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Government Response to the Third 
Report of the Lords Economic 
Affairs Select Committee, Session 
2003-04 

MONETARY AND FISCAL POLICY: PRESENT SUCCESSES AND 
FUTURE PROBLEMS 

The House of Lords Select Committee on Economic Affairs published its 
report “Monetary and Fiscal Policy: Present Successes and Future 
Problems” on 11 November 2004. The Government response is printed 
below in the Appendix. 
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APPENDIX 

GOVERNMENT RESPONSE TO THE THIRD REPORT OF THE LORDS 
ECONOMIC AFFAIRS SELECT COMMITTEE, SESSION 2003-04 

Response to paragraph 17 of the Report 

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

The switch to the new inflation target was explained in an annex “The New 
Inflation Target” to the letter from the Chancellor to the Governor of the Bank of 
England on 10 December 2003. The letter and the annex are included in “Remit 
for the Monetary Policy Committee of the Bank of England and the New Inflation 
Target” which was published alongside the 2003 Pre-Budget Report. 

The rationale for the change in target was clearly justified in the remit: 

“The move to a target for inflation based on the CPI measure of inflation has a 
number of distinct advantages over the RPIX measure for monetary policy 
purposes…The main advantages can be summarised as follows: 

• the CPI better allows for the substitution of cheaper for more expensive 
goods and services within expenditure categories when relative prices 
change and so may be considered a more realistic depiction of consumer 
behaviour; 

• the CPI has a wider population coverage and is more consistent with 
national accounts principles of consumer expenditure, so it shares a 
coherence with other economic statistics and gives a better picture of 
spending patterns in the UK; and 

• the CPI is a more comparable measure of inflation internationally and 
represents international best practice.” 

The annex also explained: 

“The difference between CPI and RPIX inflation is expected to narrow markedly 
from 1.3 percentage points in October 2003 to ½ a percentage point two years 
ahead, the typical forecast horizon for monetary policy purposes. Thereafter, the 
differential is expected to remain broadly stable, rising slightly above ½ a 
percentage point in future years depending on a range of economic factors. The 
ONS is expected to take into account any internationally agreed future changes in 
the measurement of inflation.” 

Consequently, as the minutes of the Monetary Policy Committee in January 2004 
noted, the change in target variable combined with the change in numerical target 
would not have material implications for the current stance of monetary policy. 

The inflation target is for a 2 per cent annual increase in the CPI. Monetary policy 
is not set on the basis of any other price indices. 
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The Governor of the Bank of England has made it clear that the change in target 
does not have major significance for monetary policy1. Respected external 
commentators also support this view. In March 2004, the OECD economic survey 
of the UK stated that “[The new inflation target] should not, however, represent 
any fundamental policy shift” (OECD UK Economic Survey, March 2004). 

The gap between CPI and RPIX inflation has narrowed since the CPI target was 
introduced, from 1.3 percentage points in December 2003 to 0.7 percentage 
points in November 2004. This is in line with what the Treasury had projected at 
the time of PBR 2003. 

Response to paragraph 18 of the Report 

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

Full details of the change in the inflation target were given in “Remit for the 
Monetary Policy Committee of the Bank of England and the New Inflation 
Target” which accompanied the 2003 PBR, and in the 2003 PBR itself. The 
change in target was foreshadowed in the 2003 Budget. 

Supporting analysis was provided by the ONS, which published a detailed paper in 
December 2003 “The New Inflation Target: The Statistical Perspective”, setting 
out the statistical background to the change in the inflation target. 

The Bank of England has also published material and the change has been referred 
to in numerous speeches by members of the Monetary Policy Committee. 

In its concluding statement to its 2004 Article IV Mission to the UK (December 
2004), the IMF stated that the change in the inflation target was well 
communicated and well understood by financial markets. 

As set out in our response to paragraph 17, we do not believe that the change in 
the inflation target had significant implications for the monetary policy stance. 

Response to paragraph 20 of the Report 

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

It is important to note that the change in the inflation target was a change in the 
way that inflation is measured for monetary policy purposes. Underlying inflation 
pressures in the economy were unaffected (as explained in our response to 
paragraph 17), so the switch has no direct implications for the labour market. 

The Governor of the Bank of England has noted that wage bargaining should be 
unaffected by the switch in inflation target2. 

The Treasury continues to monitor the economy closely. The most recent analysis 
is provided in the Pre-Budget Report 2004. 
                                                                                                                                     
1 For example, see the Governor’s statement to the Treasury Select Committee on 20 November 2003 
2 Speech to the annual Birmingham Forward/CBI business luncheon Birmingham, 20 January 2004 
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Response to paragraph 35 of the Report 

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

The Treasury does not comment on the decisions of the Monetary Policy 
Committee which has operational independence to set interest rates to meet the 
Government’s inflation target. 

Response to paragraph 43 of the Report 

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

The Treasury does not comment on the decisions of the Monetary Policy 
Committee. 

Response to paragraph 61 and 62 of the Report 

6. Our concern is that none of the recent external appointments to the 
MPC is an acknowledged expert in monetary economics in the way that 
previous appointments were, and as a result the MPC may suffer a loss 
of credibility, especially when tough decisions are required (paragraph 
61). We therefore recommend that the Chancellor restore his former 
practice of choosing external members with acknowledged expertise in 
monetary economics, ensuring an appropriate balance on the 
Committee (paragraph 62). 

The MPC is not a Committee of representatives but brings together people with a 
wide range of experiences. As the Chancellor said in his testimony to the House of 
Lords Committee in May 2004 “all of them are perfectly capable and have proven 
themselves to be so..” 

Section 13 (4) of the Bank of England Act states that the Chancellor of the 
Exchequer shall only appoint a person under subsection 2 (c) (the four members 
appointed by the Chancellor) if he is satisfied that the person has knowledge or 
experience which is likely to be relevant to the Committee’s functions. External 
members of the MPC are selected with regard to their expertise and experience 
consistent with the Bank of England Act. 

Of the 20 past and present members of the Committee, no fewer than nine have 
held academic positions in economics at some point in their career and the 
remainder have either been professional economists or have acquired considerable 
expertise in the course of their former occupations. 
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Response to paragraph 83 of the Report 

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

The Government believes that the current arrangements work well. This view is 
supported by respected external institutions. For example, in its concluding 
statement to its 2004 Article IV Mission to the UK, the IMF stated that the 
Government’s fiscal framework was at the forefront of international best practice. 

Fiscal policy is already subject to a high level of transparency and public scrutiny 
by independent commentators and the Treasury Select Committee (TSC). The 
TSC conducts an investigation into each Budget and Pre-Budget Report, 
constituting an important and effective form of scrutiny. 

The Government has put in place a transparent framework for the conduct of 
fiscal policy in line with, and indeed going beyond, the formal requirements set out 
in the Code for Fiscal Stability. 

• Budgets and Pre-Budget Reports provide detailed information on the 
projections for public finances and the assumptions underpinning them. 

• The National Audit Office audit 11 key assumptions underpinning the 
public finance projections to ensure they remain reasonable and 
cautious. 

• New developments, such as the End of year fiscal report and the Long-
term public finances report, provide more detailed analysis. 

In addition, the HM Treasury has a good forecasting record for both GDP and 
key fiscal indicators such as public net borrowing: 

• Between 1995 and 2003, HM Treasury was more accurate in its 
forecasts of GDP growth than the consensus of independent forecasters 
for both current year and year-ahead GDP forecasts. 

• Between 1999 and 2003, HM Treasury was both more accurate and 
more cautious in its forecasts for net borrowing than the IMF, the 
OECD and the European Commission. 

Response to paragraph 85 of the Report 

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

As set out in the Code for Fiscal Stability, the Government conducts its fiscal 
policy in accordance with the principles of transparency, stability, responsibility, 
fairness and efficiency. 

The Government has specified two fiscal rules – the golden rule and the 
sustainable investment rule – that accord with these principles. The rationale for 
the Government’s fiscal rules and their measurement is set out in Chapter 9 of 
Reforming Britain’s economic and financial policy. As set out in PBR 2004, the 
Government is meeting both its fiscal rules. 

The golden rule means that over the economic cycle the Government will borrow 
only to invest. The sustainable investment rule means that when the Government 
does borrow it will do so only to the extent that is consistent with keeping debt at a 
prudent level. In the interest of intergenerational fairness, as investment produces 
a stream of benefits over time, it is fair that this form of spending is financed 
initially through borrowing. The Government considers the appropriate measure 
of investment is the measure of net investment used in the national accounts. The 
implication of using net investment is that depreciation counts against the current 
budget. The classification of spending between current and capital is established 
by the ONS and consistent with international accounting standards. 

Response to paragraph 91 of the Report 

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

Annex A of the Pre-Budget Report outlines the Treasury’s assessment of economic 
developments and prospects. This includes a discussion of UK trade and the 
current account. 

The level of interest rates is a matter for the Monetary Policy Committee. 

Response to paragraph 98 of the Report 

10. We agree with the Government that improvements to the supply side of 
the economy are extremely important and highly desirable. We share 
the view of our witnesses that government has limited scope for raising 
productivity and that its most useful role is that of maintaining a stable 
macroeconomic environment in which investment in human and 
physical capital can flourish (paragraph 98). 
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Raising productivity is a long-term goal. The UK has historically experienced low 
rates of productivity growth compared to other major economies, partly due to 
previous periods of macroeconomic instability and historic underinvestment in 
skills, R&D, capital per worker and infrastructure. 

The Government’s approach to productivity focuses on maintaining macro-
economic stability, improving firms’ ability to make long-run investment decisions, 
and addressing market failures that constrain productivity growth. The economic 
literature identifies technical change and innovation as the engine of long-run 
economic growth. Knowledge creation and utilisation depend upon the behaviour 
of, and decisions taken by, enterprises and the workers they employ, which 
respond to economic incentives. Government policy to incentivise innovative and 
enterpreneurial behaviour is therefore important. Evidence shows that investment 
in workforce skills and infrastructure can also boost productivity. 

Early indicators suggest that there have been recent improvements in the 
competition regime, investment environment and in workforce skills, supporting 
improvements in UK productivity performance. 

• The latest KPMG peer review of competition policy found that the 
substantial changes the UK has made to the UK competition framework 
provide all the necessary powers to develop a world-class competition 
regime. The UK is ranked third by KPMG behind the US and 
Germany. 

• The UK skills level is rising, in 1997, 6.1 per cent of economically active 
people in England had no qualifications, dropping to 5.0 per cent in 
2003. The proportion of people qualified to below level 2 also decreased, 
from 24.2 per cent in 1997 to 16.5 per cent in Autumn 2003. The 
proportion qualified to level 4 or above increased from 23.7 per cent to 
30.2 per cent over the same period. 

• The UK remains a good place to start and grow a business, with the 
World Bank’s study “Doing Business in 2005” placing the UK top in the 
EU and 7th in the top twenty economies of the world with the best 
business conditions. The report also ranks the UK 5th in terms of the cost 
of starting a business, it is less costly than in both France and Germany. 

• The UK is making progress towards narrowing the historic productivity 
gap with its competitors on both of the key measures of labour 
productivity – output per worker and output per hour worked. In 2003, 
UK output per worker was 29 per cent lower than in the US (compared 
with 30 per cent in 1995), 13 per cent lower than France (22 per cent in 
1995) and around the same level as Germany (8 per cent in 1995). 
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