
SHADOW MONETARY POLICY COMMITTEE 
 

Minutes of the Meeting of 16 January 2003 
 

5.40 p.m.  
Institute of Economic Affairs 

2 Lord North Street  
 
 
Attendance: Professor Philip Booth (IEA), Professor Kent Matthews (Secretary), 
Professor Gordon Pepper, David Smith (Chair), Sir Alan Walters, Dr Peter 
Warburton.   
 
Apologies: Professor Roger Bootle, Professor Tim Congdon, John Greenwood, 
Professor Patrick Minford, Professor Anne Siebert, and Professor Peter Spencer.  
 
 
The Economic Situation:  
David Smith invited Peter Warburton to summarise the International and Domestic 
economic scene. A briefing paper was circulated at the meeting. 
 
US Economy – shored up by credit but increasingly fragile 
The US economy continues to be underpinned by strong household credit growth 
particularly mortgage credit. Mortgage refinancing and equity withdrawal has 
provided a boost to the economy but 40 per cent of mortgage holders have no more 
than 10 per cent equity in their property. Credit losses and bankruptcies have grown, 
worsening an already dangerous credit problem. Strains and tensions in the corporate 
sector have increased as a result of over-commitment to dividends and near zero 
retained profits. Added concerns relate to the sustainability of the stimulus from the 
switch in the Federal budget from surplus to deficit. There has also been a sharp 
downturn in the participation rate and an understatement of the degree of net job loss. 
 
A slowdown in the growth of credit either from banks being less willing to lend or 
due to debt concerns by consumers, can be expected to have a negative effect on 
spending and the economy. Worries about loosening fiscal policy and credit growth 
have seen the dollar falling 21 per cent against the Swiss franc and 16-17 per cent 
against the Euro in the past year. 
 
Europe – even worse 
Growth projections in Europe have been scaled back. Stability pact constraints have 
seen Germany postpone tax cuts and defer government spending. The ECB has 
latterly reacted with a 50-bp cut. Further cuts can be expected. Growth in bank 
lending has weakened and has fallen below deposit growth partly due to monetization 
of bonds. Further evidence of fragility is evidenced in the widening of corporate bond 
spreads.        
   
UK Economy – puzzling inflation figures 
Peter Warburton commented on the latest figures for the UK but drew particular 
attention to the inflation figures. While the annual inflation figure for the RPI and 
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RPIX were 2.6% and 2.8% in November, the consumer price deflator showed an 
annual inflation rate of 0.3% in the third quarter. This gives rise to the question of 
which measure the MPC should monitor?  
Corporate profitability has weakened and corporate liquidity has stagnated. 
Consumers are the only borrowers in town with retail money balances (M2) growing 
rapidly while growth of wholesale deposits has fallen sharply. However, broad money 
growth over the 12 months has been acceptable. The sharp growth in lending to 
households is mirrored by the pace of mortgage equity withdrawal – the highest since 
1988. This has occurred without comment from the official MPC. A repeat of the post 
1988 pattern could see a big fall away of equity withdrawal and household 
consumption falling even in the absence of interest rate rises.  
 
Discussion  
With reference to the US monetary scene, Alan Walters said that much of the 
mortgage refinancing has been with Fannie Mae and other sub-prime accounts and 
that 90 per cent of these are with only 2 banks increasing the danger of a banking 
crisis. Gordon Pepper added that bank capital would be under threat but the six-
monthly rate of growth of the money supply has recently increased. Peter Warburton 
said that the growth in the money supply was due to refinancing and feared that it 
could not be sustained. 
With regard to the UK, David Smith said that M0 growth has fallen precipitously 
from an annual 8.2% in October to 5.0% in December. He was not sure whether this 
had wider economic significance, but it was certainly noteworthy. Like a dog barking 
in the night probably meant nothing but might just indicate a burglar on the premises. 
Kent Matthews said that M0 has traditionally been a good coincident indicator and 
that this could signal a slowing down of household sending. David Smith said that M0 
could only provide a guide to nominal shop spending. One of the striking features of 
the official retail sales figures in recent years was that nominal year-on year growth 
had been far more stable than the equivalent volume figures, as retailers’ pricing 
strategies played cat and mouse with consumers. Peter Warburton said that there have 
been a number of factors that may have altered the traditional relationship between 
M0 and spending but the figures need to be carefully monitored.   
Gordon Pepper said that the housing market was in an acute stage but not as yet in a 
chronic state. The biggest danger is a house price collapse, followed by a collapse in 
personal lending. Other dangers are the continued weakening of share prices and the 
threat to bank capital. Debt management rules are a restriction on government to print 
money and disabling policy to deal with debt deflation. Peter Warburton added that 
the rise in NIC in April is an unhelpful leakage of liquidity from the corporate sector. 
The corporate sector needs good access to credit without further impediments taking 
place. 
David Smith expressed concern about the budget deficit and the implications for 
private sector spending in the context of Ricardian equivalence. In particular, he was 
concerned that the swing from Budget surplus to deficit meant that both US and UK 
consumption growth would now surprise on the downside, reversing the positive 
surprises observed in recent years. This also had implications for future government 
receipts, since household consumption was by far the ’tax-richest’ expenditure 
component of GDP. He added that the  ‘Bank’ has been too complacent about fiscal 
policy and has failed to comment on the interplay of fiscal and monetary policy. Peter 
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Warburton expressed his amazement that the ‘Bank’ has allowed house prices to 
accelerate as it has without consideration.     
 
Alan Walters left the meeting at 19.20 saying that this would be his last meeting as he 
was resigning as a member of the SMPC.  He said that interest rates should stay the 
same. The committee expressed their thanks to Sir Alan and hoped that he may be 
able to attend future meetings on an ‘ad hoc’ basis. 
 
Policy Response:  
Housing market dangers  – interest rates have lost their traction  
Kent Matthews said that there was a limit to what can be expected from interest rate 
changes at this stage of the cycle. His preference was to put interest rates on hold with 
a bias to cut if the slowdown in house price inflation developed into a collapse. Peter 
Warburton said that interest rate policy has lost its traction and there was no purpose 
in lowering interest rates until house prices had begun to fall. He added that there was 
a case for restoring some sort of target or monitoring of the monetary aggregates. An 
annual growth rate of 6% for broad money is too low a cushion for a potential 
slowdown in the economy. Gordon Pepper said that interest rates should not drop 
until house prices started to fall. He added that further loosening of monetary policy 
independently of lowering interest rates should be explored. David Smith said that he 
agreed with Peter Warburton’s view that interest rates were a much less powerful 
economic instrument than was popularly believed – all the simulations on economic 
models confirmed this – and despite the unhelpful backdrop of fiscal policy he felt 
that there should be no change in interest rates.  
  
Date of next meeting 
Thursday 10 April 2003 
 
Policy Response 
1. There was unanimous agreement that the risks to spending from a dramatic 

slowdown in the housing market mean that interest rates should remain on hold 
until house prices begin to fall. 

2. Other means of loosening monetary policy other than by cutting interest rates, 
such as underfunding, should be explored with a bias to slackening. 

3. There is a serious danger of over-tightening of monetary policy and the Bank 
should reconsider the RPIX measure of inflation. 
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