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SUMMARY

= The profiles for GDP growth, the output gap and CPI inflation are little changed from the February IR.

=  GDP expanded at an average annualised rate of around 3% (including the backcast) through 2013 and 2014, and we
expect growth to continue at close to that pace over the next few quarters. In the near-term, consumer spending is
the main contributor, supported by ongoing healthy gains in employment and the fillip from lower energy and food
prices. Business investment also starts to lend more support to growth later in the year after recent softness. GDP
growth then settles at an annualised rate of 2%:% in the second half of the forecast.

= We have, however, taken some signal from weaker outturns and constraints for consumption and business
investment and lowered their near-term profiles a little. This slightly weaker picture for final domestic demand has
had no implications for the overall GDP projection, but makes it less ‘stretched’ as the stocks contribution in 2015 is
now correspondingly much less negative than in February. Consumption and business investment growth are very
similar to February further ahead.

= Qver the forecast horizon, cumulative GDP growth is a touch weaker than in the February IR, given the 1.5%
appreciation of sterling since then and a weaker outlook for housing investment.

= A key development since the February /IR has been the start of the ECB’s QE programme. We estimate that the
medium-term impact on the level of UK GDP will be: 0.1% in terms of the incremental effects since the February IR —
taking account of the specific detail of the programme and its larger-than-expected impact on financial markets thus
far; and 0.3% in terms of its total impact from last summer when expectations of QE started to grow.

= Just considering trade channels, however, the news from the world economy has been negligible compared with the
February IR, with more positive signs from the euro area offset by weaker developments in the US and China.

= Unlike the previous two rounds, the market path for Bank rate, on which the projections are conditioned, are little
changed since February. A first 25bp rate rise is now priced in for mid-2016, with only a very gentle tightening path of
around 10bp per quarter priced in after that.

=  Following the supply stocktake, we have incorporated the supply-side adjustments set out at Pre-MPC. The changes
are largely offsetting, however, leaving both the level of potential supply at the start of the forecast and potential
supply growth over the forecast little changed.

=  Slack in the economy is now judged to be around 0.3% in 2015 Q2, 0.2pp narrower and with a slightly different
composition (smaller participation gap, wider average hours gap and less positive capacity utilisation) than in February. It
is also slightly smaller than in February for the majority of the projection but, given the slightly weaker cumulative
growth in GDP, has more of a ‘dogleg’ and ends in the same place at zero. Indeed, with GDP continuing to grow
slightly faster than potential supply in the near-term, we expect slack in the economy to be fully absorbed by the end
of this year. But further ahead, with GDP growth edging down slightly and potential supply growth picking up - driven
by strengthening potential productivity growth - the output gap hugs zero throughout the projection. Unemployment
reaches 5.0% by year 3, in line with our estimate for U* and the natural rate.

= CPI inflation was 0.0% in March. We expect a broadly flat profile over the next few months, averaging -0.1% and
+0.1% in Q2 and Q3, respectively. However, downward pressures from food and energy prices will start to fade rapidly
around the turn of the year, and with slack in the economy at close to zero through the forecast, we expect
strengthening unit labour cost pressures to result in CPI inflation returning to target at the year 2 horizon. Inflation is
2.1% at year 3. These are both unchanged from February and, indeed, the projection is remarkably similar throughout
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as the small upside boost from a smaller output gap and higher world prices offset the small downward drag from
sterling’s appreciation and a less upward-sloping oil futures curve.

In the UK section of the Benchmark meeting, we propose to take the Committee through this forecast update,
developments in asset prices since the February /IR and the risks around the demand outlook.

In the subsequent Key Issues meetings, we will pose the following questions: (i) how much slack do you think there
is left in the economy? (ii) what scope is there for productivity improvements to underpin further robust non-
inflationary growth? (iii) what has been holding back pay growth, and will it persist?

INTRODUCTION

This note contains four sections. The first describes how the forecast has changed since the February /IR. The second
presents the headline profiles and sets out the absolute narrative. The third highlights risks around the central
forecast. And the fourth discusses some monetary policy strategy issues arising from the forecast. In the Appendix, we
outline how the IR Key judgements and indicative projections tables have changed since February.

SECTION 1: NEWS TO THE FORECAST SINCE THE FEBRUARY IR

GDP, income and expenditure

The latest Quarterly National Accounts revised up GDP growth in 2014 from 2.6% to 2.8%. And, within that,
growth in 2014 Q4 was revised up from 0.5% to 0.6%, in line with the February IR. However, recent monthly ONS
data for early-2015 have been weaker than expected, and we have revised down our estimate for the
preliminary estimate of Q1 GDP growth to 0.5% (0.6% final), 0.1pp lower than in the February /R. Moreover, we
see the risks to our nowcast as being skewed to the downside, for example if we should have taken more of a
signal from January’s weak Index of Services data. We have pencilled in growth of 0.7% in 2015 Q2, unchanged
from February.

Taken together, the level of GDP starts the forecast 0.2% higher than in the February IR (Chart 1). The combined
effects of the supply judgements we’ve incorporated in the Benchmark forecast outlined at Pre-MPC (see below)
and the news in potential productivity net out such that the overall news in potential supply at the start of the
forecast is negligible. We have therefore interpreted the starting level news in the output gap (see below) as
+0.2pp of demand news (Chart 2).

Cumulative GDP growth is 0.4pp lower over the forecast (the level by the end is 0.2% lower than in February)
half of which reflects this starting level demand news unwinding. Two other factors push down slightly on GDP
growth over the forecast: sterling’s appreciation and a judgement to lower the housing investment profile;
though these are partly mitigated by a slightly more positive effect from the ECB’s QE programme (Chart 3).

The sterling ERI is 1.5% higher than in February. Within that, there has been a c4% appreciation against the € but
a ¢3% depreciation against the $. ECB QE is the most identifiable factor to have pushed up £ against the € over
that period, and indeed given the evidence from financial markets since the February IR, we now think the ECB’s
QE programme may have a slightly larger and more front-loaded impact than previously. Indeed we think the
incremental news around ECB QE and its potential impacts since February will push up on the level of UK GDP by
around 0.1% over the medium term, driven by stronger portfolio balance effects (Chart 4).

Our estimate of the total impact of ECB QE on the UK —i.e. including the effects of expectations of QE starting to
grow from the middle of last year — is that it might boost the level of GDP by around 0.3pps over the medium-
term — that is, the combined boost from trade, credit and portfolio balance channels outweigh the drag from the
higher sterling-euro exchange rate. Much of these effects were already factored into our February IR, and hence

we have just incorporated the incremental news stemming from ECB QE since then into the Benchmark forecast.
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= Prospects for housing investment have softened since the February IR. Data revisions now show a weaker profile
through 2014, while new housing starts and new orders data have weakened of late and reports from the Bank’s
Agents also point to a weaker outlook. This brings the profile for housing investment more into line with our
suite models and, by itself, detracts 0.2% from the level of GDP by 2017 (Chart 5).

= Qverall, the outlook for the world economy is broadly unchanged since the February /IR: we expect only
fractionally lower (-0.1pp) UK-weighted world GDP growth this year compared with the 2.5% envisaged in
February. But that masks a more positive outlook for the euro area offsetting weaker prospects for the US and
EMEs. In the euro area, near term activity indicators have taken a more positive tone of late, and we have
correspondingly revised up our expectations for GDP growth to 0.4% for Q1 and 0.5% for Q2: both 0.1pp higher
than embedded in the February IR. In total, we expect the ECB’s QE programme (again including the impacts
since expectations of QE started to build from last summer) to boost the level of euro-area GDP by around 1%
over the medium-term?. In contrast, the near-term US outlook has softened, and we now expect GDP growth of
only 0.2% in Q1, compared with 0.6% anticipated in the February /R. We expect that softness to be only
temporary, though further ahead, the additional 1.5% appreciation in the $ ERI will also restrain US growth. An
array of evidence in recent weeks has suggested that growth in China has slowed further, and we think that EME
prospects remain subdued, after sharp downward revisions to our forecasts in February.

= The market path for Bank Rate is broadly unchanged since the February IR. A first 25bp rate rise is priced in for
mid-2016, with only a small probability attributed to a rate cut over the next few months. This broadly
unchanged yield curve masks various offsetting factors though: we judge that news regarding UK data, ECB QE
and MPC communications pushed down on expectations for Bank Rate, but was offset by upward effects from
foreign data news?. The yield curve remains very flat, reaching only 1.2% at the year 3 point, implying only a very
gradual tightening path of around 10bp per quarter after the first rate rise (Chart 6).

= New discretionary fiscal policy measures announced in the Budget amounted to less than £1bn (<0.1% GDP) per
annum out to 2018-19, and hence have had a negligible impact on the projections. There are two other points
worth noting about fiscal policy. First, the higher assumption for public spending in 2019-20 in the Budget
(yielding the new ‘roller coaster’ spending profile) is beyond our current forecast horizon of 2018 Q2. Second,
the May IR (published May 13™) will be conditioned on the fiscal plans set out in the March Budget, but will be
published after the General Election (May 7). So, fiscal policy could change relative to that assumed in the May
IR relatively quickly after our forecasts are published. In that context, options prices suggest that the risks to £
against both the $ and the € are skewed to the downside in the near-term.

=  The small amount of starting level news in GDP masks more significant news in the expenditure components
with weaker consumption, business investment and net trade, more than offset by higher government spending
and, in particular, stockbuilding. Given several recent downside surprises on business investment, we have taken
some signal from this and allowed investment growth to return only gradually back to rates anticipated in the
February IR (Chart 5). Similarly, consumption growth is a little weaker over 2015. But this slightly weaker picture
for final domestic demand has had no implications for the overall — and very little-changed — GDP projection, but
makes it less ‘stretched’ as the contribution from stocks is correspondingly now much less negative when it detracted
c%pp from GDP growth in 2015. Consumption and business investment growth are very similar to February further
ahead. The household saving rate was revised down around 1pp in the QNA. We have largely maintained its gentle
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decline from the February IR, so it also ends the projection around 1pp lower at 5.2% (Chart 7). We have unwound
the large upside and downside news in exports and imports, so the export share/import penetration are now more
downward/upward-sloping, respectively (Charts 8 and 9). The export share ends the forecast slightly lower than in
February given sterling’s appreciation (Chart 8).

2. Supply and spare capacity

*  Following the supply stocktake, we have incorporated the supply-side adjustments set out at Pre-MPC.3 The changes
are largely offsetting, however, leaving both the level of potential supply at the start of the forecast and potential
supply growth over the forecast little changed (Chart 10).

= More specifically, upward revisions to our population and equilibrium average hours assumptions would, all else
equal, raise potential supply by around 0.3% and 0.2%, respectively, at the start of the forecast. But that is
broadly offset by downward revisions to our trend participation assumptions and small downside news in
potential productivity, which push down by 0.4% and 0.2%, respectively. Equally, stronger population growth
over the forecast broadly offsets downward-sloping trend average hours (relative to the flat trend we had in
February). Potential supply growth is a touch lower than in February, though, as the lower level of investment
(see above) has a small capital shallowing effect on productivity.

= Considering each of the individual supply-side assumptions - population, productivity, participation and average
hours - in turn;

Population: Previous Inflation Reports were conditioned upon the ONS'’s principal population projections, which
assumed net migration of around 165,000 per annum. However, net migration has been far stronger than that in
recent quarters, reaching 298,000 in the year to 2014 Q3, for example. We have correspondingly revised up our
population projections. We now make the simple and transparent assumption that net migration will fall back over
the next few quarters to its average of the last decade: around 220,000 per annum. As a result of these changes, the
size of the population is around 0.3% higher than in the February IR at the start of the forecast, and around 0.7%
higher by the end of the forecast*.

Productivity: As noted above, around 0.3pp of the stronger population growth discussed above has already occurred
(Chart 11). But it has not yet been incorporated into official ONS data. When it is, we think employment and
unemployment rates will be left unchanged, but total hours worked will be revised up. With GDP unaffected by
population revisions, we therefore expect productivity per hour to be revised down by 0.3%. In line with our typical
treatment, all else equal we lock that lower starting point for the level of productivity into the forecast. Given that
the average migrant wage is very similar to that of a UK national, we have not assumed that higher migration will
have a depressing “batting average” effect on productivity. Nevertheless, with new migrants adding to potential
supply a little more quickly than they contribute to demand (i.e. because it takes time to find a job), the higher
migration assumptions, on their own, widen our estimate of the output gap slightly over the forecast.

Partly offsetting the downward impact on the starting level of productivity from higher migration assumptions, GDP
growth in 2014 has been revised up by around 0.2pp since the February /R. All else equal, that raises productivity per
hour over the past by around 0.2%, which we also lock in over the forecast horizon. At the same time, the latest
capacity utilisation indicators have shown a slight easing, all else equal, suggesting some small downside news in
structural productivity.
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Participation: We now judge that much of the cyclical recovery in participation back to its trend rate has already
taken place®. That has contributed to a downward revision to our estimate of the equilibrium participation rate at
the start of the forecast, from 63.8% to 63.5%. Over the forecast horizon, we project a flat trend participation rate,
as downward pressures from an ageing population are balanced by increasing participation rates for older people
(Chart 12).

Average hours: While average hours have already recovered strongly from their post-crisis trough, there are still
signs of underemployment, most notably amongst part-time workers® . Indeed, we have revised up our estimate of
equilibrium average hours at the start of the forecast slightly, from 33.3hrs per week to 33.4 (Chart 13). Looking
ahead, we expect trend average hours to decline slightly, driven by an aging workforce (on average, workers’ average
hours start to decline after the age of around 55).

As a result of the supply stocktake for this forecast round, we have made various changes to our supply side
assumptions — as discussed at the Pre-MPC meeting. The net impacts are reasonably small, both at the start of
the forecast and over the forecast horizon, as some of the changes offset one another (discussed below). But
overall, the changes suggest slack in the economy of only around 0.3% at the start of the forecast horizon
(15Q2): around 0.2pps narrower than expected in the February Inflation Report. That may therefore warrant
revising the February IR language that “slack is currently broadly in the region of %% GDP”.

Taken together, the output gap is estimated to be -0.3% in 15Q2, 0.2pp smaller and with a different composition
(smaller participation gap, bigger average hours gap and less positive capacity utilisation) than in February (Chart
14). It is also slightly smaller than in February for the majority of the projection but, given the slightly weaker
cumulative growth in GDP and very similar growth in productivity, has more of a ‘dogleg’ and ends in the same
place at zero (Chart 15).

Inflation and wages

CPl inflation in March - and in Q1 as a whole - was in line with our February IR forecast, at 0.0%. However, we
have revised down our CPI inflation forecasts in the very near term by around 0.1pp (Chart 16). That
predominantly reflects downside news from the changes to alcohol duties announced in the Budget, the rise in
£/€ since the Feb IR pulling down on imported food prices, and weaker core goods inflation. The modest rise in
oil prices since February only provides a small offset. We expect CPI inflation to bump around at close to zero
over the next few months, with April and June the months most likely to show negative inflation rates, related to
effects from Easter and the timing of summer clothing sales respectively.

In the February IR, we judged that around 2/3rds of the 1.5pp shortfall of headline CPI inflation relative to target
at that time (December CPI data) could be explained by lower energy, food and other goods prices, with the
other 1/3 reflecting subdued generalised inflationary pressures. An update of that decomposition for the March
CPI data would now suggest that energy, food and other goods prices now account for around % of the 2pp
shortfall of inflation relative to target, with the other % attributable to subdued generalised inflationary
pressures. Thus, while headline CPI inflation has fallen somewhat further in recent months, we have not
materially changed our view that generalised inflationary pressures are pulling down on CPI inflation by around
0.5pp at present.
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The CPI projection is remarkably similar to February, as then, reaching 2.0% and 2.1% at the year 2 and 3 points,
respectively (Chart 17). This relatively unchanged forecast reflects the small upside boost from a smaller output gap
and higher world prices (around 0.7% higher than in February), offset by the small downward drag from sterling’s
appreciation and a less upward-sloping oil futures curve.

Wage growth in 2014 Q4 was boosted by strong bonuses (regular pay growth was only 2.1% in Q4). That will
have an echo effect, pushing down on the annual growth rate in 2015 Q4, which is now 2.6% compared with
3.4% in February (Chart 18). It is this Q4 number that we publish in the indicative tables in the /IR and so may get
some external attention. More recent earnings data have been a touch softer than expected, but the projection
is very little changed (apart from the echo effect in 2015 Q4) given little news in labour market slack and
productivity.

SECTION 2: THE ABSOLUTE NARRATIVE

1.

Demand

February IR Key Judgement 1: In the UK and abroad, past falls in oil prices depress inflation temporarily
but support growth.

February IR Key Judgement 2: Global growth picks up gradually following recent weakness, particularly
in the Euro area

We judge that the recovery in GDP growth since early-2013 has been driven by the abatement of somewhat
interrelated headwinds from the global economy, heightened uncertainty, and tight credit conditions (Chart 19).
Looking ahead, both lower energy prices and a slightly firmer global picture provide some additional stimulus in
the first few quarters of the forecast horizon, though that is partly offset by a slightly stronger fiscal drag. Over
the medium-term, the drag on real incomes from weak productivity growth also fades.

We expect GDP growth to be 2.8% (2.5% excluding the backcast), 2.8% and 2.5% in 2015, 2016 and 2017,
respectively.

The main counterpart to continued robust GDP growth over the forecast horizon is private consumption growth
(Chart 20). After the unexpected weakness in Q4, we expect real consumer spending growth to recover to robust
rates again in Q1 (Chart 21), with further healthy gains in employment and the boost to real consumer wages
from lower food and energy prices. Indeed, throughout 2015 and into 2016 we expect robust growth in real
income to sustain healthy growth in consumer spending, with the saving ratio remaining broadly flat — as has
been the case since early-2013. Consumption growth slows a little in the second half of the forecast as the
energy-related boost fades. The saving rate ends the forecast at 5.2%, edging down just over %pp from its level
in 2014 Q4, as it did in February (Chart 7).

The composition of real income growth changes over the next few quarters though: strengthening productivity
growth and scarce slack in the labour market pull up nominal wage growth, but employment growth slows from
the exceptionally strong rates in recent quarters and the boost from low CPI inflation starts to wane from late-
2015 onwards.

After the recent softness, business investment growth again picks up to 7-10% annualised rates from late-2015
onwards, consistent with the message from our suite models (Chart 22, Chart 23). By the end of the forecast
horizon, the business investment to GDP ratio rises to 12.0 of GDP: above the previous high of around 11.7% in
the late-90s.
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= We expect net trade to impart a drag of around 0.2pps per annum on GDP growth over the medium term, as
growth in the UK outstrips UK-weighted world GDP over the next few quarters and relative price effects from the
circa 11% appreciation of sterling since mid-2013 weigh.

= The profile of financial balances over the forecast horizon shows that the main counterpart to the c4pp of GDP
further improvement in the government’s net borrowing position is a 3pp of GDP fall in the corporate sector
financial balance and a 1pp of GDP fall in the household sector balance accounting. In contrast, the current
account deficit remains flat over the forecast horizon, at a historically wide ¢5% of GDP.

2. Supply and spare capacity
February IR Key Judgement 3: A recovery in productivity growth and real incomes supports domestic
demand and overall activity

= GDP has grown much faster than potential supply over the last 3 years, with our estimate of the output gap
correspondingly narrowing from around -4.5% in late-2011 to around -0.3% in 2015 Q2.

= On average, growth in total potential supply over that period has been more than accounted for by unusually
strong growth in potential labour supply, with robust population growth and increases in both equilibrium
average hours and the equilibrium employment rate (the flip-side of decreases in U*) all contributing strongly.
However, we expect growth in potential labour supply to slow back to pre-crisis rates over the forecast horizon,
as trend average hours start to edge down and population growth slows over the medium-term (Charts 24, Chart
25).

= Changes in potential productivity show the opposite profile. Having been exceptionally weak over the last few
years, we think potential productivity growth has started to strengthen again more recently - to around 1% - and
we anticipate further strengthening to around 1.8% by the end of the forecast horizon. That remains slightly
below the average of around 2.1% experienced in the decade prior to the financial crisis, and represents a
compromise between different schools of thought about the outlook for productivity. On one view, more of the
shortfall in the level of productivity relative to a continuation of its pre-crisis trend is cyclical than we’re
assuming, so productivity growth may pick up to above pre-crisis rates in due course, closing some of the gap in
the levels. On another view, financial crises tend to result in one-off permanent shocks to the level of
productivity, but in due course productivity growth returns to pre-crisis rates. Yet another view, however, is that
in addition to a permanent one-off shock to the level of productivity, a return to pre-crisis growth rates also
looks too optimistic. That debate will be covered in more detail in the Key Issues meeting.

=  From a starting point of around -0.3% in 2015 Q2, the output gap is expected to close towards the end of this
year, and to remain very close to zero thereafter. Compared with the rapid narrowing over the last 3 years, that
much flatter profile over 2015-2017 is more than accounted for by an expected improvement in potential supply
growth, from an average of around 1% over 2012-2014 to around 2.6% by the end of the forecast horizon. In
turn, that strengthening in potential supply growth is more than accounted for by expected improvements in
potential productivity growth, from an average of around -0.5% over 2012-2014 to around 1.8% by the end of
the forecast horizon. That expected strengthening in potential productivity growth is an integral part of the
economy being able to sustain robust non-inflationary GDP growth and material improvements in real incomes
over the forecast horizon.

= Consistent with the output gap being zero at the end of the forecast, unemployment reaches 5.0% by year 3, in line
with our estimate for U* and the natural rate.
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3. Costs and inflation
February IR Key Judgement: Domestic slack is absorbed so that inflation returns to the 2% target as the
price-level effects associated with lower energy, food & import prices dissipates

= CPl inflation was 0.0% in March and 2015 Q1 as a whole. Based on the March CPI data, energy, food and other
goods prices account for around % of the 2pp shortfall of inflation relative to target. The weakness of other
goods prices is consistent with our view that non-energy import prices are currently dragging on CPI inflation
following sterling’s appreciation since 2013. The other % of the deviation of inflation is attributable to subdued
generalised inflationary pressures, linked to there still being an output gap and the weakness of wage growth.

=  But as oil and food effects drop out of the annual comparison, inflation picks up to 1.3% at the start of 2016, with
import price pass-through the only material drag remaining (Chart 26), reflecting the past and ongoing falls in
Sterling world export prices. If anything, our statistical suite models would suggest a slightly stronger rise in
inflation over the next year. Then, as the output gap closes and the drag from import prices finally dissipates,
inflation climbs to back to target at the year 2 point and is 2.1% at year 3.

= Conditional on the prevailing yield curve at the time of the February IR, the Committee was happy with an
inflation projection above target at year 3. This poses a small narrative question in that the output gap isn’t
pushing up on inflation at that horizon (given it’s closed) and, if anything, energy and import prices are pulling
down a touch. One way to rationalise this is that the Committee implicitly thought that the output gap would go
slightly positive over the forecast in forming their top-down view of the medium-term inflation projection in
February.

=  Consumer sector margins have rebuilt significantly over the past 2-3 years to around their long-run levels given
the weakness of real wages relative to productivity and unit labour cost growth over this period and as they
passed through the earlier depreciation of sterling (Chart 27). And, so, over the forecast there is little margins
rebuild still to come. But that and the gentle rises in domestically-generated inflation over the forecast hinge on
rises in wage and unit labour cost growth.

= According to our suite models, wage growth (Chart 28) over the past year or so has been weaker than
movements in productivity and our estimates of slack would suggest (Chart 29, Chart 30). The Benchmark
forecast unwinds much of that unexplained weakness, though not as quickly as our suite models would imply.
Nevertheless, as the unexplained weakness does unwind, we are projecting quarterly annualised growth rates of
close to 4% this year and therefore not much more of a pick-up thereafter even though slack is absorbed and
productivity growth picks up. Annual wage growth reaches 3.4% as early as the start of next year and 4.1% by
year 3.

=  With wage growth at 2.1% and productivity growth at 0.4% in the year to 2014 Q4, unit wage costs were up
around 1.8% (Chart 31). This is a notable strengthening from the average of around 1% over the preceding two
years, but is still below the rate consistent with the inflation target given the ongoing drag from import prices.
Over the forecast horizon, we expect unit wage cost growth to remain broadly flat in 2015 - as both productivity
growth and average earnings growth strengthen at a similarly modest pace - but to pick up a little more
thereafter as wage growth converges to around 4.1% over the medium term compared with productivity growth
at around 1.8%.

=  We think that import prices (Chart 32) are currently dragging on inflation by 0.2pp, which builds to around 0.3-
0.4pps from late-15 through to late-16. That reflects two factors: first, as more of sterling’s appreciation since
2013 is passed through to import prices; and second, as that and previous falls in import prices are passed
through to CPl. On the former, with little news in import prices, there’s little reason at this stage to revisit the
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judgement made in February that only around 65% of the appreciation of Sterling from 2013 would through into
import prices, compared with our standard assumption of 85% pass-through. By the end of the forecast horizon
we expect the impact of import prices to have largely faded.

SECTION 3: RISKS AROUND THE CENTRAL PROJECTION

* In February, the Committee judged that the risks to the CPI inflation outlook were slightly to the downside
through to mid-2016, but broadly balanced thereafter. The risks to GDP growth were judged to be broadly
balanced throughout the forecast horizon. Table A summarises our latest views, Table B offers the details.

Table A: Our view of the balance of risks around the forecast

GDP risk Inflation risk Change since Feb IR

KJ1: Oil prices & impacts N ™ No significant change
KJ2: Global growth NE NE More pronounced

KJ3: Supply and real incomes 4 & No significant change

KJ4: Inflation & & No significant change

Overall J & No significant change

= |nternational Directorate judge that the risks around oil prices (Key Judgement 1) remain skewed to the
downside in the near-term - for example due to higher Iranian supply —and skewed to the upside in the medium-
term, perhaps as prices have overshot on the way down. Thus far, it is too early to judge whether the impacts of
the declines in oil prices since mid-2014 on GDP growth and CPI inflation have been materially different than we
expected.

= International Directorate judge that the risks to the world outlook (Key Judgement 2) remain to the downside,
and indeed by more than in February. In the euro area, while the risks of an extended period of low nominal
growth has diminished somewhat, the risks around Greece have intensified. At the same time, upside risks
around the US are judged to have attenuated, and risks around Emerging markets - particularly China - remain
firmly skewed to the downside.

= Risks around Key Judgement 3 (that stronger productivity and real income growth support domestic demand)
have arguably edged to the downside a little, though we still think they are broadly balanced. Productivity
growth at the start of the forecast horizon is now around 0.5% YoY: around 0.4pps weaker than expected in the
February IR. At the same time, wage growth has also been a little softer than expected of late. And we think the
risks around our Q1 GDP growth forecast are skewed to the downside. Thus, evidence of the material
strengthening in productivity and wage growth required to sustain robust non-inflationary GDP growth and
material improvements in real incomes has again being delayed somewhat.

The extent to which the risks from the composition of GDP in 2015 have changed is nuanced. Downward
revisions to household consumption, private sector investment and net trade are offset by upward revisions to
inventories. Yet, since the profile for inventories in the February IR was unusually weak (subtracting around
3/4pp from 2015 GDP growth), the May Benchmark forecast might arguably now be more balanced.

= Risks around Key Judgement 4 (that domestic slack is absorbed so that inflation returns to target over the
medium term) are somewhat mixed. Wage growth has surprised slightly on the downside since the February IR,
But at the same time, the labour supply stocktake for this forecast round suggests slightly less slack in the
economy than previously anticipated, which could all else equal suggest slightly stronger inflationary pressures
going forwards.
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Table B: Risks around the Feb IR Key Judgements

Risks to inflation from the oil price to the
downside in the near-term and the upside
further out

Euro area policy actions insufficient to prevent

GDP risk
(medium-term)

N

Inflation risk
(near-term)

N

Inflation risk
(medium-term)

Key Judgement 1: In the UK and abroad, past falls in oil prices depress inflation temporarily but support growth

/[\

Key Judgement 2: Global growth picks up gradually following recent weakness, particularly in the Euro area ‘

Changes since February

No significant change: Qil prices
up a little since Feb, but risks of
supply boost (eg Iran) remain.

Receded: wide range of more-

falling oil prices

low inflation becoming entrenched v v positive data from Euro area
. . e Increased: negotiating positions
G tsE th cont limited b
reece exits urq With contagion fimited by N J J have hardened, ahead of difficult
policy response
debt repayments
Global risk sentiment worsens as a result of Unchanged: Better signs from
continued Euro area weakness and/or US N J Euro area, but further weakness in
monetary policy tightening US supply growth
M d: further broad-
Severe slowdown in China NE N2 ore pronou.nce ur e.:r roa
based signs of slowing
Rest of world receives stronger boost from 2 N Balanced: oil effects on global

Key Judgement 3: A recovery in productivity growth and real incomes supports domestic demand and overall activity

growth broadly as expected

Unchanged: Weak productivity

placed to stimulate demand

with lower energy, food & import prices dissipates
Less of the effect of the appreciation on import

Productivity growth fails to pick up 4 &~ continued in Q4, but was expected
Firms are unwilling/unable to invest as much as More pronounced: weaker
in the central projection v v investment data & prospects
Zero lower bound means policy is less well- ¢ ¢ Balanced: 0.5% no longer seen as

Key Judgement 4: Domestic slack is absorbed so that inflation returns to the 2% target as the price-level effects associated

the lower bound

Unchanged: latest data (and

outlook

(0,0,0)

prices is left to come, so import prices are ? 4 ™ revisions) give no reason to
higher change our previous views
Differential movementsin S and €
uicker pass-through of the appreciation to . L
Q P . & . PP ? J ™ could lead to different timing of
import prices and CPI
pass-through to CPI
Labour supply could be stronger over the More balanced after labour supply|
T N
forecast changes made for the May IR
Downside inflation errors and inexplicable .
. . . A little more pronounced: wages
weakness in wages contain more signal about ? J J
. .. . weaker than expected
underlying disinflation
Inflation expectations become less well No significant change: market
anchored, given the weak near-term inflation NE N J inflation expectations up a little,

(-0.15,0.0,0.0)

consumer measures mixed
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SECTION 4: STRATEGY CONSIDERATIONS
(MASD)

= The open letter accompanying the February Inflation Report contained the argument that, in the absence of a
policy trade-off, monetary policy should act to eliminate slack and bring inflation back to target rapidly, once
temporary factors (principally lower food and energy prices) had dissipated towards the end of the year.
Consistent with that open letter, the path of rates expected by financial markets, upon which the benchmark
forecast is conditioned, implies that both inflation and the output gap are fully stabilised within two years (2017
Q2)’.

= Another open letter will accompany the May Inflation Report. The May Benchmark forecast closely resembles
the February forecast, and is the product of similar underlying forces. Market expectations for the path of policy
are little changed from February, with nominal rates rising only gradually to remain very close to 1% at the two
year horizon.

= By setting the path for nominal rates above that implied by market expectations, policy could cause the output
gap to close more slowly, and extend the horizon over which inflation returns to target. On the other hand, if
nominal rates were to be set lower than those on the conditioning path, either by temporarily cutting Bank Rate,
or by credibly signalling an intention to hold Bank Rate at its present level for longer than the market currently
expects, inflation would be expected to return to target more rapidly than in the Benchmark forecast. However,
the output gap would close more quickly too, and most likely ‘overshoot’. It appears that the market anticipates
that monetary policy will appropriately balance these risks.

APPENDIX: NEWS TO THE VARIABLES WE PUBLISH

= The last page of this note shows the projections for the variables that we publish online in the supplementary
tables. We would like to draw most attention to the following changes:

i) As noted above, our headline GDP growth forecasts are little changed from the February, on average 0.1pps
per year lower over 2015-2017. But the compositional changes for 2015 are material, with all of household
consumption, private sector investment and net trade weaker than previously, offset by greater
stockbuilding. That said, in an absolute sense, the contribution of stockbuilding to GDP growth in 2015 is
modest at +0.2pps: it was just significantly negative (-0.8pps) in February.

ii) Another material change is average weekly earnings, where year-on-year growth in 15Q4 is now 2.6%,
compared with 3.4% previously. That reflects a bonus-related echo effect from 2014 Q4: on a quarter-on-
quarter basis our wage growth forecasts from 15Q2 onwards are little changed from previously.

7 The central projection for inflation remains very slightly below target at the 7 quarter horizon (1.9%), but is at target at the two
year horizon. The output gap is closed entirely in the next few quarters.
11
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Chart 6: Market path for Bank Rate (%)

Per cent

Chart 7: Household income, spending & saving

i 200 Per cent Change oya
- 1.75 r 12
- 1.50 o
- 1.25
T~—___ I 6
- 1.00 -4
- 050 N | T T O
o WS &
r T T T T T 0.00 L 6
2013 2014 2015 2016 2017 2018 2006 2008 2010 2012 2014 2016 2018
——Nov 2014 IR =—Feb 2015 IR ——May 2015 BMK| —Saving rate (%) ——Consumption
— Real disposable income
Chart 8: UK export market share (1990Q1 = 100) Chart 9: Import penetration
Index: 1990Q1 = 100 Index: 2007Q1 = 100
ndex: 1990Q8 =100 145 ndex: 2007Q1 =100 445
. o5 - 120
- 110
- 85
- 100
- 75 L 90
f T T T T T T T 65 f T T T T T 80
1990 1994 1998 2002 2006 2010 2014 2018 2008 2010 2012 2014 2016 2018
——Feb2015IR  ——May 2015 BMK ——Feb 2015IR  ——May 2015 BMK
Chart 10: Change in level of potential supply since Feb Chart 11: Productivity growth (% Q0Q)
”; o Per cent change oqa
' I Trend participation - 1.0
0.6 - mmm Trend population
| Trend average hours
04 = Trend productivity 1l I - 0.6
0.2 e Trend GDP
- 0.2
0-0- U, UUUULUUUUUNLULUU
0.2 - T - -0.2
0.4 -
06 - -0.6
e | 2010 2012 2014 2016 2018
0.8 - Feb 2015 IR May 2015 BMK
2020 | ====- 1997-2007 average

08 09 15 16 17 18

13




May 2015 Forecast Round

Chart 12: Changes to equilibrium participation rate
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Chart 18: Average weekly earnings (% YoY)
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Chart 20: Contributions to GDP growth (pps, YoY)
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Chart 24: Potential supply growth (% YoY)
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Chart 26: Contributions to deviation of CPI inflation
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Chart 30: Wage suite residuals Chart 31: Unit wage cost growth
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APPENDIX: THE SUPPLEMENTARY TABLES

Key judgements table 1:3:;:::7 2015 2016 2017 News 2015 2016 2017
Key Judgement 1: Key Judgement 1:
Dollar oil prices 39 62 67 69 Dollar oil prices 4 2 0
Key Judgement 2: Key Judgement 2:
World GDP (UK-weighted) 3 2% 2% 2% World GDP (UK-weighted) 0 0 0
World GDP (PPP-weighted) 4 3% 3% 3% World GDP (PPP-weighted) 0 0 0
Euro-area GDP 2% 1% 2 1% Euro-area GDP Y 0 0
US GDP 3 2% 2% 2% US GDP -Ya -Ya -Ya
Key Judgement 3: Key Judgement 3:
Productivity 2% % 1% 1% Productivity -Ya 0 0
Household saving ratio 8 % 6 % 5% 5% Household saving ratio -Ya Y %
Credit spreads % 2% 2 2 Credit spreads Ya 0 0
Business investment to GDP ratio 10 10 % 11 11% Business investment to GDP ratio -V -/ %
Key Judgement 4: Key Judgement 4:
Participation rate 63 63 % 63 % 63 % Participation rate 0 -Ya -Ya
Average hours 32 % 32% 32% 32% Average hours 0 0 0
UK import prices VA -4 1% % UK import prices - % 0
Unit labour costs 2% 1% 2% 2% Unit wage costs -% 1A %
Indicative projections table 1:32;::27 2015 2016 2017 News 2015 2016 2017
Household consumption 3% 3 3% 2% Household consumption -% -Ya Ya
Business investment 2% 3 7% 8% Business investment 3% 1% Y
Housing investment 3% % 3 4% Housing investment 1% 3% 1%
Exports 4% 4 3% 3% Exports % -2 -1%
Imports 6 4 3% 3% Imports 2 2% 1%
Real post-tax household income 3 3% 2% 2% Real post-tax household income Y % 0
Employment 1 1% 1 % Employment 0 0 0
Average weekly earnings 4% 2% 3% 4 Average weekly earnings % D 0
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