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Summary 

The h!(/(lfioll Report rev iew:-. recent develoP Jllent~ in inflation and 
presents the Bank of En gland's analy~i s of future pros pects. h 
contains seven sections coverin g: 

(i) recent pri ce deve lopments: 

(ii) monetary and fi scal po li cy: 

(iii ) demand and output : 

(iv) the labour market: 

(v) price dynamics: 

(v i) the prospect:-, for inflat ion: and 

(v ii ) conclusions. 

Inflation has continued to fa ll throughoul the period since the May 
Report. The headline inflation rate ha :- fallen 10 1. 2o/c a year. the 
lowest for nearly thirty years. Underlying inflation. defined in 
terms of RPIX, has fa llen from a rate of 3.5% in March 10 2.80/(' in 
Ju ne. the lowest figure since the index firs! became available. 

The inflation Qutturn has been lower than projected at the time of 
the last Report. Thi s is partly because food. alcohol and tobacco 
did not increase in price as rapidl y as ex pected. taking imo account 
the usual seasonal pattern. and partl y because price increases 
across the range were lower than impli ed by the ir recent behaviou r. 
Inflationary pressures ha ve cOI1(inued to weaken. Such large 
divergences between the outturn and the previous projection 
constitute news about unde rlyi ng inflation . The ratio of retail to 
wholesale prices fell more than ex pec ted. The impact o f sterling 
deprec iation on import prices hns bee n offset by a red uc tion in un it 
labour costs, leavi ng total costs broadly unchanged. 

Monetary poli cy is based on an assessment of the direction in 
which in fl at ion is movi ng one to two years ahead, and nOI on the 
backward~ looking measure of the inc rease in prices O\'er the past 
twelve mon ths. T he Bank's central projection is that inflation will 
remai n with in the target range over the next two years. It is 
important to distinguish between RP1X inflation. used in the 
defin ition of the target range. and a measure of underlying 
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in fla tion wh ich excl udes changes in bot h indirect and loca l 
au thority taxes. Excludi ng the effects of taxes, the underl ying rate 
of inflation is expected to decline furt her over the nex t year and 
then to remain broadly constant into 1995. In contrast. RPIX 
in flation will increase in the first ha lf of 1994 as a result of the 
ex tens ion of VAT to domestic fuel and power (and any indexation 
of exc ise duties to be announced in the Nove mber Budget) and the 
change from the Community C harge to the Council Tax droppi ng 
out of the twelve- month ra te. The officia l measure of underlyi ng 
infla ti on may, therefore. be close to the top of the target range in 
the first ha lr of 1994. 

The evidence on ex pec tations of inflation sugges ts that 11 is 
expec ted to remai n within the target range over the ne xt two years 
or so. But market expectati ons de ri ved from the yield curve do 
not yet appear to be consisten t with the ac hievement of the 
inflation target over the next decade. Cred ibility of the targe t over 
this horizon matters because it affects the leve l of long- Ierm 
interest rates. Such rates are also influe nced by the level of the 
budget deficit. The prospective rise in the ratio of governmen t 
debt to G DP is of concern because it may lead to fea rs that the real 
burden of th is debt will eventuall y be monetised. 

T he recent reduct ions in in fla tion im prove the prospect that 
infla tion will remai n wit hin the target range. which will enhance 
the credibili ty of the target range itself. But it is important that 
adherence to the target range is not in terpreted si mpl y as holding 
in fla tion be low 4% a year. Pa rt of the origi nal statement of the 
target was that inflat ion should be in the lower ha lf of the ra nge by 
the cnd of thi s Parliame nt. That outcome is withi n reach pro vided 
th at monetary poli cy does not acco mmodate increases in nominal 
costs, and that fiscal policy does not threaten the in fl at ion target in 
the longer run. 



Recent price developments 1 
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Chart 1.2 
Under!) ing infl atio n 
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LI Retail prices 

Underlying inflation- defin ed a~ the twelve-mont h 
change in the Retail Price~ Index excluding mortgage 
interest payment ~ (RP IX)- ha, fa llen ~ince the last 
IIIj1alioll /?epo/'l. It wa~ 3.5% in March but fell to 
2.9% in April and 2.8% in May and June (sce 
Chart I. I). The fall wa~ matched by a deel ine in the 
'headline' rate of inflation (which includes mortgage 
interest payment~). It fe ll from 1.9% at the time o f 
the last Report to 1.3% in April ;Hld May and 1.2O/c in 
June . 

A fall in inflation wa~ widely expected for April. 
because of the ending of the Community Charge. The 
new Council Tax payment b about 9% less for a 
representati ve hou~eho ld than wa~ the Community 
Charge. The change redl/ced RPIX by an estimated 
0.3% between March and April. The twe lve- month 
change in the index fell even more bccau:.e between 
1991/92 and 1992/93 the Community Charge had 
raised the index by about OA percemage points (see 
Table I.A ). The full impact o f the change is the sum 
of these con tributions. which amounts to a reduction 
in the twelve-mon th change in RP IX of 
0.7 percentage points. Excluding both thi s factor and 
also indirect taxes. inflation. at 3.2%. ha~ fallen since 
April (Chart s 1.2 and 1.3) after increas ing earlie r in 
the year. This increase reflected the ri se in import 
prices fo llowing the deprec iation of sterling between 
September and February. 

Table I.A shows that goods are contributing a little 
more to underlying inflation than at the time o f the 
last Report. By contrast. services arc contributing a 
litt le less. Although both change~ arc small. they 
reflect some furthe r pass ing on of higher import 
prices after sterli ng's depreciat ion last September. 
However, the contribution to the underlying inflation 
rate from cloth ing and footwear. and household and 
lei sure goods. where im ports account for a relati vely 
high proportion of sal es. has fa ll en sli ght ly since the 
last Report. Within services. the contr ibution from 
the newly privatised utiliti es and pub lic corporations 
has diminished. The table shows that admini stered 
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price changes made a negligible net con tribution to the 
underlying inflati on rate in June. compared with about 
0.2 percentage points at the ti me of the last Repon . and 
0.4 pe rccnwgc points a year ago . 

Inrlationary deve lopment s takc time to be re rlected fu lly 
in conventi onalt wclve- month inflat ion rates . Table I ,B 
shows price changes measured ove r th ree- month periods. 
T he fi gures are seasona lly adjustcd and annua lised to 
allow compari son with standard measures. tho ugh the 
process o f seasonal adjustme nt is not straightforward and 
short-run measures are more vo lat il e . Even so, the 
three- month rates do olTe r a more up-to-date pi ct ure of 
infla ti on. The short -run measure of underlying inflation 
has fallen sharply s ince the last Reporl . As with the 
twel ve-month measure. however, the fa ll is partly due to 
the switch from Commun ity Charge to Counci l Tax. 
When bot h local authori ty and indirec t taxes are 
excluded. the decline is smaller. although the rate is 
be low the twelve- month fi gure. The prices of many 
items in the c lot hing and footwear. household and le isure 
goods sectors are going up more slowly than three 
months ago: this is partly because of the early start to 
the summer sa les th is year. And food prices have risen 
more slowly after increasing sharpl y between Decem ber 
and March (see C hart 1.4), Inrlation in the service 
sector has also fall en considerably since the last Report. 
The chart shows that the gap between the rates of growth 
of goods and services prices has narrowed duri ng the 
past year as the im pact of lasl .\U tumn ·s depreciation has 
a ffec ted the two sec tors ve ry diffe rentl y. 

L2 J\llanufacturing prices 

In the twelve months to June. manufactu rers ' outpu t 
prices increased by 4.0%. up from 3.8% in April. Most 
of Ihis change is attri bu table to faster inc reases in prices 
of food. drink and tobacco. In the year to June. prices 
fo r these sectors increased by 6.3%, up from 5.9% in 
April. and from 4.8% in the year 10 June 1992. Part of 
the inc rease to May may have been Ihe result of delays 
in passing th rough Ihe higher excise dut ies announced in 
the March Budge\. The greater part, though, espec ially 
continuing into June, comes from the 'green pound' 
devaluations at the turn of the year, which resulted in 
sharp increases in input costs. 

Excl ud ing food, drink and tobacco. manufacturin g 
output prices rose by 2.6% in the year to June, 
un changed since the begi nning of the year. and 
0. 3 percentage points down on June 1992 (see 



Chart 1.5 
Producer output price inflation 
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Chart 1.6 
Measures of 'core' infl~ltion 
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Chart 1.5). In the three months to June. producer prices 
(excludi ng food, drink and tobacco) rose at an 
annual ised rate of2.9% (sec Chart 1.5). Th is is 
0.3 percentage points below the April rate. Though 
more vo latil e than it s correspondi ng twel ve- month rate. 
this sh0l1er-ru n measure suggests there is li ttle upward 
pressure on fac tory gate inflati on. 

1.3 Domestic denators 

The GDP defl ator is a measure of inflat ion for tota l 
output produced at home . In the first quarte r of 1993. 
the factor cost G DP defl ator (which excludes ind irec t 
taxes and subs idies) rose by 0.7%. In the year to the 
first quarter, the defla tor rose by 2 .0%. its smallest 
increase since 1964. Tab le 1.0 shows the defla lOr fo r 
GDP and its components. The large variations between 
the di fferent components part ly reflec t the consistentl y 
lower ra te of infla tion for goods than for services . As a 
result, components which contain a big share o f 
expend it ure on services. sllch as gove rnment 
consumption. a lso tend to have high infl ation rates . The 
rate of increase in the G DP defl ator has fa llen s ince 
1990, when it reached 9 .1 %. As the GDP defl ator 
measures do meslic costs . any ri se in import prices that 
is not passed on (bu t is instead absorbed in margins) will 
call se the GDP defla tor to fall. as it did in the fourth 
quarter of 1992. 

1.4 'Core ' inflation 

Large changes in re lat ive prices Illay lead to a sudden 
but temporary chan ge in measured infl ation: examples 
include the prices of seasona l foods and petrol. It is not 
easy to be sure whether a change in measured infl ation 
is tempomry or is part o f a longer-te rm process of 
adjustment. For thi s reason it is useful to try 10 identi fy 
a 'core ' rate of inflat ion. 

Charts 1.6 and 1.7 show measures o f core inflation using 
two diffe rent approaches. In Chart 1.6. the 'core ' is 
defi ned by removing those prices which. either because 
they are volnti le or because they are contro lled by 
government. are deemed unrepresentat ive of the general 
level of prices . The chart shows two such measures. 
together wi th underl ying infl ati on (RPI X). The two 
move broadly together. Charl 1.7 shows two further 
core measures-a medi an infl ation rate, and a weighted 
average of the central 70% o f the di stribut ion of price 
changes (ie the average afte r excl ud ing the largest 15% 

) 
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and smallest 15% of price changes-a 'trimmed mean' ), 
The measure~ were discussed in the May ReporT 
(pa£c 10). They arc based on the premise that it is 
costly to adjust price~: so most firms do so only when 
act ual pricc~ dev iate sufficien tl y from their desired leve l. 
When there is a large change in relati ve prices-brought 
about by, say, an oi l-shack- the effects this has on thc 
genera l price level will be offset by small fall s in al l 
o ther prices if monetary policy is non-accommodating. 
But firm s may nOI find it profitable to make these small 
changes. In such circumstances eXcl ud ing oi l prices 
from the price index gives a better guide 10 undcrl yi ng 
inflati on. This is the rationale for ignoring large price 
ri ses or falls . A sim il ar effect can be achieved by looki ng 
at the med ian ralC of inflation. As can be seen from 
Chart i .7 both meas ures fo llow underlying inflation 
closely for most of the period . 

An alternat ive approach to measuring core inflation has 
been explored in the Bank. Statistical techniques are 
used to ident ify that part of measured inrlation which is 
caused by shocks 111<11 do not affect the level of OUlput in 
the long run : wc would expecl most monelary shocks to 
fall in this category. Thc Bank study, which is di sc ussed 
more fu ll y in the accompan ying box. suggesls quilc 
wide variation in 'core' inrlation so mcasured over the 
past fi vc years, fall ing to about 2% in recent months. 

I.S Other measures of inflation 

The housing adjusted RP I (HARP Index) replaces the 
mortgage interest component of the hcudl ine RPI wilh 
an alternative measure of the cost of owner-occupied 
housing. ll ) Chart 1.8 shows that HARP inrlation rose 
from 1.8% at the time of Ihe lasl Reporr. to 1.9% in 
April. and then fcllt o 1.4%. 

The Tax and Price Index (TPI ) has risen since the last 
Repol'f. In the year 10 March, it rose by 0.7%: in April 
the twclve-month rate incre,tsed to 1.3% bUI has since 
fallen to 1.2%. The TPI measures the change in gross 
income that would be needed to allow a household to 
conti nue purchasing a rcpresentative bundle of goods . 
It takes into accoun t not onl y changes in prices but also 
changes 10 direct taxes, and it is therefore particu larl y 
relevant for cost of living comparisons. The risc in the 
TPI twelve-month inrlation ratc si nce March is a 
consequence of Ihese direct ta x adjustments. The March 
1992 Budget introduced a number of changes la the tax 

( I ) For a lIIore dcl:IIlcd :'~COUII I of lhi, I\l~".,"rc Sloe IIw box on page 21 of Ihe 
Februar~ "'f/m"iII RCI'<JrI 



Measuring inflat ion by a price 
index, such as the RP I, often 
leads to difficulties in 
iden ti fying a general upward 
movement in prices. 
Measures of underl ying or 
'core' inflati on attempt to 
focus on the general pri ce 
level by smoothing short -term 
fluctuations, or by strippi ng 
ou t indi vi dual series, such as 
mortgage interest paymen ts. 
But if. fo r example, oil price 
inflation is temporarily much 
hi gher than the RP ] ave rage. 
shou ld this informat ion be 
di sregarded? Oil is an 
im portan t commodit y. and 
omitting its price may lose 
imporl<ln t information about 
in flationary developmen ts. 
Yet the so-ca lled 't rimmed 
mean' estimator (see 
Chart 1.7)-which omit s any 
observati on that is more than 
an arbitrary di stance from the 
median inflation rate-ri sks 
thi s type of di storti on (it is 
based on microeconomic 
theory whi ch suggests less 
weight shou ld be pu t on 
outl ying price changes). 

As discussed in the fi rst 
InflaTion ReporT. an 
alternative approach is to use 
a measure of core infl ation 
deri ved from the behaviour of 
the economy in response to 
shocks.c l ) Accordi ng to thi s 
approach. core inflation is 
defined as that component of 
measured inflation that is 
uncorrclated with real output 
in the long run. This is 
consistent with a COlllmon 

'Core' inflation revisited 

proposition of macroeconomic 
theory: if the long-ru n 
Phillips curve b vertical. then 
monetary shocks wilt affec t 
core inflat ion but not output in 
the long run. 

This measure is appeal ing in 
that no RPI component is 
exc luded a priuri at any time. 
Furthermore, no ::tHem pt is 
made to smooth any vo bt ilit y 
in the data since there i~ no 
reason to ex pect 'core' 
in flation to be stable. The 
choicc of which movcmenb in 
the RP I componen ts arc 
included in the core mea~ lIrc 

is bascd on ly upon the effect 
of the underly ing di sturbance~ 
on the real economy. 

The est imate i ~ obta ined lI ~i ng 

a vector autoregression (VAR) 
system. The ob~ervecl 

cha nges in the RP I measu re of 
inflation arc affected by two 
types of disturbance. The first 
of these has no impact on rea l 
output in the long run: the 

i\lel.lsurc!', or inftutiun 

f.econd does. An estimate of 
'corc' inflation is constructed 
which depends only upon the 
fir'it type of di~turbance. 

The chart !>hows this 
(long- ru n) output-neutral 
measure of inflation. toge ther 
wi th the twelve-mon th 
c hHnge~ in the RPI and RPI X. 
There are a number of ~t riking 
featu res. First. by this 
measure. 'core' inflat ion wa~ 
con~iderabl y higher in the late 
1980s than indicated by either 
of the more conven ti onal 
inflation measures. Second. 
since 1990. 'corc' inflation 
ha!'> genera lly been lower than 
the RP I or RPI X measures of 
inflation. Third. the 
output -neutral mea~lI re 

peaked earli er than the two 
other ~e ries-re~ponding 

more quick ly to the monetary 
tightening in the period. 
Fourth . there has been liHle 
sign of an upturn in 'core' 
infl ati on in response to 
ste rling'S falll<lst autumn. 
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structu re. including a new 20p lower band for income 
lax. Thi s had Ihe effect of limiting the mon thly ri se in 
the TPI [0 JUS! 0.2% between March and April lasl year. 
while the RP I rose by 1.5%. However.lhe 1992 budget 
changes have now f:l l lcn Dui of the twelve-mon th 
inc rca"c in the TP I. so it has now moved broad ly back 
into line with the RP!. 

1.6 Summary 

Both headl in e and underlying inflation have fal len 
sharpl y si nce the May Report. Th ree mo nths ago there 
were signs of the effect of sterling's deprec iation on 
retail prices. ShorHtlll inflation fo r those c lasses of 
goods where import penetration is hi gh see ms to ha ve 
reached a peak around April and to have fallen since 
then. However. the fall s in headline and underly ing 
inflat ion si nce the last R('IJOl'f probably exaggerate the 
decline in true underly ing inflation. T he introduction of 
the Cou nci l Tax has lowered measured inflation in a way 
whic h is likely to prove temporary. Adjusti ng for this 
e ffect. infl at ion is slightly lower than at the time of the 
last Reporf. 



Monetary and fiscal policy 2 

{'hart 2.1 
T\\chc-munlh J,:r!lIIth nlh: .. fir \ In, \ 1.1, 
Di, i"i:l and the (Tcdit t.'llunlcrpart" lu \1-1 

t'.w" I. ' - :'I> 

· " 
· " 

\1.1 

· I~ 

- '" 
- , 

_ 1""".""1""".""1 . "."" .,, 1 • • ,,,,. " 
1'I'IlI ~I ~~ ~\ 

CI1:II'1 2,2 
'lollthl~ I.:ro\\ Ih ,'al('\ of '1II1 t' .... nd t'uin 

and 'HI 

-" 
- I: 

- '" 
- "' 
- ." - ", 

_ 0: 

~/L>:J-----\-,#----lJ---liL---1\--I- -" 
-I) ~ 

-" 
-" 
-", 

- '" 
_! I I I I I I I • I ! ! 1 I I I •• I I I I I I I I I I I • '_ I : 

'WI ~~ ~\ 

2.1 Monetary aggregate~ 

The signals fro l1l lhc moncla ry aggrcgate~ converged 
slightly in the :.econd quarter. with both narrow and 
broad money growing morc ~J()w l y than al the lime of 
Ihe last Report. MO g rowth "Jowed down a little. but 
wa~ still above it~ moniloring range of 0 %---4% . M-I. 
growth pickcclu p in May. but fell in Jun e. and 11~ 
twe lve- month growth rale declined (0 3.3~. near Ihe 
bottom of i1:-. moniloring range of 3o/r- 9'k hee 
Clwn 2.1). Growt h in the private :-'Cclorcolllllcrpart o f 
M4 remained weak. 

MO growth fllH,:lualcd during Ihe ~ccond quarter. 
Monthl y change:- :-howed a mode ... t inc rease in April. a 
substantial decline in May and increa~e~ in June and July 
fo r a twelve- month growth n,lle at -l.8Sf (dowll from 
-l.9% in March). Some of the month-to-month variati on 
was due to change~ in banke ... ; balance~ and a beller 
picture of the underly ing pos ition is given by rnovement~ 
in notes and coi n, the level of which fell in April and 
May blll pi cked up agai n bo th in June .lIld Jul y (sce 
Chart 2.2). By July the twel ve-mo nth growth rate was 
5.2% (5. 1 % in March). 

Ove r the p.Ist year o r SQ, MO-and particularly note~ and 
coi n- has been a good guide to turning poin ts in retail 
sa les. The in('rease in narrow money growth after 
Septembe r 1992 was an early indication o f economic 
recovery. and its slowdown in Apri l and May this year 
gave one of the first sig nab of the unevenness of 
recovery in consumer demand (see Chart 2.3). Onc 
advantage of MO as'1 short-run indicator of economic 
activit y is that it is availab le severa l weeks ahead o f the 
data on retail sales and o ther measures of domestic 
demand. 

Although the rel ati onShip between MO and nominal 
inco me-MO veloc ity-is re lati ve ly predi ctable (despite 
the fact that ve locity has inc reased steadil y over lime). it 
is affec ted by chan ges in interest rates (see box on page 
13). A rail in the opport unit y cost of holding cash may 
result in both an increase in desi red cas h holdin gs for a 
given state of the 'technology" of financ ial 
intermediation and a reduction in the rme at which 

" 
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financial innovationl> are in troduced or ex ploiled 
(bec<lul>e the ince nlive to innovale is reduced). As a 
resul t the muc h lower leve l of nominal illlerest rates 
since la~t Seplember will have led to an increase in the 
demand for narrow money and a slowing down in the 
rate of increase of velocity. Both I~l c tors will have 
boosted the twe lve- mon th growth rate of MO and hence 
thc fact that MO is growi ng at a rate above the top of it s 
monitoring ran ge doe:-. not necessaril y threaten the 
inflation targc!. 

Turning to broad money (M4 ), its twe lve-mon th g rowth 
rate reached it s lowes t point In January this year. at 
3. 1 °11' . Monthly g rowth was the n roughl y 0.5% betwee n 
February and May: and Ihe Iwel ve- month growth rale 
pic ked up to 3.9%. In June. however. M4 fell by 0.2%. 
red uc ing its twe lve- lllonth growth rale 10 3.3%. 
Meanwhile. the ma in cred it coun terpart 10 M4-bank 
and bu ildi ng soc iely sterling lending to the rest o f the 
privale sector- has conti nued to weaken. It s 
twel ve-month g rowth rate fc llto 3.0% in June. from 
3.8% in March (see C hart 2.1). 

The relations hip between the rate of growth of broad 
money and eithe r inflation or the growth of nomi nal 
GDP has changed over the pasl fift een years. largely 
because of the changes res ult ing from financial 
liberali sa ti on. But as ca n be see n from the chart in the 
accompan yin g box. the income ve loc ity of M4 has been 
roughl y constant si nce the late 1980s. It is poss ibl e that 
adju stment 10 financial liberalisat ion has taken pl ace. 
leadin g to a Illore stable re latio nship betwee n broad 
money growt h and increases in nomi na l inco me than 
was apparent in the earl y to mid- 1980s. Gi ve n the 
continuing slow g rowth in M4. there is nOlhing in the 
behaviour of broad money to suggest that the inflat ion 
target is li ke ly to be breac hed . 

The sect oral composit ion of deposi ts and le ndi ng shown 
in C hart 2.4 demonstrates Ihat deposits and le nding are 
less c losely correlated at the sectoml levcl than overall. 
The sectoml money and c redi t figures fo r the second 
quarter show an increase in le nding to the personal 
sector of £5. 1 billion, compared with £3.5 billion in the 
first quarte r. Bo rrowing for house purchase increased by 
£4.6 bi ll ion (1.5%) compared wi th increases of 
£3.9 billion in eac h of the prev ious two quarters, 
consistent with a modes t upturn in activity in the housi ng 
market, but still wel l be low the inc reases in borrowing in 
eac h of the first three quarters of last year. Cons umpti on 
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The velocity of circulation of money 

Thc lI~C of a Illone!:lry aggl'eg;lle a" an intermcdinte 
(urget or a~ an indicator variable depend .... on it!o. 
velocity being predictable. The growth of the money 
~ Iock is approxi mately equ:llto the inflation rate plu~ 
the rate of growth of tran"actions less the growth of 
velocity. If the latter terlll is predictablc. thcn moncy 
growth ~crvcs as an accurate indicator of activity in Ihe 
wider cconomy and control of moncy growth should 
en\ure that nominal expcnditure grow~ :It an 
appropriate rate. Thu~ it is illll>ort:tnt 10 be able to 
ex plain and predict changc" in veloci ty and. in 
particular. its respoll.'>e to monetary policy action~. 
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Chart A plots the velocity of MO. M4 and Divisia 
money with respect 10 nominal GDr since 1970. Mol 
velocit), has been erratic. trending downward~ from 
198010 1990 and broadly con.'>tant ~i nce then. MO 
velocity ha~ been trending upwards over a much 
longer period. in fact since 1946. Div;.'>;a velocity ha, 
been relatively stable over the period for which dat:! 
arc available. 

The velocity of money depends primarily on the cost 
of holding money and on changes in transactions 
technology. Since MO is not interest·bearing. the cost 
of holding MO is simply the rate of return on a 
competing asse\. For M4. a large component of which 
is interest-bearing. the cost is the rate of return on a 
competing as~et less the return on M4 holdings. 
Hence MO veloci t), reflects the interest r.lte level 
whereas M-I velocity reflects rJte of return 
differentials. 

A~ technology is introduced and diffuses through Ihe 
economy we would expect 10 :.ee lower holdings of 
moncy balances held for transactions purposes and 
hence velocity to be increasing . MO velocity has been 

I·clatively. if 1101 wholly. predi ctable when a proxy for 
technology trend~ (11 cUlllul:ltive inte rest rale term) 11:1 \ 

been u~ed. But broad Illoney veloc ity lIppear ... to h:lve 
been following a downw:lrd trend. Thi ~ is because M4 
include '> "':lving.'> b:llance!o. which tend to move in line 
with wealth rather than income. Ch:ln B "hows that 
M4 velocity with respect to (Io tal gro<;., per!o.onal 
... ector) wealth haS been more ... table than with respect 
to income . 
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To the extclll that the incrca~c in the wealth incollle 
ratio wa~ ihelf a product of tinancial libera1i~ation. a 
proce~~ in which the major change, :Ire probably 
behind u~ (.'>uch a~ the abolition of excha nge conlrol s 
in 1979 and the increased competition between banks 
and building societies). we might expect M4 income 
velocity 10 become more stable in the future . 

The idea behind Di vi sia money is \0 Slrip OUI the 
saving~ componentS of Mol leavi ng jU~1 the 
tran~actions clement:. - including some which are 
interest-bearing. Hence thc ~tabi lily of Divisia 
velocit), rehllive 10 MO and Mol . 

Changes in the veloci ty of money during the recent 
recession and the first slages of the recovery have been 
particularly difficult to e'l\plain. MO velocity growth 
has actually been falling since the second quarter of 
1992. Meanwhile. M-I veloci lY ha:. flattened off :lfler 
a prolonged downward trend. It i~ too early to te ll 
whether these are permanent or temporary changes. 
but they are consistent with divergences between the 
re~pective determin,lI1ts of money demand: income and 
the interest rate level for MO: wealth and rute of return 
dinerentials for M4. 
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borrowing rose by CO.5 billion (1.2%). in line with the 
trend in retai l sales over the quarter. fo llowing a 0.7% 
increase in the !irsl quarter. Deposits of households rose 
by £2 .8 bi ll ion. slightly up on the first quarter. 

Borrowing by un incorporated businesses (which are 
included within the personal sector) remai ned pract icall y 
unchanged in the second quarter. whereas during the 
first quarter they repaid £0.7 billion of borrowing. This 
suggests that ~'1tbough the pace of their financial 
restructuring has slowed they remain unwilling to 
increase their borrowing. 

The healt h of industrial and commercial companies has. 
in agg regate . continued to improve. They adjusted to 
the rec~ssion. and to their heavy debts. by cutting 
expendi ture. mainly through labou r-shedding and a 
sharp reduction in mergers and acqui sit ions. They have 
recentl y benefited from the much lower in terest rates 
charged on debt. Meanwhile. their income has held up 
reasonably we ll and they have raised large qua11lities of 
new capital. As a result. these companies increased their 
stcrling borrowing from banks and building societi es by 
on ly .£0.6 billion during 1992 and . having repaid 
£2.2 bi lli on of such debt during the fi rst quarter. 
increased thci r borrowing by a furlher small amount in 
the second qua rter. They also repa id £2.0 billioll of 
fo reign currenc y borrowing during 1992 and a further 
£4 .3 billion in the first half of 1993 alone. Meanwh ile. 
they raised £8.3 billion from sterl ing capital issues 
during 1992 and .£8.2 billion in the first half of thi s year 
(see Chart 2.5) . Ovcrall. it is cle'lr that loans are only 
one of seve ral sources of finance for companies. 

The Bank 's Divisia index of transactions money(l) rose 
by 0.8% in the second quaner. compared with 1.4% in 
the prev ious qua rter. Thc annual growth rate of Divisia 
reached its lowest level in the fourth quartcr of 1992 al 
2.7% and has since increased to 3.6% (sec Chart 2. 1). 
The personal sector index inc reased by 0.9% in the 
second quarter and the corporate sector index by 0.4%. 
The slowdown in the growth of Divisia during the 
second quarter is consistent with the behaviour of MO
the growth of which also decelenlled in the second 
quarter- and M4. 

(I) Dcscribc<.l in ' I)i,' i~,,, m~a'ure. of mo,lcy' . IJ,,,,k "/ E",~h",d O",mcr!.I' /lrdINill. 
May 1993. 
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Ofricial interest ra te~ in the United Kingdom have not 
changed since the one percentage point reducti on o n 
26 January. which prompted banks to reduce their ba~e 
rates from 7% to 6%. In other Eu ropean countries ra te~ 
fell during the second qual1er (see Table 2.A) and for a 
short period at the cnd o f June the French intervent ion 
rale (then al 7%) stood below the German discoun t rate 
(then 7.25%). During much o f Jul y. however. the 
foreign exchange Illarkets were dominated by increasing 
tensions in the exchange rate mechanism. The French. 
Belgian and Danish currencies callle under increasing 
pressure and . fo llowing a period of particularl y turbu lent 
conditions with all three currencies tradi ng near their 
lower margins despite central bank intervention. an 
emergency meeti ng of the EC Monetary Comm ittee was 
convened over the weekend o f 3 1 Ju ly/ l August. The 
outcome was that from 2 August the ERM bands for all 
currencies except the deutschmark and the Dutch guilder 
were widened temporari ly to 15%. Chart 2.6 illustrates 
that implied forward rates (derived from government 
bond yield curves) cont inue to show vil1ual parity 
between French and German interest rates. 

Chart 2.7 shows three-month interest ratcs fo r the United 
Kingdom and we ighted ave rages for EC and non-EC 
countries. with the weights the same as those in 
sterling's effec tive exchange rate index. The gap 
between UK and EC rates is currentl y around two 
percentage poilll s but markets expec t that thi s ga p will 
narrow towards the end of the year. as fu rt her fall s in 
other EC intcrest rate s take place. 

For most of the three months since tile last Repor,. 
market expectat ions were that UK base rates would 
remai n at 6% for the rest of 1993. However. the recent 
strengthening of sterling. particularly against the 
deut schmark. has revived market expectations of a 
fu rther cut in in terest rates. Three-month sterling 
interest rales (sce Chart 2.8. deri ved from interest rate 
futures prices) were expected at the beginning of August 
to fall to 5.3% by December. agai nst a rale of 6% at the 
time of the last Report . 

Looking fu rther ahead. Chart 2.9 shows how implicd 
forward interest rates have changed. The deri vation o f 
these implied rates is from the gilt par yield curve. As 
ex plained in the last Report and the box in Section 6. 
they represent a sllccession of onc-year interes t rat es at 
t\lI l1re one-year interval s wh ich wou ld. if reall sed. 
generate the $:lrne relllrn as the gilt yields over the 
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equ iva lent maturit y. The 'no' vote in the Danish 
referendum on 2 June 1992 led the market to ex pect a 
sharp rbe in interest rales between five and twelve years 
Oll t. Tens ions wit hin the ERM he ightened over the 
!'oummer and . immediately a fter sterling's membershi p 
was suspended on 16 Septembe r 1992, the yield curve 
sloped up for the firsl time since 1988, This re flected 
both a fall in short yields in anti cipat ion of lower official 
interest rates and;, rise in long yie lds, cons isten t wit h 
market expectat ions of hi gher inflation. 

Si nce the beg inning of thi s year. however. in fla ti on 
expec tations ha vc stead ily been revised downwards as 
the cred ib ility of the new monetary framework has 
increased. a lthoug h implied forward rates at the long end 
are stil l sl ightl y higher than before departure from the 
ERM . The yield curve im plies that in terest rates arc 
expected to risc to around 8.5%, approximately 100 
bas is points lower than in May and 150 basis poi nts 
lower than in February. This continuous im provement in 
ex pectations is encouraging. bu t it is not clear that 
cx pectations arc yet consistent with the inflation target. 

The effective index for sterli ng has fluctuated in a 
narrow range around 80 to 8 1 since the last Reporl: it 
stood at 8 1.4 on 2 August, against 80.9 then. Sterl ing 
has fal len by 10% since ils sll spension from the ERM: 
within thi s the fa!1 against EC countries is 4% and 
non-EC countries 16%. 

During May and June sterlin g was weakened by 
occasiona l po!iti cal uncerta inty. but it has strengthencd 
ove r the past month against a particularly weak 
deutschmark. Ste rling has fall en against the dollar. 
which has been underpin ned by a belief that the growth 
prospects for the United States are relat ive ly strong . 

Cha rt 2.10 compares the short- term yie ld curve for the 
United Kingdom wit h a similar yie ld curvc for 'world' 
interest rates. together with the im plied inte rest 
differentia l between the two cu rves. In the last Reporl 
the diffe renti al was roughl y - 1.2% fo r three-mont h 
interest rates and -0.6% fo r twelve-month rates. Thc 
corresponding differentials are now only -0.52% and 
-0. 13%. The implication is that sterling is now expected 
to ri se by about 0. 13% over the next year, compared with 
an expec ted ri se of 0.6% at the time of the last Report . 
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2.2 Fiscal policy 

The Budgel foreca .. t put the PSBR for ] 993/9-l at around 
£50 billion, ~Ollle sek of GDP. Part of this deficlI i .. 
'cyclica]' - the rc~u lt of the economy being belo\\ it.. 
long-run growth path. A ... the economy recover ... 
reducing unemployment-re lated .. pending and boosting 
tax revenlle~. the delicit will automatically decline . 
Neverthel es~. projection ... in the I 993/9.t Financial 
Statcment and Budgct Report (FSBR ) ... how the PSBR 
remai ning a~ high a~ £30 billion. or 3/4o/r: ofGDP. in 
1997/98. The ratio of debt to GDP i~. on current 
policje~. likely to increa~e for .,>omc year~ to come. 

Although large. th e Uni ted Ki ngdom· ... overall deficit in 
1992 was similar to Canada's and much le,,' than Italy', 
(Table 2.C). Howevcr. the primary defici t- the deficit 
excluding debt intcrc~t paymenh-wa~ much larger than 
in an y other G7 country. Thi~ i" important. because a 
primary deficit Illean~ that the ratio of debt to GDP i" 
li kely to con tinue rising until the deficit i ~ el iminated . 

An alternative way of mea:.uring the deficit is to adjust 
the PS BR for inflation, In fla tion crodes the real va lue 
of the out <; tanding stock of public debt. A "imple 
inflation adjustmcnt. ~hown in Chart 2.11. illu:.trates the 
erfect or in flation on the real value of outstanding public 
sector debt. High inflat ion during the 1970:. ~harply 
reduced the rea l value o r debt. morc than off:-.ening the 
effect of large PSBRs. By contrast. lower rates of 
1I1f1ati on in recent years. together wilh the smaller ~ i Le 

of the debl in relation 10 GD P. ha ve all bUI eliminated 
thc discrepancy belween the actual and 
inflation-adjusted PSBR . As a consequence. the 

' inflation-adjusted deficit is now higher than at any time 
si nee the second world war. 

Defic its have to be fi nanced and the borrowing incur:. 
interest wh ich must be paid in fu ture. thereby adding to 
later deficits. This cumulative effect can damage the 
credibility of anti-i nfl ationary pOlicies. by increasing the 
potential benefits to the government of financing the 
defici t by money creation at some time in the future. If 
the inflation target is to be met. the real bu rden of debl 
cannot be reduced by unexpected inflalion. as was the 
case in the 1970s. but must be tacklcd by bring ing 
revenues and ex penditures closer to balance. The 
Govern ment has already an llounced a numbc r of 
measures to generate sizab lc increased revenues over the 
next th ree years. 

" 



" 

This, toget her wi th conti nued adherence to existi ng 
government spending plans. wi lt help to bring abou t a 
reduction in the dericit over the medium term. Further 
fi scal action may be requ ired as the Governmen t has 
recogni sed. 
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In (he short run. real dema nd and ou tput affect the ratc at 
whic h in fl at ion adjuM:-, 10 the level impl ied by the 
underlying monetary l>tancc. The cx i!.tcnce of an 'ou tput 
gap'-whcn output i~ below its trend-will. other lh ing~ 
be in g equal. lencllO reduce infl ati on. Thai i ~ indeed 
what has happened over the 1'<1:-.1 three years. A gradu a l 
recovery in de mand and output i~ now under way. but 
the output ga p may take seve ral years [0 close. 

3.1 Demand 

The significant casi ng of monetary policy. especia ll y 
since last autumn. sho ul d result in a g radual increase in 
demand and output re lati ve to tre nd . The reduction in 
inte rest rates wi ll e ncourage growt h in domestic demand. 
and the depreciation of sterling wi ll boost demand fo r 
tradable goods- both for exports and fo r those domestic 
goods [hat compcte with imports. 

In the year 10 1993 Q I. Ihe vo lumc of lola l final demand 
rose by 1.7%. Thi s consi~ lcd of a 0.4% increase in 
domest ic demand and a 6.0% rise in exports of goods 
and serv ices: impolts rose less rapidl y. by 3.6% (see 
Table 3.A). However. beca usc consumer spe nding is 
such a large proportio n of GOP. it contributed more than 
lIel exporls 10 Ihe growth in Iota I expe ndi ture between 
the trough in aCl ivi ly ( 1992 Q2) and thc first quarter of 
thi s year (sec Chart 3.1 ).( I) TOlal invCSlll1Cnt has al so 
rise n. incl udin g publi c seClor in vcstment. But it is 
striking that pub lic consumpti on fc ll by no less than 
2.6% in a year. largely as a res ult of the fall in defence 
procure men t Allhough pari of Ihe incrcase in total 
de mand has been met through a ru ndow n in stocks. 
ou tput in Ihe economy as a whole had risen I % above its 
trough by Ihe first quaner of Ihi s year. 

Personal spendillg 

The volume of pe rsonal expenditure has been rising 
steadil y since its trough in Ihe first quarter of last year. 
Consulllers' ex pe nditure increased by 0.5% in 1993 Q I 
and by 2.3% in Ihe year 10 the firsl quarler. The vol ume 

( I) For non·oil GDP. th<' trough wa_ rcadwd in the fiN. n01 the wcond. 
quaTlcr of la_t year 

19 
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of retail s"les (40% of tOlal personal spendi ng) increased 
by 0 ,5% in 1993 0 2 after growlh o f 1.7% in the first 
quarter. Un ti l the aut um n. the recovery in consumer 
~pendi ng came from an increase in personal di sposable 
income, while the pe rsonal saving ratio conti nued to 
ri se. T he saving rati o has been higher than might ha ve 
been ex pected, given the large fa ll s in bot h nominal 
interest rates and price inflation over the past th ree 
years . This almost certain ly reflects the unprecedented 
increase in personal indebted ness uuri ng the second half 
of the 19HOs . 

Over th e last dcc,l(le, changes in the perso nal saving 
r<lti o have normally led to changes in borrowing frOIll 
banks and bui lding societies rather than changes in 
holdings of financ ia l assets. Until last autumn the rise in 
the saving rati o wa~ matched by a decline in borrowing 
re lati ve 10 di sposab le incomes (see Chart 3,2). Fal ling 
house prices. howe vcr. mean t that capital geari ng
outstanding borrowing as a proportion of financia l and 
physical asscts- continued to rise (Chart 3.3). The 
!lumber of peop le with negati ve equity peaked at 
1.8 milli on in the first quarter o f this year. accord ing to 
Ban k c .. lcul:ll ions (usi ng the Hal ifax Building Society's 
index of house prices)-thei r negati ve equity amoullled 
to nearly £ 12 billion (usi ng the Depart ment of the 
En vironment's house price index gives smaller numbers, 
I million and £5.6 billion respecti vely). But house 
prices have now stabili sed. and the volume of 
transactions in the housing market has been on an 
upward trend si nce the end of last yea r. As a result. the 
num ber of home-owners with negat ive equity is 
estimated to have fallen to lA million in the second 
quarter (based on tile Halifax price index). with its va lue 
almost one quarter lower. 

Although personal sector debts have remained at record 
leve ls re lat ive to both assets and income. the easi ng of 
monetary policy has mean t that the costs of financ ing 
outstandi ng debts have fallen sharply, Income 
geari ng- gross imerest payments as a proportion of 
disposable income- fe ll from a peak of 14.3% in 
1990 Q2 to about 81h% in 1993 QI. Since borrowing by 
the personal sector exceeds its deposi ts (by £38A billion 
at the end of 1992). lower interest rates will al so have 
boosted the sector's net income. 

In sharp contra st to other major economies Illost 
household debt in the United Kingdom is on floating 
rates. But recentl y there has been a striking increase in 
fi xed-rate mortgages: the Council of Mortgage Lenders 
(CMLs) estimate that in the fi rst quarter of 1993 35% of 
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lIell' 1l10ngage~ were on a fi xed-rate ba~ i ~. Such 
mot1gages account for an e .. timatcd 7%--8lfl: o f the va lue 
of all olfr.w/IIdillg mortgage ... 
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The vo lume of i n vc~tment in the economy iJ 'i a whole 
reached a trough in the :.ccond quarter of laq year. 
Betwec n then and the ri rJ..t quarter of 1993 it rose by 
2.4%. Within that total. the vo lume of public "ector 
investment ha~ grown .. trongly- up by 9.69C last year
and shou ld continue to do:.o thi s year. This i!-. partl y 
because of the rcl;.l x~tlion o f the rule:. for use of loca l 
authority capit~ll recei pt:. announ ced in last year' ~ 
Aut umn Statement. Ac ros:. th e whole econo my. slOck~ 
fe ll by an estimated £600 mil li on and £800 mill ion (1985 
prices) in 1992 Q4 and 1993 QI respec ti ve ly. C learl y 
thi s des locking cannot conti nuc fo r much longer: the 
CBI monthl y trends enqu iry !-ohow~ that during the 
second quarte r the balance of firms wi th more th an 
adequate ~ tocks of fin i:. hed good:. was at its lowe~t for 
12 months. 

In 1992. busi nes::. scctor in vest mcnt as a pe rcentage of 
GDP wa~ nearly three percentage points higher than in 
its prev ious trou gh in 1983. But higher in\'c~tmcnt has 
been mirrored by a larger fi nancial de ficit in the recent 
recession (Chart 3.4). The deficit wa~ virtually 
e liminated in the fi rst quart er. but the effec ts of 
prolonged peri ods of large financial defic its and 
borrowing requirements may continue to limi t growth in 
company spendi ng fo r some time. T hi s is beCause 
stead y increases in illle rnal flllld:-. may still be 
insuffic ient to finance marked increases in investment 
from levels whi ch arc alread y high by histori cal 
standards and . following the rapid increases in debt in 
the late 1980s. firms may be re luctalll to nm large 
fi nancial defic it s agai n. 

The CBI' s Ju ly Industrial Trends Survcy is consistent 
with a slow recovery in investment. The balance o f 
firms expecting to increase investment in plant and 
machinery over the nex t twe lve mon ths was still 
negat ive. at -3%. but th is compares with a balance o f 
-8% in the April survey. and marc firms reponed th at 
pla111 capac it y is act ing as a constraint on production . 
But the balance of firms planning to increase investmcnt 
in buildings was -20%. unchanged from the previolls 
quarte r. 

T he latest C BI data revcalthat o nl y a balance of 1I % o f 
firms are more optimistic abollt the ir business sitllalion. 



r ahtt' j ,H 
l" Irad l' \ o lllml' ~ in non -nil :.:n(ld ~ (t' ,-cllIdin j.! 
l' rra lic·, j 

h"pon , 1"'1"'''' 
1'J'J2 01 1'''1201 1!l'i2 01 - 1992 V3-
1II'12 Vl "-"H OI 1'1'12 0 ) 1993 QI 

U ' '" o.~ " ·0.3 
Nu" 1:(" ., 

" " " r,~ a l " " " " 
M~,,,,, 

r,~~1 ~'K><J., . , .. 1 ",,"',e", I t. 

II 

compared with 3 1 % in April. Ex port prospects are a 
major c;llI se of reduced opt imism: a balance of I % of 
firms ex pect the vo lume o f export orders to fal l in the 
nex t four months. Other data suggest that business 
confidence continues 10 increase. The Dun and 
Bradstrect Survey across all industries shows sales 
ex pectations continuing to improve slowl y. The Briti sh 
Chambers of COlllll1erCe Survey reported a slight 
increase in the balance of firms expecting profitabil ity to 
increase in the nex t quarter. In the fin ancial sector. the 
CBI/Coopers and Lybrand Survey for the second quarter 
shows Ih al a large balance (+28%) of firms are more 
opt imisli c about bus iness prospects th an Ihey were three 
mo nlhs earli er. Optimism al so appears to be growing in 
const ruction accord ing 10 the Building Employers' 
Confederat ion Survey. 

OI'I!/'_\ea\ Ir(lt/e 

Provisionalligurcs 0 11 UK trade wit h all coun tries arc 
now avai lable for 1993 Q I.< 11 The data suggest that the 
impact of last year"s ste rl ing depreciation along with the 
United Kindom's superior performance on un it costs has 
begun to feed through into higher net export vo lumes. 
Betwee n the third quarter of last year and the first 
quarter of Ihis. ex ports of a ll goods and services 
increased by 4.4% in reallerms and import s by only 
1.2%, In the previous six months. the import total grew 
by 2.3% compared wilh 1,6% for expons. Although 
exporters have taken more than half of the gains from 
depreciation in hi gher margins. the foreign currency 
prices o f non -o il ex port s were around 5% lower in 
1993 QI th an in 1992 Q3, Consequentl y, export 
volumes of goods and services . excluding oi l. rose by 
5% between 1992 Q3 and 1993 Q I after declin ing by 
0.3% between 1992 Q I and 1992 Q3. 

Trade wit h the EC has grown much more slowly than 
with non-EC count ri es since the aUllllnn (see Table 3. B). 
Where.ls exports to the non-EC area rose by 7.3% over 
the period. those to the EC increased by only 0.9%. Part 
of the discrepancy can be explained by the fac t that 
between 1992 Q3 and 1993 QI sterling fe ll 1 71/~% 

against the non-EC area but by onl y 10112% agai nst the 
EC. Also demand has been growing much more slowly 
in the EC than elsewhere in the world . To take one 
example. domestic demand grew in the United States by 
0.3% in 1993 QI and by 3.3% in the year to the first 

( I) The figures. however . . ,hould be Ir~a l cd witll l11or~ than the "'"al ca,tlion. \Vilh 
Ille complelion of Ihe .'ingle market EC dala arc now I11C",,,red on lite bas;' uf 
VAT rcturns miller litan llle prc"io'" pracl;cc ba<cd on cuSlOm' ,md c x c i~ 
dccl:.mlions . 
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quarter: wherea ... in Germany it fe ll by 2.0%- and 3.5% 
respective ly. Dome~ti c demand al so fe ll during thc 
second half of la~ t year in It al y (-1 .6%) and rose only 
s lightl y in France CO . IIK ). Although demund is likely to 
grow quite strongly in Nort h America and the 
developing world fo r the rest o f thi <; year. it is likcly to 
be flat in Japan and 10 fa ll in conti ncntal Europe. 
Furthcr ~trong growth of UK export volullle ~ will 
therefore depend on exporter:. taking a larger share of a 
slugg i:..h world marke t. 

Even though :-.terling ha:-- depreciated furthe:--t against 
non-EC c urrencie~. non-oi l imports of goods (exclud ing 
erratics) from out side th e EC ro :..e rapidly (8.7%) 
between 1992 Q3 and 1993 QI. while import s from the 
EC fell :.I ight ly (0.3 o/c). The Uni ted Kingdom' s vi sib le 
balance with the EC ha:. therc!"orc improved sli ghtl y 
since the autumn despite a dcte ri oration in the terlll:, of 
trade and a decline in dcmand on the Cont inent. More 
recent data avai lab le for tradc wit h coun tries O/llside the 
EC show that. du ring the second quaner. and excluding 
oil and erratic itcm~, the volume o f both ex pons to and 
imports from them h;:lVe risen :.ignifi can tly, The 
particul arly strong growth in e x port ~ meant thm net 
trade vo lu mes made a further posit ive contribu tion to 
growth, 

Usuall y during a rcce:--sion. import:. decline more rapidl y 
than total final demand. Du ri ng the recent reces:. ion . 
import penetrati on- import volumes of non-oil goods 
and services as a proportion of total final demand
continued to increase (sce Chart 3.5). Despite the 
improvement in UK competlti vencss since last aUlLlmn, 
the rise in penetrati on has continued: by 1993 Q I. 
non-oil import volumes represe nted 2-4 % of final 
demand. But import penetrat ion ha~ al so increased in 
France- at a rate similar 10 Bri tain' s since the 
mid- 1980s-and Germany (see Charts 3.6 and 3,7). 

3.2 Out put and the output gap 

GDP rose by 0.4% in Ihe first quarter of 1993 (and by 
0.7%. exc luding oi\. the largest quarterly increase in 
four years), Chart 3.8 shows that manufacturing 
recovered part icularl y strongly. but the increase was 
broadly based: industrial producti on rose by 0.2%, and 
service sec tor OlltpUt by 0.7%. The preliminary estimate 
of GD P in thc second quarter suggests that the recovery 
has conti1lllcd. with a further ri se o f 0.5% in non-oil 
output. 
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The CBI QUilrterly Survey showed that the proport ion 
of m;:lIlufac turi ng companies worki ng below capac ity 
fe ll from 73% in January to 63% in July. but this sti ll 
poi nts to a large amoun t of spare capacity. So long as 
rinns ha ve spa re capac ity. the re ought to be downward 
pressure on inflation re lat ive to the rate im plied by the 
monetary pol icy stance. It is diffi cult to quan tify 
current disin fla ti onary pressure: estimates of the 
current output gap vary from around 2% to 7%. 

Chart s 3.9 and 3. 10 show four different estimates of the 
outp ut gap. The first is one derived by a purely 
stati stica l method of es tabli shi ng th e trend of quw·terly 
non-oil output from 1955 .<1, It generates a trend which 
changes smooth ly from quarter to quarter. The second 
approach is based on econometric estimates of the trend 
growth rate between those quarters in which the 
economy is be lie ved to ha ve been on tre nd (the 
so-called 'sp lit -time- trend ' approach). The estimated 
trend growth rate cha nges di screte ly and less freq uently 
tha n under the first method. The third measure uses the 
CSD's coinc ident indi cator of economic activity to 
determine when out put was on tre nd, and the average 
growth rate between these periods is used as the 
est imate of trend growth. The fou rth measure is the 
DEeD's output gap estimate which is deri ved from a 
model of the economy's supply side. 

The estimates vary widely. For example. the DEeD 
measure . which has the largest estimate of the output 
ga p at the beginning of 1993 (8%). gives weight to the 
rapid growth of investment in the late 1980s. It believes 
that thi s created substant ia l spare productive capacity 
despite some scrapping of obso lete capital during the 
recess ion. By contrast. the stat istical trend produces an 
output gap of about 2'11%: and the split-time-trend 
method a gap of just over 4%0 about the same as in the 
early 1980s. The coincident indicator estimate li es 
between the split- time-trend measure and that of the 
DEeD. 

(1) The IfeTl d w"s ~,tim:l!cd t"ing ,he Hooric ~ o l'rcS{"OIl filter. 
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4.1 Earnings and settlements 

Pay inftation cont inue:. 10 fall. In the economy a~ ,1 

whole the twc lvc- morll h ri.,c in ea rnings declined from 
4 .3% in February 10 3.7~ in May. Earning ... in servicc~ 
have been growing more -" lowly- by 2.9% in the year to 
May. The Employ me llt Departme nt" ... measure of the 
underl ying inerca ... c in whole economy earnings declined 
from 4 1h% in February \04% in March and April and 
3'/.% in May (scc C hart -l.I). In contrast. the underlyi ng 
annual ri se in e arn ing.'. in manufacturing has remained at 

5.0% since February. 

Wage settl e me nt ... have also been fa lling (the box on 
page 27 disc usse ... the rclatioll .;;h ip bCl\veen se ttl ement ... 
and earning!',). Accord ing 10 the Indu ... trial Re la ti on!> 
Serv ices (lRS) measure. the med ian whole economy 
senle me nt decl ined from 3.00/(' in the firs t quarter to 
2.0% in the :-;econd . The decline is anri butable to lower 
pri vate sector settl e Tl1e nt~. ~i nce publ ic sector 
settleme nts have re mained at about 1.5%: . IRS estimates 
that the median pri\' at e ~ec tor pay ri~e fe ll from 2.75 o/c 
in the three m011lhs e ndin g in April to 2.3%: in the three 
months to J une. Howeve r. another pay research group. 
In comes Data Services. reporb that pri vate sector 
selll ements have stabili sed in recent months. 

[n the se rvices seclOr. th e ~ettl cmen ts ~urveyed by the 
C BI averaged 2.5% in the three m011lhs February-April. 
In manufacturing. C BI fi gures show that settle ment s 
averaged 2.1 % in the ~ame pe riod. the lowest fi gu re 
recorded by the CB I Pay Dalabank si nce it was started in 
1977. 

IRS report s that there is no sign o f a decline in the 
numbe r of sett le ments which are bei ng postponed. 
However. the CB I reports that the proportion of 
manufac turing firms which had postponed sett le ment s 
for six months o r more fell from 26.3% in January to 
21.7% in ApriL with companies in serv ices slightly more 
likely than manufac turing to postpone. These deferral s 
depress c urrent earnings growth. and may therefore paint 
a misleading picture: where the subseq ue nt inc rease has 
bee n agreed at the time of postponement. the pay 
inc reases eve ntuall y granted tend 10 be above the median 
settlement at the time of deferral. Some firms ha ve 
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int roduced bonus schemes or lump sum payments as 
partial compensation for poslpon ing increases in basic 
pay. 

Recent fall~ in unemploymcnt cou ld mean Ihat one 
reslraint on pay is weakening. Unemployment has 
fallen by 83. 100 si nce the beg in ning of the year and the 
jobless rate has dec lined from 10.6% of the labour force 
in February to 10.4% in June. BUI rece nt fa ll s in 
unemploymenl ha ve not yet been matched by rises in 
employment- whcreas. after thc last recession. 
cmploymcnl started growi ng in 1983. but 
unemployment rose un li I 1986 (see Chart 4.2). 

This makes it difficult to judge the changmg pressures in 
the labou r market. Some ind icat ion of the demand for 
labour comes from overtime in manufacturing, where 
hours incre'lsed by 0.3 mi llion (seasonall y adjusted) 
between January and May. Vacancy figures also provide 
some evidence of a small increase in the demand for 
labour: from a low of 111.500 in September 1992. the 
numbe r of unfilled vacanc ies at Job Centres (ge nerall y 
estimated to record about one third of all vacanc ies) rose 
(0123.600 in May (the highest figure since March 
1991 )-though it fe ll slightl y in Junc. In addit ion. hours 
10sI as a result of short-time working in manufacturing 
fell sharpl y from 760,000 per wcek in February to 
260.000 per week in May. the second lowest level si ncc 
the recession began. 

The May f/lf/alio/l Report examined the relationship 
between unemployment and growth in real earnings and 
se ttl emen ts. The evidence suggested that 
unemployment has a small depressing effect on real 
wages. It is sometimes argued that it is the change in 
unemployment. rather than the leve l. which influences 
w<lge grow th . When unemployment is riS ing. those in 
work are more likely to become unemployed and the 
jobless are less likely to find ajob. But when 
lInem ploymem is constan t or railing. the currently 
employed feel more secu re in their jobs. Some wage 
eq uations incorporate only changes in unem ployment in 
the wage eq uation: research in the Bank suggests Ihal 
both levels and changes are influential. 

From all th is research. one thing is clear: only the 
uncmployed who are acti vely looking for work exert 
downward pressure on wages . Those who have been 
long out of wo rk are less effecti ve at compcting for jobs. 
and so shou ld be given less we ight in a measure of the 
effecti ve excess suppl y of labour. Chart 4.3 shows both 
the conventional unemployment rate and the rate for 



The link between wage settlements and earnings inflation 

Wage settlements are often thought to "lead" cami ng~ 

growth because [he), arc inherently forward -looking: 
sculemcnlS determine the pay of Ihe settlement group for 
Ihe coming period (onc year ahead in the case of annual 
sCI11emcnb). Do ~culcmcnts d:ua help 10 predict future 
earnings growth? The answer could help to assess 
whether earnings growth might decl ine further in 
response to Ihe rapid f3 11 in W:Jgc settlements over Ihe 1;L51 

2'h years. 

A wage settlement may be dctincd as the annual (or 
annualised) increase in the basic wage. Basic wages 
comprise about three quarters of 100al earnings. In 
addition to the basic wOlgC. carning~ include overtime. 
bonus and shift payments (changes in these cause wl1<11 i~ 

termed 'wage drift '). Pay senlcments clearly affcct 
workers' earnings so there will be a dose rebtionship 
between seulements and earning~ growth. 

Specifically. senlement:. data might :lppe,lr to foreshadow 
earnings growth bec:lU~e of diffcrcrl(~es between the 
samples surveyed when ;\ctual earni ngs and seu lcrnen t~ 

data arc collected. The CBI. which is the source of 
rn;mufacturi ng :.cnlernents data. ,md I RS. which cover the 
whole economy. sur\'ey those groups which thcy know to 
be seuling currently. Sett lements data therefore capture 
the wage incre;.se of only those who ~elttc in the currem 
period. In comras t. average e,lmings figures refer 10 all 
workers in the ecollomy. so the annual increasc in 
earnings will reOec tthe wage inc reases of (11/ workers. no 
maller when they last sett led. This means that earnings 
figures should repl'esell t a weighted average of 
settlements data over the past year. and that past 
settlements affect current earnings. The weights on lags 
of selllements wi ll reOect the proportion of the work force 
sellling in the particular pe riod. 

In fact. actual earnings and senlemems data do not 
suppon these :.eemi ngly convincing argumcnts. Charts A 
and 8 suggest that turning points in senlemenls and 
earnings growth (where it is easiest to sce whether series 
lag or lead) roughl)' coincide-i f ,my thing. earnings 
growth appe;lrs to lead seu1ements. For example. in 
1990. whole economy earni ngs growth peaked in August. 
between two and four months before seltlements. 
Stat i slicalte~ts confi rm the impressions from the charts. 

Onc explanation for these counteri ntuitive findings might 
be that in negotiati ng current settlement:.. negotiators 
have in mind recent earnings increases as easi ly 
observable indicators of S01lle 'goi ng r:lte' on which they 
wish to base thei r wage settlement. 

Finns C:lll reac t to un:lnticip:lted events which occur 
between settlement dates by adj usti ng earnings. 
Settlements arc negotiated only period ically-normal ly 
once a year. They will be based on negotiators' 
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expectation~ of fac lors ~uch as price inflation. produc t ;\Od 
hence l:Jbour demand over the settlemcnt period. 
Earnings can :Jdjll~t quickl y to shocks to any of these 
between seu1emcm dates. Thc next sell lement will take 
into account coml>onents of those shocks which arc 
perceived ; l ~ pcmmnent. For example. overti me houn;. 
and pay will tend to ri !>C when output rises in response 10 
a positive demand shock. assumi ng fimls find it difficult 
or co:.ll ), to hire labour. In these condit ions. if the shock 
is perceived la be permanent. subsequent wage 
:.eulements :Ire likely to be higher s ince fiml$ will need to 
P:ly more to recruil and re ta in labour. and the firm" s 
work force will be in a relatively strong bargaining 
position. 

This may cxplain why earnings appe;\r to lead 
seulemellls. The implication i ~ that a ttention should be 
paid to increases in ot her elementS of pay in addition 10 
seuleme11ls when predicting senleme11\s and earnings 
infl:llion. 
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those ou t of work for less than a year (the number of 
short -te rm unemployed has been adj usted as far as 
poss ible to be consistent wi th the current defi nition of 
unemployment). The short- term jobless rate at the end 
of 1992 was probably hi gher than at any time in the 
I 980s. which helps to ex plain why pay inflation has 
been falli ng rapidl y and has reached its lowest level for 
26 years. 

Furthcrmore. the participation rate- the proportion of 
people of working age in work or seeking it- moves 
with the cycle. After a ri se during the second ha lf of the 
I 980s, it fel l from 83. 1 % in 1990 to 81.9% in 1992. 
This implies that. during a recess ion, the recorded level 
of unemployment will understate the amount of slack in 
the labour market as employment prospects improve, 
Those re-e ntering the job market will help to hold down 
pay rates. 

The elTec ti veness of the unemployed in find ing work 
may be reduced by 'regiona l mismatch'-imbalances 
betwee n the distribut ion of vacancies and unemployed 
workers ac ross the count ry. As Chart 4.4 shows, 
mismatch moves cycl ica lly. increas ing with ri sing 
unemployment. However, it is now well below its level 
in 1984 and 1987, when unemployment was simi larl y 
high, so upward wage pressure from mismatch should be 
less than it was then. Chart 4.5 shows that the share of 
unemployment in the South East rose strongl y during the 
recent recess ion. Any disproporti onat e increase in 
unemployment in the South East appears temporarily to 
reduce the growth rate of real wages. 

Skill short ages arc often cited by managers as a factor 
which tends to increase wages. The Jul y CBI Industrial 
Trends Survey found that 5% of firms considered that a 
lack of skilled labour was limit ing their ou tput. 
Although this was higber than the January figure. ski ll 
shortages ha ve been a problem for under 10% of firms 
for eleven successive quarters. 

In summary. rece nt falls in unemployment may overstate 
the true ti ghteni ng of the labour market. There are still 
strong downward pressures on the rate of pay increases, 
stemming from firms' unwillingness to raise prices 
whil e demand is so uneven; and a high leve l of 
shOl1-term unemployment. These factors are likely to 
subdue earnings grow th during the nex t year. 
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4.2 Labour producti vity and unit wage costs 

When firm s find it cheap and easy to adjust the size of 
their workforccs. employment changes co incide closely 
with c hange~ in output. This is in contrast to the UK 
experience in pa~ t rece~~ i ons. when employers ' hoarded' 
labour. During th is recc~s ion productivity growth ha:, 
been higher than in prcvious downturn:" which is 
consisten t with the labour market being more flexible. 
The twel ve-month growth of producti vity in the 
economy as a who le continued to increase in the first 
quarter. reaching 4%. In manufacturing. productivity 
was 8.0% higher than in 1992 QI. and later monthly 
figures show no sign of a ~ I owdown . However. if there 
has been less labour hoarding than in earlier recess ions. 
productivity growth will not inc rea~e as rapidl y in thi s 
recovery as in the pas!. 

The strong growth in productivity combined with the 
low growth in earnings produccd a remarkable outturn 
for unit wage costs (sec Table 4.A). In manufacturing , 
wages and salaries per unit of output fe ll over 5.0o/c in 
the year to May 1993. Whole economy unit wage costs 
also fell. by 1.0% in the year to 1993 QI (see Chart ~ . 6) . 
This pattern is unlikely to be repeated, but the growth of 
unit wage costs is like ly to remain low for some time. 
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Price dynamics 

5. 1 External influences on inflation 

COII/I//od i/I' price,l 

COlllmod il Y prices affect domesti c infl ati o n in Iwo ways. 
Firs\. and dirccll y. through changes in the pri ces of 
import:. orraw ma teria ls and foods: (11 and second. 
ind irectly. via the ir in flu ence on the foreign currency 
prices of goods and se rvices produced by the United 
Kingdom's tradi ng pannet's. which in turn affect U K 
im port prices. The impac t on domesti c inflation need 
nol persis t. unl ess the change is accomlllodated by 
dorncslic monetary pol icy. 

The U K-wc ightcd non-oi l commodit ies index rose by 
41 % between 1992 Q3 and 1993 01. compared with a 
rise o f 28% in Ihe Economist index!! ) (both measured in 
!<> terling terms). In 1993 Q2. both indices fe ll back- the 
Economist index by 7%, and the UK index by 8%. The 
divergence in the indices partl y reflec ts the recent sharp 
ri se and subseque nt fa ll of timber prices (resulting from 
co ncern s about US environmenta l policy affecting 
production). which have" hi gher weight in the UK 
index. Bot h indices have wea kened recentl y. perhaps 
beca use of the growth in stockpiles of metals. 

Although oi l pri ces in 1993 Q2 were margina ll y above 
1993 Q I levels. they ha ve dropped sligh tl y since the 
June OPEC meeting. which agreed to roll over the second 
quarter prod uct ion ce iling of 23.6 million barrels a day. 
Output in that quarter was above quota. and it is 
signi fica nt that both Kuwai t and Iraq re fu sed to accept 
their quotas at the June meeti ng. 

With the conti nued recovery in the United Swtes likel y 
to be offset by weakness in Europe and Japan. it seems 
that commodity prices wi ll not risc significallll y as a 
resu lt of increased demand. Supply-side 
considerations- for example. the recent railure o f ta lks 
on price support mec hani sms for coffee. rubber and 
cocoa and the failure of OPEC to enforce producti on 
quotas- re inforce the chances of ge nerally stabl e pri ces. 

(I) In 19')0. ~O!1 "I\(Xlitle, ( ·f"d~ · ""d Ihe non·OII CO llllnodit ic.< induded in thc 
l:,on, \l1\1" imlc~) rcprc,cl1I<1d nmuruj "nc sixli1 of UK illlrorts. 

(2) Thc UK-wc lghlc,! 'IOn·"i l t'''' '''ll>dite.'' i",!c~ c""wills a llit; hcr proponioll of 
nt;,iCu ll\J ra IIlPII -food proo llCls Ih"n the Eco"" ", j,t all · jtcms iudex. wl,ich uscs 
WC,t;i1,. ba,cd Oil Ihe va lues or C""""o<lit y i"'llOl " to nil On;u cOUIHrie, in 
11)1\4 ~b 
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The indirecI impac t of t:ornmodit y pri ce.., on UK price 
levd.., comr.: ... via the forr.:i~n currcncy price ... o f 
manufactured product..,. whi ch account for over 7Y"h of 
UK impor'" of good .., . C hart 5.3 .., how ... thal the annua l 
ri ... e in producer prier.:'" in the major ... ix econollli e~ ha ... 
averaged le ...... than I en .., incr.: end- 1991 , With \\ orld 
aCli vily remaining weak. fUlUre ri ... c ... in produce r pri ee 
inflalion arr.: like ly to hI.! mode ... !. 

The exlent to whidl forr.:i gn currenc y price ... feed Ihrou~ h 
to :--te rlin~ illlporl prit:e ... i ... (i!.!tcnnined by Ihe exc hange 
rate (and he nc!.! by llloll!.!tary po licy ). and by the de~r!.!e 
10 whi ch rorci~1l produccr:-- di :--c rill1inat c between 
national markd :-- in IIl!.!ir pri c ing cleci:-- ion .... Char! 5.4 
cOlllpare:-- c h an~e ... in Ill.: ... I!.!rling price ... of imported 
manufaclllre~ wit h ch'Ul~e ... in a weighted index of 
fo rc ign manufactul-cr ... · OUlpUI pric!.!"', Thc differe nce~ 
between Ih!.! IWO ... !.!ric'" ... how lI1al change ... in forcign 
producr.:r prier.: ... ex pr!.!~ ... ed in ... tcrling are not alway ... full) 
refkclcd in ~ tr.:rling import price .... The chart al ~o 
~ugge!<o t !<o that change ... in the pri cc.., o f imported 
manufacturr.: ... Illakr.: on ly a ..,mall eon triblHion to U K 
infl'lIion . 

l?l,Ct'11/ t/(, \ ('/O/IIII1'II/' /11 /1111101"1 IJJ'in', 

Although imporl pric!.!~ havr.: nOI alway~ moved 
o ll!.!-for·onc with ch'lng!.!:. in the r.:xch'lllge rate . ~ome 
increasc in import pricr.:s was expee tr.:d after "erling'~ 

fall last Sept!.!nlb!.!r. In gener,,!. all I.!xc hange rale chan ge 
is likely 10 pas:. throu gh rapidl y ,uld l"tilly in to imporl 
price~ if (a) the ~ood~ illlport!.!d arl.! hOlllogeneoll:' in 
nalure and traded in more competit ivc market:.: 
and (b) the exchange ral!.! cha ngl.! i~ cx pecled la bc 
pennanent. 

Becall ~c of the change in the method o f co llecl ing 
slatisl ics on intra-EC Irade. figllrc~ for aggregate UK 
import pri ce~ arc available on ly up to 1993 Q I (sce 
Table 5.Al. Chart 5.5 :. how~ the clo:.c re l atioll~hip 

between the rise in import price:. ( 13.79d and the rail in 
sterling's crfective exchange ratr.: ( 13.6% ) belween 
1992 Q3 and 1993 Q I. However. thi s pattern conccab a 
di vergencc in the behaviour o f the prices o f goods 
imported from ollts ide thc EC (48% or Ihe visible lotal 
in 1992) and from the EC. Between 1992 Q3 and 
1993 Q I, th!.! pricr.:s or goods imported from non-EC 
counlries rose by 11 .9%. co mpared with a depreciati on 
of slerling againsl non-EC currcnc ies of 17 .5%: the 
pri ces o f goods imported from EC countries increased 
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by 15.2%, compared wit h an exc hange rate deprec iation 
of 10.4%. 

It b n()l e .. !'>y to accoullI for these different rates of 
pa!)!)- through . It is unlikel y to be the diffe ren t 
commodit y composit ion!'> of imports from the two 
regions. since IlHlIl ufactured and non-manufactured 
import pri ces have increased at a broadly si milar rate 
(see Table S. B). [t is al so unlikely that non-EC ex porters 
have de layed raising thei r sterling prices. thinking that 
the deprec iation of stcrl ing was tem porary (ste rling 
stands at i.l forward di scount to these currenc ies) . 

The sli ght firmin g of the exchange rate in the second 
quaner has rapidl y fed through to non -EC im port prices. 
which fell by 4.7% be twee n Mareh and Jun e. Although 
data on the prices of import s from the EC are not 
ava il able beyond 1993 QI. significant rises are unlike ly: 
indeed. the drop in im port volumes from the EC since 
1992 Q3 cou ld cncourage EC exporte rs to reduce 
sterling prices to rega in market sharc. 

5.2 Input prices 

The impact of im pon pri ces on domestic prices shows 
up first in the CSO's series on input prices for 
manufacturing industries. Together. fue ls and imported 
goods compri se arou nd two thirds of thi s series. The 
cost of fuels and material s purchased by manufacturin g 
firms rose by 8.7% between August 1992 and March 
1993. But it has since fall en back. suggesting that the 
initial impact of hi gher import pri ces has now fed 
through to input prices. In the second quarter. input 
pri ces were 7.4% higher than a year ago. with a small er 
inc rease o lltside the food. drink and tobacco industries 
(see Table 5.C). Since inpu t prices (excluding those 
indust ri es) fe ll by 1.4% between June and August last 
year. following i.l rise in sterling's exc hange ratc. the ir 
twe lve-month change may pick up in coming months. 
However. as last autumn's large monthly increases drop 
out of the an nua l rate later in the year. inpu t price 
inflat ion should fall back again. 

The cost of domestic input s purchased by manufac turers 
increased rapi dl y between last August and February th is 
year. much in line with prices of imported material s. 
Despite firming in th e exc hange rate since then , and the 
fal l in the pri ce of imported inputs, prices of 
domesti ca lly produced inpu ts ha ve co nti nued to increase. 
To th e exte nt that inputs Hre widely traded in 
i11lernationalmarkets, higher world prices (denominated 



("harI5.11 
Kl'lufn (Ill {';Ipi!;II '" 

1'<".", 
- " 
- I! 

- ,,, 

- < 

, 
.. , 'k", ' ..... ,. ,,".~ , .. ' ....... >t." l ., '<)"1'"-'""'"' ,,~, 

Charl 5.7 
\1;lnllra('llIref~' I)fil'e 10 {'lI~1 rali(l~ ;,nd Ihe 

('\chan!:" rail' 

I " """ <" ""'r< ,.0. 

Table 5.n 

1"l< .... 'fiI. - ,. 

- Ill' 

- 1111 

- , .. 
- .. 
- .. 

Contrihution»'" tu Illllnlll'm:luren, ' dOll1c"lil' output 
price innatiun' Io ' 

"" 1'J'J2 ,.", 

"' Q ) '" 0' A"", ~b) 

, 
WIbou, prOOu<'" "l "' " " 2S " " n , urou,o",,, " " " 2.5 2.~ " .1.1 

) Un" laoo.., <o,,, 
0:2.1) 2.'1 " U ·0.1 ·u · 1 ~ ." , In",,, 1''''''' ·0.7 ."' " U ;1 " " ) Bough,.,n """ ... ,," " ~5 " " '" " O.~ 0.2 , ,\Ia'll,n'NI 

(6:7. (3 .... +3)' " " " " " " ~.1 , Qu,,,,,, 1'f<C""" " " 2.7 " n Ho ~6 

'" c.I<",..,... f •• • ",h ... "f""""'" th< , .. " ... """"h l m",h t>« ...... b! ~ M'~"" 
dtn,t<J (""" 1'>11' '"f'"' .""'fI'" "10",, •• f"',,,~, 
"n" ,,- '0'" U ~~ 
.nf'"' P"'''' 0 11 
"""&h,· .n""""" ull 

n" ",dwonl fOO<l, d".l.i>J ,,,,,,,-,,, 
«I 1'<0,,«1 h) ,,"" I.",,,,, " .. " on ,11< "''',« "'",. 
Id, F.~",<, ""~ "'" odd ", ,,".1, 11<."",,, ,,' " .. "J,"~ 
'" 1'< .... "..,~'''lI.1n'.' "" 'le ... "h" 

/'n..,· (/'''''''''' \ 

in stcrling) wi ll bc refl cc ted in highcr pricc!) for product<, 
sou rced loca ll y. Price\ o f primary (rathcr than 
proccssed) food arc IXlrticuklrl y likely 10 reflect 
exchan£e rate movemenl\. becau\c the price~ of locally 
produccd food tend to mo ve in line with change!. in thc 
grecn pound- the rate at wh ich EC agricultural \UPport 
is converted into ~tcrlin2. 

5.3 Business prolitabilit~ 

During a rcce~» ion. pre~»tlre o n busine~~e~ to lower 
margins contribute~ to a reduction in Inflation. Provi ded 
finns cover their ~h()rt- run va riable costs they Illay 
continue producing even though price~ are below 
long-run cost». A .... the economy recove r~. finn~ »cck to 
restore profit ~. Char! 5.6 ~how~ e!'>tima te~ o f the rate of 
return on capital in indll~t rial and commercial 
companic» in the Uni ted Kingdom. Al though 
profitab ility fcll from it~ cyclical peak in thc late 1980~. 
it» level i~ hi gher than in previoll~ rt!ce~<;ions . and ha~ 
started to ri~e aga in . The ratio of non North Sea profit~ 
to CO~b fcll by 1.2% in the fir ... t quarter of 1993. 
foll owing a decline of almost 5<k in the prev i ou~ 

quarter. These decline~ reflect the fall in the exchange 
rate in September last year. whi ch increa~ed import 
COSb. But a fa ll in [he ra tio of profib to costs nced not 
imply a reduction in profit~-if co~t~ ri ~c the ratio will 
fall even if the rate of rcturn On cap ital is unchanged. 

In contrast to the domcstic picture, manufacturers' 
cxport margin~ werc :-.quccLcd ~h;lrply in the recent 
recess ion. though not as much a~ in the 1980s. Between 
thc cnd of 1979 and th e fi rst quarter of 1981. U K 
manufacturers' normal ised unit labour cost 
competitivenes!'> worsened by over a quarter: the 
deterioration between end-1989 and 1991 Ql was onl y 
one sevcnth . The ex planation for the lighter ~queeze on 
ex port than domcst ic margi ns may be that UK exporters 
are price-takers in world markets to a grcater ex tent than 
in domest ic markets. The extcnt o f the earlier fall in 
export margins may be onc rea~on why export price:-. 
increased so sharpl y fo llowing ~terling's faUlast year: 
prices of cxports to non-EC COUl1trie~ increased by 9.7% 
between August 1992 and March 1993. 

The most recent data on profits arc fo r manufacturing 
industry. Table 5.0 illustrates the contribution of 
va rious fac tors to domestic producer output price 
inflation. It suggcsts that all but 0.3 percentage poin ts 
of the 2.6% inc rease in manufacturers' domestic Olltput 
prices in thc year to May came from higher margins. 
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For manuracl ure r~. faster rises in the price of materials 
and fuel :>. ha ve been virtuall y offset by fal ling unit labour 
costs. 

T he fa ll in :-.Ierling last September. combined wit h the 
earlie r squceze 0 11 ex port profitability. has prompted 
rapid increascs in ex port margins. Domestic ma rgins are 
unlikel y to risc signi fi cant ly for Iwo ma in reasons. First. 
profitability i:-. hi ghe r at thi s stage of the cycle than in the 
pas\. Second. !'inns arc like ly to re ly mainly 011 

inc reases in Oll tput to restore profitability. rather th an on 
increases in margins at a given leve l of output. A 
widening of margins is unlikely to pose a signi fi ca lll 
inf lationary th reat. 
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The outlook for inflation dcpcl1d~ upon current 
inflationary prc),~lIrc~. and the interac tion between 
monetary policy and the ~Iatc of Ihe real economy. The 
laller dClc rminc~ th e ~pccd at which infl ation adju sts to 
Ihe rale implied by Ihe ),lance o f monetary policy. That 
adjustment procc.,:-' i:-. al. ... o dependent upon expectation:. 
of inflation. Evidence on private :-.cc tor cxpcctalions of 
inflalion can be obtained by look ing al market y ie lds on 
financial inMrutllCnt:-. and from independent forecasb and 
surveys . A n c:-.:-.c n[ial clement in Ihe presentation of 
Bank projcclion :o. for inflation to mid- 1995 i). a 
compari)'on between the projections in the May Report 
and the centra l o utturn for inflation ove r the past three 
Illonlh~. Differe nce:-. between the earli e r and c urrc nI 
longer- run project ion ~ re flect the ·new·; -bOlh about 
inflation and the underlyi ng Mate of the economy-that 
has emerged ~ ince the May Rl!porJ. 

6.1 E, idcncc from financial markets 

The last Repo}"/ con~ idered the evidence about 
inflationary expectati o n!' that ca n be derived from 
com paring y ields on co nventi o nal and index-linked gi ll s. 
Thi s ev idence tllay be mo rc re liable than that from 
su rveys because the expectati o ns of in vestors are 
reflected in th eir in vestme nt deci sion~. not just their 
statements. From the observed yic ld curves for nominal 
and index-linked gilts. it i~ po~~iblc to derive term 
struc tures for ex pected future short-term nominal and 
real rates of intercst. The difference betwee n these two 
te rm structures ca n be interpreted as the term struc tu re of 
expected inflation . provided that the risk premium w hic h 
is required o n conve ntio nal gi lt ~ to compensate for the 
uncertaint y about future inflation is small re lative to the 
leve l of yi elds. (The met hod of constructi o n is described 
in more detail in the accompanying box). Chart 6. 1 
shows the term structure of ex pected inflatio n ca lcul ated 
thi s way. It compares the profil es of inflation expected 
on 7 May. as publi shed in the last inj"lmioll Report. and 
2 August. During those three months. expectatio ns o f 
future inflation o ver the lo ng and the medium-term fell 
by approximately half a percentage point. However. 
Chart 6 . 1 suggests that investors in the !lilts marke t e ithe r 
require a \'e ry large premium to compensate for 
uncertai nt y about future inflation or are s till gi vin!l 
co nsiderable weight to the poss ibility that fu;ure ~ 
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Iml)lied forward interest rates and future inflation rates 
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When Merling's membership of the ERM was 
~ uspe nded last September. gill prices reacted 
sharp ly. To a large eXlenl. this re fl ected 
changes in in veslors ' expectalions, parti cularly 
o f fu ture interest rates. These ex pectat ions are 
likely to have changed Signifi cantly. since UK 
inte res t rates would no longer be so c lose ly ti ed 
to interest rates o f other ERM member 
count rie~ . 

Diffe rence ... in yields between gilts of ditTe rcnt 
maturit ies can be used to de te rmi ne impli ed 
forward short -term interest rates and so to 
gauge the ex ten t of changes in ex pec tations . 
Nomina l implied fo rward rates. which can be 
broadly interpreted as the spot rates (ie 
one- period current ratcs) wh ic h investors ex pect 
will prevai l over futu re years. ca ll be derived 
from a pa r yie ld curve, calculated by fi ll ing a 
curve through observed yie ld ~ on a large 
nu mber of conve rllional gilts. 

Using the Bank 'S par yield curve. the cha n 
shows the nom inal implied fo rward rate curves 
before and after the suspension of sterlin g's 
ERM membership. 

In practice. implied forward rate ... will differ 
from expected ful ure spot rat es because 
in vestors will genera lly require compensation 
for bearing the risk that their ex pectati ons may 
not be fulfi lled. The impli ed forward miC 

therefo re equa ls the expected gi It s spot rate plus 
a risk premi um. Moreove r. some may be priced 
at a premiu m or discount relati ve to others 
because they are attractive or unallractive to 
ce rtain in vestors for ta x or liqu id ity reaso ns. 

Implied fll/llre illf/lIIitm rale.' 

Gi lt holders req uire yie lds whic h not only 
compensate for antic ipated infla tionary losses, 
but al so gi ve them a rea l return : othen.vise. they 
wi ll switch to competing assels. 

The existence of index-l inked gi lts a llows us 10 
separate these two components because coupon 
and rede mpt ion pay ments on index- linked gilt s 

arc lin ked to the RPI and are therefore to a large 
extent protected from in fl ationary losses . So 
the prices of index -lin ked gi lts should refl ect 
only expec tations of rea l in terest rates, and not 
ex pected in fla tion or Ihe infl ation risk premium, 
and rea l im plied forward rales can there rore be 
de ri ved from a real yield curve fi tted to rea l 
yie lds on indexed gi lts. 

If il is assumed that Ihe infl ati on ri sk premium 
is small rel ~lIive to expected inflalion. the 
forward nominal rate wil l be the sum of the 
ex pected in fl ati on rate and the rea l interest rate 
on index-linked gi lts. The implied in fl ation 
te rm structure is then constructed by subtracti ng 
Ihe rea l implied forward rate curve from the 
nomina l impl ied rorwa rd rate cu rve. 

Implil'd future il1n~llj()11 rail" bl'furt' ~md afll'r Ihl' 
"u'I)l'milm uf .. lcrlillJ!\ ER'I mcmhcr..hip I I(,JW~J2 ) 
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On thi s basis. Ihe chart suggests that the effect 
of sterl ing's suspension from the ERM on 
expected nominal interest rates was largely 
because of a change in infl ation ex pectati ons. 
Investors expected lower interest rates in the 
short term but over the longer term they 
expected rates to be about one percentage point 
hi gher. With real yie lds on index- linked gilt s 
remaining broadl y unc hanged. the impl ied 
future infla tion ratcs shown in the chart 
indi cated a signifi cant ri se in ex pected infl ati on. 
especially over the mcdiulll term. 
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government~ will not adhere to the pre!o.e nt inflation 
larget. Long- term credibility in the inflatio n larget ha, 
not yet been full y e .. ta bli .. hcd. 

6.2 Outside forecasts 

Many in .. tiluli oJb and compan ic .. pll bli .. h foreca '>I'> of 
inflation. Chart 6.2 .. how .. 36 pri vatc ... ector fo reca'> t'> 
for underlying infl ation. The mean of the<;e forecast .. for 
underl ying inflation in the ye,l r (0 the fourth quarter o f 
1993 is 3.37('. At the time of Ihe la ... 1 /1Ij!mio/l Report. it 
was 3.8%, and. in February. 4 . 19'('. 

The outside foreca .. t.. embody a range of different 
ass umption .. about lhe future cour .. e of po li cy variabl e ... 
such as inlere .. t rate ... and abOllt changes in the exchange 
rate. Although the effect of .. uch a .. "umption .. wi ll be 
limited .... far a .. projection .. to the cnd of 1993 arc 
concerned (there are lags between change .. in Ihese 
variables and inflation) their effect on projecti ons to the 
end of 1994 will be .. ub:o. taruia1. The mean pri va te "ector 
forecast for underl ying inflation in the year to the fourth 
quarter of 199 ... i .. now 3. 7Cff . which .. lIgge .. t" that 
forecasters generall y do not ex pect underl ying In flation 
to pick lip significantl y in 199-1 ( .. ee Chart 6.3 ). These 
forecasts ha ve fallen .. ince the la .. , ReporT in May. when 
the mean wa .. 3.9%. and February. when it was .. L3%. 
Of the 36 forecaster ... 25 now ex pect inflation to be at or 
below 4% by the end of next year. compared with 18 out 
of 36 three months ago. 

6.3 Surveys of inflation expectations 

Recent surveys suggest. on balance. that inflation 
expectati on:;; ha ve moderated ~ ince th e lasl Repol"I. The 
balance of re:.pondents ex pecting to sce a rise in thei r 
domestic output price .. ha .. :..hown a marked fall . from 
10% in April to onl y I % in Jul y. according to the 
Quarterl y CBI Industrial Trend:.. Survey. Within the 
total. three quarters of respondent s we re not ex pecting to 
change their prices over the next four months. the 
highest figure since the survey began in January 1972. 
Fund managers' expectations of RPI infl ation. for both 
end - 1993 and end - 199~. have not changed s ignificantl y 
since the last Reporl. according to the Smith New 
Court/Gallup Survey. As Chart 6 .... shows. fo r the past 
six months, fund managers have expected inflation to 
rise. In July they were forecasting a rat e of 3.8% by the 
end of 1994. Using result s from Ihe Gallup Survey of 
employees' price expectations. it is possible to derive 
the balance of respondent s who expec t inflat ion to 
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remain below 4% over the coming year (see Chart 6.5). 
By thi s measure. ex pectations or in fla tion are st ill low 
compared wit h those in rece nt years. and employees still 
exr)CCI. on balancc. that ann ual infl ati on will remai n 
below 4%. The June Barclays BAS lx Survey shows 
most calegoric!oo of respondellls repot1ing a rail in the ir 
expectations of in flat ion. both one and two years ahead. 
although the genera l public !. till ex pect 10 see infl ati on 
in excess of 4% by mi d- 1994. The June EC/Gallup 
Survey of conSllmers suggests the pu blic now believe 
that inflation has passed its trou gh (see Chart 6.6). 
Res ults from the Ju ly Dun and Bradstreet Survey show 
that a small majorit y of managing directors were 
ex pec ting the ir selling pri ces in th e fol lowing three 
months to be higher than a year earlier. This is the rirst 
posit ive balance recorded since Jul y 1991 (see 
Cha rt 6.6). 

6.4 Bank projections 

Thl'I!l/Irt-rtlll 011110010. 

Chart 6,7 shows the latest projections for RPI X in fla tion 
over the next th ree months. togethe r with the projections 
con tai ned in the last Report. These are based on purel y 
stati stical extrapolations of recent trends in a number of 
RPI componen ts, amended to take into account known 
admini stered price changes (eg Budge t measures) and 
know n exogenoll s ractors (eg changes in the seasonal 
pattern or sal es) whi ch arc not already rully reflected in 
the inflation rate. 

The chart shows thatlhe inflation ou!(urn has been 
lower th an projected at the time of the last Repor!. This 
is part ly because the reta il prices of rood. drink and 
tobacco did not increase as rapidl y as expected. laking 
into account the usual seasonal pattern. and part ly 
because price increases across the board were lower than 
impl ied by the ir recent behavi our. Infl ationary pressures 
have continued to weaken. Such large di vergences 
between the outtUI"ll and the previous projection 
constitute news about underlyi ng inflmion . In the food. 
drink and tobacco industry wholesale prices developed 
at llluch the rale forecast but the ratio or retai l to 
wholesa lc prices fc ll more than expected. h is possible 
that more of the increases in import prices will 
eventuall y feed through to retail prices in that sector in 
parti cular. 

LOIIJ.:er -terlll I'mjecliOl/ ,\ 

Monetary po licy is based on an assessment or the 
direction in which inflation is moving one to two years 
ahead and not on the backward- looking measure of the 
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increase in pricc!lo over the past twelve months. 
Chart 6 .8 show~ the Bank projcctions fo r RPI X inflation 
between now and the midd le of 1995. together wi th the 
oullurn to date and the projec tion publi shed in the May 
Report (10 December 1994). The projec tion i ~ based on 
the a:-.sumption of unchanged intereM rates. G iven that 
the trade-weighted inte re!'> t rate differential between the 
United Kingdom and the re!'>t of the world is close to 
zero. a broadly unchanged exchange rate . corresponding 
10 ER I of 8 1, has been assumed . 

The mosl likely oullurn i!'> thal RPI X inflation will 
remain low for much of 1993 but will pick up in the first 
half of 1994. mov ing towards. although remaining 
below. Ihe top of the target range. The main reason for 
the rise in RPI X inflation i~ the res ponse of the index to 
changes in indirec t taxes and in local authority taxes. 
Exc luding such effec t:-.. underl ying inflat ion is expected 
to decline until the middle of 199~ and then remain 
roughl y constant. 

The current projections take account o f the news since 
the last Report. The mo~ t important pieces of news ha ve 
included: 

• fall s in unemployment : it is nO! yet clear what IS 

happening to tota l employment. but it has reacted 
to output changes more rapidl y in the I 990s than 
in the past. The demand for labour appears to be 
IncreasIng: 

• ri ses in output and industrial produc tion: the 
evidence is consistent with a slightl y faster 
recovery than expected: and 

• lower rewil price leve ls: the depreciat ion since 
last autumn has had much the effect expected on 
impol1and inpu t prices. blll retail prices ha ve 
been lower than forecast. 

The impact of thi s news has led to a downward revision 
in the central project ion for infl ation (see Chart 6.8). 
The best indicator of underl yi ng inflat ion at present
the increases in RPIX excluding local authority and 
indirect taxes-i ncreased somewhat at the end of last 
year reflect ing the rise in import prices. But it has 
started falling ag<1i n and is likely to remain low for some 
time. The evolution of the monetary aggregates. 
discussed in Section 2. is consistent with thi s outlook for 
inflation. There is still a substantial output gap and high 
short-term unemployment. both of which should 
continue to exerl downwards pressure on infl ation. 
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The measures annou nced in the last Budget (together 
wit h the change of local tax reg ime) are expected to 
rai se RPIX inflation by 0.2 pe rCe ntilge points in the fi rst 
quarter of 1994 (the effec t of the two rounds of exc ise 
duty indexation likely wit hin the year) and by 
0.4 percentage poin ts in the second quarter o f 1994 and 
by 0.5 percentage poi nt s in 1995 (extension of the VAT 
base). The effec ts of the swi tch frOlllthe Community 
Charge to the Counci l Tax will also di sappear from the 
twelve-month change in th e index in the second quarte r 
of 1994, These Illeasures acco unt for the rather different 
outlook for RPI X in fl ation th an for a more accurate 
measure of underl ying in fl ation. 

UIIU'rl(l i l ll ie.\ 

There are three mai n sources of uncertai nty sUITounding 
the cen tral projection. T he first. and ever presen t. 
uncert ain ty surrounds the fUlllre behaviour of the 
exc hange rate. The rece nt turmo il in the ERM has 
created greater ullcerlJi nty about inte rest rates on the 
Continen t. and hence about the exchange rate between 
sterting and the ERM currencies. An earlier than 
ex pecled reduct ion in interest rates in those coun tries 
would. in part. lead to faster recovery there and hence 
beller prospec ts for UK exports. and. in part. a higher 
sterl ing exc hange rate. On balance. the oUlcome wou ld 
be a slightl y lower inflation rale than implied by the 
central projection . 

The other two sources of uncerta inty represe nt risks that 
in fl ation might be higber than expected. The first 
surrounds the real ra te of re turn on cap ital that is 
requi red to generate levels of investment consistent with 
eco nomic recovery. Supply-s ide reforms have rai sed the 
rate of return on capital in the Un ited Kingdom. The 
central projection is based on the view that profitabil ity 
is hig h relative to comp • .lrable poin ls in the cycle in the 
past. and that furt her inc reases in profi ts wi ll resu lt from 
a return of outpu t to trend. Bu t. if the long-run req uired 
rale of relurn is higher than can be generaled in this way. 
success fu l firms might start 10 increase prices for a given 
leve l of costs. resulti ng in a rise in margi ns. 

In addit ion the compression of rela il margins fo llowing 
the rise in import pri ces it self admits of two 
ex planations. The first is that because of the current 
state of demand in the domestic market. the ti mi ng of 
the pass- through of depreciati on to domestic prices has 
changed. Thi s wou ld mean that an unex pected fa ll in 
inflati on this year might be offset by a corresponding ly 
hi gher rate of in fla tion next year as import prices fina lly 



pass through to hi gher prices in the shops. The second 
explanation is that competit ion in the retail sector has 
lowered the long-run leve l o f pro llt margins and that the 
increase in import prices wi ll be absorbed in margi n~ not 
only in the short ru n but al so in the long run. It is 
s imply too earl y to le ll which effect is the more 
important. 

The other uncertaint y i!'> about earnings. No minal 
earnings depend on the real levct of earnings ex pected 
by wage bargainer:-. and consequentl y on their price 
expectations. There is a ri sk thal a slower growth in real 
wages may lead bargainer:-. \0 aim for hi gher 
pre-tax earni ngs. More importa11l. their price 
expectations will determine which will prevail. low rates 
of increase in money earning:-. and low inflation or 
higher rates of increase o ffse t by more rapid increases in 
prices. A belief that the in fl ati on target wi ll be met will 
help make the former more likely. 



7 

42 

Conclusions 

Inflat ion has continued to rail th roughoullhe peri od 
since Ihe May Repon. The headline inflation rale has 
fall en [0 1.2% a year. the lowest for nearly thirty years . 
Underl y ing inflat ion, de fined in terms o f RP IX. has 
fallen from a ['<lIe o f 3.5% in March to 2.8% in June. Ihe 
lowest figure since the index first became availab le. In 
te rm s of arithmetic. the fa ll in in flation is accoun ted for 
by the switch from the Comm unity Charge 10 Ihe 
Counci l Tax which reduced <lverage household 
payme nt s. Th is onc-off c hange will affecl the lwclve
month rale of inflation un til nex t spring when the effect 
drops out of the index. But Ihe reduction in inflation 
over Ihe past three months was more rapid than 
anti cipated. and it s ex planation is no t to be found in the 
changc in local aut hority taxes. O ne of the reasons 
for such a marked slowdown was that the impact o f 
sterling depreciat ion on import pri ces has been offset by 
a reduc tion in unit labour costs, leav ing total costs 
broadly unchanged. Profits in manufacturi ng rose 
slightl y and inflation fell. In addition. retail ma rgins in 
sectors such as food . drink and tobacco may have been 
reduced. 

The Bank's central projection is that inflation will 
re main within the targe t range over the next two yea rs. 
It is important to distingu ish between RPI X inflation. 
used in the de finit ion of the target range. and a measure 
of unde rlying inflation which exc ludes changes in both 
ind irec t and loca l au thority taxes. Exc ludi ng the e ffects 
o f taxes, the underly ing rate of in fl ation is expected to 
decline further over the nex t year and the n to remai n 
broadly constant into 1995 . In co ntras\. RPIX infl ation 
will increase in the first half o f 1994 as a resu lt o r the 
ex tens ion of VAT 10 domestic fue l and power (and any 
indexati on of excise duti es to be announced in the 
November Budget) and the change from the Community 
C harge to the Council Tax droppi ng OUI of the 
twe lve- month rate. The offi cia l measure of underly ing 
in fl ation may. therefore, be close to the top of the target 
range in the first half of 1994. 

As fa r as underly ing infla ti on is concerned. there are 
three main uncerta inties . The first surrou nds the 
exchange rate , the second concerns the beha viour of 
profi tability and the thi rd the behaviour of earni ngs. 



A hi gher than expected ~ terling ERI would. other th ing .. 
be ing eq ual. put furlher downward pre~sure 011 inflation 
in the shon run . But the impact of any changes in the 
exchange rate wou ld depend on the reason for that 
change. A rise in ~ terling which resulted from news that 
recove ry wa.') more rapid than anticipated would ha ve a 
smallcr effec t o n inflation thnn a rise which re.<.ulted 
from lower intere .. t ra te~ abroad. 

Alt hough businc~ .<. profitabili ty is much higher than at 
comparable stages of Ihe cycle in the past. those levcb 
of profit s werc ullsustainably low. Profits wi ll ri se 
furth er as output return:-. 10 trcnd . But. ifthi.') faib to 
produce an adequate real rate of rcturn 011 capital. there 
may be upward pressure on price.') a~ wc ll a:-. downward 
pressure on costs. 

The third source of uncertai nty concerns Ihe rate of 
increase of nomi nal earn ing.'). The high level of short
term unem ploymen t and Ihe ra pid growth of real wage:-. 
relat ive to produc ti vi ty in recent year.') ~hould lead to a 
marked slowing down in the growth of real wages over 
the next two years. Provided that firms and employees 
are confident that inflation wil l remain well within the 
target range. thi s adjustment in the growt h of rea l wage ..... 
will occur at lowcr rather thnn higher fales of inflation. 

The ev idence on expectation.') of inflation suggests that 
it is expec tcd to rcmain within thc targct range over the 
nex t two years or so. But market expec tat ion.') derived 
from Ihe yie ld curve do not yel appear to be consistent 
with Ihe achievemclll of the inflation target over the 
next decade. Credibilit y of the targel over this horizon 
matters becau~e it affects the level of long-term interest 
rates. Such rates are abo influenced by the level of the 
budgct deficit. The prospect ive rise in the ratio of 
govern ment debt to GDP is of concern because it may 
lead to fears that Ihe real bu rden of th is debt wi ll 
eventuall y be monetised. 

The growth of the monctary aggregates. and monetary 
policy more generall y. are consisten t with in fl ation 
remaining with in the target range over the next two 
years. Expcctations of infl ation on the part of firms and 
em ployees are important because they determine 
whether. given the monetary stance, the leve l o f nominal 
wages which results from bargaining generates the 
expected leve l of real wages and em ployment. The 
recent reduc tions in inflation improve the prospect that 
inflat ion will rem:lill within the targct range. whic h will 
enhance the credibilit y of the target range it self. But it 
is important that adherence to the target ran ge is not 



inte rpre ted si mply as hold ing inflati on below 4% iI year. 
Part of the original state ment of the targe t was that 
infla tion should be in the lower hal f of the range by the 
end of this Purliament. That outcome is wi thi n reach 
provided that monetary policy does not accommodate 
inc reases in nominal costs. and that fi sca l policy does 
not threaten the in flati on target in the longer run. 
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