What are the main risks to the economy?

Question 1:  What do you consider to be the main risks to UK economic stability in 2006? We are interested both in external shocks and to policy mistakes.

Answers given: 
Weak global economy 


18




Weak UK consumer



15




High energy prices



13




Trouble in currency markets

  8




Bank too slow to cut interest rates

  8




Weak public finances
  

  7

Housing market turmoil
  

  7

Trouble in bond markets


  6

Britain’s economic potential slows
  5

China’s competitiveness
  

  2

Increased protectionism


  2

Rising wage inflation


  2

Terrorism




  2

Undershoot of inflation
  

  1

Overshoot of inflation


  1

Bank cuts interest rates too fast

  1

Bird Flu




  1

Spiraling cost of 2012 Olympics

  1

Weakness in banks



  1

Tax increases



  1

The risk most commonly cited was the economy being hit by weakness abroad, particularly if the US economy has a bad year. Almost half the economists polled said that the UK was most at risk from slow growth in the US or Europe. No one saw underperformance in Asia as a big concern.

Gerard Lyons of Standard Chartered Bank said: “The biggest risk is that the world economy is at the top of the cycle, and is set to slow, rather than being at the bottom of the cycle, as the Chancellor appeared to assume in his Pre Budget Report”.

James Knightley of ING spelt out a way Britain could be hit by a housing-related downturn in the US: “Under this scenario, US rates could be cut significantly, which will put the US dollar under downward pressure and so cause significant damage to exporters both within the UK and the Eurozone.”

Competing for the dubious honour of keeping economists awake at night is the British consumer, who is still perceived by a third of our economists to be fragile. George Buckley of  Deutsche Bank worries that “there are so many negative factors still weighing on  consumption that this is not a risk that can be discarded”. He cite high levels of debt, a possible housing market squeeze, slower employment and earnings growth, the rise in energy prices, the potential for higher taxes and concern about pension shortfalls as reasons for caution about expenditure.
After the rise in oil prices in 2005, continued high energy prices and the possibility of even higher oil prices still threatens to slow growth and riase inflation, according to 13 of the economists.

Martin Weale of the National Institute of Economic and Social Research was particularly concerned that the longer-term effects of high oil prices on companies’ willingness to invest had been widely ignored and that policymakers would take too many risks with inflation. “The main policy risk is that supply conditions will be mis-judged- with policy-makers failing to take full account of the effect of the oil price rise,” he said.

Currency market turmoil and weak public finances also featured strongly. In contrast to Mr Weale, seven economists fretted that the Bank of England might be too slow to cut interest rates in response to signs of economic weakness.

Most notable, however, were the risks that did not appear prominently. Last year, three-quarters of economists in our equivalent survey said the housing market was a big risk. This year, only six out of 40 mentioned the housing market. 

More surprising perhaps, is that only two economists mentioned the possibility of rising wage inflation as a big risk. The  monetary policy committee rarely lets one week go by without citing pay as a big treat to economic stability. No one doubts it is a big potential risk, but almost no independent economists believe it will materialise.

Other Comments: 

Ross Walker of the Royal Bank of Scotland: “Another phase of interest rate cuts would probably have asymmetric effects: lower rates wouldn't obviously make much difference to corporates but would heighten the risks of instability in the household sector.

Howard Archer of Global Insight: “There is a risk that the Bank of England could be slow in relaxing monetary policy further if the economy remains lacklustre over the coming months”,

Alan Castle of Lehman Brothers “A situation in which the MPC is unable to cut interest rates to stimulate domestic demand because of elevated inflation pressures. This scenario is unlikely to be driven by second-round effects on wages from high oil prices but more likely to be driven by a very rapid depreciation of the exchange rate.”

Ian McCafferty of the CBI employers’ organisation  “Pressures on business input costs are likely to result in higher levels of failure in 2006. If worries about job security affect consumer confidence, savings ratios will rise and growth in consumer spending will be further constrained”

Simon Rubinsohn of Gerrard ” A second threat (both domestic and external) is that wage bargainers begin to extract some compensation for the rise in energy costs leading a rise in inflation expectations.

Melanie Baker of Morgan Stanley “Should New Year wage settlements generate an acceleration in earnings growth from the pace of around 4% seen in recent years, the ensuing rise in labour costs is likely to make the Bank of England’s central inflation projection look optimistic.  The Bank of England could face an awkward situation of growth barely at the trend rate but unit labour costs rising at a pace likely to generate rising inflation.  

Andrew Smith of KPMG  “In the UK, is the consumer slowdown cyclical or structural? The longer it goes on, the greater the risk that weakness will spread to the rest of the economy via rising unemployment and confidence effects, making the downturn harder to reverse”

Jo Tanner of the British Chamber of Commerce “Domestically the main risks are either an increase in interest rates or a reluctance to cut interest rates, also potential tax increases and a general tendency to ignore the interests of the business sector.”
Ruth Lea of the Centre for Policy Studies “There have been policy mistakes in the UK (especially fiscal profligacy) – but they are unlikely to severely undermine UK economic stability in 2006.”

What are the main economic opportunities?

Question 2: What do you think are the most likely opportunities for the UK economy to perform better than expected in 2006?


Answers given: 
Improved export performance


27




Stronger business investment


13




Higher consumer spending

   
  
  9




Continued high immigration

   
  4




Lower oil prices



   
  3




Faster productivity growth


  
  3

Greater proportion of trade with Asia
  
  2




Slower government expenditure growth 
  
  2




Government more supportive of business 
  1

Favourable drop in sterling


  
  1

Lower than expected interest rates

  1

Economists were overwhelmingly global in their outlook, with six in ten of the economists believing that Britain’s best chance of better than expected economic performance in 2006 would come from faster growth abroad sucking out UK exports.

After years of disappointments, continental Europe is the big hope – it is Britain’s largest export market and has the potential for many years of better performance if the big economies can pull themselves out of the doldrums.

Lororenzo Codogno of Bank of America said: “Stronger than expected growth in the Eurozone and in the rest of the world would clearly improve the outlook for the UK economy”, especially since Alan Castle of Lehman Brothers among others had detected “signs of a recovery in the euro-area economy”.

But it is not just Europe that counts. Andrew Sentence of British Airways said: “The global economy has weathered the period of high energy prices much better than expected. With China and India growing strongly, and the US shrugging off its economic problems, strong global growth could continue to be supportive of UK economic performance. 

Though the majority of economists were hopeful that the UK could benefit from a better trading performance, it has to be said that a large proportion of them would not have bet the ranch on that outcome. It was more the perennial hope that one day will be fulfilled.

The second most popular answer was an surge in business investment. In 2005, companies spent lowest amount of money as a share of national income on capital projects since records began, so the big hope is that this was just a temporary lull and business investment will bounce back in 2006.

Melanie Baker of Morgan Stanley says the chances of an investment rebound is more than a pipe dream because borrowing costs are low while returns on past investment have been high. “The clearest signal of the incentive to invest — the rate of return relative to the cost of capital — gives a strongly positive reading.”

John Butler of HSBC adds: “Companies are cash rich but currently worrying about reducing their liabilities and not investing for future asset growth.  That could change”.

Highlighting the fact that consumers have present both a risk and an opportunity for the economy, the UK consumer comes third as the most popular economic opportunity.  

Other popular answers were continued high rates of immigrations, which help to lower wage pressures in the economy and allow the Bank of England to keep interest rates low and a rise in productivity growth that has long been promised by government, but has not yet appeared.

2005 was a miserable year for UK productivity with low output growth but respectable employment growth, but 2006 might put an end to all the disappointments, according to Diane Coyle of Enlightenment Economics. “One of the puzzles about the recent history of the UK economy is why productivity growth has not improved… we have seen a lot of investment in ICT, and have flexible financial, labour and product markets. This might be the year some of the pay-off to these strength emerges in the official data on the economy.” 


Other comments:



Professor Mike Wickens of York University “The govt not taking 80% of extra GDP to pay for increased public services. The UK must aim to benefit from the strong growth of the Asian economies.”  


Howard Archer of Global Insight – “Business investment kicks in more than expected, having been relatively disappointing in 2005, given strong profitability, a healthy stock market and relatively low interest rates”


Ian McCafferty of the CBI employers’ organisation  “a sharp fall in oil prices allowing the BoE to lower interest rates further than expected and adding to growth in real personal incomes”

Paul Guest of Economy.com “The housing market could recover more rapidly and vigorously than we expect, boosting private spending as well as household wealth. This would also, however, inflate an already-inflated debt burden and would, in our opinion, be storing up a greater and more aggressive correction for later.”

Philip Shaw of Investec Securities  “The influx of skilled labour to the UK removes a major constraint to stronger economic growth over the medium-term. Specifically for 2006, new entrants to Britain appear to be helping to prevent higher wage inflation, which should encourage the MPC to bring rates down again next year”

Peter Spencer of Ernst & Young Item Club  “In principle weak domestic demand should spur exports, partly through the effect of lower interest rates on sterling. So far, sterling has not succumbed to this weakness, but it is likely to weaken in the new year.

Jonathan Loynes of Capital Economics  “Best opportunity for an upside surprise would be strong a recovery in household spending as the negative influences on income over the last year fade and the housing market continues to firm. (Not very likely in our view.)”

Fionnuala Earley of the Nationwide Building Society “Net trade could contribute more to GDP growth if the global economy performs strongly with US reacting in a controlled way to monetary tightening and the increases in eurozone interest rates not flattening out the long awaited recovery in Germany.  This may also stimulate additional investment and the associated multiplier effects. 

Will the economy rebound in 2007 and 2008?

Question 3: The Bank of England and the Treasury both forecast that 2007 and 2008 will be years of rapid economic growth. Do you think their optimism is:

a) fully justified, 

b) probable, 

c) possible, 

d) unlikely, 

e) completely unjustified, or 

f) utterly unknowable at present. 

Why?

Answers given: 
a)


  0

b)   5

c) 19

d) 16

e)   1

f)   3

Economists were divided, but it was not good news for the Treasury or the Bank of England. Both organisations have penciled-in rapid – above 3 per cent  - economic growth in both 2007 and 2008 and the response from the economists was distinctly underwhelming.

Just under half the economists polled thought those polled thought it was “possible” that 2007 and 2008 would be years of rapid economic growth, with only 5 out of our economists believing the outcome to be “probable”. Some of those who responded “possible” admitted they did so, not because they thought it likely, but because anything is possible.

Almost as many economists, 15 in total, thought rapid economic growth in 2007 and 2008 was “unlikely”, and Peter Warburton of Economic Perspectives thought the prediction to be “completely unjustified”. Martin Weale of the NIESR split his vote, saying that rapid growth in 2007 was possible, but the prospects for 2008 were “utterly unknowable at present”. “I have not seen much evidence that forecasts more than two years ahead are better than simply the average growth rate over the long run,” he said.

Optimists included Howard Davies, director of the London School of Economics: “The US looks strong, still, continental Europe is picking up, and Japan is at last back on a growth track”. Richard Jeffrey of Bridgewell Securities agreed: “If interest rates remain where they are, the economy is likely to accelerate. Indeed, this could happen even earlier than either the MPC of HMT are predicting.”

John Calverley of American Express added:  “If the US is indeed still doing well [in 2007], there is a good chance that the UK is doing fine too. But I fall short of calling a UK boom "probable" because other forces will be against it including slower government spending growth, still sluggish consumers and quite possibly a higher trend for UK interest rates in the face of accelerating wage growth.”

And Stephen King of HSBC cautioned against too pessimistic an outlook: “Given the margins of error that surround point estimates of forecasts, it would be odd to argue that the Treasury and Bank are bound to be wrong.”

But there was widespread nervousness among many economists that Britain’s underlying economy health might have deteriorated, reducing the ability of the economy to sustain periods of rapid growth.

DeAnne Julius, Chairman of Chatham House and a former MPC member said: “On the back of rising interest rates in the major economies (US, Eurozone, China), continued high oil prices and limited recycling of OPEC surpluses, and with fiscal policy in a straight-jacket, it seems highly unlikely that UK or global growth will be above trend during 2007 and 2008”.
Giles Keating of Credit Suisse said: “The big uncertainty is over productivity and hence potential growth. The worrying thing are the signs that productivity growth trend is starting to fade in a structural way.”

While Patrick Minford of Cardiff Business School added: “The UK has had a dozen years of good growth, founded on the inheritance of a fairly deregulated and low tax economy. However since 1997 that situation has gradually been reversed”.

Concerns about underlying economic performance were matched by some worries that the economy needed a prolonged period of slower growth, a diet after the debt-fuelled excesses of recent years. Michael Dicks of Lehman Brothers summed up the areas of potential slow growth. “Fiscal tightening will crimp households' purchasing power. Wages are not outstripping inflation by as much as they had been and the housing market is no longer providing much support, leading the saving ratio to drift up not down.”

Other Comments:
Ben Broadbent of Goldman Sachs “3% is certainly possible, particularly since it would be barely faster than the likely trend rate of growth. But I'm not sure it's the most likely outcome”.

       
Ross Walker of Royal Bank of Scotland  “Household balance sheets and benign earnings growth suggest that the upside for consumer spending is limited. Business investment continues to look rather hesitant and we would never bet the ranch on net exports –

Howard Archer of Global Insight – “It is possible. We are only a little more pessimistic overall, forecasting GDP growth at 2.7% in 2007 and 3.0% in 2008”.

George Buckley of Deutsche Bank –“ there seems little demand from elsewhere to rebalance the hit to growth from continued weak consumption”.

Ian McCafferty of the CBI employers’ organisation  “it is difficult at this stage to see how demand conditions can be stimulated to drive >3% growth into 2007”

Jonathan Said of the Centre for Economics and Business Research “We think world economic growth will slow significantly in 2006-07 bring down UK growth. In addition we believe the Treasury over-estimates the long-term trend growth in the UK. We place it at 2.3% - the Treasury has revised it down to 2.5% from 2.75% in the last Pre-Budget report.”
Diana Choyleva of Lombard Street Research  “A US hard landing from mid-2006 onwards will impact negatively on UK output growth. 2007 could be a hard year, with not only the external environment worsening, but also domestic demand resilience exhausted”

Lorenzo Codogno of Bank of America “I think the main problem for the UK economy is the need to digest the excesses in the housing market… Although the Bank of England is sceptical about the link between the housing market and household spending, the relationship has never been as strong as recently. Going forward, consumption performance will also be constrained by the expected subdued gains in post-tax disposable income.”

Paul Guest of Economy.com “While we are optimistic that household demand will recover in the second half of 2006, leading to decent growth in 2007, we are not expecting real GDP growth to reach above potential (seen as 2.75%) until 2008, primarily because the hangover from the excessive consumption of recent years will, in our opinion, take longer to work its way out of the system.”

Simon Rubinsohn of Gerrard  “Given the high levels of personal debt and the elevated valuation still placed on the housing market, it is questionable whether the consumer can provide the trigger for a resumption of above trend growth.

David Turner of the Organisation for Economic Cooperation and Development “The level of output going into 2007 is likely to be below potential (given a likely modest recovery in 2006), thus above-trend growth should be possible without raising inflation and the MPC should be in a position to set monetary policy to ensure this happens.  That said, forecasting growth 2 years ahead is inevitably subject to major uncertainties.”

Gerard Lyons of Standard Chartered Bank “I expect the pace of global growth to slow and, at home, I expect domestic demand to be modest, not buoyant.”

Michael Hughes of Baring Asset Management “The long term trends in productivity are encouraging but I suspect the volatility around that trend is increasing and hence 2006 may carry risks on the downside and 2007 on the upside.”
Jo Tanner of the British Chamber of Commerce “Our forecasts and Quarterly Economic Surveys have consistently shown a decline in business confidence. We believe that the government forecasts for economic growth in 2007 and 2008 are particularly unreasonable. “
Ruth Lea of the Centre for Policy Studies “The economy has been pumped up by the economic equivalent of steroids (i.e. rising public sector debt and private sector debt) in recent years and it is likely that there will be a considerable period of adjustment (lasting into 2007 and maybe 2008) when the economy will perform more sluggishly”

Peter Warburton of Economic Perspectives “The outlook for business investment is much worse that official forecasts because, a) the peak of corporate profitability has past, b) the private services sector that undertakes a large share of business capex is likely to suffer a disproportionate loss of profitability as consumer spending slows c) capacity utilisation is at comfortable levels d) the orientation of business investment by UK firms is increasingly to other countries.

Neil Blake of Experian  “we know that the supply-side of the UK economy is more flexible than it once was and with the output gap having opened up again in 2005-6 (possibly!) and with the prospect for falling interest rates, the economy should have the potential for more rapid growth in 2007-8.  The danger lies in the demand-side – can the economy react quickly to slower private and public sector consumption growth”

Fionnuala Earley of the Nationwide Building Society “While consumer spending did not slow down as much as feared, it is likely to recover only slowly, partly due to high levels of debt and a slower housing market. Uncertainty over pensions means that consumer may have an additional reason to save more.”

Is it time to accept the house prices are not too high?

Question 4: Stability described the UK housing market in 2005. It ends the year with activity at normal levels and prices stable. Is it time now to accept the market is not overvalued, but there has been a historic shift to a higher equilibrium level of house prices? Why?

Answers:

Yes, not overvalued





  6

Higher sustainable values, but prices a little too high
17

No, it is overvalued





15

Don’t know






  1

Economists spent most of 2004 worrying about an impending housing crash, which was conspicuous by its absence in 2005. House prices stopped rising, starting in London and the South East and spreading to the rest of England. By the end of 2005, the only areas with rising prices were in Scotland and Northern Ireland.

But even though the market flattened, it did not fall. Prices dipped some months but rose in others and by the end of the year, the number of monthly transactions was at a normal level with stable prices. 

Consequently, economists have changed their views about the housing market. The most popular answer given by almost half the economists was that the level of house prices was still a little above a sustainable level, but prices would probably remain relatively constant, gradually bringing down the value of homes in relation to incomes. 

Jonathan Loynes of Capital Economics, a consultancy which had forecast big price falls, has joined this new consensus: “Looser lending criteria could mean that the equilibrium level of prices has risen, but it is unlikely to have done so by enough to justify current levels. Still, adjustment looks increasingly likely to take place via a prolonged period of broad stagnation”.

Another popular and conditional view was that house prices can be justified by the extremely low levels of real (after inflation) interest rates, making houses quite cheap relative to bonds. But as Ben Broadbent warned, buying property on this basis might be very risky because “bonds may also be, and probably are, overvalued”, so if they fell, pushing up real interest rates, the housing market might again be less secure.

Diana Choyleva of Lombard Street Research was one of the six economist who was most comfortable with the market at these levels: ”Our affordability indices show that house prices in the UK are not overvalued at current incomes and interest rates”.

But her willingness to accept there has been a long-term shift to higher house prices is not shared by almost a third of the economists polled, who still thought the market was overvalued, even if they did not believe a crash was in prospect.

David Turner of the Organisation for Economic Cooperation and Development said: “Against most benchmarks and according to most econometric analysis the market remains overvalued.  However,  … nominal house prices are more likely to remain broadly stable or increase modestly rather than fall sharply”.

John Calverley of American Express warned against complacency after one stable year: “For one thing, the top of a boom is quite often a prolonged period. … Overall, my advice is to expect that nominal house prices will be the same level as today in 10 years time. Meanwhile they will almost certainly be significantly lower at some point in between, unless we are really lucky.”

Other comments:


Professor Mike Wickens of York University – “Excess demand has caused rising real house prices: cheap credit has raised demand and low housing starts has restricted supply”

Howard Archer of Global Insight – “The market is still markedly overvalued on some measures (e.g. house prices to average earnings), but importantly it is not on others (e.g. mortgage payments as a percentage of gross income). I think there is also some justification for thinking that there is a higher equilibrium of house prices given such as factors as the shortage of supply, rising number of households, extended low inflation and interest rates.”

Alan Castle of Lehman Brothers “We continue to judge that house prices are around 15-20% overvalued relative to long-run fundamentals. Even in the "crash" of the early-1990s, house prices took a number of years to adjust back to some notion of fair value - and spent many years thereafter at a level that was below fair value”

Jonathan Said of the Centre for Economics and Business Research “The UK housing market is overvalued but only not significantly. Because interest rates are low, mortgages are affordable so high house prices can be sustained. We expect the market to adjust gradually over the next five years with low and stable growth, rather than through a sudden adjustment.”

Diane Coyle of Enlightenment Economics  “Dogs do wag tails - a recession would lead to a sharp fall in house prices - but housing markets don't occur spontaneously and cause recessions, as all the doomsters were claiming late last year.”

Paul Guest of Economy.com “we believe housing assets remain over-valued, even though there has been a shift to a higher equilibrium level. The exuberance that entered the market in 2003/early 2004 has yet to fully work its way out.”

Philip Shaw of Investec Securities  “We suspect that house prices have overshot even the new equilibrium house price level. For example, household interest payments (net and gross) are at recent highs as proportions of net incomes and the cost of homeownership is high compared with renting”

John Calverley of American Express  “For one thing, the top of a boom is quite often a prolonged period. The housing market remains at least 20% above reasonable valuations. Moreover it has probably been weaker than some of the major indices suggest… Overall, my advice is to expect that nominal house prices will be the same level as today in 10 years time. Meanwhile they will almost certainly be significantly lower at some point in between, unless we are really lucky.”

John Butler of HSBC  “ The market still looks over-valued and the debt servicing burden high but until a trigger materialises - like interest rates or unemployment - that changes expectations, the housing market will not unravel, like in Holland and Ireland in recent years.

DeAnne Julius, Chairman of Chatham House and former MPC member, “I think the UK housing market is overvalued and will endure a period of price stagnation, if we are lucky, or decline, if we are not.”
Patrick Minford of Cardiff Business School – “According to our rough calculations it could be up to 10% above its steady-state equilibrium. But that is not much in this market.”
Richard Jeffrey of Bridgewell Securities “The conclusion must be that we are in the midst of a valuation change in property prices, caused by lower debt service costs.”

Martin Weale of the National Institute of Economic and Social Research “It is interesting to note that while equity earnings yields are at normal levels those on both residential property and government stock are very low. I think the housing market has to be seen in this light rather than on its own.”
Melanie Baker of Morgan Stanley “We continue to think that UK housing likely remains overvalued and continue to think that housing market risks are skewed to the downside.  There is a lot of merit to the argument that the equilibrium level of house prices is now higher than in the past.  On balance, however, we are not convinced that house prices are currently equal to or below such equilibrium levels.”

Michael Hughes of Baring Asset Management “Real house prices seem likely to me to be trending down for some years.”
Stephen King of HSBC  “House price valuation measures are still very stretched.  You don't, however, need a crash to sort out a problem of over-valuation.  Instead, maybe house prices will stagnate as the economy expands, allowing stretched valuations to correct gradually over time.”

Giles Keating of Credit Suisse  “We have been here many times before.  Maybe the short-term equilibrium has risen due to the supply demand imbalance. But the main reason for stability is that real and nominal interest rates are low by historic standards”

Peter Warburton of Economic Perspectives “I expect real house prices to fall by about 25% over 10 years.  It is a bold assumption that the current lower real interest rates will persist.

Fionnuala Earley of the Nationwide Building Society “We think that it remains overvalued although it is not clear by how much. House prices more than doubled in the last 4-5 years, which is difficult to explain entirely with shifts in fundamentals

Andrew Sentance of British Airways “It would be premature to conclude that there has been a permanent shift to a higher equilibrium level of house prices, not least because there are still signs that housing affordability is stretched at current prices. In the 1980s similar arguments were advanced – that supply side factors supported higher price ratios - and then we saw a big housing crash in the early 1990s. 

Are tax increases needed for healthy public finances?

Question 5: Gordon Brown introduced a mild fiscal tightening in the pre-Budget report with tax rises of £2.5bn a year. On current public expenditure plans, was this tax increase necessary and sufficient to restore health to the public finances? Should current public expenditure plans be modified further in this Parliament?

Answers:

Further fiscal tightening needed:

26

Public finances are healthy enough:

11

The economists divided into two camps with 70 per cent believing that further tax increases or greater spending restraint was needed with the remainder happy with the state of the public finances.

The question was left deliberately open this year and not linked to Mr Brown’s much-tarnished fiscal rules. The respondents could decide for themselves what they meant by healthy public finances and most took the opportunity to use simple rules of thumb for sustainable borrowing levels. 

A fair number decided that even though they believed the chancellor would break his fiscal rules, the UK government’s books did not look bad compared with other countries, so the recent tax increases were sufficient. 

Adrian Cooper of Oxford Economic Forecasting said: “There is really only a fiscal gap because of nature of government's rules, which don't necessarily make strong economic sense.  Even with no tax increases/spending squeeze, the ratio of public sector net debt to GDP will rise only slightly above 40% of GDP and deficit falls to around 2.5% of GDP - very sustainable by most standards”.

But the majority of economists still shared concerns about the optimal level of borrowing. Martin Weale of the National Institute of Economic and Social Research said: “Deficits are continuing at a time when output is close to trend and thus there is at present a structural deficit imposing a burden on the future.” 

Peter Warburton of Economic Perspectives spoke for many in expressing a cynicism about the Treasury’s tax revenue forecasts: “The Treasury keeps over-estimating the tax yield of the corporate sector and without the extra revenues from the oil sector, the finances would look much worse already.”

And Diana Choyleva of Lombard Street Research  criticised the idea that the recent tax increases made much of a difference: “£2.5bn a year in a £1,200bn economy is peanuts”.

The majority of economists expressed a clear preference for further belt-tightening to come from reduced public expenditure growth rather than tax increases. Ian McCafferty of the CBI employers’ organisation, was representative of many in saying:  “Spending plans need to be examined further to restore full health to the fiscal position.”

But the aversion to tax increases was not a unanimous position. Michael Dicks of Lehman Brothers said: “It is probably easier to modify both tax and expenditures in order to restore fiscal balance - on the principle that it is easier to hurt everyone a bit rather than a few people a lot. But there is nothing wrong, in principle, with raising taxes to restore probity, rather than curb spending.”

Other comments: 

Ben Broadbent of Goldman Sachs: “Public debt is not high and, in a liquid and global capital market, it really matters very little, at least for UK interest rates, whether the public sector borrows £5bn or £10bn more than prescribed by some arbitrary "rule"”

Howard Archer of Global Insight “Unless markedly stronger-than-expected growth rides to the Chancellor's rescue in 2006 we believe that more substantial fiscal tightening is inevitable in 2007. We believe that the government is unlikely to reduce spending growth further than this. And that tax rises will have to make up for any continuing shortfall.”  

George Buckley of Deutsche Bank “The tax was clearly helpful to the public finances, but the main reason in our opinion that further tax increases are not required immediately is the extension of the cycle.

Lorenzo Codogno of Bank of America: “It would be desirable if currently spending plans are modified, cutting significantly on spending and at the same time introducing those reform that could make these cuts permanent and sustainable. However, I do not think this is likely.”

John Calverley of American Express  “The worry is not government debt, which is modest, but the risk that, in the event of an unexpected economic downturn, there would be no fiscal ammunition available. One of the main differences between the US/UK experience in recent years and the Eurozone experience is that the US/UK hit the downturn with budget surpluses while Germany/France etc had no ammunition.

Robert Barrie of CSFB  “I think the public finances are pretty much on track. The nonsense (on both sides!) about when the cycle start or finishes should be ignored - what matters is where the cyclically-adjusted current balance is now and where it can reasonably be expected to go over the next few years. I don't have a big problem with it.”
John Butler of HSBC  “The UK has a bigger structural deficit than had been assumed but the level of debt is still low by historic and international standards and the bond market seems willing and able to mop up the extra supply.  So I would say the public finances not unhealthy but just less healthy.

David Turner of the Organisation for Economic Cooperation and Development “It was not sufficient, further fiscal consolidation measures are likely to be required to significantly reduce the government deficit on current spending plans and bring the current balance back to zero”. 

Richard Jeffrey of Bridgewell Securities “The Chancellor's forecasts for public sector borrowing lack credibility. It would be surprising were forecasts for borrowing in future years not to be raised - which would place the Golden Rule in jeopardy.”
Geoff Dicks of Royal Bank of Scotland “depends what you mean by health - probably not sufficient to produce current surpluses HMT is forecasting but enough to keep PSNB (as % GDP) on a gently falling trend.”
Gerard Lyons of Standard Chartered Bank” A change in lifestyle for the public sector is needed in order to restore health. Trouble is the timing. With the economy slowing this is not the time for pro-cyclical fiscal policies. And this is certainly not the time for higher taxes.”

Stephen King of HSBC  “he fiscal position has deteriorated on a structural basis over the last five years: to restore the fiscal position back to the plans set out in 2000, for example, would require further revenue increases or spending cuts.”

James Knightley of ING  “I believe that his growth assumptions were overoptimistic and with the new EU budget agreement, there are likely to be problems regarding his long-term financing plans. I would prefer to see lower spending given government spending as a proportion of GDP is fast approaching German and French levels, rather than tax rises, which will further constrain UK economic activity.”

Andrew Smith of KPMG  “"The Sustainable Investment Rule could turn out to be a rather more binding constraint in the next cycle than the Golden Rule has turned out to be in this.”

Peter Spencer of Ernst & Young Item Club  “This PBR was just a start and there will be more windfall and stealth taxes, if not a formal rise in NICs. Planning gains tax is also another money-spinner as we have been saying since the Barker report. 2007 should and shall see a marked slowdown in the growth rate of public spending.”

Jo Tanner of the British Chamber of Commerce “While we believe that there is no need for further tax increases in the next budget, in the long-term the slowdown in the rate of public spending needs to be fully implemented in order to ensure that taxes are not increased at a future date.”
Jonathan Loynes of Capital Economics  “No, the public finances still look very unhealthy, with even Brown himself expecting borrowing to stay at very high levels on the basis of still quite optimistic assumptions. Further tax increases or spending cuts will ultimately be needed to get borrowing down to sustainable levels.”

Andrew Sentance of British Airways “The last few years have seen strong rises in public expenditure. Not all this increased public expenditure has flowed through to front line public services, and bureaucracy has undoubtedly increased. There is scope for this government or a future government to make a determined attack on this bureaucracy. Whether Tony Blair or Gordon Brown are willing or able to do so remains to be seen. “


Should we worry about global trade imbalances?

Question 6: Will global trade imbalances deepen further in 2006? How worried should the UK public be about a disorderly unwinding of the US current account deficit in 2006?

 Answers:

Imbalances will deepen further



16

Imbalances will reduce




  3

Not sure






  7

We should worry





17

No need for concern




  5

The consensus view is that the global trade imbalances, which manifest themselves in the US current account deficit, are likely to widen further in 2006. Over 60per cent of the economists believed further strains would become evident in the world’s trading relationships.

The US current account deficit, close to $800bn or 7 per cent of US gross domestic product in 2005, is unprecedented and the vast majority of the economists who expressed a view said it was a cause for concern. Over 80 per cent of the sample believed this.

But in 2005, the same threat existed and the dog did not bark. The US easily attracted capital inflows of over $2bn a day to finance the excess of its consumption over its production. In fact, so much money flowed to the US, both from Asian central banks and the private sector, that the dollar actually rose. 

After a year in which the dollar strengthened, few economists were willing to predict a dollar crash in 2006. Most said there was no reason to be particularly concerned about any one year, but the threat of a disorderly adjustment with a falling dollar, higher US interest rates and a slowing global economy was ever present. 

Howard Archer of Global Insight said: “Obviously a very sharp decline in the dollar would be likely to adversely affect global growth and could also lead to significant problems and turmoil in global financial markets, which would not be good news for the UK economy”.

Andrew Sentence of  British Airways doubted the US deficit could rise much further without trouble. “It is a bit like the boiled frog. But at some point the frog dies. The higher it goes, the greater the risk of crisis, so we are closer to it now than we were a few years ago”.

Ben Broadbent of Goldman Sachs said what many people felt the timing of any fallout: “God knows what the probability of such an outcome is in 2006. But it's more than zero”.

Just a few economists were unconcerned. Diane Coyle of Enlightenment Economics pointed out that the US has been running a deficit for an awfully long time.  “A 27 year US deficit looks reasonably sustainable to me.”

And David Turner of the Organisation for Economic Cooperation and Development said: “In some respects the UK is well placed to cope with such a shock: the current macroeconomic framework has proved successful at dealing with shocks in the past and the economy is currently operating quite close to capacity output and inflation is close to the target. On the other hand a major increase in (global) long-term interest rates might leave the UK housing market vulnerable to a sharp downturn.

Other comments:

Ian McCafferty of the CBI employers’ organisation  “For the UK, the prospect of an appreciation of sterling (as a counterpart to a weakening dollar) poses risks for an economy in which domestic demand growth (consumers, govt spending, and business investment) is constrained over 2006/07.”

Diana Choyleva of Lombard Street Research  “The global imbalances could widen, but more likely they will begin to unwind which bodes ill for the global economy and the UK. The UK may appear to benefit for some time if low interest rates boost consumer spending and the housing market, but this could amplify nascent domestic UK imbalances”

John Calverley of American Express  “But the flexible pound means that the pound will likely depreciate vs the euro and Asian currencies so might not suffer too much on competitiveness.”

Patrick Minford of Cardiff Business School” “An unwinding is unlikely because of the Asian mercantilist attitude towards exports and jobs seems set in stone; another factor is the shock they experienced in the Asian crisis of 1998 and the determination not to be so exposed by lack of reserves or balance of payments deficits as then.”

Richard Jeffrey of Bridgewell Securities “There can be no doubt that global imbalances are a threat, although it is in the interests of both creditor and debtor nations for the resolution not to come via a crisis”

Adrian Cooper of Oxford Economic Forecasting “Doubt that there will be an early disorderly unwinding as long as inflation remains low and so interest rates stay at low levels by historic standards.  There is still considerable potential for non-US investors to increase their holdings of US assets given degree to which they are currently investing much less than US's share of GDP in those assets (i.e. diversification of portfolios will help fund deficit)”

Gerard Lyons of Standard Chartered Bank “An unwinding could occur either because the US goes into recession or because Asian central banks decide not to finance the trade deficit. Either way there would be problems.

Michael Hughes of Baring Asset Management “Investors are searching more frantically for diversification of risk and this could lead to the dollar resuming its downward trend in 2006 as funds divest from a dollar base.”

Stephen King of HSBC  “this is the dog that has yet to bark - economists have little of substance to say on the timing of this kind of event, so the major worry should be the inherent lack of predictability of this event.

Andrew Smith of KPMG: “Markets are fickle, but there is no more reason to think they will run out of patience with funding the deficits in 2006 than in 2005 (or 2007, for that matter)."

Michael Dicks of Lehman Brothers “We would say that there is about a one on four chance that that happens during the next 12 months.”

Ruth Lea of the Centre for Policy Studies “. The main risk appears to be the possibility that Asian central banks will stop buying dollars, thus triggering a dollar crash, instability in the financial markets and adverse knock-on effects for the British economy. I’m relatively optimistic that this will not occur so the UK public should not let the possibility ruin their New Year”

Peter Warburton of Economic Perspectives “The most probable scenario is a resumption of the depreciation of the US dollar, carrying sterling back to $1.90 or even $2.00, thus reducing the profitability of UK exports to the US.

If you could change one aspect of economic policy, what would it be?

Question 7: And if you could change one aspect of UK economic policy, what would that be and why?


Answers:


Reform the fiscal policy framework


10

Simplify taxation and reduce tinkering


  6

Reduce growth of government expenditure

  6

Implement Pensions Commission proposals

  4

Tighten fiscal policy
and looser monetary policy

  4

Reduce red tape





  2

Reduce growth of health spending


  2

Less government consumption more investment
  1

Pay more attention to money and asset prices

  1

Nothing






  1

Looser fiscal policy and tighter monetary policy

  1

Reform monetary policy framework


  1

Increase index-linked gilts issuance


  1

A total of 13 suggestions came from 40 respondents (apart from those who gave a long list of pet hates). Surging to the top of the list this year with 10 mentions was reform of the government’s fiscal framework after it lost credibility through the course of the year.

Reducing the growth of government expenditure was knocked off the top spot. Other notable high scores came for simplifying taxation and implementing the Turner proposals for pension reform.

The following seven suggestions received more than one vote, in order of popularity.

1. Reform the fiscal policy framework

2. Simplify taxation and reduce tinkering

3. Reduce growth of government expenditure

4. Implement Pensions Commission proposals

5. Tighten fiscal policy

6. Reduce red tape

7. Reduce growth of health spending

Other comments:

Howard Archer of Global Insight “I would modify the "Golden Rule", The Chancellor has moved the goal posts every time it is convenient for him to do so, making it increasingly meaningless.
George Buckley of Deutsche Bank “The reason that monetary policy works so well is because of the perception by market participants that the policy is credible; this is not the case with fiscal policy, which suggests the need for greater accountability.

Alan Castle of Lehman Brothers: “The golden rule for fiscal policy could be made more symmetric and forward looking, There is also a strong case for allowing an independent body to determine the timing of the economic cycle and the measurement of the output gap.”

Ian McCafferty of the CBI employers’ organisation: “Reverse the trend to greater complexity of the tax system, introduce more stability by reducing the amount of annual amendment, and take more account of the differential impact on real economic outcomes of taxes imposed at different points in the production/consumption process.”

Lorenzo Codogno of Bank of America “I would immediately curb the current spending binge, in favour of deep reforms of education and health care and then cut taxes.”

Diane Coyle of Enlightenment Economics  “Tax and regulatory simplification. The complexities diminish the adaptability of the economy. I don't think officials or politicians have any conception of why businesses complain about red tape and tax.”

Paul Guest of Economy.com “The Treasury's disingenuous rule-breaking and the persistent overshooting of its own targets has made a mockery of fiscal target-setting and has undermined the credibility of the Chancellor.

John Calverley of American Express  “The biggest change to policy in recent years has been a marked increase in government spending as a percent of GDP, especially when allowance is made for the economic cycle. The inevitable result is higher taxation and reduced economic incentives, which will have the effect of reducing trend economic growth.”

John Butler of HSBC  “Make credit less attractive but help corporate activity and disposable income.... a better balance of policy.  But that just is not going to happen!

David Turner of the Organisation for Economic Cooperation and Development “ Reform of the pension system along the broad lines of the Turner commission, in particular involving an overall simplification of the system, a reduction in means-testing, a rise of the state pension age and the making company pension contributions opt-in by default”.

Richard Jeffrey of Bridgewell Securities “While the inflation remit has worked reasonably well, it is time for policy to be given a broader base. That should involve introducing the requirement that policy is set so as to achieve not just low inflation but also balanced growth.”

Geoff Dicks of Royal Bank of Scotland “There is a general philosophical choice on how much the state should try to do to improve the supply side; reckon pendulum has swung too far and needs swinging back.”

Martin Weale of the National Institute of Economic and Social Research: “I would adopt a fiscal framework in which the budget balance is set with reference to the overall level of saving in the economy. The pensions crisis teaches us that it is not adequate simply to leave the private sector to look after its finances itself; the public sector should play a balancing role.”
Adrian Cooper of Oxford Economic Forecasting “Focus on golden rule as currently specified.  Target itself is arbitrary but application makes it even more so - as demonstrated by changes to dating of cycle/over-reliance on output gap etc.  Prefer to see framework that gives more emphasis to debt-gdp ratio and its medium-term level/trend.

Peter Spencer of Ernst & Young Item Club: “The current arrangements are far too elastic and lack any credibility. In contrast the monetary policy arrangements are highly credible, and show what could be done by making fiscal policy more trustworthy. “

Ruth Lea of the Centre for Policy Studies “The overwhelming problem for the UK economy is its declining international competitiveness so economic policy should be reformulated to reverse this unfortunate trend – more specifically by cutting back the size of the state and lifting the regulatory burden. Any serious attack on the latter involves complete disengagement from the EU’s bureaucracy and the redefinition of the UK’s relationship with the EU”.

 

Neil Blake of Experience  “Pensions – implement the Turner report recommendations in full.  Apart from any long-term considerations the current system is one of the biggest barriers to sensible savings behaviour that we have for many people and the alternative system of means testing just doesn’t work.  We could start to dismantle some of the other means test while we were at it – they are the single biggest negative legacy of Brown’s chancellorship.”

DeAnne Julius, chairman of Chatham House and former MPC member, “I would gradually reduce UK interest rates over the course of 2006 to keep policy mildly accomodative here as world demand growth slows and geopolitical risks loom large.”

 

