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Monetary Policy 

Introduction 

1. This is the fourth report of the Select Committee on Economic Affairs on the 
work of the Monetary Policy Committee (MPC) of the Bank of England. 
Previous reports on monetary policy by the Committee were published in 
2001, 2003 and 20041, and before this the Select Committee on the 
Monetary Policy Committee of the Bank of England, the predecessor to this 
Committee, published reports on monetary policy in 1999 and 2001.2 

2. As well as conducting full-length enquiries and publishing substantive reports 
into current macroeconomic developments, including monetary policy and 
the MPC, as part of its general remit, the Select Committee on Economic 
Affairs also keeps a watching brief on these topics and publishes shorter 
reports. This short report aims to cover the main features of monetary policy 
for the twelve month period since November 2004. It is based mainly on oral 
evidence given to the Committee by Mervyn King, Governor of the Bank of 
England, and four other members of the MPC3 on 25 October 2005, on the 
Bank of England’s Inflation Reports for 2005, and on the Minutes of the 
MPC. 

3. The last twelve months appear to have been an unusually difficult period for 
the MPC. Two events stand out. First, the world economy received by far its 
largest supply shock (caused by oil price increases) since the Bank of England 
took independent control of monetary policy. This raised inflation. Second, 
in August 2005, and for the first time, the Governor was out-voted on the 
MPC. Interest rates were cut by 25 basis points by a majority of five votes to 
four who wished to keep them unchanged. This report discusses both of 
these events, together with a number of other issues that may have affected 
the conduct of monetary policy in the last year. 

Current State of Inflation 

4. In June 2005 CPI inflation exceeded 2% for the first time since May 1998 
and has continued above the 2% target since. After remaining at or below 
1.5% since April 2003, in December 2004 CPI inflation began to rise 
steadily to a figure of 2.5% in September 2005 where it has remained. This is 
in contrast to RPIX4, the previous inflation target, which has stayed below its 
target of 2.5% since December 2003. The chief cause of the increase seems 
to be higher UK import inflation which rose from being approximately zero 
in December 2004 to averaging about 4% throughout 2005. Oil prices, 
which increased by nearly 25% in the year ending July 2005, and petrol 
prices which more than doubled over the same period, have been the main 
contributors to this. 

                                                                                                                                     
1  Select Committee on Economic Affairs, 1st Report (2001-02, HL 5); 2nd Report (2002-03, HL 66): 3rd 

Report (2003-04, HL 176). 

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

(2000-01, HL 34-I). 

3  Ms Kate Barker, Mr Charles Bean, Mr Richard Lambert and Sir Andrew Large. 

4  The Retail Prices Index excluding mortgage interest payments. 
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5. Two items usually dominate the CPI: goods price inflation, which has been 
negligible for the last three years, and service price inflation, which has stayed 
between 3% and 5% for the last ten years, and has been roughly 4% in 2005. 
So far, higher import price inflation seems to have increased both goods and 
service price inflation and CPI inflation by about 0.7-0.8%. 

6. The increase in CPI inflation has been accompanied over the twelve month 
period ending June 2005 by a slowdown in output growth from 3.6 to 1.7 
percent per annum; in the third quarter of 2005 the estimated annualised 
growth rate is 1.6%. This is particularly significant for monetary policy. In 
the past the MPC has faced higher inflation associated with rising, not 
falling, output growth. The current situation is associated with negative 
supply shocks. The expected monetary policy response to excessive demand 
is to increase interest rates in order to control inflation by reducing aggregate 
demand, and hence output. Raising interest rates to control higher inflation 
due to a supply shock might in the short term cause an even lower rate of 
growth. 

7. It is easy to see how differences of opinion among members of the MPC 
might arise about the correct direction for monetary policy when a long 
period without negative supply shocks ends. Should monetary policy still be 
aimed solely at controlling inflation—as seems to have been the case 
hitherto—or should the MPC take more note of the “subject to that” clause 
in its remit which requires it take account of the government’s objectives on 
growth and employment? The Committee questioned the Governor about 
his views on these matters. 

8. On the current state of the economy, Mervyn King told the Committee that 
a year ago inflation was just over 1% and was now over 2.5%, while growth 
had slowed to 1.5 per cent. He said that perhaps one half of the pick-up in 
underlying inflation was due to higher oil prices affecting petroleum 
products, and hence the cost of producing goods. He added that the other 
half probably represented the impact of the pressure of demand on supply 
capacity over the last year and a half. He thought the difference in inflation in 
the last twelve months was due to a supply shock caused by a rise in oil 
prices. Charles Bean, the Bank of England’s Chief Economist, said he 
thought there were good reasons for thinking the pick-up in producer price 
inflation and unit wage costs was temporary. 

9. We accept that that this has been a difficult period for the MPC to forecast 
inflation, due to the uncertainties surrounding oil prices over the past year 
and their likely impact on the economy. According to the November 
Inflation Report, not only was the rise in oil prices in May to August sudden 
and maintained, but the effect on petrol prices was even greater and sharper 
but has not been maintained. By the end of October 2005 petrol prices had 
returned to under half their peak early-September value caused by hurricane 
Katrina, and to being close to their May value. Such fluctuations make short-
term inflation forecasting difficult. 

Implications for Monetary Policy 

10. Mervyn King made clear to the Committee that the MPC’s objective was to 
control inflation not output. He said that the current situation was more 
complicated than before but judgements about interest rates would still 
depend on the overall view of the inflation outlook. He stated that the MPC 
does not reduce interest rate because demand has fallen. He added that the 
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apparent link between demand and inflation was due to weaker demand 
being likely to mean a weaker prospect for inflation, but this link was not 
direct. 

11. The Governor provided further evidence on his commitment to targeting 
inflation when he spoke about the importance of the role of inflation 
expectations in monetary policy. He said that anchoring inflation 
expectations by keeping inflation close to the target provided a framework for 
monetary policy that helped wage and price setting behaviour and made the 
Bank’s life easier. He added that he thought the current framework was 
capable of ensuring that very large swings in demand, and hence inflation, 
did not occur. But he cautioned against expecting monetary policy to be able 
to fine-tune the economy so that it maintained a constant rate of growth. He 
said this would be absolutely imaginary. 

12. The Governor’s comments suggest that confidence in the current framework 
is in itself a key factor affecting the impact of monetary policy and that 
continued adherence to the inflation target should ultimately make it easier 
to stabilise demand, and hence inflation, and to limit interest rate volatility. 
The Governor’s view appears to be based on the importance he gives to 
influencing inflation expectations. It is a further indication that the Bank is 
likely to give priority to controlling inflation even if it is at the expense of 
lower output. The Bank has shown, therefore, that it will respond to a 
negative supply shock, such as a rise in oil prices that reduces demand, in 
much the same way as it would to a positive demand shock. 

The Interest Rate Decisions of the MPC 

13. In August 2005 the official interest rate was cut by 25 basis points to 4.5 
percent. For the previous year rates had stood at 4.75 per cent. Five 
members of the MPC voted in favour of the cut (Kate Barker, Charles Bean, 
Richard Lambert, Stephen Nickell and) David Walton) and four voted to 
maintain rates (the Governor, Sir Andrew Large, Rachel Lomax and Paul 
Tucker). Thus all four external members of the MPC voted to cut rates and 
only “internal” Bank members voted against. There is no doubt, therefore, of 
a division of opinion between the Bank and the external members of the 
MPC. 

14. The Minutes of the August meeting explained that the main factor 
influencing the vote in favour of a cut in rates was the slackening of demand 
pressure on supply capacity. This, together with survey information of a 
sharp fall in prices, created a need to reduce rates to avoid damaging 
confidence and to support the path of market interest rates. The Minutes 
noted that early action would reduce the risk that greater changes would be 
needed at some point in the future, but this would not preclude a rise in rates 
in the future if the data warranted it. It is difficult for us to interpret this 
explanation in any other way than that the cut was designed to boost 
demand. We presume this was in order to avoid future inflation falling too 
far, but this was not stated explicitly in the Minutes. 

15. Those who voted to maintain rates had a more cautious view of the prospects 
for inflation. Although demand had slowed, the Minutes explained, the 
economy was still operating close to full capacity, and survey data indicated a 
stronger economy in the future. With oil prices remaining strong, producer 
prices rising sharply and an acceleration in unit labour costs, it was thought 
too early to conclude that inflationary pressures had abated. Adding to the 
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strength of demand while costs were still working their way through the 
supply chain was said to risk increasing inflation. 

16. In September and October 2005 all members of the MPC voted for an 
interest rate of 4.5 percent. The September Minutes stated that the MPC 
were in broad agreement about the nature of the risks to the outlook for 
inflation, but they attached slightly different weights to them. Pressure on 
demand was thought to be still downwards and could deliver a lower 
inflation outturn than envisaged in August. However, in the past year 
inflation had been higher than expected. This was said to reflect more than 
just the impact of oil prices. Nonetheless, inflation expectations appeared to 
the MPC to be well-anchored. 

17. These Minutes also showed that the MPC had considered how best to 
respond to oil price increases. They could be accommodated temporarily and 
headline CPI inflation would be allowed to rise. Monetary policy could be 
tightened later if there was a subsequent increase in inflation expectations 
that caused higher wage settlements. This seems to have been the main basis 
of the agreement by the MPC to confirm a rate of 4.5 percent. 

18. The October Minutes noted that the official four-quarter output growth rate 
had been revised still lower. This prompted the MPC to wonder whether the 
official data were correct. Business surveys indicated that service sector 
growth was not as weak as the official statistics suggested and weaker growth 
was not evident in the employment data. 

19. Mervyn King told the Committee that he did not think that the MPC had 
been unusually divided. He said that the MPC ought normally to be in a 
position where some individuals were taking marginally different views from 
others. He remarked that the MPC had been criticised for being overly 
unanimous in the last year. 

20. We agree with the Governor on this. Members of the MPC should 
individually make up their own minds about interest rates. Differences of 
opinion are to be expected on occasion and should not undermine the 
authority of the MPC provided the reasons for them are fully explained to 
the public. The last year has been an unusual one for the MPC. It 
experienced its first serious supply shock to inflation. In the absence of a 
well-rehearsed monetary policy response to substantial supply shocks, it is 
not surprising that there were differences of opinion among MPC members. 
This is part of the process of learning how best to formulate policy. We 
accept that any differences of opinion have in practice been small and that 
the MPC has not departed from its inflation remit. The fact that differences 
of view were largely a division between external and internal members of the 
MPC might be said to illustrate the benefits of having external input into the 
decision.  Nevertheless, we believe that it is important for the credibility of 
the Bank that occasions when the Governor is outvoted should be few and 
far-between. 

21. We share the fears of the MPC about the accuracy of official statistics. 
Following an analysis of official data revisions in our last report on monetary 
policy, we expressed our concern about the accuracy both of the preliminary 
estimates and the final data, even though we were partly re-assured by the 
Governor’s denial that they had been a problem for the MPC. In his latest 
evidence to the Committee, Mr King noted the problems mentioned in the 
October Minutes. We also record that the MPC were sufficiently worried 
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about data revisions to national accounts that they included a special analysis 
in the August Inflation Report. Between the third quarter of 2003, and the 
second quarter of 2004, economic growth was under-estimated by 1 
percentage point compared with the revised figure. In the first quarter of 
2005 growth was over-estimated by 0.7 of a percentage point compared with 
the May revision. In our view, these are major discrepancies and are too large 
for any complacency about the accuracy of official estimates of economic 
growth. 

How Effective is Monetary Policy 

22. This question arises from recent findings by the Bank about the response of 
inflation to changes in interest rates. These findings are reported in its 
description of its new quarterly model5. The Committee noted that the Bank 
had estimated that a 100 basis point increase in interest rates sustained for a 
year might reduce inflation by a maximum of only 0.3 of a percentage point. 
If correct, this weak reaction of inflation to interest rates would seem to 
undermine the effectiveness of monetary policy. 

23. In response, Mr Bean told the Committee that the impact of a change in 
interest rates depended a lot on why the change had occurred and how it was 
interpreted by markets. A crucial factor was whether the change was 
expected to be temporary or permanent. He said that the response was 
probably nearly twice as big if it was thought to be permanent. This response 
underlines the crucial importance the Bank attaches to the role of 
expectations in the conduct of monetary policy, with which we concur. 

24. In practice, we observe that only once has the MPC held the interest rate 
unchanged for more than four quarters (from November 2001 to January 
2003), and the largest change has been 50 basis points. We appreciate that 
these are only estimates of the response of inflation to interest rates, and 
there may be a considerable margin of error. We applaud the Bank’s 
openness in publishing this information. Nonetheless, these results seem to 
offer strong support for the Governor’s warning against expecting the MPC 
to be able to fine-tune the economy. 

Conclusion 

25. This report is provided for the information of the House.  We expect to invite 
the Governor, with other members of the MPC, to give oral evidence to the 
Committee again next year. 

                                                                                                                                     
5  The Bank of England Quarterly Model, 2005 
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Minutes of Evidence
TAKEN BEFORE THE SELECT COMMITTEE ON ECONOMIC AFFAIRS

TUESDAY 25 OCTOBER 2005

Present Kingsdown, L Powell of Bayswater, L
Lamont of Lerwick, L Roper, L
Lawson of Blaby, L Sheldon, L
Layard, L Skidelsky, L
Macdonald of Tradeston, L Vallance of Tummel, L
Paul, L Wakeham, L (Chairman)

Vinson, L

Examination of Witnesses

Witnesses: Mr Mervyn King, Governor of the Bank of England, Sir Andrew Large, Deputy Governor,
Mr Charles Bean, Chief Economist, Ms Kate Barker, external member of the Monetary Policy Committee

(MPC), and Mr Richard Lambert, external member of the Monetary Policy Committee, examined.

Q1 Chairman: Good afternoon, Governor. It is inflation. Some members seem to think that it will
be too high, while others think it will be too low.very nice to see you here. I think it is way over a

year since you were last here, but you are extremely Could you explain to us what you think the issues
are? First, what do you think are the main causeswelcome. You will notice that you may not have

changed, but I have changed. That is, the Chairman of the recent rise in inflation and what are the
prospects for inflation in the future?has changed, and a number of the faces around this

Committee has changed. I suspect, however, that Mr King: Let me start by saying that I do not think
the Committee is unusually divided. It seems to meyou know quite well some of the faces around here.

You are particularly welcome. that the Committee ought normally to be in a
position where some individuals are takingMr King: Thank you, My Lord Chairman. I must

say that it is bit as though Roman Abramovitch had marginally diVerent views from other members of
the Committee. That has typically been the caseentered the House of Lords and installed a veritable

galaxy of stars: former chancellors, academics, throughout our history from 1997 onwards. Last
year, 2004, was a slight oddity in which we had tenbusinessmen. We are certainly somewhat in awe of

the changed composition of the team. unanimous votes during the course of the year. In
fact, during that period we were being criticised for
being overly unanimous, so perhaps a welcomeQ2 Chairman: Would you like to say anything to
diVerence of view has broken out. It is not verystart the ball rolling, to introduce your team or
surprising, because we are in a position now where,make any preliminary remarks, then we shall get on
over the past year, inflation has risen and economicwith the questions?
growth has slowed. A year ago, inflation was justMr King: Let me just introduce the members of the
over one per cent and now it is two point five perBank to you. On my right is Andrew Large, Deputy
cent. Economic growth has slowed, so its 12-monthGovernor for Financial Stability and sadly to leave
growth rate is around one point five per cent. Thatthe Bank at the end of the year. On his right is
is inevitably a rather uncomfortable position. WhyRichard Lambert, one of the external members of
has inflation risen? Two main reasons. First andthe MPC. On my left is Charlie Bean, the Bank’s
obviously, the increase in oil prices has aVected theChief Economist and Executive Director for
prices of petroleum products, which enter into theMonetary Policy and on his left is Kate Barker, also
CPI directly, but also indirectly through the cost ofan external member of the MPC.
producing goods which use petrol and oil-related
products. That accounts for perhaps one half of the

Q3 Chairman: Thank you very much. May I start pickup of inflation over the past year. The other is
the questioning with what may be a fairly obvious a pickup in underlying inflation, which probably
question? The Monetary Policy Committee appears represents the impact of the pressure of demand on

supply capacity over the last year and a half. Thatto be unusually divided in its view about future
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about both demand and supply. The Committee willfactor has clearly eased with the slowing in demand
have to make judgements about that balancegrowth. Looking ahead, what are the issues about
between demand and supply and whether the rise inthe prospects for inflation? I think they are the
oil prices and CPI inflation will lead to a pickup infollowing: first, what actually is the current state of
inflation expectations. So far there is no sign of thedemand? The oYcial output data, as I have
latter. As we saw in the 1970s and 1980s, quite oftensuggested, show quite a marked slowing in growth.
expectations only respond quite late in the day andBusiness surveys are not really consistent with quite
the same is true of earnings growth. There is plentysuch a sharp slowing—certainly with some slowing
of scope for diVerent judgments about where thebut not quite as sharp—and the employment data
risks are at present, whether they are balanced morefor the economy as a whole still remain remarkably
towards weakness on the side of demand, hencebuoyant. The implication is, if you take the oYcial
lower inflation, or whether they are more on the sidedata from all sources at face value, that productivity
of slowing in supply growth, or towards the inflationgrowth has slowed very sharply in the past year. I
side from a rise in earnings growth and inflationam not at all confident whether that really reflects
expectations. I think that is why people have dividedwhat has been going on. There is some uncertainty
on the Committee, not markedly, only one quarteras to where we are now. In terms of the prospects
point, but they had slightly diVerent views aboutfor demand, we feel the causes of the slowing in
where the balance of risks lay.consumer spending are largely the squeeze on the

growth of real disposable incomes, partly in the
wake of higher oil prices, and partly in the wake of Q4 Lord Sheldon: The normal reaction to a fall in
higher costs for those parts of consumer spending demand of course is to cut interest rates. The
which feel to be non-discretionary, whether it be situation is a bit more complicated today. Consumer
payments of council tax—which clearly are non- demand has already fallen quite sharply, so there is
discretionary—or whether it is payments for some uncertainty in the situation, as you have
insurance products, housing services and so on. All described so far. This does give room for diVerent
of those have gone up quite markedly in price and judgments to become available to you. How do you
the result is a slowdown in discretionary spending, sort all these diVerent judgments out?
particularly on the High Street. Will this continue? Mr King: The premise of your question slightly
There is certainly no reason to suppose that the short-circuits the direction of causation. You linked
growth rate of disposable incomes will jump back fall in demand to a reduction in interest rates. We
to where it was. We have started to see rises in do not reduce interest rates because demand has
import prices following a period where import prices fallen: we change interest rates because of the
were falling quite sharply. We may be back to a outlook for inflation. If nothing else is happening,
more normal period where both incomes and weaker demand is likely to mean a weaker prospect
consumer spending grow at rates closer to their for inflation looking ahead and that is why the link

would appear to be there. However, it is not a directlong-run sustainable value. When we made our past
link, it is a link based on our judgment about theforecast in August, we thought that the growth of
outlook for inflation. What has been diVerent aboutconsumer spending would pick up a little from
the last 12 months is that we have seen what is oftenwhere it was. It did pick up in the third quarter and
called a supply shock: it is a rise in oil prices to thewe thought it would grow at rates probably a little
UK economy from outside. This has meant twobit below trend over the next couple of years; no-
things: a weakening of the growth of disposableone can be entirely sure. The outlook for demand
incomes and hence consumer demand, but also ais clearly a key factor. Consumer demand is
rise in inflation. When those two things go together,important but it is not the only factor: exports and
the situation is more complicated. Our judgmentsinvestment are clearly important too. There are
have to depend on our overall view of the outlooksome signs there of a possible pickup in the oYcial
to inflation over the next couple of years and thedata, but the prospects for the next two years are
balance of risks to our central view on that. Whatvery uncertain. Those are the uncertainties about
determines movements in interest rates is thethe outlook for demand. Against that—since
outlook for inflation, not movements in demandinflation reflects the balance of demand and
per se.supply—is what is happening to supply. Here an

additional uncertainty which is being created as a
result of the rise in oil prices is that one would Q5 Lord Layard: I want to ask you about your
expect that a rise in oil prices might slow the growth speech on 11 October, when you said that the
of productive potential; it is not entirely clear, but prospects for the next ten years are not as pleasant
it certainly happened in the past and it might as those we have had in the last ten years. It was a

very important statement. Could you tell us whathappen now. I think we feel that there is uncertainty
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an extent. Unit wage costs reflect both earningsled you to that conclusion and also why you judged
that it was a good idea to say you had reached that growth and productivity movements. As I

mentioned in answer to My Lord Chairman’s firstconclusion?
Mr King: A number of people in the last six months question, the oYcial productivity numbers have

been moving around to an extent that it is nothave been talking as though the MPC were targeting
total demand, or more oddly, targeting retail sales entirely easy to understand. It is very hard to see

why anything should have led productivity growthand consumer spending. We are not. We are trying
to target inflation; we have an inflation target. What to have slowed quite as much in the past year as you

would need to believe in order to think that unitI wanted to point out was that we have been
operating in the past eight years in a rather benign wage cost growth has picked up as it has. We are

inclined to think that actually this is still rather aenvironment. It has not been free of shocks; we have
had plenty of shocks in the rest of the world and cyclical phenomenon and that what will determine

the underlying path of inflation is still very much thesome internally, with movements in equity prices
and house prices. We have been able to come path of earnings growth and underlying

productivity growth. I do not see any great changethrough that and deal with it. What we have not
really seen until now is the traditional supply shock. in the latter; productivity growth has been pretty

constant now for quite a long time and earningsWe have now seen one. What I wanted to do was
to make a point which I think is very important. growth has also remained fairly stable. We would

be concerned if earnings growth were to pick upPerhaps I could answer it by quoting one of the
questioners on the radio who asked a question not sharply in response to the recent rise in inflation. We

have watched very carefully for that. So far there isto me but to the Chancellor saying “Are the wheels
not coming oV, Chancellor?”. The answer I want to no sign of it and it is important that it remains

stable. Perhaps Charlie would like to comment ongive is this: when you have been driving along a
some of those figures.brand new, very smooth highway—with a very
Mr Bean: As far as the producer price numbers go,smooth ride—and then you get to a slightly bumpier
they include the impact of energy and a good partroad, you feel it in the vibrations. The answer is not
of the pickup there is energy; if you strip energy out,that the wheels are coming oV. That is the whole
the pickup in producer prices is somewhat morepoint: the framework is not in trouble, the wheels
benign. Nevertheless, having said that, it would beare not coming oV, it is just that the road is slightly
worrying were it to continue and to continue to pickbumpier. In the next few years we may well have a
up, because service price inflation normally risesslightly bumpier path for output and possibly
substantially faster than producer prices. If you putinflation than the extraordinary degree of stability
both of those in the mix, that will imply consumerwhich some people have used, rather inconsistently,
price inflation tending to pick up. What seems toas a guide to what the future might hold. I want to
have happened, and again this is conditioned onensure that people do not write oV the framework
believing the data—and as the Governor has alreadyjust because we see the business cycle move in a way
said, there are doubts about exactly what isin which I would expect it to move. I think the
happening with unit wage costs and whether weframework is capable of trying to ensure that we do
really believe the productivity data—at firstnot get some of the very big swings in demand that
inspection it would appear that what has been goingwe saw in the past and hence in inflation. We should
on recently has essentially just been absorbed innot see big swings in interest rates therefore, but we
distributors’ profit margins. But you cannot keepwill still see some volatility. The idea that the MPC
squeezing margins indefinitely, so one might becan fine tune the economy—that it can in fact ensure
worried that were these forces to continue you mightthat the economy always seems to grow at some
see consumer price inflation picking up furtherfixed rate every quarter—is absolutely imaginary
down the road. As the Governor has alreadyand it is very important that we try to disuade
intimated, we think there are good reasons forpeople of what monetary policy cannot really
thinking the pickup in producer price inflation isachieve. It is important that people understand what
temporary, that the pickup in unit wage costs whichwe can do but also what we cannot do.
reflects the slowdown in productivity growth is also
temporary and to the extent that import price

Q6 Lord Paul: Producer prices and unit labour inflation has picked up, there may be an element
costs have risen much faster than the CPI. What is there of that also being temporary because it reflects
their significance for the inflation targets? the impact of higher oil prices.
Mr King: Producer price inflation has in part
reflected energy prices and is very much focused on Q7 Lord Vallance of Tummel: You have often
what is happening to manufacturing costs and emphasised the importance of influencing

expectations about inflation. Can you explain a littleprices. Energy prices enter the CPI, but not to such
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present, inflation expectations are particularlywhy and what role they have at this particular time
important. But it is also a key part of the frameworkon your view of monetary policy?
and I would judge one of the successes of aMr King: The role of expectations in monetary
framework for monetary policy in the long run topolicy has become crucial and has been really since
be how closely it managed to anchor inflationthe late 1970s. The reason is that people started then
expectations to the chosen inflation target.to understand more clearly that behaviour—in

particular wage setting and price setting
behaviour—depended on people’s expectations of Q8 Lord Skidelsky: Do I interpret what you have
general inflation. If they were thinking of what their just said to mean that the main use of monetary
wage or price should be over the next year, they policy or interest rate policy is to influence inflation
thought quite deeply about what it was relative to expectations rather than to manage aggregate
the average price level. What that means is that demand, or what is the relationship between the
when formulating monetary policy, where people two?
expect inflation to go is rather important. In Mr King: No, I did not say that. The framework,
particular, if inflation expectations can be anchored the way in which monetary policy is conducted,
close to the target, then it makes life easier for the conditions inflation expectations. Individual
central bank. When there is some inflationary shock decisions on interest rates in themselves are unlikely
hitting the economy, such as the increase in oil to have much eVect on that. Any one decision is not
prices we have seen, if inflation expectations stay likely to have a major change on inflation
close to the target, then you do not see—in addition expectations. It is the framework which is going to
to the first round eVect of the CPI picking up in help you condition inflation expectations. In order
response to higher petrol and oil prices—earnings for that to remain credible over time, the decisions
growth picking up as well, pushing up inflation in on interest rates that you make have to be such that
a second-round eVect. If that were to occur, then on average and over time you will ensure that
obviously we would need to take action. One of the aggregate demand remains in line with aggregate
problems we experienced in the 1960s and 1970s, supply. Clearly one of the main channels by which
when inflation reached high levels—27 per cent at interest rates aVect inflation is through their impact
its peak—was that any inflationary shock to the on aggregate demand, but they also work through
economy—and there are always some—would exchange rates and, conceivably, through changes in
automatically be magnified and multiplied by inflation expectations. If we suddenly made some
earnings growth picking up straight away. That very odd decisions on interest rates over a period
meant the response of interest rates had to be even of a few months, that might start to be reflected in

inflation expectations. Basically, expectations arequicker and even larger than would otherwise be the
conditioned by the framework and individualcase. Our life became easier once inflation
decisions are there to influence the movement ofexpectations were stable. That is why we attach so
aggregate demand. The reason I put suchmuch importance to it. What it also demonstrates—
importance on the framework is that I want toand this again is diVerent from the 1960s and
emphasise what I think is very, very important,1970s—is the key importance of a framework for
which is that we cannot fine tune the economy ormonetary policy. What anchors inflation
control the economy as closely as someexpectations is not the decision in any one month
commentators seem to think. Therefore, wheneverto do something about interest rates, it is the
you make a decision on interest rates it has to beframework within which monetary policy is
in a spirit of great humility. We cannot be entirelyconducted. The evolution we have seen over time
confident what the results will be, but it is a lotinto the present monetary framework gives people
easier for that to work, on average, if people believeconfidence that we have a process where there is a
that we have a framework which is designed togroup of people whose sole aim in life, for which
ensure that our incentives on the Committee arewe are held publicly accountable, is to keep inflation
such as to work very hard indeed to try to meet thatclose to the target. That helps enormously to anchor
inflation target.inflation expectations and in so doing makes it

easier to conduct monetary policy. In the present
circumstances that is particularly important. Having Q9 Lord Roper: As I understand it, the Bank has
experienced a rise in oil prices, having seen inflation switched from making inflation forecasts based on
move from below the two per cent target to above the assumption of constant future interest rates to
the two per cent target, we have still, fortunately, so using forward rates. Could you explain, if that is the
far seen earnings growth remain remarkably stable. case, why you think that current market inflation
That is something which is important to us and we expectations and forward rates are a good guide to

future inflation?very much hope it will continue. That is why, at
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view itself because that is where the bulk of theMr King: There are two diVerent things going on in
your question. Perhaps I might just clarify it. The outturns will lie. The central outcome is very

unlikely to happen and it is extremely important notfirst part of the question related to how we make our
forecasts and what is the conditioning assumption to forget that there is a lot of uncertainty about it.

I am driven mad by some of the commentators—abehind the forecasts. Do we make a projection for
inflation saying what we think will happen to few of whom may be around this room at the back,

but I think they are not; the good ones are here—inflation if interest rates are constant or what we
think will happen to inflation if interest rates follow who sometimes write as though a forecast is always

a number and the Bank’s forecast is two point threethe futures curve? The second part was about
whether we think the forecasts of inflation in those per cent. That is not a coherent statement. You can

only make a statement about probabilities and thatfutures curves are good forecasts of inflation. I think
they are slightly diVerent issues. Perhaps I might is what we go to great lengths to do.
comment on both.

Q11 Lord Skidelsky: Do you see the increase in the
government budget deficit and government debtQ10 Lord Roper: The second part is: could you
since 2002 as posing a potential problem for makingexplain whether you really do think that current
monetary policy likely to become more diYcult? Ismarket inflation expectations and the forward rates
this one of the bumps in the road?are a good guide to what future inflation is going
Mr King: I would not want to use descriptions liketo be?
that. What I will say is this: monetary policy cannotMr King: It is very hard to know and I would not
be totally separated from fiscal policy in the sensepresume to judge one way or the other. The reason
that unless there is a coherent fiscal policy which isis that you can back out of both conventional and
sustainable, the job of monetary policy makers isindex-linked gilts what the implied inflation profile
likely to become very diYcult. It is one of the factorsis in the future. It is not an exact calculation, but
which could lead to a departure of inflationyou can back out what we think the market—the
expectations from the target. If people were to feelmarginal investor—thinks. People have diVerent
that the fiscal position were unsustainable, then youexpectations, but it is what the marginal investor
might expect to see inflation expectations adjust tothinks. Sometimes that information can be clouded
that. That clearly has not happened so far, so theby the degree of risk aversion of the investors in
market is not saying that there is a major concern.buying these securities so that it may not be a pure
I have always been very clear in what I have said inmeasure of their inflation expectations. But you get
public on this, which is that it is important that theresome idea backed out of it. These forecasts are over
is a framework for fiscal policy in order to ensure10 to 20 years. The forecast horizon which we are
that fiscal policy is sustainable. That is veryinterested in is a much shorter one, over two years.
important. Fiscal policy should be judged in a multi-We have put a lot of work in over the last five years
year setting not in a one-year setting and I do nottrying to see whether we could get good market
think that we at the Bank are in a good position toimplied forecasts for inflation over the shorter
comment on whether the outturn for any one year,horizon. It is not quite so easy because the index-
this year or next, is likely to be consistent with thelinked gilts are indexed to RPI and not to CPI so
fiscal rules which the Chancellor has announced.there are some further technical problems. I
That is because Revenue and Customs, hence thehonestly think that it will take years before you can
Treasury, are in a much stronger position than wereally judge whether these expectations are accurate
are to judge whether or not their forecasts about aor not. I would not want to criticise the market
pickup of revenues, particularly from the financialexpectations and say that ours are necessarily better.
sector, will come true. They know what is happeningI do think, however, that we have to make our own
to the revenues paid by companies in the financialforecast because in the end we are making
sector and we do not. We have to wait until thejudgments as individuals on the Committee about
Chancellor presents his PBR in a few weeks’ timewhere we think inflation is likely to go and what the
to know what the Treasury’s view on that is. I ambalance of risks is. This is not something which is
content to wait until then.easy to back out of the market curves. We do it

internally by discussing among ourselves what we
think is likely to be the outturn for inflation—what Q12 Lord Skidelsky: In your judgment is the fiscal

framework suYciently robust to support thethe outlook is—and that underlies our individual
judgments. The one thing I would stress above all monetary policy?

Mr King: I think that broadly the fiscal rules are.is that in our view forecasts are not numbers, they
are probability distributions. The risks around the You can always debate about what kind of rules to

have. We have seen a number over the last 25 years.central view are more important than the central
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May, August and November 2006 will all be wrongWhat matters most is having a framework which,
broadly speaking, will keep fiscal policy on a in the same way. So you would expect forecasts to
sustainable track. It does not make sense to try to be diVerent from the outturn in a persistent way
make small debating points by arguing that you can because the reason why the forecast, when you are
make a small change here and a small change there. forecasting two or three years ahead, has turned out
The big issue, which is one Lord Lawson of Blaby to be diVerent is not news between now and when
referred to quite a long time ago, is that the fiscal you make the next forecast. I think there is a
outturn will reflect the cycle. If the economy slows misunderstanding of why you would expect
down, that will reflect revenues, and will certainly forecasts to be persistently in one direction or
influence the fiscal outturn. One should not try to another, as you see with all forecasts, not just the
use the fiscal outturn in a given year to influence the Bank’s, but outside forecasts as well. By and large
business cycle. That is the important thing. The I see the forecast not as a question of getting it right
fiscal policy is there to be seen as a medium-term or wrong, but of having a framework within which
instrument. It has to be sustainable to ensure that to articulate a discussion among members of the
monetary policy can do its job, but it is not there Committee about what we think are the big
as part of the management of the economy. It seems questions driving the outlook for inflation and to
to me that the present framework is very much in help each person come to their individual judgment.
the spirit of that. In terms of the numerical diVerences between the

mean forecast and the outturn, Charlie is the man
with the facts and figures.Q13 Lord Powell of Bayswater: The Committee in
Mr Bean: First of all I should say that the box tothe past has expressed some concern about the
which you referred in the Inflation Report is actuallyBank’s forecasting record and the potential
just an extract from a rather longer study which weproblems caused by GDP data revisions. The
published in the most recent Quarterly Bulletin andAugust inflation report had a study of this,
which includes quite a lot of statistical tests of ourincluding the forecasting errors in 2003 and 2004.
various forecasts over time. I guess the key resultsDo you want to make any more general comment
which come out of that, the results which areon those, in particular on the question of GDP data
actually highlighted in the Inflation Report, arerevisions and the problems they cause?
firstly that as far as the forecast distribution goes—Mr King: May I just make one comment on
and, as the Governor said, we want to focus on thatforecasting errors? It partly goes back to the report
aspect particularly—at very long horizons, aboutwhich your predecessor Committee issued. Then
two years or so out, inflation outturns haveperhaps Charlie could say a few words and maybe
probably been closer to the central projection thanone or two other members of the Committee would
we would have expected if these had been purelylike to say what they think about how much we
random draws. In that sense we have over-estimatedlearn. One of the important parts of the process is
by a little bit the degree of uncertainty connectedthat we try hard to learn from the way in which the
with the inflation forecasts. It should be said that isoutturn deviated from the value that we had
something which is particularly associated with theexpected, but of course, as I stressed when thinking
first part of the period since 1997; it is not so true ofabout forecasters’ probability distributions,
the second part. What is also flagged in the Inflationforecasts are not right or wrong and if you insist on
Report box is that as far as the GDP growththat language, then they are all wrong; always. The
forecasts go, they have tended to be somewhat morekey part of the conclusions of the previous
widely dispersed at short horizons than we expectCommittee from which we genuinely dissented was
and that connects up with the second part of youra statement that there was a great concern on the
question regarding data revisions. We think thepart of the predecessor Committee about why our
primary reason for that is associated with the facterrors in forecasting were persistent. We would say
that we did not make proper allowance inthat is a misunderstanding of the issue, for the
calibrating the uncertainty for the fact that ONSfollowing reason. Suppose you make a forecast, say
data is revised, often substantially, for some yearsin November 2005—which we are about to do—of
afterwards. That is one of the reasons why we havethe outlook for inflation in November 2007 and you
taken to broadening the chart a bit at near horizons.have a central view for 2007. Now suppose that
In terms of some of the other results which arethere is a sharp rise in oil prices in December 2006,
quoted in the Quarterly Bulletin article but not ina year from now, which means the inflation outturn
the Inflation Report article, there is some analysis ofwill be much higher than the expected outturn. If
mean forecast errors and the like and in particularwe are making sensible forecasts, we do not know
we undertake some comparisons with outsidenow what is going to happen in December 2006. So

the forecasts we make in November 2005, February, forecasters. The average absolute forecast error for
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bank but by government. And government must beGDP two years ahead for the MPC is 0.7 percentage
points and for a representative sample of outside accountable for those appointments; they must

stand publicly responsible and accountable for thoseforecasters is also 0.7 percentage points. For
inflation the two figures are 0.4 percentage points appointments. Once people have been appointed to

those positions they then become independentand 0.4 percentage points respectively. So we are
neither better nor worse than outside forecasters. members of the central bank and they are

expected—and have very strong incentives—toThat really stresses the fact that the most important
element in forecast errors is the inherent behave independently. I have every confidence that

all members of the MPC, including the two deputyuncertainty, the shocks which come along which
could not have been anticipated by anybody at the governors, will be completely independent of

Government and will set interest rates according totime the forecasts were made and all forecasters get
wrong. In terms of ex-post analysis of forecast their best judgment as to what is necessary to meet

the inflation target.errors, you mentioned 2003 and 2004 and in the
Committee’s report mention was also made of the
1999–2002 period. The 1999–2002 period was one Q15 Lord Lawson of Blaby: I was very glad to hear
where inflation outturns tended to be below what you reaYrm once again today that you are
the Committee had expected. That was associated emphatically targeting inflation and not targeting
both with the fact that the exchange rate which had activity.
appreciated sharply in 1996 stayed consistently Mr King: Yes.
strong, whereas the Committee had expected it to
fall back. The consequence of that was that

Q16 Lord Lawson of Blaby: It seems to me thatimported inflationary pressures were weaker.
there has been a danger in the past of a fuzzyTowards the end of that period, the supply side of
message and given the importance which you quitethe economy also looked as though it performed
rightly attach to expectations, which you set outrather better than we had expected it to. In 2003,
very clearly in your admirable lecture, few thingsthe forecast error is the other way: inflation turned
could do more harm to inflationary expectationsout higher than we expected and that was largely
than a feeling that you did not have your eye veryassociated with the fact that house price inflation
firmly on that one ball and that maybe yoursurprised the Committee on the upside. More
attention had wandered equally between activityrecently—and the Governor alluded to this in his
and inflation. I was glad to hear that. Have you readopening remarks—towards the end of last year
a piece in the current issue of The Economistinflation surprised us on the down side. That may be
drawing on some research? I mention this becauseassociated with a temporary unexpected weakness in
all the discussion so far this afternoon has been inimported goods prices, but at the moment we are
terms of the domestic economic indicators, but thisnot fully to the bottom of that. We do always go
piece purported to show or argued that in fact aback and try to see what we can learn from our past
particular constellation of domestic indicators,forecasting errors.
whether that produced an inflationary danger or
not, depended overwhelmingly on whether, in this

Q14 Lord Kingsdown: This is rather a diVerent sort open globalised economy in which we live now, the
of question. We all of us understand that the Bank world economy was showing inflationary tendencies
operates monetary policy independently of the or not. How much credence do you put on that?
Treasury, yet all too soon both deputy governors of How much do you factor it in? If you do think that
the Bank of England will be former Treasury this is becoming more important in the modern
oYcials. Is this a matter of policy? Will it aVect economy, can we expect more discussion of the
monetary policy decisions? global inflationary climate in future minutes of

the MPC?Mr King: I am sure that it will not. The
constitutional position, especially under the new Mr King: The influence of world inflation is

important, but only up to a point. The example Iarrangements, is very clear. Members of the
Monetary Policy Committee are appointed by the would take would be Germany through the period

when much of the rest of the industrialised worldGovernment. Of the nine members, seven are
appointed directly by the Government. Two are was experiencing rapid inflation in the 1960s and

1970s. They felt they were able to insulateappointed by myself, in consultation with the
Chancellor. These are the two executive members of themselves from the inflationary tendencies of many

other countries by running a domestically orientedthe Bank of England. It is important, and true of
all such policymaking committees around the world, monetary policy designed to achieve and maintain

low and stable inflation. The consequence was thatthat appointments to the committee are made not
by the chairman of that committee or by the central the Deutsche Mark rose against other currencies in
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Professor Bernanke has just been proposed as thenominal terms. If the rest of the world has a
generalised inflation which is persistent it is possible next Chairman of the Federal Reserve and there is
for us to insulate ourselves from it by running the every expectation that he is going to be confirmed
appropriately organised domestic monetary policy. by Congress. You obviously know Mr Bernanke
Changes in the rate of world inflation are diYcult very well indeed. In the light of your experience, if
to anticipate and will have an eVect. What we have he were to ask you for one piece of advice, what
seen in recent years, which does create a challenge would it be?
for us, is the following. We have now been through Mr King: I talked to him on the phone earlier today
a period of eight years when we have been able to and I did give him one piece of advice. It may not
stabilise inflation expectations, so people expect CPI answer your question, but it was that the most
inflation to be close to the target. We have also been important time that he will spend over the next three
through a period in which the prices of the goods months will be thinking through very carefully in
which we import have been falling. In order to advance how he will carry out the job, and how he
square those two, we have obviously had the prices will plan to communicate with the rest of the world.
of domestically produced services in particular If I were to give him advice for what happens after
rising at well above two per cent. The inflation rate 1 February, when he takes up his job, I think it
of services is now four point five per cent. So the would be to follow the lesson of Alan Greenspan
balance we had was a situation in which we could and be extremely cautious about economic forecasts
aVord to have a higher rate of domestically and not to believe that models are the same thing
generated inflation, which would be oVset by falls as reality: they are not, they are vehicles to help you
in import prices, particularly of goods, leaving us on think about it. In the end he should think deeply
track to meet the inflation target overall. The about the economics and stick to that judgment and
challenge in the next few years is that if it is the case not get carried away by the latest statistic. I would
that prices of our imported goods do not go on also remind him that it is very important for a
falling and they have not in the last year, then we governor to have a—
cannot have as high domestically generated inflation
as we have been having if we are going to keep
inflation on track to meet the two per cent target. Q18 Lord Lamont of Lerwick:May I just follow up
You can insulate yourselves from developments in on the point Lord Lawson of Blaby has raised? You
the world on average over a period, but over short put a huge amount of emphasis on the framework.
periods changes in the rate of world inflation can One might argue that the Fed does not really have
make quite a significant diVerence. I accept also that a framework, it has no formal inflation target,
the fact that world inflation, at least the inflation unlike the Bank of England, unlike, in a sense, the
rate of the goods which we import, has been so low, ECB. One can argue that an inflation target is
negative in fact, has helped us at home. It has helped backward looking, but it is in a sense an anchor of
us because one of the things we have seen is not just the system. Yet the United States has on the whole
a low inflation rate in the world, but there has also been very successful in fighting inflation. I think it
been a change in the terms of trade. We have seen would be unfair to ask you whether you think
an improvement in our terms of trade, which has America should have the inflation target, but could
enabled domestic consumption growth to continue you just comment on the relative eYcacy of the two
at a rate above trend, above past experience, regimes, because, on the face of it, it is rather
without any underlying wage pressure. Living surprising?standards have risen quite rapidly in the last six or

Mr King: I do not find it particularly surprising,seven years without the need for money wages at
given that Alan Greenspan has been Chairman ofhome to rise, because of the improvement in the
the Fed. The secret of success with our frameworkterms of trade. We hope some of that will continue,
is to take personalities out of it. In other words, anybut some may not. This is why the next few years
member of the MPC could fall under a busmay be a bit trickier. If we do not see such a sharp
tomorrow and it would make absolutely noimprovement in the terms of trade, then it will not
diVerence to anything. There are times when I thinkbe possible for consumer spending to rise at the
all of us could fall under a bus and the staV couldsame rate as it has in the past. We will see whether
carry on; it would not actually make very muchthat produces wage pressure for a period, or
diVerence. That is the strength of the framework. Ifwhether in fact people understand it, anticipate it
Alan Greenspan had fallen under a bus, it certainlyand keep earnings growth stable, which we hope
would have made a very big diVerence becausethey will.
people would not have been confident of what the
objectives of policy were. One of the advantages ofQ17 Lord Lawson of Blaby: While we are on the
our approach is that you just have ordinary mortalsinternational front and in the context of the global

economy, just one quick question, if I may. running the system and that makes a lot of sense.
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the United Kingdom and the United States haveDesign a framework, which can be run by ordinary
mortals, because you want this framework to last both seen quite sharp falls in the prices of imported

goods; continental Europe has not. It matters morefor ever and not just for a few years. That is the
strength of our framework, but I would not dream to us than the United States because imports are a

bigger share of our consumption than the US. Inof advising the United States. They can make up
their own mind what to do. fact, among the industrialised world, the UK more

than any other country has really benefited in terms
of a higher standard of living from being open toQ19 Chairman: I wonder whether another ordinary
the world trading system; it has really benefited ourmortal might ask a question. One of your answers
standard of living.to Lord Lawson of Blaby certainly struck me and I

just wanted to follow up on it. You were saying, if
Q21 Chairman: I am sure what you are saying isyou take the inflation we have, how much is created
right, but I still find it very strange that we can takeby domestic inflation and how much is imported;
enormous credit for having low inflation in thisfour per cent domestic and two per cent—I forget
country, as a lot of people do, yet it is made up ofthe exact figures—made us reach our target. To me
these two elements.that sounded an extraordinarily dodgy sort of
Mr King: I am not here to take credit for anything.circumstance to find ourselves in. We may meet the
The Committee is here to make judgments eachtarget, but if we have domestic inflation at that level,
month on what we need to do to policy to ensureis that not seriously worrying?
inflation stays close to the target. Given what we seeMr King: No. It is the inflation rate of services
happening in the world economy, I accept Lordwhich is four point five per cent; services account
Lawson of Blaby is right and we shall have to payfor something like one half of the total basket, 46
attention to this very carefully, then we make ourper cent of the CPI basket. Services do not, for one
judgments about what we need to do to the balancereason and another, have the same rate of
between demand and supply to keep inflation, basedproductivity growth as you see in the production of
on CPI, on track.goods. As a result, their prices rise faster than the

prices of goods. So we have seen for many, many
Q22 Lord Skidelsky: Is that part of the benignyears and shall continue to see, that the prices of
background you were talking about?goods will rise at a much lower rate than the prices
Mr King: Yes, that has been part of the benignof services. We would expect to see, if we hit the
background. It is not just low inflation. I want toinflation target over a number of years, that the
stress that it is an improvement in our terms of tradegoods prices on average probably will not rise very
which has raised our standard of living for any givenmuch at all. The idea that goods prices will rise in
level of production but these follow cyclical—the future is wrong; they will stay broadly stable.

Services inflation will be above the two per cent
target. How much above will depend on the Q23 Lord Skidelsky: They have in the past at any
contribution of imported inflation. It is fair to say rate.
that four point five per cent for services does seem Mr King: They can move in both directions and the
somewhat on the high side unless we continue to see advent of China and India is not going to be
further falls in the prices of imported goods. We reversed necessarily. Whether the rate of change of
shall see. We have to recognise that the inflation rate that will continue is certainly open to question.
which gets published is an average for a basket of
goods and services and within that there are quite Q24 Lord Macdonald of Tradeston: Still on
dramatic variations in the inflation rate which reflect inflation, the Bank’s quarterly model finds that a
not the underlying stance in monetary policy but 100 basis point increase in interest rates would
diVerential rates of productivity growth in the reduce inflation by a maximum of only 0.3 of a
sectors producing those goods and services. percentage point. That seems a very small response

and would seem to undermine the eVectiveness of
monetary policy. Could you comment on that?Q20 Chairman:Would you say that has been so for

a long time, as domestic inflation has always been Mr King: I am going to hand some of that answer
to Charlie. It goes back to our earlier discussion onhigher than imported inflation?

Mr King: To a point, because we obviously import inflation expectations and how interest rates aVect
the outturns for inflation. I would also stress thatmore goods relative to services than we consume at

home. It has been more extreme. The advent of point estimates are just that. We have a very wide
band of uncertainty about the particular impact ofChina and India and other economies in Asia into

the world trading system has certainly altered the interest rates on the inflation outturn and one of the
things the Committee does on a regular basis is toscale of this phenomenon and it is quite striking that
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road. Obviously if it led to an even bigger changeask itself whether or not these estimates of the
in the perceived target, the monetary policy eVectsimpact of changes in interest rates on demand and
would be even bigger. This reinforces the discussioninflation are, in present circumstances, diVerent
we were having earlier on this afternoon about thefrom this historical average. There are two examples
importance of expectations. If they are anchored,I can think of recently where we thought they might
that does a lot of the work for you. But if thewell be diVerent. One was when the direction of
changes in interest rates are moving inflationinterest rates changed and we started raising interest
expectations around as well, then potentially therates, having lowered them for a two-year period. It
impact of monetary policy is all that greater. On topis quite possible at that point that people were very
of that you have the issues to which the Governorsensitive to changes in interest rates because they
has already referred, that the impact is likely to besaw a directional change. The second was the
diVerent when debt is high compared with when itdiscussion we have had over the past year and a
is low while all sorts of other conditions, includinghalf, in which Sir Andrew Large has been heavily
the circumstances in the economy at any particularinvolved, as to whether the scale of household debts
time, are going to be crucial in determining exactlyat this point is such as to mean that a change in
what the impact of a given change in interest ratesinterest rates would have a bigger eVect on
will be on activity and inflation.household spending than it might have done in the

past. Let me ask Charlie to comment on the model
properties and then perhaps Sir Andrew would like Q25 Lord Sheldon: The inflation report provides
to come in. regular forecasts of economic growth but not of the
Mr Bean: The first thing to emphasise is that the gap between demand and supply, and that is the
impact of a change in interest rates depends a lot on crucial one: the gap between supply and demand.
why the interest rate change has occurred and how Would it not be an advantage to give a forecast of
markets and private agents interpret that change in the gap itself?
interest rate. You could envisage at least three Mr King: Let me give a brief personal answer and
diVerent possibilities. One possibility is that this then let others give theirs, because this is where each
change in interest rates is completely anticipated, individual member has to come to a judgment. The
the market has been expecting it for a long time and reason we give explicit forecasts in probability
the MPC is going through with a change which was distribution form for inflation and output is that our
fully expected. Another possibility is that it is just a remit clearly is to target inflation. The remit also
temporary change. The markets do not see it as mentions that the horizon over which we bring
being associated with any change in the long-run inflation back to the target may depend upon the
inflation target or anything like that. The third degree of volatility of output growth; that is in the
possibility might be when this change in interest remit. Those are the two things about which we are
rates also leads to the markets thinking that the supposed to be thinking. It is up to the judgment of
inflation objective of the monetary policy maker has the individual member to determine for themselves
changed. The number you quoted from the Bank’s what else influences the outlook for inflation. The
model book is a simulation of a very particular case. trouble with the output gap is that it does not
It is one where there is a temporary change in correspond to a real thing. You can imagine that
interest rates of 100 basis points which lasts for one there is something called GDP, and we try to
year, and the markets are absolutely convinced that estimate it, and there is something called inflation.
this is going to be temporary, that subsequently An output gap only exists in the imagination of
policy is going to be designed to keep inflation close models; it only exists in an artificial world in which
to the target. Under those circumstances perhaps it an economist has written down a model in which
is not too surprising that there is not that powerful there is such a thing called the output gap. Models
eVect from a change in interest rates. However, if are very, very useful and a great use for them is to
you look back at the same chart from which you use lots of them according to the problem at hand.
must have taken that number, you would see People somehow get attached to a model and they
another experiment which is also reported, which confuse the world with the model and therefore they
allows for the possibility that private agents might think there is something called the output gap which
interpret this increase in interest rates as being is out there. I think that can potentially be very
designed to lower inflation permanently, so it dangerous. It is helpful to think in terms of the
corresponds to the perception of a change in the pressure of demand on supply capacity, and as a
inflation target. In that case the impact is about shorthand it can be useful to think about the output
twice as big. The reduction in the target is from gap. But it is only that; it is a shorthand and it does
2 per cent to 1.8 per cent, so quite a small revision not correspond to anything which really exists. I

think it is dangerous to pretend that publishingin what is expected about inflation further down the
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can go around measuring something which maynumbers on it corresponds to something which is
real. That is a personal view and I should be exist in some models but not in others is a very odd

idea. It clearly is not something real and from ourinterested to hear what Richard has to say.
Mr Lambert: When I joined the Committee as a non- perspective we talk about the pressures which are

likely to lead inflation to pick up or to fall back.economist, I spent hours, days, weeks thinking
about the output gap, because I thought this was Those are the things which are important to us.

Sir Andrew Large: I do not have very much to addthe answer to the universe. I would get the staV to
produce endless explanatory papers and everything to what my colleagues have said. To me the question

of simplicity is important in anchoring thethe Bank had ever written on it which is about 100
metres high. After a year or so I formed the view credibility of the framework. The more there would

be endless speculation on whether we had the rightthat this was, among other things, an incredibly
volatile piece of information, that data revision such measure, about which there could be a lot of

disagreement, right or wrong, this would detractas the kind that we have seen over the last 18
months makes your view of the world as measured from the central messages we are trying to put out.

Chairman: We have not quite reached the end butby any mechanical drawing of an output gap pretty
much irrelevant. Now I spend much more time may I just at this stage thank Sir Andrew for all the

help he has given us over the years; it has been muchthinking about the strength or weakness of the
labour market or looking at what business surveys appreciated. Unless something unexpected happens,

I guess this is the last time he is likely to come inhave to say about what business people are saying
about the pressures of demand on supply and their his present capacity. Lord Vinson, who used to be

a distinguished member of this Committee, is usingability to get skilled workers than I do looking at
these numbers which seem to change quite as his perfect proper right to come here and ask a

question, so I invite him to ask his question of theviolently as they do.
Ms Barker: I am not sure I have anything to add. Governor.
We have always indicated in our inflation reports
some broad statement about where we think the

Q27 Lord Vinson: Thank you, My Lord Chairman.pressure of demand on supply is at that time. To go
With your permission I should like to change thebeyond that to a point estimate, for all the reasons
subject marginally. Governor, you mentioned justothers have already described, would not be very
now that economic conventions and economichelpful. That broad indication is certainly as precise
models come and go. Some years ago, if we had hadas any of us can be. It is true that even if we all
a balance of trade deficit to the scale we now have—agree about where we think GDP is going, we often
not a terms of trade but a balance of trade deficit—disagree about exactly how great the pressure of
every bell in the Treasury and the Bank of Englanddemand on supply or, to use the shorthand, the
would have been ringing. I read today thatoutput gap is at any one time and that is often one
America’s trade imbalance is some seven per centof the key things we talk about. If there is
and, as you know, ours is roughly half that anddisagreement about that, we try to convey a bit of
probably rising. Is this sustainable? Does it matter?the flavour of that in the inflation report. Again, I
If an individual were in this circumstance, theydo not think any of us would want to give very
would be selling assets, selling capital, selling theirprecise numbers for the scale of that disagreement.
savings to maintain their standard of living. We asMy sense is that we are as helpful as we can be in
a nation are selling assets to balance our books.describing broadly where the view of the Committee
How long can this go on? We are told by theis and broadly where there is disagreement around
conventional wisdom that the economic flows orit. Point numbers and then having to explain why
financial flows in and out of the City are so colossalthose point numbers have changed would actually
that these little marginal trade imbalances on thebe very unhelpful.
corner really do not matter, but at some stage surely
we need to get back into a sensible balance of trade.
How will this adjust and when is it likely to adjust?Q26 Lord Sheldon: Is not the problem that you are

dealing with two levels of uncertainty between you Mr King: Certainly at some point we will need to
and trying to get the diVerence between these two adjust. I think that it is beyond the scope of anyone
uncertain quantities? credibly to say that they know over what timescale

and by how much. The US is the interestingMr King: That is very much part of it, but it is a
deeper conceptual problem, which is that there are example. It is facing a much larger trade deficit and

people have said for many years that this ismany perfectly respectable models in economics
where the output gap does not exist. It is a unsustainable. At one level that might be true. It is

not inevitable that it is not sustainable, becausetheoretical concept which may be useful in some
circumstances but not in others. The idea that you what matters is the fraction of the wealth of the rest
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our Chinese colleagues have been stressing how theyof the world which they are willing to invest buying
dollar denominated assets from the US. One way in see in the next decade the great importance of

relying more on domestic demand in China than onwhich the US has managed to ensure that it is a lot
more sustainable than one might think at first sight overseas demand. That would be a change which

would help to bring about some of the rebalancingis that the rate of return which the US is earning on
its assets abroad is much higher than the interest of the world economy.
rate which it is paying on its liabilities to the rest of
the world. If you can persuade people to do that, Q28 Chairman: We have come to the end of our

questions and I hope you have come to the end ofthen of course you can indeed run a deficit. The US
has not had to sell an enormous amount so far—in your answers. If there is anything you feel you

should have said which you have not said, pleaseterms of the way you put the question, selling the
family treasure—because it has been able to oVset say it.

Mr King: Perhaps I might take this opportunity ofthe deficit on its trade and current account by
having a higher rate of return on its assets invested thanking Sir Andrew very much for his service to

the Bank. As he said when he was asked to join theoverseas than it is paying on the assets owned by
foreigners in the US. Ultimately this will not be a Bank at very short notice, he understandably at that

point did not wish at such short notice to commitsustainable position, but it is all about the extent to
which some countries want to save and others want to a full five-year term and he has decided that he

would now like to retire from the Bank. Sir Andrewto invest. The US has been in a position for some
time in which its saving as a nation, forget has made a very important contribution in the

development of our new attempt to make thehousehold savings ratios but national savings ratios,
is approximately zero. That is clearly very low, but financial stability role of the Bank an operational

role and indeed in terms of the risk managementit reflects the fact that actually other countries seem
very willing to save and if the United States were to framework of the Bank itself. I am very grateful to

him for all he has done in the period he has been inslow the growth rate of its spending, the rest of the
world economy would undoubtedly see the the Bank and he will be missed.

Chairman: Thank you very much for saying thatconsequences of that. One of the issues which does
come up at all the international meetings I attend here, which we appreciate too. Thank you very

much for coming, thank you very much to youris how the balance between savings and investment
across the world, which is what it comes down to, colleagues for coming and for answering our

questions which we as usual found helpful andis going to move in the years ahead. I would say that
in the last few months it has been very striking that instructive. Thank you very much indeed.
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