


Inflation expectations did rise as inflation increased, but
are now falling even faster than inflation. November’s

 Citigroup survey, for example, showed a record plunge in
short-term inflation expectations — from 2.9 percent to
0.9 percent, well below the Bank’s inflation target.

The second economic force — the global credit crunch —
posed a much more worrying downside risk to inflation
and output. This risk has materialised. Policy-makers are
now faced with unprecedented global financial turmoil —
money markets are dysfunctional, banks are not willing to
lend to each other unless at the very short-term, govern-
ments globally have been recapitalising financial institu-
tions, and several institutions have collapsed. There has
been a dramatic fall-back in risk appetite, and chronic con-
cerns over the credit-riskiness of the financial institutions
themselves. Financial institutions have made huge losses,
and written-down the value of complex risky assets (such
as mortgage backed securities and their derivatives).
Dependence on short-term funding, often through sales of
securitised assets (whose markets have dried up) has left
many institutions exposed to tightening credit conditions.

But I believe the impact of the credit crunch on the real
economy was broadly predictable. Developments in the
UK closely followed those in the US,
but with a six-to-nine-month time lag.

been drawing on pre-committed lines of credit (that banks
have financed through sales of foreign assets), but once
these lines are exhausted then firms will be fully exposed
to tighter credit conditions. Investment is likely to fall
back sharply, and there is a growing risk that firms will
close, net job creation will fall and redundancies will
increase.

The construction sector has been particularly exposed to
the effects of the credit crunch: activity has fallen sharply
and is unlikely to pick-up until residential and commercial
property prices stabilise. We might expect growth in UK
exports given sterling's depreciation, but global demand is
slowing, as many other economies enter recession. This is
a global shock. Annual UK sales of new cars fell 36.8 per
cent in November, the steepest fall in nearly thirty years.
And the CIPS survey of manufacturing output fell by a
record amount in November; the survey already stood at
its lowest level since it began in 1991. The CIPS survey
for services was also at an historic low in November. The
CBI Distributive Trades Surveys, and surveys conducted
by the British Chambers of Commerce, the Engineering
Employers Federation, and the KPMG/REC Report on
Jobs also confirm the dire news.
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There was a synchronised downturn in

many UK business surveys around the Index
beginning of 2008; this should have led
us to realise sooner that the UK econo-
my was entering recession. A similar 60
pattern (the turning of business sur-
veys) occurred in the US a few months
carlier. We are now starting to see the 50 «
impact of the credit crunch on the
wider economy: in the third quarter,
UK. GDP contracted by 0.5 per cent, 40
the biggest contraction since the early
1990s. 1 expect growth in the fourth
quarter of 2008 and first quarter of 30 -
2009 to be worse. Unemployment has
risen at its fastest pace in seventeen
years: LFS unemployment rose to
1,825,000 in September 2008, or 5.8
per cent. I expect unemployment to continue to rise
through 2009 and into 2010, probably to over three mil-
lion. And I believe the impact of constrained credit con-
ditions has yet to fully feed through to the broader econ-
omy, particularly to investment by firms. Lending to
households and firms is likely to be reduced further in the
near term.
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This is because of the ‘collateral effect’: higher interest
rates push down on equity and house prices, eroding the
value of firms’ and households’ collateral. This makes
firms and houscholds riskier prospective borrowers, so
Jenders tighten credit availability further. There has been
considerable tightening in mortgage lending in the UK,
and significant falls in house prices. Firms appear to have

Source: CIPS/Markit

CIPS survey of services activity

et GHPS strvey of manufacturing output
- = = +50= nochange

Jul00 -
Jan-01 -
Jul-01 -
Jan02 -
Jul-02 -
Jan-03

Jul-03 -
Jan04 -
Jul-04 -
Jan-05

Jul-05 -
Jan-06 -
Jul06 -
Jan-07 -
Jul-07 -
Jan-08 -
Jul-08

Jan-09

The Baltic Dry Index (a measure of the price of shipping
dry goods such as grain and iron ore) is widely viewed as
a leading indicator of global demand. The Index has fall-
en 94 percent since its peak in May 2008, and has fallen
every day in the two weeks to 3rd December. In part, this
fall is a result of the difficulties in obtaining trade credit.
During the second half of 2008 there have also been dra-
matic price fails in a whole range of commodities and
foodstuffs. The extent of the price falls to December 4th
2008 from their 2008 peaks for a representative group are
reported below (source: Datastream).

Falling oil and commodity prices have now started to feed
through the supply chain. In the Bank of England’s
November 2008 ‘Inflation Attitudes Survey’, seventeen

Index Baltic Dry Index (1 May 1985 to 3 December 2008)

The last decade has been described as a
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per cent of respondents said they expected prices to fall
over the next year, compared with only two percent in the
previous survey (conducted in August 2008).3

Aluminium -3.1%  Nickel -72.8%
Cocoa -33.3%  Sova oil -57.0%
Coffee -30.1%  Soyabeans -50.2%
Copper -62.6% Soyameal -44.2%
Corn -56.5%  Sugar -27.1%
Cotton -48.5% Tin -54.1%
Crude oil -70.8%  Wheat -69.1%
Lead S11.2%  Zine -59.8%

Economies do bounce back from recessions — the UK
economy will ultimately return to prosperity. But I
believe it has entered recession, and I am concerned that
inflation will fall below one percent, possibly even turn-
ing negative, causing the MPC to write to the Chancellor
explaining why inflation is below the Bank's inflation tar-
get. The 2.5 percent reduction in VAT announced by the
Chancellor in November's Pre-Budget Report will push
inflation down further in the near term. In circumstances
when there is a danger of deflation and policy interest
rates are approaching the zero bound, it is appropriate to
consider the use of alternative policy measures, including
quantitative easing.*

period of ‘great stability’, partly attrib-
utable to improved monetary policy.
But this stability has ended with turmoil
in the global financial system. The
counterpart to ‘irrational exuberance’ in
an upswing appears to be excessive
credit tightening in a downswing.

Over the past decade, central banks have
been analysing monetary policy using
workhorse models taken from the new-
Keynesian Phillips Curve literature.
Such models are more in the tradition of
Friedman, stressing the importance of
inflation expectations. But they have lit-
tle scope for the role of financial intermediation, money
supply growth, asset prices, and changes in the structure of
wage-setting.  These models have proved to be an
extremely poor tool for monetary policy. We are experi-
encing the greatest financial shock in a century, and our
current framework for monetary policy essentially
assumed this shock could not happen. The events of the
last twelve months represent a huge challenge to econo-
mists: it is probably time for a big rethink.

Notes:

1. Bruce V. Rauner Professor of Economics, Dartmouth College,
University of Stirling, NBER, IZA, CESifo and Member,
Monetary Policy Committee, Bank of England.

2. See Blanchflower (2008), ‘Inflation, expectations and mone-
tary policy’, Bank of England Quarterly Bulletin, pp 229-237,
Volume 48 No. 2, Q2 and Blanchflower (2009), “Where now for
the UK economy’, Scottish Journal of Political Economy (forth-
coming), April.

3.The question asked was, ‘How do you expect prices in the shops
to change generally over the next twelve months?”’

4. For a discussion of such measures see, for example, Ben
Bernanke (2002), ‘Deflation: making sure “It” doesn’t happen
here’,http://www.federalreserve.gov/boarddocs/speech-
es/2002/20021121/default.htm and Graham Turner (2008), Credit
Crunch: Housing Bubbles, Globalisation and the Worldwide
Economic Crisis, (London: Pluto).
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