Bank of England 09

Jenny  - – What are the inflation and GDP forecasts for the next 18 months?  What has happened with average household debt? Implications of government borrowing on inflation over the next 2 years. (http://www.economicshelp.org/blog/economics/problems-of-government-borrowing-2/), http://news.bbc.co.uk/1/hi/business/8011781.stm, http://www.bbc.co.uk/blogs/thereporters/robertpeston/2009/07/recovery_risk_for_government_b.html
Dami – What are the oil forecasts for next 18 months, What is happening with consumer spending, retail sales, food and energy prices, consumer confidence now and any forecasts.  
Katherine – exchange rate forecasts, What is happening in China and US economies?

Beth – unemployment, average earnings, industrial output, business confidence forecasts for next 18 months - 

In its latest inflation report, the Bank indicated it would be late 2011 before the UK economy recovered to the level it was at before the recession. 

Mr King also warned inflation may "rise sharply over the next few months". 

Mr King said the increase in inflation would be triggered by VAT returning to 17.5% on 1 January 2010 and higher petrol prices. 

However, he said inflation, which is currently at 1.1%, would then fall back in the medium term. 

"The past year has been extremely painful for most economies around the world," said Mr King. 

"There is a more buoyant picture looking ahead, that is encouraging. But this does not alter the extent of the challenges facing the economy." 

	
The Bank extended its quantitative easing programme last month


Former MPC member Professor David Blanchflower, who correctly predicted the recession, raised doubts about the strength of the recovery following Mr King's comments. 

"A lot of what we are seeing is being driven by government stimulus. But we need to look at the real economy, and firms are not hiring. They are not laying off, but they are definitely not hiring," he said. 

He also said it was only natural that the UK would take longer to recover than other countries that have already emerged from recession. 

"We have a bigger financial sector, had a bigger run-up in house prices and have had less fiscal stimulus than others. 

"We made more in the good times, and so lost more when the bad times hit." 

The pound fell against both the euro and the dollar following the presentation of the Inflation Report, on the expectation interest rates will remain at 0.5% for some time. 

Against the dollar, the pound was down 0.9% at $1.6558, while one pound was worth 1.1064 euros. 

"Despite a recovery in economic growth, output is unlikely, at least for a considerable period, to return to a level consistent with a continuation of its pre-crisis period," added Mr King.

Industrial production in the eurozone has risen for the fifth consecutive month, sparking hopes that GDP figures to be published on Friday could be higher than originally expected.  Industrial production accounts for about one-sixth of eurozone GDP. Other indicators such as retail sales have also improved in recent months, but the outlook remains uncertain because unemployment rolls are still rising.

Global oil demand has started to grow after falling for a year-and-a-half, the International Energy Agency.  The western countries’ oil watchdog said that oil consumption in developing countries, led by China and the Middle East, was “exceeding expectations”, while “the pace of demand contraction is easing” in rich countries. 

The Bank now expects inflation to exceed its 2 per cent target by the middle of 2011 if interest rates remain at 0.5 per cent and the cash it has pumped into the economy does not go beyond the £200bn now set aside for its so-called quantitative easing programme.
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House prices are likely to keep on rising for the time being, says the Royal Institution of Chartered Surveyors (Rics). 

Its latest monthly survey shows that sellers are now beginning to return to the property market. 

But they are still being outweighed by the number of potential buyers registered with estate agents. 

A separate government property survey said house prices had risen by 6% between May and September. 

The Department for Communities and Local Government (DCLG) also said UK house prices rose by 1.2% in September. 

Although prices are still 4.1% lower than a year ago, this was the fourth monthly increase in a row and put the average house price at £199,303 across the country. 

Property shortage
The Rics survey found that in October, the balance of surveyors reporting price rises rather than falls rose to 34%, up from 20% in September. 
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The comparative shortage of supply is continuing to promote buyer competition [image: image11.png]




Keith Barnfield, Barnfields estate agency


Rics said this was the strongest survey result in favour of rising prices since December 2006. 

"Although the supply of property is beginning to pick-up, it is still insufficient to keep pace with the increase in demand which points to further prices gains in the near term," said Jeremy Leaf of Rics. 

"Cheap money remains a critical prop for the market and this is being reflected in the continuing appetite for finance from first-time buyers despite the large deposits still being demanded by lenders," he added. 

Commentators have explained this by pointing to a dearth of people putting their homes up for sale, even though the number of potential buyers has been restricted since 2007 by the continuing rationing of available mortgages because of the continuing effects of the international credit crunch. 

"Transaction numbers are back up to 2006 levels - the comparative shortage of supply is continuing to promote buyer competition," said Keith Barnfield of Barnfields in Enfield. 

Richard Evans of Colleys surveyors in Exeter said: "Competition amongst buyers for a small supply of properties for sale is continuing to drive asking prices and values up." 

More sales
The Rics survey said London was leading the way in terms of price rises, with a balance of 95% of estate agents in the capital reporting that prices were going up rather than down. 

That was the strongest survey result for London since December 1996. 

The balance of those surveyors across the UK reporting an increase in instructions from would-be sellers has risen from just 5% in September to 15% in October. 

Rics said this upward trend in sales instructions had occurred in all regions, particularly in the north of England, the South West and in London. 

Completed sales have continued to rise slowly to an average of 19 per surveyor over the past three months - although that still amounts to just under three sales every two weeks. 

"The most recent survey provided further evidence that activity levels also continue to improve, albeit at a slightly slower pace than in previous months [but] a shortage of supply still seems to be limiting activity in the housing market," said Rics. 

Catherine Penman, of property consultancy Carter Jonas, said: "The September DCLG figures are further proof of the ongoing recovery in the residential property market, which is virtually unrecognisable from a year ago." 

"Low interest rates, attractive prices and more encouraging news from the economy are driving transactions," she added

House prices

What happens if there is a fall in House Prices in the UK? 

If house prices fall, what will happen to the economy and homeowners? Are falling house prices always a bad thing?

1. Effect on Wealth.
The first effect of falling house prices is to directly reduce the wealth of homeowners (wealth is of course different to income). Housing is by far the biggest form of wealth in the UK. Therefore, a fall in house prices will definitely reduce consumer confidence. This will lead to lower levels of spending; people will be more reluctant to undertake risky investments and borrowing. 

2. Effect on Equity Withdrawal.
Rising house prices enable equity withdrawal. This means that homeowners can remortgage their house to consolidate unsecured loans and / or gain more money to spend. In recent years, this equity withdrawal has played a significant role in boosting consumer spending in the UK. Falling house prices would bring to a halt equity withdrawal; therefore, consumer spending will increase at a slower rate or even fall.

3. Housing is a significant Barometer of the state of the Economy.
More than any other country, in the UK, house prices and the housing market are seen as a barometer to the state of the economy. Any fall in house prices is likely to receive significant press coverage. (even tenuous predictions of falling house prices have been frequently making the front page of newspapers like the Daily Mail and Express) This magnifies the effect on consumer confidence. It is also the nature of the media to exaggerate any fall in house prices. For example, it is easy to pick statistics which exaggerate the extent of any fall (e.g choose certain location, choose a certain month and magnify by 12, confuse fall in prices with fall in house price inflation). However, dire predictions of falling house prices can become a self fulfilling prices. If people believe house prices will "collapse" it will deter many from buying, and therefore, the fall in house prices will be greater.

4. Effect on Economic Growth.
A fall in house prices will reduce consumer spending and AD in the economy. Therefore, this could lead to lower growth. It is possible, it could even contribute to a full blown recession (negative economic growth for 2 consecutive quarters) For example, in 1991-92 house prices fell by 15%; this was a significant effect on causing the last recession of 19991. A fall in house prices doesn't necessarily cause a recession; there are many other factors that effect growth like investment, government spending; a fall in wealth doesn't reduce income. However, because of the importance of housing to the UK economy, it is quite possible falling house prices could cause a negative multiplier effect and lead the economy into recession.

5. The Benefits of Falling House Prices 
If house prices fall and it causes the expected fall in consumer spending, it is very likely to reduce inflationary pressures in the economy. A fall in the in the inflation rate will enable the MPC to consider reducing interest rates. Note, the MPC doesn't reduce interest rates to stop house prices falling. - They reduce interest rates because inflation falls below their target of inflation. The fall in interest rates reduces the cost of mortgage repayments. This is good news for those with high mortgage interest repayments. It may also moderate the fall in house prices because falling interest rates make buying a house increasingly attractive. Therefore, if you have no need to remortgage or sell your house, falling house prices can actually be beneficial for many homeowners.

6. First Time Buyers.
Another positive impact for falling house prices is that it will help to make buying a house more realistic for first time buyers. The last decade has seen the ratio of house prices increase much faster than incomes. The effect of this is that many first time buyers struggle to buy. The effect of this is particularly felt in areas like London and the South East. The shortage of affordable housing has caused a shortage of key public sector workers, such as; teachers, nurses and policemen. This is having an adverse effect on local economies. Councils are increasingly look to immigration to fill shortages of nursing. Thus a fall in house prices, or an extended period of flat house prices, would enable the house price to earnings ratio to become better.

7. Depends on the Extent.
Some people confuse a fall in house prices with a fall in the rate of growth. For example, recent headlines about the UK housing market include:

"Big drop in UK house price inflation"
At first glance this may appear prices are falling. However, what they mean is that house prices are now growing at 7% a year, rather than increasing at 9% a year. It is possible that a fall in house price inflation to 1% a year could actually have similar effects to falling house prices. Clearly the impact of falling house prices depends on the severity. A modest fall of 1-2% is not too drastic. A fall of 10% would be very serious.

The problem

For the UK, there are some obvious worries. First, the absence of easy credit is likely to limit the scale of any recovery. After months of heavy de-stocking, it now seems likely that firms are gearing up to produce a bit more – which should be consistent with higher output in the near term. Many small and medium-sized companies, though, will still struggle to survive, even allowing for a bit more activity. Their bank managers are not as friendly as they used to be. 

Second, although the decline in sterling is undoubtedly a good thing for exporters, the degree to which exports can recover depends also on the extent of any rebound in demand in the UK's main trading partners. As many of these are in Europe, and the European economy is out for the count, the benefits of a weaker exchange rate may not be quite as big as policymakers hope. 

Third, as taxpayers wake up to the terrible state of the public finances, the incentive to save rather than spend is rising quickly. In Japan, for every increase in government borrowing there was an even bigger increase in corporate saving, thereby destroying any Keynesian multiplier effect. Admittedly, British consumers are not known for their caution but, nevertheless, faced with a budget deficit of over 12 per cent of national income, it may be time to think about saving the pennies in anticipation of higher taxes and a reduction in "essential" public services.

Housing – multiplier effect

	Pound hit by falling UK inflation 
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Many firms are cutting prices to survive which is slowing inflation

A key measure of inflation has fallen to its lowest level since September 2004, official statistics show, further weakening the value of sterling. 

The Consumer Prices Index (CPI) dropped to an annual rate of 1.1% in September from 1.6% in August. 

Meanwhile, the Retail Prices Index (RPI) inflation measure, which includes mortgage interest payments and housing costs, fell to -1.4% from -1.3%. 

The pound fell 0.5% against the euro to a six-month low of 1.0628 euros. 

It also fell to a five-month low against the dollar of $1.571, though pulled back against both currencies later. 

'Frail'
"This is bad news for the pound," said Duncan Higgins, senior analyst at Caxton FX. 

"The CPI figures will weigh heavily on the UK currency and will continue to discourage investment." 
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I think the Bank of England is minded to expand the quantitative easing programme. This just provides the additional reason to do it 

Amit Kara
UBS
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Check pound/euro exchange rate 

State pensions to rise by 2.5% 

Sterling has been under pressure in recent days - including from a report by the Centre for Economics and Business Research - which predicted that UK interest rates would remain at their historic low of 0.5% until 2011 and would stay below 2% until 2014. 

Figures last week showing that UK industrial output fell unexpectedly in August also cast doubt on the strength of the UK economy. 

Meanwhile the National Institute of Economic and Social Research has revised its estimate for GDP, forecasting that the economy did not grow in the June-to-September quarter. 

And the British Chambers of Commerce (BCC) has said that while business confidence was improving, the economy remained "frail". 

'Spare capacity'
The Bank of England aims to maintain CPI inflation at 2% to keep both prices and the broader economy stable. 

If CPI falls below 1%, the governor of the Bank of England will have to write a letter of explanation to Chancellor Alistair Darling. 
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INFLATION CALCULATOR 
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Check your personal inflation rate 

The slide in inflation was greater than had been expected, but was largely attributed to the spike in energy prices seen a year ago, which meant prices in September this year were considerably lower. 

Electricity, gas and other fuel bills fell by 7.3% on the year, the Office for National Statistics (ONS) said. 

Overall prices in September were unchanged from those seen in August, the ONS added. 

Rising energy prices meant that inflation was likely to rise again in coming months, said Jonathan Loynes of Capital Economics, adding that the return of VAT to 17.5% from its current temporary 15% level would also push CPI back towards 2% by turn of the year. 

However, he forecast the "huge amount" of unused production capacity in the economy would eventually push inflation down sharply, "keeping alive the threat of a period of outright deflation late next year or beyond". 

Deficit impact
Meanwhile chief economist at Schroders UK, Keith Wade predicted this would "probably will be the low point in inflation". 

The inflation data showed that the Bank of England pumping of about £160bn into the the economy's money supply - so-called quantitative easing - had not yet taken effect, said James Hughes, chief economist at Black Swan Capital Wealth. 

But he added that the huge budget deficit, welfare system commitments and "uncompetitive" exchange rate meant the supply of money had not yet fed through to prices. 

Meanwhile, UBS economist Amit Kara said the inflation figures would be "a comfort" to the Bank's rate-setting committee. 

"I think it's minded to expand the quantitative easing programme. This just provides the additional reason to do it." 
	


MANUFACTURERS ANTICIPATE EXPORT-DRIVEN RETURN TO GROWTH - CBI

The decline in UK manufacturing output has eased considerably in the past three months, and the sector's prospects look brighter, with sentiment improving and modest growth expected in the three months ahead, the CBI said today. 


Its latest Quarterly Industrial Trends Survey also revealed that the weakness of sterling is helping export competitiveness, although stocks are still being run down and difficult access to finance is constraining output and investment.

The volume of manufacturing output continued to fall in the three months to October, with 34% of firms saying it fell, and 26% saying it rose, giving a balance of -8%. This marks a much slower rate of decline than in July's survey (-31%), Asked about the next three months, a balance of 4% of firms expects growth, which is the highest since January 2008 (+9%).

Domestic demand continued to slow in the three months to October, but marginal growth is expected in the three months ahead (a balance of +3%). Helped by a weakened sterling, the contraction in demand for exports was less than expected and firms expect export orders to grow over the coming three months (a balance of +9%).

Sentiment about export prospects for the year ahead is, at a balance of +16%, the strongest since July 1995 (+21%). And a net 10% are now more optimistic about the overall business situation than they were three months ago, which is the first improvement in sentiment since April 2007 (+16%).

Ian McCafferty, CBI Chief Economic Adviser, said:

"Having endured a brutal recession, manufacturers appear to be turning the corner, with optimism up and mild growth in output and demand expected over the next three months. Firms finally seem to be benefiting from a weakened pound, as global markets recover, helping to lift demand for UK exports.

"However, the recovery from the downturn will be protracted and weak - investment will remain constrained and unemployment will continue rising. The tight flow of credit to many manufacturers remains a worry, and firms which are unable to get funding to meet orders could see their hopes of recovery stall."

Firms are planning to spend more on innovation in the next twelve months, while expenditure on staff training and plant & machinery will be virtually unchanged from the levels of the past year. However, over three quarters of firms reported that they have spare capacity, and this is likely to constrain investment levels going forwards.

Manufacturers are also increasingly worried about the cost and availability of finance. 14% said an inability to raise external finance was limiting capital investment, which marks an increase from 8% in July.

Firms continued to destock, and the stock levels of finished goods fell at a record rate for the second successive survey. Further but more modest stock declines are anticipated in the coming three months, although stock levels have now moved to a more neutral position, with a balance of only 10% saying they are more than adequate.

Employment in the sector fell quite heavily, but the balance of 34% reporting a drop in staff numbers was an improvement on July (-42%) and is forecast to ease further in the coming three months (-23%).

21 October, 2009 

Notes to Editors:
1. A balance if the difference between the percentage of manufacturers reporting an increase and those reporting a decrease. 


2. The October 2009 CBI Quarterly Industrial Trends Survey was conducted between 23rd September 2009 and 7th October 2009. 463 manufacturing firms replied. 

3. During the survey period the pound averaged euro 1.09 and $1.60, while Brent Crude averaged $67.16 per barrel, compared with euro 1.17 and $1.64 and $67.20 per barrel in the July survey period.

4. The CBI is the UK's leading business organisation, speaking for some 240,000 businesses that together employ around a third of the private sector workforce. With offices across the UK as well as representation in Brussels, Washington, Beijing and Delhi the CBI communicates the British business voice around the world.
