The 'new economy'

I recent months, many of the major industrial economies, most notably the United States and the UK, have experienced strong economic growth, low inflation and low and falling unemployment. This 'golden scenario' has prompted many economists to argue that what we are now witnessing is a 'new economy'.

The keys to this new economy, with its high growth, low inflation and falling unemployment, are the twin forces of new technology and global competition. Both have enabled business to expand production but at declining cost: stimulating growth without creating inflationary pressures.

In addition to these long-term structural changes, supporters of the concept of the 'new economy' have also identified a series of short-term conditions which have clearly contributed to the UK's strong economic position. The high pound has helped keep import costs down, in addition to which commodity prices have been on the slide for a number of years, reducing industries' raw material costs. Added to this, the successful control of inflation over recent times has had a marked effect upon wage demands and inflationary expectations, encouraging non-inflationary growth.

Recent news has seemed to confirm this remarkably strong economic position of the UK economy. It has experienced economic growth since 1992; unemployment has fallen below the level of the boom in the late 1980s; and the underlying rate of inflation stands at a mere 2.1 per cent, 0.4 per cent below the target rate set by the government for the Bank of England to achieve with its interest rate policy. The headline rate of inflation in August stood at 1.1 per cent, the lowest rate for 36 years.

But is it safe to call this a 'new economy', and is it here to stay?

The answer depends on both the ability of industry to maintain productivity growth, and the economy's resistance to inflationary pressures. If industry in the United States is anything to go by, then productivity improvements might well continue for some time yet. The forces of globalisation have a long way to run.

As for resisting inflationary pressure, the future of the UK's strong economic performance is less certain. Many sectors of the economy are already talking about labour shortages, which, as they become more severe, will bid wage rates up, thereby boosting inflation. Oil prices, having reached a 10 year low in January 1999, have since bounced back, increasing by over 70 per cent. 

Probably the most troubling of all the inflationary pressures currently facing the UK economy is that coming from soaring house prices. Current estimates are that house prices are rising by 9.8 per cent year-on-year. In July, mortgage lending was more than 3.4 billion pounds, and the approval of new mortgages, a widely used lead indicator for future house prices, was at its highest since the 1980s' boom. However, although parallels with the late 1980s' housing boom are being made, the market conditions are very different today. In the late 1980s house prices were rising by almost 20 per cent a year, and the percentage of income spent on mortgage payments was a massive 37 per cent, compared to only 21 per cent today.

However, the Monetary Policy Committee (MPC) of the Bank of England was suitably concerned to raise interest rates by 0.25 per cent in September, citing the rise in housing costs as one of its main concerns.

The decision to raise rates in many ways reflects the dilemma facing the MPC. Certain sectors of the economy, such as the service sector and housing, were experiencing growing inflationary pressures, whereas other sectors, such as manufacturing industry, were not. The decision to raise rates was inevitably going to be a contentious one.

Critics of the MPC's decision to raise rates have argued that it has over-reacted and is failing to let the economy grow; in fact, they argue that its actions may damage growth by strengthening the demand for sterling, forcing the exchange rate even higher.

Supporters, however, argue that the rate rise is pre-emptive and the small increase now will reduce the need for a large increase in the future.

Although it is clear that the global economy, with the enhanced use of technology, has changed the nature of economic production and competition, it would seem that the virtuous economic conditions it creates are not guaranteed. Short-term factors could, if not controlled, undermine their achievement. The issue then is, 'how do you best control such factors and when?'

Want to find out more?

There are many aspects of this news item you might wish to explore. Obviously the current performance of the UK economy is best followed in the broadsheet papers. To find out more about the problems of inflation for an economy see J Sloman, Economics (3rd or 4th ed), Ch13, section 13.4, or J Sloman and M Sutcliffe, Economics for Business, Ch25, section 25.4, or J Sloman, Essentials of Economics, Ch 7, section 7.6. The article, 'The low inflation challenge' in J Sloman and M Sutcliffe, Economics Workbook and Reader (3rd ed), p171 also presents some interesting arguments about the value of low inflation.

To find out more about the housing market, there are a number of housing-related web sites listed (e.g. House Web) in the hotlinks pages, under 'Sources of economic and business data'.

The best place for information on the MPC and its decision making is to visit the Bank of England web site which provides a wealth of excellent information.

