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the Bank of England (Monetary Analysis), Mr Charles Bean, Executive Director and Chief Economist,
Professor Tim Besley and Professor David Blanchflower, External Members of the Monetary Policy

Committee, gave evidence.

Q1 Chairman: Governor, welcome to you and all
your colleagues. We are here to discuss the
November 2007 inflation report. You have kindly
agreed to come in December to answer questions on
financial stability and transparency, but today we
will focus on monetary policy and the real economy.
I believe you have an opening statement. Will you
first introduce your colleagues?

My King: On my right is Mr Charles Bean, chief
economist at the bank; on his right is Professor Tim
Besley, one of our external members; on my
immediate left is Rachel Lomax, deputy governor
for monetary policy; and on her left is Professor
David (“Danny”) Blanchflower, also one of our
external members. I am grateful for this opportunity
again to explain the reasons for the decisions on
interest rates by the Monetary Policy Committee
since its appearance before you in December when,
understandably, your main concern was about
matters other than monetary policy. Bank Rate
stands at 5.75% where it has been since July,
although market expectations of where it will stand
at the end of the first quarter of next year have fallen
by 75 basis points over that period. In recent months
the near-term outlook for both inflation and growth
has become less benign complicating life for the
Monetary Policy Committee, but the committee
remains focused on meeting the 2% inflation target.
Since March, when it reached 3.1%, CPI inflation
has fallen back to around target as the committee
had expected. In August, the committee judged that
some slowing in the pace of output growth was
necessary to meet the inflation target in the medium
term. Although the official estimates of output still
indicate firm growth, surveys suggest that the
economy is starting to slow. Recent economic news
has been dominated by the continuing turmoil in
global financial markets which has led to a
tightening of credit conditions particularly for the
most risky borrowers. In the United Kingdom the
consequences are difficult to assess and are likely to
be evident first in the housing and commercial
property markets. With borrowing more expensive

and less easily available the personal saving rate is
likely to rise, leading to slower growth of consumer
spending. Abroad, the rebalancing of the world
economy proceeds and the main news since the
November inflation report has been a further
weakness in the US housing market and continuing
strong growth in Asia. At the same time, world
energy and food prices have risen sharply and the
latest data on earnings growth look somewhat less
benign than before, so the short-term outlook is
rather uncomfortable. The committee’s current
judgment is that the most likely outcome is that
output growth will slow and inflation will rise at least
for a period. The central projection further ahead is
for growth to return to its long-run average rate and
inflation to the target, but the outlook is also highly
uncertain which makes the task of navigating
through the next few months far from
straightforward. Despite the accumulation of
significant amounts of liquidity by many of the
larger banks, markets are fearful that further falls in
asset prices might impair the balance sheets of many
banks. Although that fear has so far run well ahead
of realised losses, it has the potential to lead to a
further tightening in credit conditions. The bank will
continue to assess how these developments will
impact on the outlook for inflation. Given the
continuing fragility in the banking system, there is a
risk that money markets will tighten over the end of
the calendar year which is the end of the accounting
year for many banks. This could cause overnight
market rates to rise relative to bank rate. To reduce
that risk the Bank of England has talked with all of
the reserve system banks about their reserve targets
for the maintenance period that begins in the first
week of December. To assure banks of liquidity over
the year end the bank will be offering a substantial
proportion of the reserves it supplies in the form of
a five-week facility that will extend to the end of the
maintenance period in the second week of January.
We stand ready to take further measures in order to
keep the overnight rate in line with bank rate, and
this is similar to the measures announced in recent
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days by both the Federal Reserve and the European
Central Bank. We are keeping money markets under
constant review. The challenge for the Monetary
Policy Committee at present is that inflation may
rise in the near term and pose a risk to inflation
expectations, and that it may fall below target
further ahead in the event of a sharp slowing in
output growth. We shall return to the question of
what all that means for interest rates at our meeting
next week. Chairman, those are the remarks I would
like to make this morning and I and the other
members of the committee here today stand ready to
answer your questions.

Q2 Chairman: That is as global a statement as you
normally provide, particularly your comments
about navigating the next few months. This week
comments were made by Larry Summers and Peter
Sutherland. Larry Summers said: “Three months
ago it was reasonable to expect that the subprime
credit crisis would be a financially significant event
but not one that would threaten the overall pattern
of economic growth.” However, he says that, “The
odds now favour a US recession that slows growth
significantly on a global basis.” Peter Sutherland,
chairman of Goldman Sachs and BP, said: “I think
we are going through next year, certainly the first
half of next year, with considerable traumas, and it
is a dangerous period for the world.” Do you agree
with the sentiments of both those experienced
individuals?

Mpr King: 1 am not going to make a judgment about
the probability of recession in the United States. My
colleagues on the Federal Reserve Board are much
better placed to form their judgments. They stress
that, as yet, much of the slowing we have seen and
the problems are focused on the housing market not
elsewhere in the US economy. I stress that this is a
risk rather than something that has yet happened.
Nevertheless, what we see, not just in the subprime
mortgage market, are market fears about the
possibility of further movements in asset prices
which impair the balance sheets of the banking
system in the United States and that would lead to a
classic credit squeeze. The real risk is that there
would be a contraction in the amount of lending
available to household and corporate borrowers in
the United States that had an impact on their
spending, both consumption and investment, and
might slow the rate of growth of output pretty
sharply. Certainly, my colleagues in the US would
say that the real focus of concern is whether the
developments that might occur in the future will lead
to a sharp credit squeeze. Of course, they have cut
interest rates quite noticeably already in order to
offset the increase in spreads charged to borrowers
to ensure that borrowing costs really have not
moved too far, but that is the big risk. I do not think
you can say that what has been seen so far adds up
to a major shock; it is the concern about what might
lie ahead that impacts on the banking system. Some
now put the scale of the losses on subprime
mortgages in the United States at $200 billion;
others put it as high as $400 billion, which is 40% of

the total risky lending to the subprime mortgage
sector and for that to be wiped out would be an
extraordinary rate of default. Although $200 billion
is an enormous amount of money it is no more than
the equivalent of the loss of wealth that would result
from a fall in the US stock market of about 13%.
That represents a bad day on the US stock market.
It is hard to believe that that alone would cause a
major slowdown. I think it is the fear and sheer
uncertainty out there that that drives the risk that
there might be a more substantial credit squeeze. It
is that which would cause the downside risk to
output in the United States.

Q3 Chairman: Mr Bean, you said in an interview in
the Liverpool Daily Post that only a relatively small
fraction of the likely losses associated with the
subprime issue had been declared by the banks. How
likely is it that persistent financial market instability
will lead the February inflation report to include a
further downgrade to growth expectations?

My Bean: Obviously, we will have to wait until our
February round to form that forecast. What I was
concerned to draw attention to in that remark was
the fact that there was still a lot of uncertainty about
where the losses associated with the US subprime
market lay. Only perhaps 20% of the likely losses
have so far been declared by banks and other
financial institutions. So there is likely to be a
continuing period of uncertainty until there is
greater clarity about who actually bears those losses.
As long as that uncertainty persists, it is likely that
financial institutions will be reluctant to lend to one
another for anything other than rather short periods
and obviously that may have spillover effects onto
their lending to households and businesses, which is
where it starts to impact on the real economy and
inflation prospects.

Q4 Chairman: If I am correct, during the November
inflation report press conference you referred to the
likelihood of a recession in the UK.

My Bean: 1t was in the context of a question about
the fan chart. If I remember rightly, it was Evan
Davis who said it seemed to imply that we put a very
low probability on a recession. I drew attention to
the fact that the fan chart was for growth over four
quarters, whereas people often use the term
“recession” to refer to two successive quarters of
falling growth and the likelihood of that was
somewhat greater than the fan chart might appear to
imply. There is a lot of uncertainty about growth
prospects. Although our central projection
incorporates a slowdown, it is nevertheless a
relatively benign outlook. The slowdown is
relatively mild and is of the same sort that we saw in
2004-05 and growth then recovers. But that is just a
central projection. Certainly, encapsulated in that
fan chart are significantly worse outturns that
involve slower growth over a somewhat longer
period. Equally, there are outturns that are less
worse than the central projection.
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Q5 Chairman: Professor Blanchflower, can you
explain the reasons for your vote in the November
inflation report?

Professor Blanchflower: In some sense it follows on
from a number of comments that have been made.
My view is that the fear of a recession in the US is
perhaps greater than I thought it was a month or so
ago and greater than others think. Having spent time
in the US, my sense is that in the past month or so
confidence has declined somewhat. Bob Schiller has
been talking about how important that is. A number
of commentators—Goldman Sachs and others—
have said that the probabilities of a US recession
have increased. There is also the latest evidence from
Fannie Mae, Fannie Mac and so on. I think
confidence in the US has slipped somewhat and the
implications of a recession, which now have perhaps
50:50 probability in 2008, are greater than in the
past. The implications for the UK economy in my
judgment are greater, that is, at least a two-quarter
set of negative growth. My first view of the US
economy was perhaps more to the downside than
others and concerns about the extent of monetary
tightening that had gone on in the UK economy was
somewhat higher than I had expected. I also had the
view that there were interest rate increases still to
come through. Therefore, those factors together
seemed to suggest that going forward the potential
for the downside was greater than perhaps my
colleagues thought. I had also taken the view that
there was more slack in the economy already than
others had thought, so it seemed to me that the
potential risks on the downside were substantial and
we should act. That was why I voted the way I did
knowing that in our inflation report reductions are
built in based on market interest rates, but my
judgment was that it was time to do it and get ahead
of the curve rather than wait.

Q6 Chairman: I should like to bring in Rachel
Lomax. What economic indicators will you be
paying most attention to in the coming months given
your brief in the bank?

Ms Lomax: 1 think I will be looking very closely at
the business surveys because a lot of the concern
about the impact of a credit crunch is in the forecast
rather than the data. The surveys will give us a timely
read on where business confidence is going. We are
also looking very closely at any indicators of credit.
We recently published for the first time a credit
conditions survey and there will be another one in
January. That will be a very good sign of how far
these troubles in financial markets are feeding
through. On the inflation side, which we have not
talked about much so far, what is happening to
commodity and oil prices is a big concern at the
moment. And we are coming up to a big season for
pay awards. We are very conscious that the RPI still
has not fallen back in the way the CPI has, so we are
looking very closely at what is happening in the
labour markets and on wage settlements.

Q7 Chairman: You said in a speech to Hull Chamber
of Commerce that current interest rate levels may be
on the restrictive side. How great is the danger that
that will turn out to be the case?

Ms Lomax: 1t is a very broad assessment. What is
the neutral level of interest rates? Clearly, we are in
a different place from where we were when interest
rates were around 33% or in the low fours. Above
5%—at 53% or 6% —it is difficult to argue that
interest rates represent an accommodative monetary
policy, but how restrictive they are depends on quite
alot of things about what is happening on the supply
side of the economy and so on. It is not a precise
statement, but we are starting from a position where
interest rates are high relative to recent experience
and to other countries of the G7.

Q8 Chairman: Professor Besley, following those
questions what is your current view of the UK
economy?

Professor Besley: If we go back to August and think
about how things have evolved since, a number of us
thought then that it might be necessary further to
tighten monetary policy in view of the low levels of
spare capacity in the economy that we saw with
fairly strong growth. It is important to benchmark
what we are now seeing against the position in
August. We see some slowing, but it is the kind of
slowing so far that we would have been expecting in
the August inflation report. To some extent, what
has gone on in financial markets has done the work
that monetary policy might have had to do in terms
of tightening. I agree with the broad assessments of
my colleagues about the kinds of factors that will be
relevant going forward, but at the moment the
measures we have suggest that there is still relatively
limited spare capacity and therefore the kinds of
things that might weigh against inflationary
pressures from commodity prices and other sources
mean that there is still a fair amount of potential
inflationary pressure out there. We will have to see
to what extent events going on in the real economy
weigh against that and mean that the increase in
inflation we see does not become embedded in
expectations and wage settlements in the next
quarter.

Q9 Chairman: What is the balance of risks in the
growth of inflation?

Professor Besley: 1f 1 was called on that I would say
it would be slightly to the upside on inflation and
slightly to the downside on growth.

Q10 Mr Dunne: Governor, in the inflation report
you draw attention to the cut in interest rates by the
Fed of 75 basis points. Normally, you would expect
other corporate rates and so on to follow by a similar
amount but that did not happen between November
and June. Investment grade debt is down by about
25 to 28 basis points and mortgage rates have barely
moved. Therefore, are interest rates in the current
difficult credit environment an effective tool of
monetary policy?
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Mr King: Are you referring to the United Kingdom?
You mentioned the United States at the beginning of
your question, but you meant the United Kingdom.

Q11 Mr Dunne: You referred to the cut in interest
rates in the US in your inflation report and I am
illustrating that cutting rates by 75 basis points has
not had the normal reaction in the markets; it has
not reduced the real interest rates that the corporate
market and individuals pay.

Mr King: It has offset many of the rises in interest
rates that would have resulted from the tightening in
credit conditions and so it has achieved its desired
effect, namely to keep borrowing rates where the
level of demand that would flow from corporate and
household spending is broadly consistent with the
Fed’s judgment as to where it wants to go. I do not
think it means that monetary policy is less effective
in any sense.

Q12 Mr Dunne: If we look at your chart 1.2 which
shows the three-month LIBOR rate in the UK, you
were anticipating a steady decline to a more normal
level of spread of 15 basis points or so by the summer
of next year. Yesterday the spread hit 90 basis points
so instead of declining the spike has started to move
in the other direction. It is not quite at the levels
achieved in August and September but it is heading
in that direction. Is that not a very worrying signal
that we are about to hit the same conditions in the
market that we had a couple of months ago?

My King: 1 think the conditions are different, and it is
certainly a matter of concern. The expectations that
spreads would eventually come down were not ours
but those of the market at the time of the inflation
report. There are three interesting aspects of the
change in spreads. First, they have moved very
similarly in the dollar, euro and sterling areas. This
is a judgment about what is going on in the banking
system of all the major developed economies.
Second, if you look at the forward spreads the peak
of over 90 basis points is very much concentrated at
the end of the year and the beginning of the next. If
you look at the six-month LIBOR spread that comes
down quite markedly in the market’s expectations.
Therefore, there is concern about what will happen
at the turn of the year and that is partly why all three
central banks are taking action to deal with liquidity
at the end of the calendar year. The third matter is
in many ways most interesting and perhaps takes me
back to what I said at the very beginning in my first
answer to the Chairman. We have a technique which
tries to disentangle whether these spreads result
from concerns about liquidity on the one hand and
credit risks about other banks on the other. It is quite
clear that in August and September the sharp rise in
the spreads was the result of concerns about the
shortage of liquidity. All the banks tried to
accumulate large amounts of liquidity. The major
banks now have very large stocks of liquidity. The
rise we have seen in the past two to three weeks is the
result of concern about credit risk. I believe that
reflects the point I made at the beginning, namely it
is not so much that people are worried about the

magnitude of the total losses in the subprime loan
market; they are worried about where they are. First,
there is enormous uncertainty as to where those
losses are to be located. Second, there is great
concern that in the future there may be further falls
in asset prices that would impair the capital cushion
of leading banks around the world. It is that
concern, fear almost, that has been driving up the
spreads. It is indeed a matter of concern, but it is
what economists call a real phenomenon, not a
monetary phenomenon; it is not to do with
insufficient liquidity but genuine concerns about
what might happen to the capital position of the
banking system. I think the most welcome
developments in this area have been the examples set
by some of the large banks both in the US and here
in terms of greater transparency about where losses
have occurred and how big they are and the
willingness to take on board and inject additional
capital into the banks to restore that capital cushion
faster than might otherwise be the case. The action
of Citibank a couple of days ago is a good example.
It is those developments as a means of bringing
down those spreads to which we should look
forward over the next few weeks.

Q13 Mr Dunne: You mentioned liquidity. If any
other major banks suffer a liquidity crisis which
leads them to seek the lender of last resort facility—
you—does the bank’s existing facility to Northern
Rock constrain its ability to provide liquidity to the
banking system?

My King: No.

Q14 Mr Dunne: Therefore, you will be able to
provide facilities?

My King: 1 am certainly not going to imply that that
is remotely likely, but what we have done so far does
not constrain our ability to provide whatever
liquidity we think is necessary.

Q15 Mr Dunne: In relation to the impact of credit
tightening on the real economy, have you seen any
signs of contagion from the financial markets into
underlying credit availability to the corporate
sector?

My King: In terms of corporate ability to obtain
funds from the banking system, clearly there is a sign
of a tightening of credit conditions in terms of both
higher borrowing rates and, for the riskier
borrowers—the non-investment grade corporate
borrowers—tightening in the availability of credit.
So far the surveys carried out of businesses do not
suggest that this tightening in borrowing conditions
is having a very big impact on investment spending
or intentions, though one would expect that to come
through in due course and that a tightening of credit
conditions by the banking system would feed
through to weaker spending. That is in our basic
forecast. On the household side so far there is not a
great deal of evidence of it apart from riskier
borrowing, which in this country is described by the
rather inelegant phrase “adverse credit borrowing”,
where for those kinds of borrowers who already
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have a history of poor credit repayments, clearly
conditions have become much more difficult in terms
of both availability and a substantial increase in
spreads, but for ordinary mortgage borrowers,
whether floating or fixed rate, there has not been a
significant change yet in credit conditions.

Q16 Mr Dunne: You do not regard the 37%
reduction in mortgage advances in October as a
significant sign of tightening?

Mr King: That is not necessarily a sign of tightening;
it may be due to a reduction in demand, but certainly
loan approvals have fallen. That is something which
reflects in part demand and not just the supply
conditions. If you look at the interest rates at which
people are able to borrow there has not been a major
change; there has certainly been a fall in the demand
for borrowing.

Q17 Mr Dunne: Has there not been a significant fall
in the loan to value ratios applied by mortgage
lenders?

Mr King: Loan to value ratios have already been
much lower than they were in the late 1980s and
early 1990s. I do not believe that is the constraint.
There is more of a constraint on loan to income
ratios which have been higher than in the past. I am
sure lenders will feel constrained because their
ability to fund mortgage lending has become more
expensive. I would expect to see that feed through.
What I am saying is that if you look at the rates
currently available there does not seem to have been
a significant impact, but again we would expect to
see this flow through; in other words, at present our
judgment in the forecast is that, in the banking
system clearly there has been a tightening in credit
conditions both in terms of banks being willing to
lend and the price at which they will lend. In terms
of the borrowers, we do not yet see a major impact,
but we do not expect it to continue. We would expect
to see both on mortgage borrowing and corporate
borrowing some impact. It is worth pointing out that
even in the United States, when the Federal Reserve
was asked whether it was still possible for investment
grade corporate borrowers to obtain funds the
answer was, “Yes, absolutely.” This is something
that is still very much focused on the housing
market.

Q18 Peter Viggers: In its monthly bulletin the
European Central Bank talks about a number of
additional open market operations with varying
maturities being made available. Press comment has
talked about the Bank of England’s reticence in
providing three-month liquidity and other liquidity.
There is less emphasis in your inflation report on
market operations and yet your statement to us
today says that your operations are similar to the
measures announced in recent days by the Federal
Reserve and European Central Bank. Would you
please compare and contrast your attitude to
providing funding with those of the European
Central Bank and the Fed?

My King: 1 think actually they are all remarkably
similar. One of the points most people fail to
understand, perhaps quite reasonably since money
market operations are a relatively arcane part of the
central banking arena—many in the City often have
difficulty understanding it—is that the European
Central Bank has not increased the amount of
liquidity at all since the beginning of August. It has
redirected some of the liquidity that it would have
done at one-week term to three-month term, but the
total amount of liquidity that it extends to the
banking system is absolutely the same now as it was
in June and July before the turmoil began in August.
That is not readily understood by many people. The
amount of liquidity that we are extending to the
banking system is almost 30% higher. I do not put
enormous weight on that. I think what we have is a
system, which I prefer, in which the banks can
choose their own reserves targets. If they say they
would like to hold more reserves with the Bank of
England we readily supply it on demand. That is why
we are supplying 30% more now than we were.
Equally, the Federal Reserve has not raised the total
amount of liquidity very much. There is a certain
myth in all this that goes around and we take our
share of the responsibility for not explaining it
properly, but it is not easy to get across these points.
I have tried to do so in the past two or three months,
but understandably most people have more
interesting things to worry about than the arcane
matter of liquidity and money market operations. In
terms of what the three central banks have
announced in the past week—who work closely
together—basically we are all doing the same thing,
namely to ensure that in the maintenance period
which spans, say, December into the January/New
Year period, banks that are concerned about
obtaining liquidity at the end of the calendar year
will be able to lock into that liquidity at the
beginning of the maintenance period by borrowing
for a longer period that goes across the end of the
year. That is something which all three central banks
have done and what we are announcing today. We
announce it today because this is the date of our
weekly money market operation statement. The
announcement went out on the wire services at nine
o’clock this morning.

Q19 Peter Viggers: To switch to a different area,
considering the components of the bank’s gross
domestic product forecast such as consumption or
net trade, perhaps each of you would say which
would have presented the greatest risk in September
and how that situation has changed through until
November. Professor Blanchflower, perhaps you
would start.

Professor Blanchflower: Obviously, my concern has
been that output will decline more to the downside
than perhaps others have thought. At the moment
the difficulty lies in forecasting exactly where it
would be. My concern is that consumption will
drop, but it has held up somewhat stronger than I
would have thought. My concern is that the housing
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market declines and there will be declines in
consumption. Therefore, my concern has been on
the downside in both consumption and output.

Ms Lomax: 1 would give a very similar answer. The
big area of risk in my mind is consumption. It was so
in September and it still is. It is by far the most
important component of demand and one that is
most likely to be impacted by a tightening in credit
conditions.

My King: You asked about September. I would say
that what most likely concerned me then was
investment in housing and particularly commercial
properties. I would put the focus back on investment
given that is where we see the figures change in credit
conditions and where in the United States it has been
the main cause of the slow down in that economy.
There has been a sharp fall in residential investment.
Our housing market is very different, but I think the
commercial property sector has the possibility of
generating a sharper fall in investment and that is
where I see the main downside risks.

My Bean: 1 have some sympathy for that view. Ms
Lomax is obviously right about consumption being
the largest component, but various elements of
investment tend to be particularly volatile. As we go
into the new year, the places where we might see
particularly sharp contractions in demand are more
likely to be associated with the investment part of
demand.

Professor Besley: 1 agree with that. In the near term
I am particularly concerned that with a much more
uncertain macro-economic outlook there may be a
tendency to postpone investment projects, so it is not
coming through so much as a change in the cost of
capital through the credit markets but more as a
general sentiment that people will postpone
particularly investment projects over the near term.

Q20 Peter Viggers: We are looking specifically at
households. Why do you think they have been so
slow to reduce spending bearing in mind the rising
interest rates?

Professor Blanchflower: There are some signs that
they have started to reduce their spending. I have
made a couple of visits in the past month to
Birmingham and Manchester. The story I hear is
that from about the beginning of October the
footfall started to decline quite a lot. I spoke to a
number of retailers in large shopping centres in both
Manchester and Birmingham. Yesterday people
told me that in the past three weeks they had seen a
significant decline and it was important to see what
would happen this Christmas. That was the
impression I gained from my regional visit which has
not yet been picked up in much of the data. Literally,
people have been saying to me that the past three
weeks have looked soft.

Q21 Mr Fallon: Ms Lomax, I come back to your
comment that policy may now be on the restrictive
side. I think you told the Chairman earlier that you
were still waiting for business surveys and the like,
but if there is now a downturn in the commercial

property market, given what the professor has just
said about high street spending, is it not fairly
obvious that the economy is slowing pretty rapidly?
Ms Lomax: There is not much hard evidence of that
yet. So far the business surveys have been patchy
rather than uniformly pointing to a sharp slow
down. We had one month where we had quite a
weakening in one of the important surveys, but
recent surveys have suggested some bounce back. It
is not yet a sustained picture even in the surveys.

Q22 Mr Fallon: But at the end of your speech in Hull
you said that we were facing either a force 6 or force
8. That rather implies you think that rates may
already be too high.

Ms Lomax: 1 put some weight on the forecast. We
forecast a slow down and I still believe that is likely
to happen but it is based on the implications of
something which is very unusual, namely this
particular event in the money and credit markets for
which there is not much precedent.

Q23 Mr Fallon: Governor, to put a more general
point which is related to Mr Dunne’s question, if the
interbank rate has been so far out of line with the
policy rate for so long and households now face the
prospect of paying much higher rates for their
mortgages, what do you say to the criticism that this
short-term rate-setting is now becoming rather
academic and divorced from events in the real
world?

My King: We have never set the interest rates paid by
any individual borrower. Perhaps the best example
of that is not what has happened in the past two
months but the previous 18 months when we raised
interest rates by a total of 125 basis points and on
average only half of that came through into
mortgage rates. The rest corresponded to a squeeze
in spreads resulting from greater competition and
keener pricing for mortgage lending. That is the
result of the competitive market out there. Our job
is to set bank rate and then competition and other
changes, indeed the risk premium, will determine the
interest rates that are actually charged to individual
borrowers. For quite some years we have been
through a period—this was really the story until
August—when our concern in the central banking
world was that the risk premia being charged in
private financial markets had become excessively
compressed. We were concerned that, although we
were raising interest rates, those increases were
feeding through insufficiently and risk premia had
become too narrow. What has happened since then
is part of a welcome re-pricing of risk. How far this
will go is very hard to say, but our judgment—the
forecast in the report is based on this—is that there
will be some return of the high spreads we see at
present but we will not go back to where we were at
the very beginning of August. Some of the very
narrow risk premia being charged in mortgage
markets in particular but also elsewhere will be
somewhat higher than was the case at that point.
That will have a permanent impact on the link
between borrowing rates faced by consumers and
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the level of bank rate that we set. There is no doubt
that the level of bank rate we set does influence the
interest rates charged by private capital markets, but
it does not determine them uniquely; other factors
such as risk premia clearly enter into it, and should
do so.

Q24 Mr Fallon: But it does not seem to have
influenced them as directly and successfully as you
might have wanted it to do so.

Mpr King: 1 am not sure. Typically, if we change
mortgage rates by 25 basis points that will come
through over the next couple of months, but if there
are other things going on at the same time—over a
three-year period we saw a significant and steady
compression of spreads in the mortgage market—
over a period the cumulative total of our change in
interest rates will not map one to one the cumulative
change in interest rates to borrowers. I do not believe
there is any evidence that our policy changes are less
effective than they were before; it is merely a
reminder that changes in sentiment and the analysis
and nature of the real risks out there will clearly have
an impact on the terms on which private markets will
make credit available. That is a very important part
of the world. We cannot just wipe that out; it
matters.

Q25 Mr Fallon: I understand that. Do you reject the
charge that you have lost control of rates?

My King: 1 reject the charge that we have lost control
of rates. We can clearly determine Bank Rate and, as
I have said, I think that when we change bank rate
that can be seen to flow through to the rates which
are being set. I do not accept that we have lost
control of rates, but I agree that we do not uniquely
determine them and in circumstances such as the
past three months what has happened is a big
reappraisal of risks in particular kinds of markets,
but not all. There has been very little change in
observable risk premia in equity markets, although
perhaps some in the past couple or three weeks.
Before that there was no sign of a general re-pricing
of risk in those kinds of markets, but certainly in the
mortgage market there has been a very significant
change.

Q26 Mr Love: In the bank’s November 2007
inflation report it states: “Although business
investment growth faltered in the first half of 2007
investment intentions have remained relatively
upbeat buoyed by the strength of corporate
finances.” You have been a little more pessimistic
this morning about intentions. Why has your
attitude changed in relation to that?

My King: The background to the past three years is
that corporate finances have been very strong and
profits high. The balance sheets of the corporate
sector have been very strong.

The Committee suspended for a fire alarm evacuation
from 10.24 am to 11.00 am

Q27 Chairman: Governor, perhaps you would
continue.

My King: When we were thinking about investment
earlier this year we contemplated a picture in which
the corporate sector had made significant profits
over previous years and had very healthy balance
sheets. Therefore, the prospects for corporate
investment looked fairly strong. That was backed up
by the investment intention surveys. Since the
beginning of August a number of things have
crystallised: first, the financial turmoil has changed
credit conditions so that the prospects for the cost of
financing investment have altered; second, as
Professor Besley pointed out earlier, there is a much
more pervasive sense of uncertainty and so people
may postpone investment projects; third, the world
economy looks softer now than it did then; and,
fourth, overall there is perhaps a sense of uncertainty
affecting a range of different questions, one of which
is clearly how the US economy will impact on the
economy of the rest of the world and what will
happen to the banking system. I believe those factors
impact on our judgment about the prospects for
investment in particular investment in property, be
it residential or commercial.

Q28 Mr Love: How much of a factor is tighter credit?
Many of the companies that undertake investment
are large ones with choices of investment strategies.
Are tighter credit conditions and uncertainty really
the main factor here?

My King: It may be a little too early to judge at
present. Certainly, when [ have talked to
representative of various trade groups in the CBI I
have not gained the impression that the tightening of
credit conditions or the financial turmoil has had a
big impact on their decisions. I suspect that is
because at least in part from their perception of the
business conditions in which they operate—the real
economy outside the City—there does not seem to
have been a dramatic change. Therefore, they still
see the same arguments for strategic investments and
the need to ensure adequate capacity. I suspect that
over time the impact of tighter credit conditions will
show up as they ask questions about how much they
would have to pay in order to borrow and how easy
it would be to access credit. I do not think that so far
there has been a big response by the non-financial
corporate sector to the change in credit conditions.
The real uncertainty is looking forward: how far will
this eventually impact on investment? That is why at
present we have put an enormous amount of weight
not only on the surveys but focusing on the numbers
and data. Where we are now is very much a
quantitative judgment as to what we should do in
terms of our policy response.

Q29 Mr Love: Ms Lomax, you said that the surveys
were key in the sense of looking forward. What
about your regional agents? What role do they play?
Are they becoming more and more important as you
look at what is happening round the country?
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Ms Lomax: This is the sort of time when reports
from our agents are particularly valuable. They are
timely and you can also get behind some of the bare
figures, unlike even the better known business
surveys, because you can interrogate what the agents
are being told. We have done some special surveys
and we shall commission further ones with the
agents to enable us to dig under the surface of what
is going on. This is a moment when the agents are a
very valuable resource.

Q30 Mr Love: I should like to put a question to all
the witnesses. Governor, earlier you referred to
possible losses of $200 billion in the subprime
market in the United States and said that it was a
relatively small feature within the overall economy.
Do you think there is any chance that the Americans
are talking themselves into a recession and is there
any prospect of it happening here in terms of the
critical importance of confidence?

Mpr King: 1 do not think they are talking themselves
into a recession. There is genuine uncertainty about
the potential liabilities to losses of individual
institutions, in particular the tremendous
superstructure of financial derivative instruments
built onto basic mortgage lending to subprime
households. No one quite knows where that is and
how big the losses will be. Since August we have
moved from a period in which there was certainly a
willingness—it may be a little unfair to call it
hubris—to create instruments and to assume they
could be sold on and not to look too carefully at
what the lending was. Some of the lending decisions
in the subprime market in the United States was
quite extraordinary. We have moved almost in the
opposite direction where people, perhaps having
had a jolt to their belief that things will always be
simple and work out well, really do not understand
any of these instruments and are nervous about all
of them. You see quite a disconnect between
instruments linked to the housing market or
structured credit products—that type of financial
instrument—and normal corporate bonds, foreign
exchange and the spot markets which work perfectly
normally. There is an interesting difference between
what has happened this year from August and what
happened in 1998 which is the other example of a
sudden loss of confidence in financial markets. In
1998 that was really spread right across all financial
markets and liquidity dried up in all of them. This
has not been true in all markets; it has happened in
a particular set of financial markets. I suspect it will
take time before the market recognises the true
nature of these instruments and re-prices,
restructures, and puts them back into a market
setting where they can be traded again. I suspect that
a lot of the activity in those markets will not resume.
The model of securitisation will certainly resume but
not in quite the enthusiastic form that it reached
earlier this year.

Q31 Mr Love: We may go into that more deeply
when you come back to speak to us again. Professor
Blanchflower, you were one of the two members who

mentioned consumption as having critical
importance in future. Obviously, confidence is
incredibly important for consumption. To what
extent do you think the framework in which we are
discussing all these things—earlier the Chairman
quoted eminent economists, all of whom said that
recession appeared to be round the corner—will

condition that confidence, and will that be
important looking forward?
Professor  Blanchflower:  Obviously, people’s

confidence is important. I do not think that anyone
wants to talk it down. We face uncertain, difficult
times. As an economist the way to think of it is that
our experience of the recent past does not help us
very well. People told me that central banking would
be boring. It has not been. Experience over the past
10 years does not really help us very much. I think
it is more an uncertain world than people talking it
down. As to the sense in the US, there has been a
change in my perception of confidence. The
consumer confidence numbers are weaker there and
so I have a sense that in the US confidence has
changed. I do not have that sense here, although
some data have started to look weaker. They are
hard times and people are very uncertain and do not
know what is coming. As an economist it is hard to
forecast in this period.

Q32 Mr Love: Governor, as to tighter credit
conditions there seems to be a particular impact on
small businesses. I know that they do not make up a
large amount of overall business investment but they
form a key sector of the economy. Are there real
worries there about their ability to invest going
forward?

My King: You are certainly right that it is difficult for
smaller companies, partly because they are often
more reliant upon bank borrowing. In addition, they
may well be perceived as the riskier types of
borrowers and it is those for whom the credit spreads
have risen most. That is certainly a factor. It is more
difficult for smaller companies than many larger
ones which may well have quite a large cushion of
retained earnings to enable them, at least for the time
being, to continue their investment plans until they
have adjusted to the higher level of credit conditions
in general.

Q33 Mr Brady: Governor, earlier you said that
monetary policy in the US was achieving its intended
purpose, but obviously there is also an impact on the
value of the dollar. Where do you see that moving in
future and what is the wider impact of that on the
UK economy and the eurozone?

My King: As you know, I do not forecast exchange
rates and do not know anyone else who can do so
successfully, but what is interesting is that for a
number of years people have anticipated a fall in the
dollar, a rebalancing of the world economy and,
within that, a significant rebalancing in the US
economy as it moves to reduce its trade deficit and
slow the growth of domestic demand. That is now
clearly under way. Over the past three years the
dollar has fallen in effective terms by between a
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quarter and a third depending on precisely how you
measure it. Exports are growing very rapidly in the
United States and for the first time they have just
seen a positive contribution to economic growth
from net trade—something that we have not
managed to achieve in over 10 years. I believe that
rebalancing is happening, but, as interest rates are
cut and domestic spending weakens in the US, there
is no doubt that the currency tensions we see are
being exacerbated. In parts of the world, primarily
Asia, where there is still a reluctance to see the
exchange rate move markedly away from the falling
dollar, that reduces the extent to which the world
rebalancing can occur in a fairly manageable way.
Obviously, it creates currency tensions for currencies
like the euro in particular which takes the strain as
the dollar falls. Here it depends markedly on the
particular business you are in, because at the same
time we have seen sterling reach the highest level
against the dollar for over a quarter of a century it
has fallen by 6% against the euro. Our effective
exchange rate index, having been very stable for the
past five yeas, has now fallen by just over 4% since
August. We have also seen a fall in our exchange rate
on average against other currencies but at the same
time a very sharp rise against the dollar. These
movements reflect not what is happening here but
largely what happens in currency movements in the
US, in the euro area and Asia. We cannot withstand
those movements. We have seen big bilateral
movements. Of the major currencies in recent years
sterling has been far and away the most stable in
terms of its average effective exchange rate, but we
have now seen it start to weaken. It is impossible to
know where that will go, but we still have a trade
deficit.

Q34 Mr Brady: How strong is the euro area
economy and how well able is it to withstand the
tensions and pressures of the current financial
market instabilities?

My King: Again, that is hard to judge and our
colleagues in the euro area have expressed their
concern about the higher levels of the euro which is
dampening off one of the buoyant sources of
demand in the euro area economy, namely exports.
Their structural growth rate on average is not that
high and they would think of something of the order
of 2% as being the long run average growth rate they
could achieve. Obviously, that can alter over time.
They had been recovering quite noticeably over the
past couple of years. There was a good deal of belief
that perhaps they had never really recovered. Would
domestic demand pick up? It did; we have seen a
recovery. What is happening now has made life more
difficult. All of us face concerns here and they are
part of the world economy. This goes back to the
discussions that the IMF tried to engender in its first
multilateral consultation which included the euro
area. What we are now seeking are very large current
account imbalances exacerbated by very large
current account surpluses in the oil-producing
countries. That is a new factor in the past couple of
years and it comes on top of the large current

account surpluses in the emerging markets in China.
This creates tensions among currencies. What is
important is that the rebalancing of the world
economy which is now visibly under way is
accompanied by not just a slowing of the word
economy but a rebalancing of domestic demand.
Domestic demand is slowing in the United States
and it will probably slow here. We need faster
growth of domestic demand in the emerging
economies of Asia so we see a rebalancing without a
sharp slowdown in the world economy. That is not
an easy thing to try to bring about when the
flexibility of exchange rates is somewhat blocked by
areluctance by one part of the system to have flexible
exchange rates at the same time as another part of
the world economy does have flexible exchange
rates. These are issues in which the new managing
director of the IMF will want to engage quickly to
see whether or not he can bring together people to
find a way in which together they can plan and find
a way through to a rebalancing of the world
economy that does not involve a sharp slowdown.

Q35 Mr Brady: In particular how vulnerable is the
German economy to the current credit market
turmoil?

My King: 1 do not want to comment on individual
countries; their own central banks will have views on
that. Germany is a country that has seen a sharp
increase in export growth and the high level of the
euro will make that particularly difficult for
Germany, though it has a very successful track
record at exporting.

Q36 Mr Brady: Earlier you made some interesting
comments about the amount of liquidity that the
bank had put into the market compared with the
behaviour of the ECB and the Fed. Could I draw
you as little more on your reasons for doing that and
why you think it has been appropriate to behave in
a different way from the ECB and Fed?

Mr King: 1 do not think there has been a significant
difference. All central banks when injecting liquidity
have done so in order to maintain broadly the same
amount of liquidity in each maintenance period,
usually a month, as they were doing before. The Fed
and particularly the ECB have been very clear that
they have not increased the total amount of liquidity
that they have injected into the banking system since
this crisis started; it has remained constant. We have
a slightly different system whereby we allow banks to
choose their own reserves targets which they can
change at the beginning of each month. If they say
to us they would like to hold more reserves with the
bank because it gives them more liquidity we supply
the total amount of liquidity which banks in
aggregate say they want to hold. That has resulted in
our supplying almost 30% more than we did at the
beginning of August in response to the banks’
wishes. I think we have a very good system of money
market operations. But what brings all the central
banks together is their common objective to keep the
overnight market rate in line with their official policy
rate. We have been very successful in doing that. In
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the past two months we have been marginally more
successful than the ECB. But we have been more
successful at present than the Fed because, as its
vice-chairman pointed out yesterday, it is
constrained by laws that prevent it remunerating
reserves with the central bank. That means their
overnight rate has been much more volatile than that
in either the euro area or London, but the objective
of all three central banks is very clear: to keep the
overnight rate close to the policy rate so that the
decisions of the Monetary Policy Committee are
implemented in the money markets. That is what we
have managed to do. I believe that all three central
banks are concerned that, as they get to the end of
the year when all banks engage in what is called
window dressing, there will be pressure on the
demand for liquidity. We want to make sure that the
supply is available to meet that demand. Basically,
all three central banks have announced the same
kinds of measures.

Q37 Mr Brady: So, the difference is systemic, not
policy?

Mpr King: There is no difference of policy; it reflects
the different practical arrangements that the central
bank has adopted.

Q38 Mr Todd: I want to turn to the issue of
projecting GDP growth and analysing data
provided by the ONS for that task. In your latest
report there is an interesting discussion of this. There
is an academic article, which I confess I have not
read, on presumably the methodological issues
involved. The impression given is of a gentle
disagreement between the bank and ONS on how to
estimate growth. Is that a reasonable impression to
gain?

Mr King: 1 shall make one point and then ask
Charles Bean, the world expert on this project, to
discuss it.

Q39 Mr Todd: I have seen his speech.

My King: The speech is excellent. The article is also
very good and would make an excellent Christmas
present for those interested in such things. This is not
a disagreement between ourselves and the ONS. I
think the ONS sees its job as being to use all the
methods at its disposal to acquire data on the
economy and make estimates of what is happening
to output and growth. Inevitably, data accumulate
slowly over time. An obvious example is that one of
the main sources of information for estimating
growth and corporate profits is income tax data.
There is quite a long lag between when the tax data
are available to the ONS even in aggregate form and
the period to which they refer. The ONS has adopted
the strategy of saying that its job is to try to measure
and record what has been going on. Inevitably, there
is a lag between the time when you try to observe
activity and the date when the data arrive. What we
are doing is something rather different. We try to
judge what is actually happening in the economy
now, not record what data have arrived in the ONS.
We have found that there are systematic patterns to

the revisions that the ONS makes. There is nothing
terribly surprising about that. Therefore, we try to
anticipate when looking ahead in our judgments
what revisions the ONS is likely to make. We also
use business surveys which tell us quite a lot about
what is going on. None of these things is perfect, but
we use our best methods to try to bring together all
this information to form a judgment about what we
believe is most likely to have been happening in the
economy with all the uncertainties around in the
form of the fan chart.

Q40 Mr Todd: I think you are drawing a distinction
between your role and that of the ONS which
probably not many would be able to perceive. The
ONS has to estimate growth at a particular point in
time, which is what you also do. You then project
into the future your expectations of growth. What
your fan chart in the report shows is that over the
past three years, not throughout the period shown in
that chart, the ONS has become less and less able
accurately to estimate what is going on at a
particular point in time. You have taken the estimate
it has produced and mapped it against what actually
turned out to be the case.

My King: The ONS has decided that it does not want
to get into the business of trying to forecast what
might happen. The ONS says that given the
information it already has this is its estimate.

Q41 Mr Todd: That is not what it does when it
produces the estimate of growth at a particular point
in time. It is not asked to forecast what it will be but
to say what it is now. What the graph shows is that
it is not doing that particularly accurately and that
the revisions are consistently in a particular direction
and by a reasonably consistent margin. I am
wondering whether you are being just a little kind
about this disagreement and there is not some basis
for discussing with the ONS—it probably happens
already—some of the methodological issues that
clearly have led you to produce your own estimate of
what is happening at the moment and use that as the
base for your future projections.

My King: What we want to do here is to be
transparent as to our judgments about what has
been happening. Charles Bean has talked a lot about
this to the ONS, so I ask him to comment.

My Bean: The point I want to really ram home is the
distinction between measurement, which is what the
ONS is about, and interpretation which is our game.

Q42 Mr Todd: But in producing an estimate it is
interpreting, is it not?

My Bean: The ONS is collecting information from a
large number of households and businesses and on
the basis of that it reports.

Q43 Mr Todd: It is interpreting to produce an
estimate, is it not?

My Bean: Not to the same degree that we do. It is
trying to report the implications of the information
that it collects from households and businesses, but
more information accrues over time from things like
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tax returns and stuff like that. Importantly, it does
not immediately fully reconcile the demand, output
and income sides of GDP, which should give the
same message. It does not carry out a full
reconciliation of that until two years after the initial
estimates are in, because it recognises there is a lot
more information still coming in. We have to take a
view of what we believe is happening in the economy
now. As the governor has already said, the past
history of revisions suggests that on average there is
a tendency for the output data to be revised
upwards. You said that there was a consistency
about it.

Q44 Mr Todd: Only for a period. If you take your
graph as a whole in the period 2001-02 the ONS’s
estimate was pretty much in the middle of the span
and the drift has happened only in the past three or
four years.

My Bean: No; that is a misinterpretation of what is
going on. Most of the revisions occur in the year or
two after the initial estimates come in. Once you are
two or three years down the road there is not much
more information coming in, so the data do not tend
to be revised very much. The fact that our central
projection—if you like, a “backcast”—lies above the
ONS data for the past couple of years is not an
indication that suddenly it has got worse over that
period, but merely reflects the fact that the
information is still coming in and revisions are most
likely to occur to the most recent data, not data that
is some years old. Our judgment is that it is more
likely than not to be revised up, although there is a
great deal of uncertainty—the virtue of putting the
back data in the form of a fan chart is that it shows
that downward as well as upwards revisions are
possible. That reflects both the past history of
revisions, which information we use in forming our
judgment, and the information from business
surveys.

Q45 Mr Todd: Are there any other ONS data sets
that you are examining with care to see whether or
not you can work better with them?

My Bean: The methodology that has been developed
here has been designed precisely so that we can apply
it across a whole range of ONS data and take
account of the fact that in principle there may be
accounting identities across various series that we
would want to impose. For instance, we know GDP
is identical to the sum of consumption, investment,
government spending and net exports. Therefore, if
we take the view that output growth is stronger, then
it must be associated with a stronger demand
component. The technology that the staff have been
developing over the past few years is precisely to take
account of that multi-dimensional aspect of the
problem.

My King: 1 think that the principle the ONS has
followed is a perfectly sensible one based on doing
only what one can do. All the ONS can do is measure
the information that is coming in. Guessing where it
might make revisions in future based on its past
revisions and business surveys is something that

anybody can do. We have done it in a particular
way; city economists and others might do it in a
different way. It is not obvious why the ONS should
take on a role that other people could do. What it
can do that no one else can do is process the
information that comes to the ONS.

Q46 Mr Breed: Perhaps we can turn briefly to the
labour markets. Professor Besley appears to have
got of lightly this morning so I shall direct my
questions to him. Your colleagues at the other end
of the table have rightly expressed the view that
consumption is an important element of this. An
important part of that is security of income, job
security and that sort of thing. Why has employment
growth been subdued despite what appear to be
capacity pressures and weak wage growth?

Professor Besley: As you have probably observed
from the report, recently we had an agents’ survey
directed precisely at that question. Certainly, one of
the reasons—I am quite persuaded by it—is that we
have observed fairly weak employment growth,
productivity improvements and, in the wake of the
last increase in oil prices, firms have been inclined to
cut back on labour hiring during a period when
wages need to adjust downwards to compensate for
the rise in energy costs. That would also explain in
part why employment growth has been weak over
that period. You have probably read the rather nice
summary in the report of the agents’ findings. What
comes top of the list is the productivity story, but the
other supply side stories corroborate the idea that
there was a series of supply side factors including
higher energy costs and productivity improvements.

Q47 Mr Breed: Leaving aside the financial sector—
that is somewhat different—and looking at the rest
of the labour market, do you foresee next year being
just as tough or will we see some sort of bounce? Will
there be more potential for employment growth?
The fear is that it may be on the decline which
obviously will affect confidence and consumption.
Professor Besley: To the extent that the economy is
slowing and the demand side is weak there will be a
knock-on effect onto employment, but the
imponderable is how wages respond to that. To the
extent that wages can adjust in the face of that and
there is a lower demand for wage increases we would
expect less of that to translate into increases in
unemployment. One has to form a judgment on how
far there may be wage rigidity in the face of that.
That is why we look forward to the next wage round
to see the extent to which people demand realistic
pay increases in the light of demand conditions that
prevail at the time. To the extent that they do we are
hopeful that there will not be a marked increase in
unemployment over that period.

Q48 Mr Breed: History tells us, although it is not
exactly the same, that the incidence of a modest fall
in the housing market and a slight rise in
unemployment generates lack of confidence which
starts what can be an unfortunate spiral. You do not
believe that is likely to be the case?
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Professor Besley: 1 take slight issue with your
description of house prices having an impact on this.
House prices are a reflection of a number of factors
which themselves would drive what we describe,
namely they reflect people’s confidence about their
income growth over time, the availability of credit
and are generally a reflection of the economy. In that
sense I do not think of one causing the spiral; they
are all reflections of what might be a situation where
we have a relatively more difficult or less benign
climate as we have been anticipating in the near term
in response to some of the difficulties in credit
markets we have seen.

Q49 Nick Ainger: In relation to the turmoil in the
markets you said that the consequences for the UK
were difficult to assess and they would be likely to be
evident first in the housing and commercial property
markets. Taking the situation we have now and are
likely to have for a considerable length of time, there
are rising energy prices, difficulties for exporters
particularly at the high-value end and the aerospace
sector as well and a slowdown in the housing market,
which presumably will have a knock-on effect on the
construction industry and Ikea, Homebase and so
on. Given all those circumstances—we have not had
anything like them in the experience of this
Government in 10 years—surely there will be a
significant impact on employment levels. If you are
not of that view why is that not the case?

My King: 1 think this question goes back to what I
said before about looking at the numbers and
making a quantitative judgment. The qualitative
description that you give is quite consistent either
with the central projection in the forecast in the
November report or something more serious. The
judgment we made in the November inflation report
was that the quantitative impact of what we had seen
so far would lead to a noticeable slowing in the
growth rate of the economy but not a slowdown
below the long run average growth rate for so long
that it would have a marked increase in
unemployment. One could imagine a much sharper
slowdown in the UK economy which would have a
noticeable impact on levels of unemployment. That
is not our central projection. I think the role of the
Monetary Policy Committee now is not to pretend it
can be confident as to what will happen but to look
at the numbers each day, week and month as they
come in and form a quantitative judgment as to what
is happening to overall demand to set monetary
policy on track and keep inflation close to the target
with the consequence that we return to broad
economic stability. That is the central projection in
the November report. Of course, there is no
guarantee that it will happen, and it is unlikely that
it will happen as smoothly as in a central projection,
but we have to monitor the data very carefully. I do
not pretend that we can be confident as to what will
happen, but I am confident that we respond to
developments as they evolve.

Q50 Nick Ainger: Professor Blanchflower, the
exchange rate is particularly important for a
company such as Airbus. I read recently that the
recent falls in the dollar—because all aeroplanes are
traded in dollars—means that it has had to look
again at the possibility of further redundancies
throughout its operation in Europe. What estimate
is made of the possible employment impact if the
current ratio remains the same or gets even worse?
Professor Blanchflower: 1t is hard to know. The
governor said a moment ago that sterling has fallen
against the euro and so it has had a positive effect in
some sense on the economy, but clearly some who
trade in dollars are impacted by the bilateral change
in the dollar. I have concerns about employment and
I have expressed those in a number of places. There
has been more slack in this labour market than
others have thought, so I do not think that in the
labour market we come from a position of strength.
I think the explanation for why wages have been
benign is that unemployment is measured in a
number of ways, including inactivity and fear of
unemployment, so as to that I do not quite share the
views of a number of other people. There is great
concern going forward that growth will not be
strong because we have seen two things. In the past
we have seen a growth in public sector employment
which is slowing. In the past two years I have written
about a number of things about it. The vast
proportion of job growth has been in self-
employment and obviously that does not appear to
be sustainable. Something like two-thirds of all the
job growth has been in self-employment and the
concern has been, as referred to a moment ago, that
small firms are especially impacted by a credit
crunch. You might think that those folks will be
particularly impacted. I am much more concerned
about that and probably share your initial comment.
I believe and have been saying that the implications
for the labour market are not benign and that
monetary policy is restrictive. I am concerned about
the effects on the labour market. That has been a
central plank of the views I have held which perhaps
are not that different from your initial statement.

Q51 Jim Cousins: Professor Besley, you referred
earlier to realistic wage increases. I just wondered
what they were.

Professor Besley: They depend on the conditions of
any given business. There is no answer to that for the
economy as a whole. It should be determined at
plant level based on the business conditions faced by
specific businesses. It is not my role to dictate what
those numbers should be.

Q52 Jim Cousins: The governor said that your job
was to look at numbers. What numbers would make
you happy if you were looking at wage increases?

Professor Besley: Obviously, if wage increases are
not to impose significant inflationary pressure they
must be consistent with meeting the inflation target,
so we look at rates of growth of labour productivity
and, on top of that, we would expect a modest
increase over and above that to reflect the
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attainability of the inflation target. The kinds of
wage increases we have seen historically—between
4% and 5% —have been consistent with maintaining
the inflation target over the period that it has been
in place.

Q53 Jim Cousins: Do you think that monetary
policy will be successful in containing costs and
prices over the next year or 18 months?

Professor Besley: Monetary policy does not work by
containing costs and prices but by trying to balance
the growth of potential supply with aggregate
demand in the economy. To that extent our task is
to try to manage that balance. Costs and prices are
a reflection of a series of decisions that are made by
firms in view of the pressure of demand and the
supply conditions they face.

Q54 Jim Cousins: In the monetary policy review CPI
inflation is determined by the stance of monetary
policy ultimately?

Professor Besley: Yes.

Q55 Jim Cousins: Do you believe it will be
determined by the stance of monetary policy over
the next 18 months?

Professor Besley: By and large, yes. There are many
factors, particularly on the cost side—what happens
to commodity prices—which will have a significant
impact over that period, but in terms of the broad
outlook, trying to manage the balance of aggregate
demand relative to the supply potential over the
period, T think that monetary policy will play a
significant role.

Q56 Jim Cousins: How can monetary policy affect
the impact on the economy of commodity prices,
fuel price rises and so forth?

Professor Besley: 1t has no direct impact. Obviously,
it has indirect effects through the impact of
monetary policy on the exchange rate, but more
generally one has to try to set a path for aggregate
demand with monetary policy to be consistent with
the inflation target given the forces that arise from
those cost shocks.

Q57 Jim Cousins: Do you agree with Professor
Blanchflower who told us earlier that he did not
know what was coming?

Professor Besley: In what sense? Of course, we do
not know what is coming; we are not clairvoyants.

Q58 Jim Cousins: Professor Blanchflower drew a
distinction between the past 10 years in which
monetary policy had proved to be very effective in
containing the impact of costs and prices and
managing the real market interest rates in the
economy as compared with more recent times where
we do not know what is coming. What is your view
about that?

Professor Besley: 1 certainly subscribe to the view
that we are perhaps in a distinctly trickier period
than some of the situation we have faced in the past.
When people have discussed the feasibility of

inflation targets and the sustainability of such a
regime questions have been raised as to how far
shocks on the cost side of the economy will be
particularly awkward. When we had the run-up in
oil prices, which we have now seen go up again, it
raised a number of questions about how to use
monetary policy to balance supply and demand in
the event of cost shocks. To the extent we face very
unfavourable tail winds, if you like, in the form of
shocks coming from the cost side, it will make the
conduct of monetary policy considerably more
difficult. T do not think it is anything to do with a
much bigger increase in the uncertainty of the
outlook as such; it is just that one faces a particular
set of shocks, that is, a demand shock through the
credit effect and a supply shock through commodity
prices at the same time. That makes for a non-benign
environment in which to set monetary policy.

Q59 Jim Cousins: Professor Blanchflower, do you
agree with the Governor that the decisions of the
Monetary Policy Committee will be implemented by
the money markets?

Professor Blanchflower: 1 bow to the Governor
because I do not have a particular view on that.

Q60 Jim Cousins: How successful do you think
monetary policy will be in containing the impact of
costs and prices on the economy over the next year
or 18 months?

Professor Blanchflower: Again, 1 am not an
astrologer. I do not know and we will wait and see.

Q61 Jim Cousins: It is not a matter of astrology; we
have just been told it is a matter of numbers.
Professor Blanchflower: If you ask me what it will be
going forward it depends on how the shocks come
and how circumstances evolve. We are waiting and
looking; we will have to see.

Q62 Jim Cousins: Governor, in your discussions
with us this morning you have been talking at a very
high level of the economy, for example what the big
banks do and so forth, but, as we know and as you
have reported, at the supermarket checkout, the
garage forecourt and the train station people expect
price rises. Do you think monetary policy will be
able to contain those price rises?

Mpr King: In the medium term, yes. As Professor
Besley said, over any short period—eighteen months
is a short period in terms of monetary policy—there
can be no guarantee, but it is very striking to go back
three years. If one supposed that oil prices would rise
from $30 to $40 to almost $100 a barrel, with
associated rises in gas and electricity prices, and one
asked what impact that would have on the overall
inflation rate, one would have been surprised to
learn that inflation would stay within 1% of the
target except for only one month. I believe that the
regime of monetary policy has had some impact on
it, in that clearly we cannot affect what happens to
oil or energy prices but by monetary policy we can
affect the climate in which firms set other prices.
There is some evidence to the effect that when prices
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change relative to others firms believe we are
prepared to take action to keep inflation close to the
target in the medium run and it is risky for them to
try to sell at higher prices than their competitors if
the consequences of so doing are that inflation
moves significantly away from the target.

Q63 Jim Cousins: You are talking about the world
we have known, not the world we face now.
Particularly in the light of the comments we have just
heard about uncertainties by the non-executives on
the MPC, do you not believe there is some real risk
that the committee will not be effective and will lose
control of the situation and not contain costs and
prices?

My King: There is certainly a risk that we will make
judgments which with the benefit of hindsight will
appear to be the wrong ones. We cannot forecast at
all easily what will happen in future and in those
circumstances it is particularly easy to make
mistakes. Unfortunately, it is not easy to know in

which direction we will make mistakes; otherwise,
we could set monetary policy more easily. There is
certainly a risk, particularly given the elevated level
of inflation expectations to which you refer, that it
will not be easy to keep inflation close to the target
in the wake of further increases in oil, energy and
commodity prices. That is one of the risks that the
committee firmly has in mind to counter the risks we
have also talked a lot about today, namely the
downside risks to activity which, other things being
equal, will help to pull down inflation looking, say,
two years ahead. We have to balance these risks.
You are quite right; there is no doubt there are risks
of inflation on the upside. We are trying to balance
the risks from inflation expectations and all the
things you mention against the downside risks to
inflation which will come if activity slows sharply.

Chairman: Governor, these are very uncertain times.
We are grateful to you and your colleagues for
giving us your individual views in such an open way.
We look forward to seeing you again in December.
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