That does limit activities. How rates. I think it is true, given that the inflation rate is
an average across Europe and the interest rate isdo you see that?
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growth rates in the first quarter than we forecast infixed, by definition the real interest rate must vary by
the way the actual inflation rate varies around the March.We are not very worried.We areworried, and

tomorrow in the Central Bank they will talk about it,mean. So you do seem to get this question of some
countries having positive real interest rates, some about the second round eVects. If the inflationary

expectations of the social partners or the consumersnegative. In Britain’s case our current real interest
rate is about 2 per cent, I suppose, depending on go up we will have an inflation spiral and it would be

very diYcult for the Bank not to raise interest rates ifwhich of the price indeces you use. It is nearer 3 per
cent if you use the HICP index, of course. Do you they are faced with these second round eVects. At this

moment, to increase interest rates for some countriesregard that as a matter of great significance or is it
reasonably unimportant? in the European Union would be bad news. It is for

that reason that I think the President of the CentralMr Almunia: Now in the monetary union the spread
Bank, Issing and other people, every day areof the inflation rates has narrowed. In diVerent
announcing that it would be the worst solution tocountries we have diVerent inflation rates with the
have these second round eVects. We are a little bitsame interest rate, of course. What happens is that in
worried about that.some countries, for instance in my country, which I

know well, the negative real interest rate is helping to
make a very quick increase inmortgages and prices of Q1123 Professor Wickens: Would you favour
housing. This is a problem. Other countries complain allowing fiscal policy to be more flexible in these
that their interest rates are positive because the circumstances?
inflation rate is lower than the average. This is a Mr Almunia: What do you mean by “flexible”?
situation that will always take place in the monetary
union with diVerent economic policies in the diVerent

Q1124 Professor Wickens: In the sense that ifcountries. The monetary union has a mechanism to
interest rates are raised to eliminate second roundadjust that. Countries with highest inflation rates are
eVects that could exacerbate the upwardlosing competitiveness. This is an element which in, I
consequences of the supply shock andmake the fiscaldo not know how many months, a year, a year and a
position of some countries worse and, therefore, theyhalf, will adjust the situation. The other countries
might seek further alleviation of the Stability andhave a real interest rate that is not very high in any
Growth Pact conditions.case, but at the same time they will improve their
Mr Almunia: I have no general answer. Every singlecompetitiveness because of their lower inflation rates.
country has to look at that.I think it is not a serious problem. The serious

problem is the lack of growth, not these kinds of
diVerences. Q1125 Professor Wickens: In principle there may be

some countries for whom flexibility might beChairman:That is very helpful. Mike, do you want to
suitable, more cyclical flexibility.take us on to our last question on the supply side?
Mr Almunia: It could be. We had the worst
experience in the late 1970s with monetary and fiscal

Q1122 Professor Wickens:One of the problems that policies reacting in the wrong direction to this first oil
we have seen recently is the rises in oil prices and it price shock and I think we all learned from that.
gives thought of the 1970s when there were large
increases. Supply shocks are a problem for inflation

Q1126 Chairman: I always talk to younger people,targeting because inflation targeting is really
like Mike, and tell them that in the 1970s, certainlydesigned to use interest rates to control demand, and
when I advised our government, we did notyet here we have inflation arising from the supply
understand the problem. That was really why we gotside. If you raise interest rates, then you simply
it wrong.exacerbate the negative eVects of the supply shock.
Mr Almunia: Not in the first shock. We started toDo you think there is a case there for more flexibility
understand in the second shock. The first one wasin fiscal policy to cope with that problem because
terrible.clearly monetary policy finds it diYcult?

Mr Almunia: It will depend on the country. The fiscal
policy in every country is at a diVerent point of Q1127 Chairman:We literally did not see it through.

Mr Almunia: We did not accept that we were poor.departure. We are not alarmist about the impact of
the oil prices rising, at least up to now. We are Chairman: Exactly. We did not accept that if a

monopolist is raising their price there is a real transferworried, of course, but not very, very pessimistic
about that. According to our estimates, if the oil of revenue and, therefore, we were not willing to tell

ordinary workers, “I am sorry that we are all beingbarrel has a price of $40 per barrel during the rest of
2004-05, then prices will rise, the inflation rate will squeezed here”, so we got it wrong.

Lord Sheldon: That was unprecedented, of course, sorise 0.2 per cent this year and the rate of growth will
decrease slightly, 0.2 per cent.We are having stronger one can forgive that.
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increase the public debt because they would have toQ1128 Chairman: I do not forgive us economists,
tackle very, very strong problems in the next decade.including me, for not doing the analysis properly. I

think it was unforgivable not to get it right.
Q1130 Chairman:Commissioner Almunia, I think itMr Almunia: In my first year as a professional
is about time that I brought this to a conclusion,economist working here in Brussels and after in
partly because we have an aeroplane to catch.Spain, I remember the discussions about that, the
MrAlmunia:You have not givenme any informationterrible discussions.
about the euro debate in Britain.Chairman: Exactly. At least we know better and we

will make new mistakes this time.
Q1131 Chairman: We will meet again. It has been
very good of you to give us this much time.
Mr Almunia: Before coming here I was Chairman of
the Parliamentary Committee in my country.

Q1129 Professor Wickens: But you would not stop
the automatic stabilisers from working in those Q1132 Chairman: So you know what we do. We
circumstances even if you did not encourage always add one other plea. If it is possible afterwards,
discretionary— probablymore for you than for theCommission, that
Mr Almunia: The problem with automatic stabilisers there is material here that you think we might have
in some of the European countries is if the countries looked at, certainly we would be very much in your
have done the work in the good times and they have debt if you say, “This is a useful paper that youmight
consolidated public finances in good times, they are like to read”.
allowed to benefit from automatic stabilisers in the Mr Almunia: Of course. We will prepare a dossier
downturn. The problem with some countries is they for you.

Chairman: Thank you very much indeed.did not consolidate in the good times and they cannot
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Examination of Witnesses

Witnesses: Mr Mervyn King, Governor, Bank of England, Mr Charles Bean, Chief Economist, Bank of
England, Ms Marian Bell, Member, Monetary Policy Committee, and Professor Stephen Nickell,

Member, Monetary Policy Committee, examined.

Q1150 Chairman:Welcome back. led to this change in direction for UK interest rates
when the ECB and the US Fed have kept ratesMrKing:Thank you verymuch, my Lord Chairman.
unchanged?
Mr King: I think we should start by calling it a letQ1151 Chairman: Given the traumas we have all
because we have raised interest rates three times sincebeen through, I personally will not be using any
we last appeared before you. I think we last appearedfootball analogies during this session. Whether you
before you in January and we raised interest rates incan restrain yourself as well is up to you.
February, May and June. We will take the first serveMr King: I will try to hit the return of serve cleanly!
again. I think the main change in the economic
situation since the end of January, when we were lastQ1152 Chairman: Those analogies are acceptable as
with you, comprises both international and domesticlong as the ball is in when it is in.
elements. On the international front, I think we haveMr King: Any dubious line calls and we shall be
seen a significant improvement in the extent to whichworried.
the world recovery is expected to be sustained.
Particularly in the euro area and in Japan we sawQ1153 Chairman:We have seen you so many times.
growth in the first quarter which was significant andObviously you will ask your colleagues to join in as
faster than for quite a long time. At the end of lastand when they have a contribution to make.
year, we had had concerns that the recovery in theMr King: Of course. Shall I introduce my team?
euro area might be further delayed because of the
weakness of domestic demand. Domestic demand inQ1154 Chairman: We do know them, but for the
Germany remains weak, but in the rest of the eurosake of the shorthand writer, please.
area it has started to pick up and we have seenMr King: On my right is Professor Stephen Nickell,
relatively buoyant growth in the first quarter and thewho is one of the external Members of the Monetary
surveys continue to be relatively positive. Also, inPolicy Committee. On my immediate left is Charlie
Japan we have seen growth pick up over severalBean, who is our Chief Economist and Executive
quarters and I think we draw more confidence nowDirector for Monetary Policy. On my far left is
than we did about the likely continuation of growthMarian Bell, also one of our external Members.
in Japan. Of course, in the United States, where alsoChairman: That is very helpful for our shorthand
there were question marks about the sustainability ofwriter. Also, I have remembered that I am supposed
the US recovery, we have now seen it move from ato request that you speak slowly and clearly, more for
state which was described as a jobless recovery to aour shorthand writer than anything but, I have to tell
position in which over one million jobs have beenyou, for at least one or two of us as well. That would
created in the US this year. The internationalbe helpful. Lord Sheldon, if you could get us started.
background is just much stronger than it was and
that correspondingly leads us to a somewhat moreQ1155 Lord Sheldon: I have been asked to start the
buoyant outlook for UK exports. In terms ofserving with a general question about the Bank’s
domestic demand, consumption appears stronger tointerest rate policy with a number of particular
us now than it did then. We had been expecting aquestions to follow. Since you last gave evidence to
slowdown in consumption growth, and I think wethis Committee, the Bank has raised interest rates

twice. First, can you tell us, in broad terms, what has still do expect a slowdown, but it continued at fairly
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where we could argue that there is so much sparehigh rates for longer than we might have thought,
partly because real disposable incomes grew more capacity that the likely pressure on inflationwas to be

downwards, hence a fall in interest rates of the scalerapidly last year than we had expected, in part
because of government transfers but also in part that we have seen elsewhere was appropriate. We did

make reductions in interest rates but they did notbecause of continuing buoyancy in the housing
market. We saw fairly robust retail sales growth. I need to be as large as the reductions elsewhere.

Equally, when it comes to putting up interest rates wethink that combination of more buoyant world
demand and domestic demandwas naturally going to have acted promptly because we do not think there is

a great deal of spare capacity in the economy, but thefeed through to our outlook for inflation. Looking
further down the transmission chain, we have seen a amount by which interest rates will have to rise is

almost certainly less here than in some othertightening labour market for some time, both in
terms of quantities where employment has been economies because they are starting at interest rates

close to zero and they have much further to travel.growing faster than is needed to pick up the increase
in the size of the labour force and unemployment has
continued to fall. We have seen a modest pick-up in

Q1157 Chairman: I am not sure whether this is thewage settlements and earnings growth which is not
right place to ask you about oil prices or to wait untilterribly large yet but it is marked. It is noticeably
we talk about inflation. The question that followsstarting to pick up, and if that were to continue for
from all of this, since your remit is to look at thetoo long then that would also feed through into a
inflation rate, is one of the things that does puzzle mesomewhat higher inflation outlook than we had
about commentators generally is that they do notbefore. I do not think it is a dramatic change but it is
seem to understand the diVerence in economicsa consistent, steady view that there is likely to be
between a rise in the price level once and for all andsomewhat more buoyant demand growth and
a change in the inflation rate and sometimes it looksslightly higher inflation than we had expected at the
as if your minutes fall into that fallacy as well,turn of the year and that has fed through to three
although I hope that is not really the case. Just tofairly modest interest rate increases in order to make
make sure we understand what you are saying here,sure that we take action in time.
in terms of the once and for all rise in the oil price,
even though it enters into the price level you take the
rate of change so it looks as if you have raised theQ1156 Lord Vinson: Good afternoon, Governor, it

is nice to have you and your team back. You have just inflation rate, but most economists would argue that
is not the case, and I take it what would then mattergiven us an explanation for why the last three rises

have happened but, looking back over the years, the would be second round eVects if they were to occur.
UK has had short-term interest rates consistently Mr King: That is the key qualification. It does enter
higher relative to inflation than any other euro into the measured inflation rate, hence the figure
continental countries. Is there a reason for that? against which we are judged, so from that point of

view we have to take account of the fact that it entersMr King: Clearly over the past three years we have
had higher interest rates than any other country in into it. Our concern would not be the inflation rate

that results from, as you say, the one-oV change in oilthe G7 and the main reason for that is we have just
had a more buoyant economy. We have not had the prices but whether, because it aVected the measured

inflation rate, that would feed through into inflationperiod of sluggish growthwhich has characterised the
euro area. We have not experienced the stagnation expectations, wage bargains and, as you say, second

round eVects more generally. This was somethingwhich has characterised Japan. We did not
experience the very sharp slowdown which was which came out in our most recent minutes, that the

Committee did spend some time discussing thecharacteristic of theUnited States in 2001. Before the
slowdown, the US was growing extremely rapidly, change in oil prices. We did not feel that this was as

important a factor as some other commentators havefaster than we were, and then they slowed down to
experience negative growth. The UK is the only G7 suggested. The scale of the oil price rises, the fact that

the dollar has fallen, hence the increase in the dollareconomy not to have experienced any quarter of
negative growth for over ten years. I think that price of oil, is telling us at least in part about the

dollar and not about the sterling price of oil, and thewhatever the causes of that, the result is that the
Committee, in making its judgments, has felt that we fact that we are less sensitive to oil price changes than

we were because there is a less oil intensive method ofhave not seen the degree of spare capacity which has
been seen in other economies. The US is quite a good production used now, all of these things led us to feel

that this was not themost important consideration inexample because after the slowdown in the United
States, the unemployment rate there rose by around our recent decisions. Of course, as with any change in

the inflation rate against which we are judged, anda percentage point; in Britain the unemployment rate
continued to fall. We have not been in a position which is our target, we feel it is important to explain
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supply, which would mean there would then beto people why inflation has changed so that they
understandwhat our view is of the causes of that and, upward pressure on inflation. Although the growth

rate of total demand and output in the short-termhence, why we either do or do not react to it. The
general broad thrust of your comment I would then falls back from those higher levels, it only falls

back to around or just below trend. It is the growthcertainly share. I do not know whether Charlie or
Steve want to add to that. rate that is falling, not the level of output. Therefore,

we still see for much of the next year or two that thereMr Bean: I do not have much to add beyond what
you have said. is a situation in which there is some modest upward

pressure on inflation from the lack of domestic spare
capacity. It is that that is pushing up inflation in theQ1158 Chairman: I think it is probably a very tricky
forecast. That is the first part of the answer, which isjob trying to explain to the public at large. It is
we do see some upward pressure on inflation comingessentially a mathematical concept, discontinuity of
from a judgment—this is only a central view and thisstep change as opposed to a rate of change in the
could well be wrong but it is a central view that weprice.
take—that there is not much spare capacity andMr King: There are two aspects to that. That
demand will grow at a fairly buoyant rate over thesomething is a one-oV can be explained. What is
next year or so. I think the other aspect to all of thisharder is to explain to people why it is going to be
is that in trying to make judgments about whereself-defeating for the UK to try to pay itself more in
demand is going, we recognise that there is a greathigher wages to compensate for that, that this is a loss
deal of uncertainty, we look to seewhere the risks are,of purchasing power. For the UK as a whole this is
and I think for the last two or three reports, althoughless true because we are not as dependent on oil
we have been conscious that there are risks on bothimports as other countries, but there is clearly a shift
sides, we have not persuaded ourselves that the risksin the distribution of wealth in the sense that the
to demand growth lie primarily on one side ratherhigher oil price is something that we all have to accept
than the other, so the central projection is what weand face. It is a real price out there. It is just that at
have used to help us guide our decision. From thatthis stage I do not think we feel it has been a terribly
point of view, I think we see some modest upwardlarge rise in oil prices and the futures price has risen
inflationary pressure and that is the nub of theby much less than the spot price, and I think that is
argument really.telling us something.

Professor Nickell: Of course, that is one of the few
advantages of having a very high tax on petrol, that Q1160 Chairman: Are you assuming that the
the impact of an oil price rise on the price of petrol is underlying rate of growth on the supply side of the
correspondingly modified. economy is much as it always has been, that there has
Lord Wakeham: That is a very good answer. been no productivity revolution?
Chairman: Wemade exactly the error you referred to Mr King: Certainly no revolution. I think there have
in the 1970s and we do not want to make that error been some changes in terms of the growth rate of
again. labour supply, which is very hard to judge. There are

estimates made by various people about the extent to
which there might be inflows of labour from otherQ1159 Lord Wakeham: My question in a way is

going back to the first question and putting it another countries, particularly the accession countries, and of
course if that were to happen on a suYciently largeway. Inflation is forecast to grow over the next 18

months but will not exceed the 2 per cent target, but scale that could change one’s view about the growth
rate of the labour force. But in terms of productivityoutput is forecast to fall considerably. Therefore,

because of the growth forecast, what is the case for I think it is still striking that, whereas the United
States has seen in the oYcial data quite a markedputting up interest rates? That is what my question

amounts to. pick-up in the growth rate of productivity in the last
five years or so, theUnitedKingdomhas not. I do notMr King: I think it is important to try to distinguish

between growth rates and levels of output. The fact think there is any simple explanation for that either
in terms of the data or in terms of the extent to whichthat determines whether there is upward or

downward pressure on inflation is really to do with information technology matters in the two
economies. We have a smaller share of IT in ourthe level of total demand in the economy relative to

the level of potential supply. The growth rates as such economy than the US but it is not negligible and,
therefore, you would expect to see some impact. It isare not directly relevant, it is the level of demand

relative to potential supply. What we see looking conceivable that it may be a question of lags and that
the US started down this road suYciently early thatahead is a situation in which at present those two are

broadly in balance. But in the near term we would it may come through in our output data in the future.
That is certainly a possibility, or there may be otherexpect that demand will grow faster than potential
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through in due course but we have not seen muchexplanations. For example, I know that many people
in the euro area would say that they too have not seen so far.
a pick-up in productivity growth and they would
attribute it to the lack of structural reforms. The Q1163 LordVinson:Half amillion new public sector
trouble with that explanation is that does not really jobs presumably do not do much to help
apply to the UK. We have seen many structural productivity.
reforms but we have not seen a pick-up in Mr King: It may not do a lot for measured
productivity growth of the kind which the Americans productivity but that may tell you as much about the
have seen. I do not have a simple answer and it may conventions used to construct national output
be one of those questions that will take many years statistics, not about the merits or otherwise of the
before, looking backwards, we see revised data and it shift of resources.
becomes possible to disentangle what has happened. Professor Nickell: If one looks at just the market

sector, the same diVerential applies. The fact is the
United States’ productivity growth in the marketQ1161 Chairman: You do not think there is a
sector rose in the late 1990s and it did not do so in themeasurement problem?
UK and that diVerential has been sustained almostMrKing: I am sure there are measurement problems,
ever since. Going back to the question about thethere are always measurement problems. I do not see
unemployed, it is also true that in the United Stateswhy it should be particularly marked in the UK
in the late 1990s huge numbers of unemployedrelative to the United States. I am not convinced that
individuals who were generally thought to beit is easy to point to a specific aspect of measurement
individuals of low productivity were hoovered upand explain the diVerence between the US and the
into their employment as well at exactly the sameUK. Certainly there are measurement questions
time and it may have slowed down but neverthelessabout whether underlying productivity growth really
they had a significant increase in productivity growthhas picked up. If it takes the form of shorter lived
which we did not share, so in some sense they had theassets and higher depreciation rates, then the growth
same thing that we did in terms of falls inrate of GDP can exceed the growth rate of net
unemployment at that time.national product for a while and that may mislead
Chairman: At this stage all of our questions seem toyou into thinking there has been a pick-up in
be much the same question in a diVerent form, but ifproductivity growth, and there may be an element of
we can go on to our next question.that. But I do not think, in terms of trying to
Lord Oakeshott of Seagrove Bay: I wonder if youunderstand the diVerence between the US and the
thought my prospective question had already beenUK, it is easy to point to something and say, “This is
answered, Chairman? Shall I ask it?clearly the answer”.
Chairman: It is up to you. You might be able to do
some variation on the theme, which is the question.

Q1162 Lord Sheldon: One possibility might be that
with the reduction in unemployment, people coming Q1164 Lord Oakeshott of Seagrove Bay: Coming
into work are taking on new tasks and the back to the expected growth of inflation rates that we
productivity of those people may be fairly low. Over were talking about earlier, might a reason for this
a period of time they settle in and the productivity divergence of growth from inflation be that the rise in
could then rise. Is this not a possibility that is worth inflation is due to a supply shock rather than a
examining? demand shock? You have talked about that a bit. If
Mr King: It is, and I am sure other Members of the so, could we infer that you are trying to control the
Committee will have views on it. There is that aspect, second round eVects of such a supply shock?
which is that people have taken on new tasks and Mr King: I do not think that we would feel that the
after a while we will start to see the productivity recent changes in inflation, and certainly not the
benefits, but there is another argument which prospective ones, are primarily a supply shock.
suggests that because we have increased employment Clearly there has been a change in the oil price but in
rapidly and lowered unemployment, many of those part the rise in oil prices and commodity prices is a
who are now fortunately coming back into the labour reflection of the demand shock, which is the pick-up
force may be people with lower average productivity in the world economy and the synchronised recovery.
than those who were already in the labour force, a This is the first time we have had a synchronised
sort of batting average eVect, and temporarily that recovery for quite a long time. Our view is, rightly or
can conceal a pick-up in productivity growth at the wrongly, and we may have made misjudgments
aggregate level. All of these are possibilities and that about the scale of it, who knows, that the issues which
is why I do not want to draw a strong conclusion. It we have confronted have been demand issues, both in

terms of the world economy and in terms of the levelmay be that higher productivity growth will come
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adjustment of this kind so far and part of the reasonof prospective demand at home, particularly
consumer spending. Perhaps Charlie would like to is the extent to which consumption was able to grow

rapidly resulting from a change in the level of theadd to that.
MrBean: I think that is exactly right. There is a small prices that we could sell our goods for relative to the

prices that we were paying for imported goods forelement in the projections driven by the increase in oil
prices. Because we have conditioned our projections terms of trade. Those moved in our favour quite

significantly and that enabled the UK to consume inon the path for the oil futures price going forward, it
actually means that the oil price is declining real terms at a faster rate than it was doing before,

without the need to lower the national saving rate.somewhat during the forecast period and that tends
to push down the inflation projection relative to Savings rates did fall in the mid-1990s—they are

lower than they were. But as this rapid growth inwhere we are now. The big story that is driving the
upward drift in inflation over the forecast horizon is consumer demand continued, there was no further

fall in the saving rate and that has remained fairlyexactly as the Governor has said—it is the fact that
demand growth is running a bit ahead of supply stable, so we have not seen the need for a significant

adjustment. I do not want to be complacent about itgrowth so the amount of spare capacity in the
economy is gradually being whittled away and the because I do think that we have a fairly high exchange

rate.We have seen a trade deficit that has grown, andextra demand pressure is then putting upward
pressure on wages and prices. I do not feel complacent about that by any means,

because there may need to be an adjustment further
down the road, but equally, having expressedQ1165 Lord Oakeshott of Seagrove Bay: Obviously
concerns on this issue for several years, I think Ioil has been a particular bulge for other reasons as
should point out that we have not had to have awell as world demand. What about non-oil
major adjustment of the kind that I might havecommodity prices, do you use the futures’ prices
feared. The terms of trade have played a major partthere and what sorts of patterns are they showing?
in that. It is always diYcult to predict the future, weMr Bean: We tend to use the same approach across
will have to watch out, but I think it would be wrongall commodities. The picture there is broadly similar
to say this is a time when we should be ringing lots ofto what you see with oil prices and that is
alarm bells. There were times in the past when thatsymptomatic of the fact that there is this short-term
might have been necessary but I do not think that iscyclical eVect coming from the world.
quite as true now. Equally, as I say, I do not want to
appear complacent on this.

Q1166 Lord Vinson: Quite a lot of demand growth
has been met by imports. Governor, when you first

Q1167 Lord Skidelsky: Would you have expectedstarted in the Bank if we had a balance of trade
the expected demand growth that you wereimbalance like we have got now every bell in the Bank
forecasting to have yielded a higher rate of inflationwould have been ringing. Does what some would
in conditions that prevailed in the labour markets,regard as our serious imbalance of trade concern you
say in the 1970s, than now? In other words, is labouror have thingsmoved on over 30 years and you do not
market flexibility an important cause of theworry about that sort of thing?
dampening of the inflationary eVects of supply andMr King: It depends on the extent to which one is
demand growth?supposed to express concern. I do not regard the

current trade deficit entirely lightly—it is around 3 Mr King: Certainly the level of unemployment at
which one can expect to run the economy withoutper cent of GDP. There are diVerent ways of looking

at it because we are earning a surplus on the capital seeing upward pressures on inflation does seem
markedly lower than was the case after the shocksaccount whichmeans that at present that is leading to

a smaller current account deficit, so the current and upturn in inflation in the 1970s and 1980s.
Equally, I think that the rate of growth of wages thataccount deficit itself is not a matter of great concern

at this stage. The concern that would be there would you might expect from changes in the labour market
also has been less than we might have expected evenbe that it does seem likely, looking ahead, one would

expect to see the need for some rebalancing of the a few years ago. I think we have been struck by how
little wage inflation has picked up given thetrade account and this has been part of the

rebalancing that one might have expected for some continuing tightening in the labour market. To some
extent we now see a little bit of that go into reverse—time when the exchange rate was much higher than it

is now, particularly against the euro. And we could there is some modest pick-up in pay growth. It is
modest and certainly less than we would havesee the case then for slowing domestic demand,

switching some resources into the net trade sector expected even only a few years ago. Certainly we
recognise that there have been significant and veryand into business investment and some sort of

rebalancing. There has not been the need for a major welcome changes in the labour market. We do look
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puzzling about why that was the case and then all ofvery carefully at this and try to factor it into our
discussions. Maybe some others would like to come a sudden in the second half of the 1990s it started

showing up. One of the explanations for that was thatin on this.
Mr Bean: There are two factors that we think are it took time for people to work out how to get the best

out of the new technology. The argument has beenrelevant here. One is changes in the structure of the
labour market reflecting the various reforms that put that we may see the same sort of phenomenon in

the UK, that that sort of investment has been takinghave taken place over the last 20 years or so, which
have meant that wages do not respond so much to place, that we are a bit behind theUS, but we may see

a pick-up in productivity growth going forward intochanges in labour market activity as in the past. The
other factor which is likely to be important is the the future.

Chairman:One possible explanation is that quite a lotincreased credibility of the commitment to keeping
inflation low, so inflation expectations stay pegged of the IT is just a new way of wasting time. Not just

computers—mobile phones must be one of the mostdown, and that has helped to ensure that if demand
does run a little bit ahead of supply it does not destructive elements ever invented. Sorry, Lady

O’Cathain, you want to come back.immediately feed through into large upward
movements in wage settlements.
Ms Bell: I do not think there is a lot I want to add to Q1170 Baroness O’Cathain: I really want to make a
that except to emphasise that we have been quite serious point, my Lord Chairman. The fact is that
cautious in taking on board some of the there is another thing that I was wondering if the
improvements in the labour market. As with Bank has information on or is thinking of tracking,
productivity, we have not assumed them before we and that is mis-investment in terms of IT. I think
have seen evidence and I think that is probably the there are probably very few major companies in the
right way to go about this. Also, we are monitoring land that have not had a real problem investing in IT,
inflation expectations very carefully because of the particularly the Government where a lot of
role of credibility in the transmission mechanism and investment has proved to be extremely bad
were there to be any sign that wage pressure was investment or the investment that has been made has
emerging or inflation expectations were going up not yielded anything like the original payback that
then we would react to that. was thought. In looking at productivity, I would have

thought frommy own limited experience that there is
a case for saying maybe investment in IT has been aQ1168 Baroness O’Cathain: Following that, can I

just ask have you made any examination of the bad investment but now things are getting right and,
therefore, the increase in productivity could be quiteinvestment by organisations in IT and other facilities

which would actually increase the productivity major one or two years down the line.
Mr Bean: Certainly that is a perfectly crediblelonger term?

Mr Bean: There has been a lot of work at the Bank argument. If you look at previous episodes of
significant technological change where there has beenlooking at the impact of investment in ICT and the

possible eVects that that may have on productivity a major new process, it has often been the case that
some of the initial investment was misdirected whilegrowth and so forth and comparisons with the US.
people were trying to find out the best way to use the
new technology. It would not be at all surprising ifQ1169 Baroness O’Cathain: Do you take a view
that were the case in the UK and I am sure it has beenabout the actual impact of that longer term, because
the case in the US. It is quite a diYcult thing to get aa lot of this investment can be put in now but, in fact,
handle onwhile it is happening; it is one of those sortsthe impact would not be for another year or two?
of things that becomes clearer in retrospect. CertainlyMrBean: I have to say that is something that we have
it is particularly diYcult, if you are talking aboutdiscussed and it may well be the case that some of the
drilling down to see what is happening in particularinvestment that has occurred—as the Governor said
industries and particular firms, to see which firms useearlier on, we have not seen the sort of pick-up in
investment technology wisely and which ones do not.productivity growth that has been seen in the US—
I do not know whether Steve wants to add anything.may come to pass further down the road. Certainly

one of the suggestions for what has happened in the
US, where for a long time there was a lot of Q1171 Baroness O’Cathain: The Government is a

case in point.investment in information technology taking place
but no apparent pick-up in productivity to go with it, Professor Nickell: Absolutely. The issue is an issue of

management. As I see it, the evidence is that it doeswas captured in a famous phrase that the Nobel Prize
winner Robert Solow made along the lines of, “We seem to be the case that companies in the United

States by and large havemanaged their IT investmentcan see computers everywhere except in the
productivity statistics”. For a long time people were somewhat better. Of course, there is huge variation
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rate can have a very big eVect on welfare, even if it isboth within theUnited States and within theUK, but
that is my reading of the evidence. I am not a small change.What might be almost invisible in the

national account statistics can really matter. Over aparticularly optimistic that we are going to see this
burst down the road. I hope you are right, but— number of years if we saw a change in the growth rate

of productivity of even a quarter or half a percentage
point a year, which might take many years before itQ1172 Baroness O’Cathain: In other words, we have
was really evident in the statistics, that would have anot learned the lessons.
pretty dramatic eVect on living standards looking aProfessor Nickell: That is my reading of the evidence,
generation ahead.the surveys and so on. It may all come right; let us

hope so.

Q1174 Lord Roll of Ipsden: My Lord Chairman
reminded us earlier that most of these questions hangQ1173 Lord Sheppard of Didgemere: On the whole
together and are very often variants of each other inquestion of productivity and so on, which you have
a seamless way. That is just by way of introduction.commented on, is it possible that you are
TheMay InflationReport forecasts that inflationwillunderestimating the impact of your/our ability to
risemarginally above 2 per cent but not until late nextbring inflation under control? Certainly at one stage
year. If this is so, what would be the consequences forthere used to be an expression in business that
interest rate policy?anything over 7 per cent inflation was diYcult and

anything fewer than 3 per cent was evenmore diYcult Mr King: I think we try to look ahead about two
years because it takes a year or more before theand at somewhere in-between even an average ability

company could get by. I think that recognition has transmission mechanism of monetary policy comes
into play and interest rate changes aVect the spendinggone away and one of the reasons for lower wage

demand is that people realise they are in a painful and total demand and then output and wage
bargaining and prices. It takes us well into the secondsituation, ie below 3 per cent forever, so, therefore,

they have got to be better at their jobs and that year before we see the full eVects coming through.We
feel it is important to look ahead and not to beapplies whether you are a union leader or whoever. I

am not certain that message has quite got through on deflected into thinking that inflation is below the
target today and, therefore, we need not do anythingthe ground. It is the old story that some are excellent

and the excellent are excellent but the average are still today. Some have said, would it not be better to have
rapid growth in the short run, get inflation up frompretty poor in the UK. I am not certain that some of

those lessons of what has been successful inmonetary 1.2 per cent, where it is now, to 2 per cent and then
suddenly put on the brakes and slow growth downpolicy and inflation generally that describe the fact

that we have to do everything much better have back to trend, so that you then stay at 2 per cent, But
that presumes a degree of ability to fine tune thefiltered through, but they are beginning to.

MrKing: I think you make an interesting point there economy and inflation that we do not have. I think
that the real dangers of that are if you have a short,which is that in a world of low inflation people have

to focus on the real things that matter to the sharp boom now to bring inflation up to the target,
we might be successful in doing it but we would thencompany. Inflation is neither an excuse for failing to

do it nor is it a distraction, so people can, and now find it extremely diYcult to stop it and inflation
would overshoot and we would have a painful periodmust, focus on the real things that matter to their

businesses. My own experiences of travelling around while we brought it back. We see that it is part of a
rational strategy not to try to get inflation back to thethe country, and I try to get to a diVerent part of the

United Kingdom every month, is that I do see target immediately but to let it come back steadily
over a period of time. When judging what interestbusinesses which have learned that lesson and which

in very interesting ways have found their own niche, rate changes are necessary, then we do look ahead
down the road two years, often more, to see what wewhether it is a product or a process, often in

industries which are assumed to be things in which think is likely to happen to the economy and,
therefore, what might happen to interest rates. It isthe UK cannot have a comparative advantage, but it

is the individual businesses that are successful. I important that people have a feel not just for what
interest rates are now but for what may happen towould like to think that is getting through, and I have

not seen evidence that people are ignoring it, but it interest rates. When we were in a position at the end
of last year when interest rates were 3.5 per cent, Imay be that it takes a long time before these changes

in attitude actually feed through to the measurable think it was a rational view to think “this is not going
to last forever, there will be a period when interestaggregate productivity statistics. That is not a reason

for pessimism, it is a reason for just being a bit rates will have to move up to something closer to a
more sustainable level” and that has happened.cautious about assuming that growth rates can

change very quickly. A small change in the growth Financial markets have expected that for some while
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many other parts of the world, we cannot possiblyand most people were not taken by surprise by the
interest rate increases that we put into eVect in hope to grow at those growth rates. It is not
February, May and June, since we last appeared surprising that a normal growth rate for the world
before you. economy would be higher than a normal growth rate

for the UK economy. I do not think that is being
pessimistic about the UK because, if anything, weQ1175 Chairman: I was not taken by surprise
have pushed up our view slightly about the growthbecause the newspapers kept telling me that interest
rate at which the UK economy could grow in therates would go up. If I can be totally unprofessional,
medium term. None of these things are cast in stone.for some time I have not had any sense of any
Some of the very high growth rates in Asia will slowinflation pressure in the British economy. I know it is
down in turn. I do not think, either in the long run orunprofessional to say how you feel and what your
in the short run, we are actually very diVerent fromordinary life is about, but there was just no sign of

any inflation pressure there at all. Clearly you, doing most other views about the potential growth rate of
the job professionally, have got the models and the world economy versus the UK economy or what
everything and you can get it, but I do not believe is likely to happen over the next couple of years. Our
anybody out there believes that for one minute. projections for growth of theworld economyover the
Mr King: No, and I think that is why we try hard to next two years is very close to the IMF and the
suggest to people that we do need to look ahead. consensus of other forecasters. Perhaps Steve,
After all, inflation is only 1.2 per cent, that is below Charlie or Marian would like to comment.
the 2 per cent target. Even if inflationwere at the 2 per Professor Nickell: There is one other point which is
cent target you would expect most of the prices of specifically with regard to the United States, which is
goods in the shops to be falling or constant because another developed economy that appears to be
the prices of services would be rising faster and the growing faster which has this higher productivity
average inflation rate would be 2 per cent. A world growth. The other thing you have to bear in mind is
where we keep hitting our inflation target is a world that the growth rate of the population of working age
inwhich the prices of goods in the shops are not going in the United States is higher and that adds to the
to be going up and it is important that people growth rate of the economy as a whole. If you have
understand and recognise that. What we have seen is got more and more people, that adds to your growth
not a great inflationary surge.We never claimed that, rate. For many years the United States has had faster
but looking ahead we see some sign of the potential population growth than we have in the UK and,
for a modest pick-up in inflation, we see a tight indeed, in Europe. That is a special factor as well.
labour market which has tightened further and faster
than we had expected, we see some signs of pick-up in
pay growth, we see from the price surveys that output

Q1178 Lord Sheldon: Does immigration to theprice balances in the business surveys have now
United States play a factor as well?picked up for many months in a row and are at their
Professor Nickell: Yes. Inward migration to thehighest level for five years. None of this is anywhere
United States is substantially bigger than it is in mostnear a significant pick-up in inflation, but it is a
developed countries, although inward migration tomodest pick-up in prospect and, in order to head it

oV, we have raised interest rates back to a more the UK now appears to be significantly higher than it
sustainable normal level. was at least in the early 1990s.

Mr King: One of the intriguing prospects and one of
the things which we do have to think carefully aboutQ1176 Lord Sheldon: Your forecasts for United
and have reflected on is that if inward migration intoKingdom growth are less than the expectations for
the UK is in response to a stronger labour marketworld economic growth. That is a poor view of the
and there is no real constraint on immigration, thenUnited Kingdom economy. Why do you say that?
as demand for labour picks up so does the supply,Mr King: Can you just repeat the first part again?
and the whole concept of an output gap becomes a lot
more tenuous and you may see rather littleQ1177 Lord Sheldon: Yes. Your forecast for United
inflationary pressure for a while, but that may notKingdom growth is less than the world expectation
give you a good feel for what would happen in thefor economic growth generally. Why do you take
medium term. On the supply side, there are plenty ofsuch a poor view of UK economic growth?
areas in which one could argue that there areMrKing: I think the world economy is almost certain
developments, but where the outcome is not at allto grow faster than the United Kingdom economy
obvious and that is why we do have to keep our eyesbecause we are much more developed. It is the old
pretty firmly focused on the data and the numbers indebate that Lord Roll will remember of a mature

economy. Looking at the growth rates in China and order to judge what will happen.
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euro area and, as I said in a speech recently, I think itQ1179 Baroness O’Cathain: Again, looking
forward, do you see any major obstacles to is pretty clear that the world interest rate cycle has
continuing growth of 2 per cent or thereabouts? For turned.
example, the infrastructure situation, the transport
situation, some of these could be seen as obstacles to
future growth.

Q1183 Baroness O’Cathain: This is just a very quickMr King: They could. You could also say that if the
question. The Bank has raised interest rates by 25UK economy has managed to grow at 2.5 per cent
basis points in each of the last two months. Thewith the transport system we have had, then just
question is, why did you not go for 50 basis points inimagine what it could do with a transport system that
the first month, or did any additional informationwas more eVective!
come between raising 25 basis points and then the
next month?

Q1180 Baroness O’Cathain: Surely it cannot go on
Mr King: I think this is a good question to ask eachforever, Governor, there has got to come a complete
of us individually because each person might wellhalt, has there not?
have had their own views, both in May and June. IfMr King: To what?
we start with Charlie and then ask Marian toBaroness O’Cathain: Transport.
continue and then Steve and I will come in at the end.Chairman: Transport or the system?
Mr Bean: My take on the May Inflation Report
projections was that they would have justified 50

Q1181 Baroness O’Cathain: At eight o’clock basis points. The key thing was that merely marked a
tonight, for example. response to a somewhat more buoyant picture than
Mr King: A lot of investment is being made into

we had expected, say compared with the Februarytransport. One thing that is important to bear in
Report. However, I was concerned in castingmy votemind in all of this is that it takes an awful lot to shift
at the May meeting that were we to enact 50 basisthe long-run growth rate of a mature and developed
points, then it would be interpreted by the markets aseconomy. As Steve pointed out, if there were to be a
representing a change of strategy and that we hadmajor structural change in the extent of immigration
moved away from our gradualist, measuredor labour force population growth then that would
approach to returning interest rates back towardsfeed through to long run economic growth, but in
some more neutral level, to something that wasterms of productivity growth our performance has
designed to shock consumers or something of thatbeen pretty stationary in terms of growth rate. That
ilk, trying to hit the housing market or any of thosecan change and even in the United States we are
sorts of things which there was press discussion of butstarting to see a slowdown in productivity growth
was not inmymind as something Iwanted to achieve.now. As a number of new jobs are created that shows
I felt that it would be more sensible to just vote for 25up correspondingly in a lower rate of productivity
basis points in May. We explained the strongergrowth. It may be that we will look back at the
outlook in the Inflation Report and then, havingUnited States and see that they had a burst of
prepared the markets for the possibility of a furtherproductivity growth, that there was some long run
increase in the near future, voted for it in June.pick-up in the productivity growth rate, but it was
MsBell:Mystarting point for both theMay and Junenot anywhere near as much as we saw in the short
decisions was the interest rate profile on which weperiod. Probably an historical perspective here would
conditioned our market rate central projection anddo no harm.
that seemed to me to be quite a nice forecast. Of
course, the world will not work out that way and weQ1182 Lord Sheppard of Didgemere: With the
will not stay on track on that forecast, but under thatrecovery patterns you have described to us in various
interest rate profile inflation undershoots formuch ofparts of the world, and also the diVerence in growth
the next two years, comes marginally above target atpatterns you have been talking about, are you
two years and by that time growth has slowed andsurprised that the US and the euro have not followed
inflationary pressures are subsidising. I have takenus with higher interest rates already?
my decisions in line with moving along the marketMr King: No, because I think that they have got
rate path that we published in section six of themuch greater spare capacity than we have, so the
Inflation Report. For me that did not mean 50 basisneed for us to take some early action was greater.
points inMay, it meant 25 inMay and then 25 a littleEqually, I think itmeans that if we do take that action
bit later, either in June or July. I did not agree that wethen they will be raising interest rates at a time when
should be contemplating 50. For me, it seemed fairlywe will not be. We will see what they will do but
straight forward, 25 in May and a little bit moreclearly financial markets are expecting rises in

interest rates now in both the United States and the later on.



328 economic affairs committee: evidence

29 June 2004 Mr Mervyn King, Mr Charles Bean, Ms Marian Bell
and Professor Stephen Nickell

Monetary Policy Committee. I see that as inProfessor Nickell: I felt that the May Inflation Report
implied a rate of rise in interest rates slightly faster conjunction with our financial stability work where
than the market curve that we used to condition the we have reported on that and talked about it and the
market forecast. I also thought, for the reasons bottom line in summary—which you can read about
Charlie stated, that it was out of the question to do 50 in great detail in our recent Financial Stability
basis points immediately and to do it in that way for Review—is we do not think that there are major
precisely the reasons Charlie has enunciated. I concerns there because the lenders have learned from
thought that was the best way of doing it.What I said some of the experiences in the previous boom/bust
was to do 25 and then 25 so long as the information cycle, and the ratios of loan to value of mortgages
between the two meetings was not such as to change that are being made now are much smaller than they
one’s overall view of the longer term prospects, which were on average, so the number of very high loan to
it was not. value mortgages that might generate problems of
Mr King: I very much share the views which Charlie individuals finding themselves in a negative equity
and Steve have expressed. I have felt for some time position and, hence, if they have to move, then
that we are very keen to demonstrate that what defaulting, is actually quite small, and default rates
motivates our decisions are changes in the outlook on mortgages are low. We do not see any major
for inflation which are generated by the data both of stability concerns at present coming from that area.
the world and the UK economy and that we were not In terms of macroeconomic policy and how we set
engaging in diVerent strategies for monetary policy interest rates, it is important to stress again that not
but we were simply making a judgment about where only are we not targeting house prices but it would be
we felt inflation was likely to go, what the balance of self-defeating to do so. Housing is an asset in the
risks was and how we needed to respond to it. I share same way that stocks and shares are assets, buildings
very much the view that Charlie and Steve have put are assets and government bonds are assets. The
forward. prices of assets relative to other things, goods and

services that you buy, move over time; some years
they go up, some years they go down, particularly inQ1184 Lord Vinson: Could we turn now to housing.
periods when real interest rates move around. TheseThis is a two part question. I think there is a little
real asset prices can shift around and they are shiftingconfusion in the world’s eyes as to where the Bank
around because of factors in the economy over whichcomes over housing, particularly as housing costs are
we have no control. If we try to target a nominal assetnot in the index that you have to assess inflation
price, irrespective of whether it was a house price oragainst. At the same time, the tail of the Monetary
the price of stocks and shares, the equity market or,Policy Committee does not necessarily wag the head
indeed, the exchange rate, we would lose our controlof the Bank of England because they are two distinct
over the price level and the inflation rate, so it wouldbodies, one within the other, and the Bank has always
not be sensible to try to do that andwe do not do that.taken an overall interest in the wider aspects of the
Why is it that some people might think that we do?economy. All that being said, to what extent now is
Answer, because we talk about the housing marketthe MPC governed by the housing market and its
and we talk about it because it matters to theapparently runaway condition? If it is raising interest
assessment of the outlook for inflation. We discussedrates to cool the housing market, is it not in fact
this at great length in our May Inflation Report. Wetackling symptoms rather than causes, the cause
said there were three big uncertainties about thebeing excessive land rationing through the planning
housing market, all of which made our judgmentsystem which is preventing supply and demand from
about what had happened in the housing marketcoming together?
more complicated, but about which we had to form aMr King: Let me start by saying that the reasons for
judgment in order to assess the outlook for inflation.the rise in interest rates that we have seen was not to
The first was whether the ratio of house prices to“cool” the housing market—it was to meet the
earnings was above a sustainable level, and we talkedinflation target in the medium term. I think we get a
about the factors which might explain why housebit frustrated on our side sometimes when we are
prices relative to earnings were higher now than theycaught up in this battle of semantics. We are not
have been in the past. You can point to sometargeting house prices but that does not mean to say
demographic factors, you can point to a world of lowthat house prices are not very important to our
inflation perhaps. There are several factors that youdecision. They are because they aVect the outlook for
can point to, such as the shortage of supply too,consumer spending, overall demand and, hence,
which might explain why house prices are higher.inflation. Let me try and divide this up into several
There are also some factors which explain why housepieces. You mentioned in your question that the
prices might be lower. Remember Mortgage InterestBank has concerns about the housing market and

house prices which may go beyond the remit of the Tax Relief—this was a big issue for politicians. That
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and hence interest rates. When we form a judgmenthas gone now and everyone assumed that would
about our outlook for the housing market and whenbring down house prices. Housing used to be sold as
we do see risks we think it is important to explaina hedge against inflation, but in a low inflation world
clearly what those risks are. Hence, when I made mythe value of the hedge is less. These are two factors
remarks in my recent speech, they were carefullythat push in the opposite direction. Nevertheless, we
thought through, they were very clear given the rapidcan think of some reasons why house prices might be
pace at which house prices had risen, the ratio ofhigher in the long run relative to earnings than in the
house prices to earnings looked high, and that,past, but 50 per cent higher, that is the question. We
therefore, meant there must be a risk of falls in housedid not find it easy to convince ourselves that it was
prices and those investing in housing should be awareobvious that this was, in fact, a sustainable ratio. Our
that it would be a foolish assumption to make thatjudgment was that there were clear risks and we
house prices can only go upwards and that interestthought there were more risks that house prices
rates will never rise. I hope no-one is making thosewould fall relative to earnings thanwould continue to
assumptions, but if they are, they ought to reflect onrise relative to earnings in the medium term. Not
that. That is not to say that I know where housecertainties, I have no idea what will happen to house
prices are going. I do not, but nor does anyone else.prices. But the other thing I know is, nor does anyone
It is just a cautionary note to take the risks intoelse. There is great uncertainty about it and it is
account.important to be clear about that. The first

uncertainty was this issue about the ratio of house
prices to earnings. The second was if there was to be Q1185 Chairman: I hear what you say and certainly
some adjustment in that ratio, what would the path I do not know about anything but if I was still
be? Would it take the form of falls in house prices or teaching first year economics I would say to the
would it take the form of basically flat house prices students, “If I postulate that the income and wealth
for a long time while earnings continued to rise and elasticity of demand for housing is greater than one,
the ratio of earnings to house prices then fell back? and if supply cannot adjust . . .”—Lord Vinson’s
We do not know. We can form judgments but there point—“. . . the price of housing will rise relative to
are clearly risks to all that. The third factor is, what other prices and they will also rise relative to wages.”
is the impact of a rise in house prices on consumer If the student did not get that, they would get nought
spending? Again, there is a great uncertainty about instead of anA. Therefore, although I cannot tell you
that, it is not at all obvious that there should be a the right number, certainly I would be predicting in
large eVect. If the price of your house goes up, unless our economy—which is Lord Vinson’s point—that
youmove out and into a smaller one you have not got the price of housing will rise relative to other prices
any extra wealth to spend on other goods and and to wages, unless elementary economics is wrong,
services, so that is far from obvious. What does seem which I find impossible to believe.
to be clear is that it gives an opportunity to Mr King: Indeed, the price of housing has risen

relative to the price of other goods, and we wouldhouseholds to borrow more cheaply, secured lending
expect that. It has not risen relative to earnings onwith the collateral of the equity in the house, than
average over a relatively long period, except in bursts.would be the case if you had to borrow in unsecured
I think what is very striking is not that there has beenform where borrowing is much more expensive. The
a steady, slow upward trend in the price of housing,ability to borrow at lower interest rates does mean
which you can relate to long run supply factors, butthat you could spend more on goods and services. In
the fact that in the past five years house prices havethe past there has been a correlation between house
doubled and in the past year they have gone up by 20price inflation and consumer spending. Now that
per cent. I think those changes are much harder tocorrelation may not persist. That may just have been
relate to the longer run supply trends. I do not dissentthe result of the circumstances in previous boom and
from your proposition but I do think it is not easy tobust cycles when expectations of future incomes rose
explain the recent rates of growth in those terms andrapidly, leading both to faster spending on goods and
if that is the case then, of course, there must be theservices and to higher house prices. It may not have
concern that you will see some unwinding of thatbeen a causal connection. There are big uncertainties
eVect.about all three, of which the Committee is very

cognisant. When we came to do ourMay forecast we
did feel that one of themost important pieces of news Q1186 Lord Sheldon: Is there not something in the
was, indeed, to do with the housing market. Now, I argument that house prices, which have been rising at
stress again, we do not target house prices, and we this level, are due to the fact people feel economically
would not be foolish enough to try to do so. That much more secure? There has been a level of stability
would be silly. But we do take them into account in for ten years now. This is historically significant.

People do not have the worries they have had soforming our judgment about the outlook for inflation
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prices and services prices in the CPI index wasfrequently in the past that something will come to an
between two and three percentage points.end, there will be an increase in interest rates and

their jobs may go. There is a feeling of security that
they have in certain areas which they did not have Q1188 Lord Sheppard of Didgemere: Yes.
before. They are in a comfort zone which does lead to Mr King: Then it rose to a peak of almost six
a feeling that it is worth paying a bit more for a house percentage points which was when goods prices were
than they have done because of their future falling quite sharply. That diVerential has now come
expectations. back to around three and a half percentage points, so
Mr King: Indeed, and it is a question of degree. We we are back closer to something where we were
hope that there will be the feeling of some comfort before, not entirely but certainly we are closer than
zone indefinitely with a higher degree of we were. I think that was a reflection of the shock of

the higher sterling exchange rate. The Monetarymacroeconomic stability than we have seen in the
Policy Committee reacted to that shock by loweringpast. On the other hand, I cannot pretend that
interest rates. They were lower than they wouldinflation will always be as close to the target in the
otherwise have been, thus allowing domestic demandfuture, and certainly I cannot pretend that interest
to grow more rapidly, which undoubtedly helped torates will continue indefinitely at 3.5 per cent, they
push up the price of services inflation which thenhave moved up already. If the comfort was being
oVset the lower goods price inflation. I think in thebased on those observations then I think perhaps we
end you cannot say, what would have happened ifhave to recognise—as I tried to do in a speech last
sterling had not risen, without also taking intoOctober—and point out that what I called then the
account howwe would have behaved had sterling not“NICE” decade, the Non-Inflationary, Consistently
gone up. I do not think we have in any sense tried toExpansionary decade, was one which might not
raise interest rates in order to keep sterling high incontinue in quite the same vein. We should not lurch
order to lower inflation of themagnitude that you arefrom one extreme to another. If we do see some shock
talking about. Clearly part of the transmissionin the future, which means inflation moves a little
mechanismofmonetary policy is that a rise in interestfurther away from target and then comes back, if we
rates may well lead to a slightly stronger exchangesee that interest rates are a bit higher than they have
rate and slightly more downward pressure frombeen recently, that is not the end of the world and it
imported inflation. That is one of the ways in whichis not a return to where we were in the past, it is just
higher interest rates work. Basically, the strategy wethe natural unfolding of the workings of a stable
have is extremely simple: we look at the inflationeconomy.
outlook given what else is happening in the world—
is it outside our control?—and then adjust the level of

Q1187 Lord Sheppard of Didgemere: You interest rates. I think we have no wish to generate
exchange rate instability as such. Exchange rates tendmentioned earlier on, Governor, about the
to move for reasons that we do not fully understand.diVerences between goods and products, whatever

you want to call them, and services and the pattern of
inflation. We all know that in many sectors of the Q1189 Lord Sheppard of Didgemere: Can I just ask
retail trade, be it whether one is operating as a retailer one supplementary? Is that a pattern? Not the actual
or as a supplier, there has been price deflation now figure of three and a half, but if I look at Germany
for—it seems like forever—probably three or four and the States would there be a similar diVerential of
years or maybe more. There is quite a diVerence in goods versus services?
pattern. Some of that means that our level of success The Committee suspended from 5.30 pm to 5.37 pm for
on keeping inflation under control is partly because a division in the House
of strong sterling keeping down import prices and Mr King: I think it would be helpful if I could be
impacting on these products which the domestic reminded of the question.
people have to follow. If you keep following round
that circle, does it mean that one of the reasons for Q1190 Lord Sheppard of Didgemere: If you take
having higher interest rates in the euro-zone, or even services versus goods and inflation, would you have a
the States, is, in fact, to keep sterling strong because similar pattern in Germany and America as we have
it helps the import prices and inflation? had here? I do not mean the ups and downs, I mean
Mr King: No, I do not think so. I think there is no the diVerential.
doubt that the stronger sterling did push down prices, MrKing:Yes, the diVerential is indeed very similar in
and, indeed, it did lead to a very marked diVerential other countries and the only thing that is really
between the growth rates of goods prices and services diVerent is the sharp rise in that diVerential following
prices. Before sterling rose in 1996/1997/1998, the the appreciation of sterling and then the subsequent

contraction. In all these countries there is a diVerencediVerence between the rate of inflation of goods
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level but in direction of change, very quickly. Therebetween goods and services, price and inflation, very
much the same order of magnitude. is a lot of flexibility about monetary policy. It is

aiming at a forward-looking target for inflation.
Fiscal policy is more concerned with a sustainableQ1191 Lord Sheppard of Didgemere: The reason for
position. It is concerned with ensuring that the stockthat, Governor, is because of the labour intensity of
of debt does not become too high and it is notservices by definition.
something which is either easy or sensible to changeMr King: DiVerent productivity growth in the two
everymonth or every six weeks. It is something whichsectors which applies worldwide. These developed
fits much more naturally to an annual cycle. I thinkcountries import the same kinds of goods, operate in
the nature of the decision-making process is ratherthe same world market, similar productivity.
diVerent in the two cases. It is important that both are
committed to supporting stability. I think the bestQ1192 Lord Sheppard of Didgemere: It is not
way to do that is for there to be very clear incentivesrestricted practice in the profession?
in place for those taking decisions on monetaryMr King: No.
policy to meet their inflation target and for those
taking decisions on fiscal policy tomeet the objectivesQ1193 Chairman: That was a subtext. Fine. I think,
of a sustainable fiscal policy. People often talk aboutbecause both you and we are under time pressure, we
co-ordination as if it is a problembecause it is decidedwill leave the expenditure deflator and so on. If you
by diVerent people; I do not think that is right. I thinkhave got something you want to write to us about
the co-ordination problem can be resolved by thethis, it might be helpful to have a brief note.
design of the framework within which the decisionsMr King:We did publish an extensive note on this in
are made. As long as those taking fiscal policyour latest Inflation Report. I am not sure we have
decisions know that the people taking monetaryvery much to add to what was in the May Inflation
policy decisions have a very strong incentive to meetReport. We will be happy to discuss this on another
the inflation target then they will be able to work outoccasion.
for themselves that if fiscal policy is making life more
diYcult to meet the inflation target then interest rates

Q1194 Chairman: Give it a little thought in case will have to go up. Equally, people setting monetary
there is anything more you want to add. policy must know that the incentives facing fiscal
Mr King: Yes. decision makers are, indeed, to maintain a stable
Chairman: I think for both our sakes we ought to try fiscal position and that will help to make their
and get on to the fiscal bit and then call it a day. judgments onmonetary policy. I think it is important

that each knows what the other is doing and each
Q1195 Lord Oakeshott of Seagrove Bay: What knows what the incentives are that face the other
principles do you think should govern the decision maker, they do not need to be the same
relationship between monetary and fiscal policy? We person. Indeed, I think in the past in the UK we have
are looking at it both in the UK and the euro-zone. seen problems where governments took both
How far—if this is a real question, and you will no decisions, because there were occasions when there
doubt tell us—in world inflation targeting does fiscal was a Budget where the Chancellor would announce
policy support monetary policy or vice versa? the new fiscal position and the Government would
Mr King: Let me take that last bit. The way I would congratulate themselves a few days later by having a
word it would be to say that both monetary policy cut in interest rates in order to demonstrate that the
and fiscal policy are needed to support stability and markets had received the Budget well. The logic
that if either fails then there is a problem for the behind thatmay be co-ordination but it never seemed
other. They both depend on each other but they can to make a great deal of sense. Now we have
be operated independently to support stability.What something much more sensible, which is the
I mean by that is that I think it is important that Government takes the fiscal decisions on its
people understand that monetary policy is going to timetable, on its time horizon, to ensure medium
be dedicated to achieving price stability in the sense term sustainability of the fiscal position, and we take
of a low and stable inflation target and that fiscal decisions on interest rates every month to meet our
policy will be set in a sustainable way. There are quite inflation target. As long as it is clear that both sides
important diVerences between them in terms of the are accountable for their decisions, I do not see that
time horizon over which one thinks of making policy there is a problem or an issue on co-ordination.
decisions. I think with monetary policy, whether you
meet every month or every six weeks is probably Q1196 Lord Oakeshott of Seagrove Bay:That is very
neither here nor there, but certainly the monetary clear. I think what you are saying is that you should
policy-making body meets regularly and, indeed, be the captain of a fast patrol boat and the

Chancellor should be the captain of a super tanker.interest rates can be changed and altered, not just in
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together”. That is the kind of problem we are tryingMr King: I am not sure—
to make head or tail of.
MrKing: I share that view but it is not one which theQ1197 Lord Oakeshott of Seagrove Bay: It is not a
Government is itself putting forward, clearly. Whatcriticism.
they are saying, and I think this is the importantMr King: There are all kinds of analogies one might
judgment that you and others have tomake, is if thereuse. It is probably better to stick with what I said.
are deficits now, which are appropriate given that
growth slowed—we are picking up again now but we

Q1198 Chairman:One of the diYculties we have had did have a period of slower growth—the issue is,
as a Committee is trying to work out what the fiscal looking further ahead, what will be necessary to
position is. We know the way it is formulated and we ensure the fiscal rule is met over the next cycle? That
know the rules but we have had great diYculty in is the judgment.
discovering whether we are within the rules or not, or
theGoldenRule. Is that because we are thick and you

Q1201 Chairman: Yes.are having no problem yourself estimating the fiscal
Mr King: The Treasury have made their estimatesposition?
and they have published the projection which showsMr King: No. I think there is something inherently
that the fiscal rule is, indeed, met. I do not feel in adiYcult about the fact that you need to do two things.
position to second-guess that judgment, but that isOne is to look backwards to see what the fiscal
the judgment that is relevant to it. I think that if theyposition has been in order to see whether the stated
felt unable to judge that the fiscal rule would be met,fiscal plans were consistent with the fiscal rules ex
then your point would have great force, because theypost. The other, of course, is looking forward to form
would be saying, “We have decided to have deficitsa judgment about whether it is likely that the fiscal
now but, of course, that means we are going to missrule will bemet in the future. That is something which
the fiscal rule in the future”. Obviously that wouldis more diYcult to do because it is based on a diYcult
show up the position that you explained very clearlyforecast judgment. A key input into that is obviously
but we are not in that position. The Governmenthow much revenue is going to be generated for any
have made a projection and they are projecting thatgiven degree of economic growth by the various taxes
the fiscal rule will be met. Obviously time will tell andthat generate revenues for the Government. That is
I think one of the virtues of having a clear fiscal rulenot something where any of us have a comparative
is that time will tell and there is no hiding place. Youadvantage over the Inland Revenue and Customs
and other Committees of this and another place willand Excise. To some extent we are in the hands of
be able to hold the Government to account.those internal experts who make judgments about

how rapidly revenues will pick up and what will
happen, for example, to revenues from the service Q1202 Lord Skidelsky: You emphasised that both
sector or the financial sector. They are the experts and sides must have incentives to meet targets or their
I do not think it should be for us to second-guess rules. Do you think the incentives are in place for
those judgments. I think what is important is that the government to pursue a sustainable fiscal policy, the
people making those judgments have the right Government has the incentives to do it, or do you
incentives to make and then publish the correct think some other supplementary machinery might be
judgments stating what they really think is going to desirable?
happen. Mr King: I think the most important thing is to have

what we have now, which is a clear fiscal framework.
One can always argue about the details of it, butQ1199 Chairman: One of the rules is the balance
what we have is perfectly reasonable, which theover the cycle.
Government commits in advance to meeting. If itMr King: Yes.
does not meet it, it will be obvious to you and others,
as I said, and youwill be able to hold theGovernment

Q1200 Chairman:One of the things that has puzzled to account. I think that is a pretty clear framework
us, let us assume in the first bit of the cycle—let us which provides incentives. I do not think the
take it you agree when it starts—they are in surplus Government is going to find it very easy to miss the
and all sorts of people say, “That is fine, nowwe have fiscal rules and then explain why it missed them. It
got into the middle we can go into deficit”. Wearing will be transparent and accountable and I think that
my old economics hat, that makes no sense to me is the great strength of the framework.
whatsoever. Having said we will balance out the
cycle, the fact you accumulate the surplus, I cannot
think of any economics which then tells me, “Now go Q1203 Lord Skidelsky: Accountable to the

electorate?and spend the surplus in order to bring the two
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not something which any country should take lightlyMrKing:And to you and other specialist committees
and to commentators. and over a period we have put that right. It is very

important we hang on to it, which is why sometimesChairman: In the Act of Parliament which set up the
MPC we are the first parliamentary scrutiny, which I stress the need to stick to the fiscal rules because that

is an important contribution to our overall stability.means us as well as our counterparts in the other
place. We will always have the chance to ask diYcult I think, to understand what is happening on the

continent of Europe, you need to put that question toquestions, or our successors will. One last question to
you but I will put it to you in a diVerent way. When those involved in the continent of Europe. It is not

entirely easy to understand, I must say.we were in Frankfurt last week and we were talking
about the Maastricht Treaty it was pointed out to us
that, of course, one country which easily meets all the Q1205 Chairman: I think that is something we agree

with. Thank you for that. As always, for us it hasMaastricht criteria is our own.We are well within the
deficit measure, the ratio of debt to GDP and been a fascinating occasion and I hope you have

found it useful. I am not sure this is a plus or a minus,everything else. Just to put it diVerently, without
necessarily saying any particular number is the exact but this is the last time I will be chairing this

Committee in an evidence session of any kind, so itright number—after all, in commerce we cannot say
3 per cent is definitely better than 3.5 for a deficit, not was particularly favourable to me that it should be

the Monetary Policy Committee who are oureasily at least—do you not find it paradoxical that a
country like ours, which has not joined the European witnesses. That does not mean that my successor will

give you as easy a time. Nonetheless, it has beenMonetary system, seems to be finding it easier tomeet
the criteria than almost anybody else? immensely useful on this occasion as on others.

Thank you all very much for coming.Baroness O’Cathain:We have got that lot doing it.
MrKing: Thank you, my Lord Chairman. May I say
on behalf of the Committee how much we haveQ1204 Chairman: That was my hidden agenda

again. appreciated your chairmanship in ensuring that we
have discussed in a serious way some very importantMr King: I do not want to claim credit in the

Monetary Policy Committee for the developments in economic matters which are crucial, not just for us
and this Committee but for the country as a whole. Ifiscal policy. We have seen a major turn around in

fiscal policy over the past 10 years. In the early 1990s, think you have made a great contribution.
Chairman: Thank you very much.with the deficit to GDP ratio of 8 per cent, that was
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