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Summary 

The fn{lofi(!I/ Report contains the Bank of England"s anal ys is of 
recent changes in inflation and the prospccl~ for th e future. It 
contains six sections covering: ( i) recent price developments: 
(i i) monetary and fi sca l policy: (i ii ) demand and output: (Iv) pri ce 
dynamics: (v) prospects for inflation: and (vi) conclusions. 

Compared wi th three months ago. it is now somewhat easier to see 
how last autumn "s deprec iation b affect ing domest ic prices. Retail 
prices of a number of products. including some food items and 
consumer durabl es. have risen morc rapidly since the autumn. 
And the latest three-month inflation rate has increased a little since 
the last Repar! and now sland:. somewhat furthe r above the 
twe lve-month rate than was the C,;lse three months ago. 
Nevertheless, underl ying inflation. at 3.5%. is still in line with our 
ex pectations in February. 

Inflat ion. as meas ured by RPIX. has remained with in the target 
range throu ghollt the period since the February Rcpo/'{. During 
that period new information about th e likely course of future 
inflation has been of three main kinds. First. leve ls of rea l acti vi ty 
are rising more rapidl y than had been anticipated three months 
ago. Most of the indicators re lating to the real economy, including 
output. retail sal es and employment. point to increas ing levels of 
acti vity. Second. the exchange rate, as meas ured by the sterl ing 
effective exchange rate index on 7 May. is some 5% above the 
level at the time of the February Report . Third. in the March 
Budget the C hance llor announced increases in indirect taxes. to 
take effect both thi s year and next. wh ich will ra ise the measured 
rate of underl ying inflation. The rise in the exchange rate is not 
independen t of the news about acti\lity, indeed in large part it 
foll ows from it. Th is increase inlhe exchange rate has lowered 
somewhat the ri sk of breaching the top o f the target range towards 
the end of thi s year and the earl y part of next. 

T he projections for the next three months show inflation decli nin g 
in April. but tl1en ri si ng to 3.5% by June. The init ial fa ll large ly 
reflects the impacl of the change from the Communit y Charge to 
the Council Tax. The subsequent ri se is expected to be broadly 
based. and assoc iated wi th the direct pass-through of hi ghe r import 
prices into domestic retai l prices. 
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On ba la nce. the changes since the last /Ilf/atioll Repon have 
lowered sl ightly both the ex pected inflation rate and the 
probability of breaching the 4% limit during the course of 
thi s year. The impact nex t year of the Budget measu res. 
together wit h the uncerta inties surrounding the rate at which 
the output gap is likely to narrow. suggest that the probability 
of bre,lChing the target next year may be a little greater th an 
previollsly envisaged. but the Bank 'S ce nt ral expectation st il l 
is that the ta rget will be met. Any further increase (decrease) 
in the exchange rate would lower (raise) the probabil ity of 
breaching the targe\. 

Expectati ons of inflati on in the future are not yet consistent 
wi th the target range for in fl ation of I %-4%. Both direc t 
surveys of expectati ons and also the indirect ev idence from 
impl ied forward markct intcrest rates suggest that many 
economic agents have yet to bc convinced that the target wil l 
be met in the long run . But the longer underl ying in fla tion 
remai ns within the target range the more credibili ty wi ll grow 
over time. 

Look ing to the end of 1994 and beyond. the princ ipal 
uncertai nty concerns the response of domestic factor costs
wages and profits- to the loss of pu rchasing power resu lti ng 
from depreciation of the currency. If total profi ts and wages 
rise because of a 1'0/1111/(;' effect. rather tha n an increase in 
pro fi t margins per unit of output or earn ings per head . then 
the increase in no mi nal dema nd consistent wil h the mo netary 
stance will lead to ris ing real activ it y and conti nuing low 
infl ation. A continui ng determination on the part of the 
authoriti es to meet th e infl ati on target will hel p to ensure that 
increases in wages and profit s are rea l inc reases. re flec tin g 
higher output and prod uctiv ity. rath er th an nomina l increases 
re fl ec ting onl y higher unit costs. It is vita l in this context 
that the in fla tion target be seen as a framework for pol icy 
over a long period, and that monetary and fiscal policy 
shoul d be cons istent wit h achiev ing the target on a sustained 
bas is. 



Recent price developments 1 
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Infl ation is a risc in the gellera/leve l of pri ces. 
When there are sig nificant c hallge~ in re/alive prices . 
the various measures of inflation may gi ve different 
estimates of ' Ihe' rale of inflation. Th is i~ 
particularl y re levant fo llowing a depreciation of the 
currency- the effect ive sterl ing exchange rate fel l by 
more tha n 13% betwee n the first quarter of 1992 and 
the first qu arte r of Ih is year-when retai l prices will 
ri se 10 reflect the onc-off adjustmen t of domestic 
prices to the hi gher costs of im port s. In principl e the 
GDP deflato!". which measures the f ise in the price of 
domestica lly produced output. o ffers a better guide to 
underly ing inflati on. But. because the re arc lime 
lags between changes in the exchange rate and the 
response o f prices in the home market to increases in 
import prices. the GDP deflator is itsel f a mislead ing 
guide to underly ing inflation at exactly the time 
when it might be thought to prov ide a more accurate 
signal. Indeed. the GD P defl ator (measured at factor 
cost) fe ll by almost [% in the fourth quarter of last 
year, when import prices rose but were not 
immediate ly reflected in hi gher prices at home. And 
the deflator is likel y to ri se during 1993 to 
com pensate for thi s fa ll. These arguments strengthe n 
the case for definin g the offi ci al inflation target in 
terms of the inc rease in the Re tail Pri ces Index 
excl uding mortgage interest payment s. Measured in 
this way the ou tturn for in flat ion is avail able 
promptly and is eas ily understood, thus enhanci ng 
accountabi lity. It is. however. a ffected by changes in 
ind irect taxes which. fo ll owing the March Budget. 
will \ead to higher measured inflation than would 
otherwise have been the case. For these reasons 
Secti on I d iscusses recent changes in different 
measures of inflation in the United Kingdom. 

1.1 Retail prices 

The headline rate of infl at ion. as measured by the 
twelve- month change in the Retail Prices Index 
(RPI ). was 1.9% in March compared with 2.6% in 
December. The rate fell sharpl y between December 
and January. to a twenty-fi ve year low of 1.7%. but 
rose sli ghtl y in both February and March (see 
Chart 1.1 ). This fall was partl y the result of 
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reductions in mortgage interest rates. which felt by an 
ave rage of one pe rcentage point between December and 
March. But the underl yi ng rate of inflation- the 
increase in the RP I excluding mortgage interest 
paymen ts (R PI X)-<ll so fell from 3.7% in December to 
3.5% in March. 

As C hart 1.1 shows. inflation fe ll most rapidly between 
mi d-1990 and mid- 1991 . Thereafter the headline rate 
fell onl y very slowl y until the laller part of last year. 
The underlying rme, by contrast. showed a steady 
reduc tion from April of last year which only came to an 
e nd with the increases in Fe bruary and March thi s year. 
As Chart 1.2 shows. the dec line in the underly ing rate 
was broadly based. and he ld in both services and goods. 

Very recent pri ce developments are captured rather 
poorly. however, by convent ional measures which record 
the change in prices over Ihe previous twel ve months. 
Table I.A shows price c hanges recorded over 
three-month periods fo r each of the series shown in 
Chart 1.2. The figures ha ve been seasona lly adjusted 
and then an nual ised to ease comparison wit h the charL 
The figures are sens iti ve to the c hoice of seasonal 
adjustment tec hnique. and arc clearl y more volatil e than 
the conve ntional twe lve-month measures. But Ihey 
provide an in sight into recent changes in inflation . 

Short- run underly in g inflation has ri se n sli ghtly since 
three months ago. At an estimated 4. 1 % it is a little 
above the conventionaltwelve-mon lh measure and well 
above the sho rt-run rate in the period immediately 
before sterling's wit hdrawal from the exchange rate 
mechani sm. The short- run rate of increase of goods 
prices also re<lched a troug h during tbis period and has 
picked up quite shurply since then. The impact of 
devaluati on would be ex pec ted 10 show up earlier in the 
prices of goods than of services because import s 
constitute a greater proportion of final ex pendit ure on 
goods than of serv ices. Nevertheless. short-run c hanges 
in the price of services have also increased recent ly. The 
effects of deva luation we re first vis ible in petrol prices 
but. as can be seen in Chart 1.3. there has a lso been 
some acceleration in food prices und the pri ces of 
consumer durables si nce the autumn. 

1.2 Manufacturing prices 

Producer out pllt price indices measure the prices of 
goods leaving UK factories. destined for the domestic 
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market. Thc~e can be compared wi th UK producers' 
cxport prices. To the ex lent that the two indicc,,> refe r to 
the !\<Jllle gOO(I:.. they indicate the .;;ca le of price 
disc rim ination betwcen homc and cxport market~. 
During late 1990 and early 1991. after !\terling'", en try 
into the ERM. export pricc"> we re ri~ing at a much 
~Iower rale than domestic producer output prices. Since 
then the pattern has bcen revcr,,>ed. with sterling ex port 
prices rising ~ harply following sterl ing'\ deprcciat ion 
la\[ autumn. 

Excludin g the food, drink and tobacco sector\. the 
twelve-month increase in produccr output prices has 
staycd at around 21h% to 3% ~ ince the beginning of la<'{ 
year. This fol lowed quite rapid decl ines during 1991: 
producer prices had been rising at over 6 o/c in the year to 

1991 Q I , Short er-fun me<lsure~ ~how a clear pick-up in 
output price in flation (excl uding food. drink and 
tobacco) since the end of last year. In the three month ~ 

10 April. out put pri cc~ rose at an annualised rate of 3.2<K 
compared with an equi vale nt ralc of 1.8o/c in the three 
months 10 December (~ee Chart 104). 

Export pricc~ havc ri ~en rapidly since last September. a5. 
can be seen in Chart 1.5. From January of this year. 
export price data have been available only for non-EC 
trade. and these show a twelve- month increase in 
manufacturing price~ of 11 .2% in March. up from 1.6"k 
in October. Shorter-run mea~ure~ indicate more clearly 
the ex tent to which prices h<l ve responded to the 
deprecialion. Between September 1992 and March 
1993. export prices (total trade) fose by 10,9%. after 
ri si ng by only 1.1 % in the prev ioll~ six months, Since 
sterling has depreciated by rather more against the 
dollar than against the European currencies these 
estimates may be hi gher than the equivalent figu re~ 

includi ng trade wilh EC countries. 

Turning to the sectoral composition of changes in 
manufactu ring prices. the ra te~ of change inlhe 
sub-components of producer output prices show some 
variation. At the two-digit level of the Standard 
Industrial Class ificati on (S IC) no component was 
showing more than a 6% increase in the year to Apri l 
(see Table 1,8). and most were in the 11/,%-4% range. 
Indeed. the ext raction of minerals category, which 
showed a 2,7% decl ine over the same period, was one of 
only two component s to show a twe lve- month fall. 
Since the depreciation of sterling the largest inc rease 
has been in the food. drink and tobucco category, which 
rose by 5.2% unadjusted be tween August and April. 
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wilh othcr large incrcases in elect rical and electroni c 
engineering and misce llaneous manufacturi ng. 

1.3 Domestic deflators 

The G DP de fl ator is an index of domesticall y generated 
inflat ion. The dcfl ator fe ll in the fourth quarte r of 1992. 
Measured al factor cost (that is, excludi ng indi rect 
taxes) it was 0.9% lower than in the previous quarter. 
bri nging the annua l inflation rate down from 4 .5% to 
2.3%. The slowdown in Ihi s implied in fla ti on rate 
dur in g 1992 was associated with weak in vestmen t and 
export prices in parti cul ar. But the sharp fal l in the /(')le/ 
of the deflalor in the fo urt h quarter re fl ects the ri se in 
impOrl prices. Sterling's fa ll pushed up imporl prices 
sharply. leadi ng to a rise of a lmost 9% in the fourth 
quarter. In most ci rcumstances. thi s rise would result in 
a rise in the deflators for other expendit ure components, 
leaving the overall G DP de fl ator unaffec ted. But du ring 
a period when demand is wcak, firms may choose not to 
pass on import price rises immediately. In particu lar, 
domestic importers. whose margins are part of tota l 
va lue added, may have decided to absorb some of the 
devaluati on in those margins. reducing the rise in the 
GDP deflator in the short term. 

Overall. however, the picture is not quite as encouraging 
as in the previous quarter. Table 1.C shows that 
consumer price deflator infla tion is still above 4% and 
acce lerated in the fourth quarter. In vestment prices are 
beginning 10 rise aga in . and in fl ation in the defla tor fo r 
pu blic consumpt ion remai ns high, though the effect of 
the 1'1:% pay cei ling has yet to come th rough. 

The GDP defla tor can also be constructed from its cost 
rather than expendi ture componen ts and this highl ights 
the role played by firms' margins. Table 1.0 shows 
labour costs, company profi ts, import costs, a residual 
category 'other income ' (which includes gross trading 
surpluses of publ ic corporations and general government 
enterprises, as well as income from ren t and self 
employment. excl ud ing stock appreciation) and the 
GDP deflato r. There has been a dramatic fall in un it 
labour cost increases since the beginning of 199 1. 
However, particularl y in its earl y stages, the recession 
also bore down heavily on profi ts (or firms' margins), 
shown in the second column of Table 1.0. Allempts 
were made to rebuild margi ns in the second and third 
quarters of 1992, but they were squeezed agai n in the 
fo urth quarter. when Ihe rise in import costs appears to 
have been absorbed in importe rs' margins. 
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1.4 'Core' inflation 

The argument fo r moving from a broad mea~ure of 
underlying inrl .. tion 10 a narrower measure of 'corc' 
inflat ion derive!'. from Ihe prob lem of di stin gu ishing 
changes in relative pri ces from change~ in the price 
level. Large changes in relative price .. can provide a 
misleading impression. They ortcn result from 
temporary fluctuation:. of comparati ve ly narrow group~ 
of prices. suc h a." seasonal foods and petrol. Stripping 
oul the more volatile components of Ihe RP!. and tho~e 
components which direc tly rcrtecl lhe Govcrnlllent'~ 

po lic:-, actions, wil l produce an index which i .. le .. s 
representative of actual pri ce changes but which may 
offer a more accurate guide 10 Illovemenb in the Ircnd. 
Chart 1.6 presents two alternati ve measures of 'corc ' 
inflat ion a long~ide [he .... ta ndard measure of underlying 
inflat ion . The two 'core' measures ha ve moved clo~e l y 

with underl ying in fl ation .... ince the Fe bruary Repon 
Both measu res recorded sharp fa ll s in January and both 
ha vc risen slight ly s ince then to rates just below those 
for December. 

The definitions of 'core' inflation shown in Chart 1.6 
are esse ntiall y arbi trary. Some authors. howeve r, have 
proposed a more theoreticall y based approach to the 
measurement of 'core' inflation in which individua l 
price changes are ranked fo r eac h pe riod and then 
se lec ted or rejected for inclusion according to so me 
agreed criterion. The tec hnique i .... a very simple one, 
and may best be thought o f as producing a median 
infl ati on rate, or an average over the less volati le 
component s of the index (the 'trimmed mean'). The 
box on page 10 presents est imates compil ed from 7-1. 
com ponents of the RPI. Althoug h median inflation rose 
fract ionally between December and March. it has the 
same genera l characteristics as underlying inflation and 
is curre ntly coincident wi th il. 

These measures are interesting. and deserve further 
investigation. Howc\'er, the ri sk remains thal. in 
stri pping out large price movements, the resulting inde x 
may be unrepresentative. The Housing Adjusted RP! 
(HARP index) incl udes a ll of the items in the RP! with 
one excepti on. It replaces the mortgage interest 
co mponent of the head line RP! with an a lternative 
lI ser-cost-of-capital measure of owner-occupied hOll sing 
costs. The construction of thc measure was described in 
the February II !flmiol1 ReporT. The HARP measure of 
inflation has ri sen by 0.4 percentage points si nce three 
months ago. At 1.8%. it remains just below the headline 
RP! rate having been 1.2 percentage points below the 
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'Core' inflation 
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more \olat ilc eompollcnb. of the RPI in order to 
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arbi trary \\ay~ of mea:-uring core inflati on than 
~imply ~tripping out part icular series such as 
mortgage intcre~ t payments. adminis;tered priee~ or 
food and energy. One alternative i:.to u~e 
,tati~tic,, 1 method~ to smooth out short -term 
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• t •• 

'"" q" ~I 

I.' I ... · I ! ""'''''I''"n ''' ''t' ,1I.,"t< '" <lit .11 "'"" «, ... 1 1""< """,, 
,~, lilt ..... ,', .. ,," 
' " Tt .. 'Wo ,,,,,,,, ~', I "k'," , lit .'(1",..' "I ,lit "",,a[ ''It. ,,' I"~", h''''f<"' 

,. 

- tu 

• 

" 

underlying inflation itse lf is Ilot volatile. Another 
measure of core in rtation, due to Bry;1Il and 
Cecc hell i.'" is based on the idea that a sig nific:m! 
proportion of !Inns faee co~ t s of adjust ing prices 
(' menu COMS'). In such circ umstances, changes in 
relative pricc~ can affect the aggregate price leve l. 
and hence thc rate of inflation . Where. for 
example, the di stribution of desired price changes 
is such that a few large desired changes arc 
balanced out by Illany smaller ones, then if there 
arc menu COSIS, only those firms fac ing a large 
desire<.\ ch:mgc wi ll bother to change prices. Thus 
what was JUSt a change in relative prices, would. 
measured by the avcrage. show up as an increase in 
the price level, even though the underlying rate of 
in ft at ion would not have changed. In such 
ci rcutnSlances, onc way [0 uncover the underlying 
rate o f inftation is [0 choose the med ian inflation 
rme lIIllOng goods ,md services, Si nce most fi nns 
would not bother [ 0 change prices over and above 
the underlying inflation rate. the spread of price 

ch;mges acros~ goods and services wou ld be 
bunched around this underlying rate. If there were 
:t few largcr actual price changes. then the average 
ratc wou ld be pulled away from the underlying rate. 

The chart shows a (weighted) median rate of 
infl:ttion derived from observations on 74 
components of the RPJ. It shows also the averuge 
inflation rate of the centnll 70% of the distribution 
of pri ce ch ;lIl ge,~. Thi s 'trimmed-mean' excludes 
SO Il1 C or those changes in prices which wou ld not 
be compensated for by smaller changes in the 
oppo.~itc direc tioll because of the menu costs, The 
proportion of the distribution which is excluded is 
arbitrary. 

The table illustrates how often certai n components 
appear in the ' trimmed mean' , The components 
cho~en arc examples of types of commodity wh ich 
might be expected to be excluded from 'core' 
i nd ice~ (eg food~, administered prices. energy 
prod uct:- CIC). Onc of thc grounds fo r excluding 
mortgage interest payments (MI Ps) from the RPI is 
that M IP~ :lrc unusuall y volatile (depending largely 
011 the level of interest rates). There is support fo r 
th i .... in the table. si nce MIPs almost never appear in 
the 70% 'trimmed mean'. On the other hand, many 
components grouped under the head ing 'food and 
encrgy' or ' administered prices' (and excluded 
from the RPI by many commentators for the same 
reason) actua ll y appear frequen tl y ill the band (in 
some ca~cs , they arc never excluded). The tab le 
suggests that cxcl uding some goods fo r a ll time on 
the grounds or vOl:lli lity alone is not sensible. 

HPI "lIh-wrtiom and their appearann' in Ihe 7f1 C'Jf' 
' trimmed 111(':111 ' (.I:II1U;1I') 19KK-\ larrh 1993) 
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headline rate in December ("ec Chart 1.7). The 
contra~tin g behav iour o r the .. e two measures s ince 
December i .. partly rdated 10 hou<,c price" which ro"e by 
0.6% bet wee n December and Mmch and which are 
captured directl y in the HARP index but not in the RP!. 

Onc other price index which i<, or interest is the Tax and 
Price Index (TPI ). Thi ~ meaw re" the change in gros~ 
income thal would be needed to a ll ow a household to 
continue purcha~i ng " repre"enlati vc bundl e of good ... 
taking into accounl not only change ... in pri ce" bu t abo 
changes 10 direc t laxes. The "witching of the tax burden 
from direcllo inclirectlaxe" in rece nl years ha ... 
con tributed 10 the mea"Llred ri "e in the ave rage leve l of 
prices. However. the change in gro ...... income needed 10 

compensate fo r th i ~ inc rea ... e ha~ Iyp ically been less th an 
one- for-one. And in Ihe year 10 March the rise in the 
TPl was ju~ t O. 7o/c. 

1.5 Summary 

Compared wi th th ree months ago. it i ~ now somewhat 
easier to scc how la .. ( autumn· ... depreciation is affecting 
domestic price .... Relail pri ce" of a number o f product ... 
inc luding some food item:- and consullle r durables, have 
ri sen more rapidl y s ince the autum n. And the lates t 
three- month inflation rale ha ... inerea~ed a littl e ~i nce th e 
last /1Ij'fmioll Repnr, and now stands :-.o mewhal rurther 
above the twelve- month rat e than was Ihe case three 
months ago . Nevertheless . underl ying inflation, at 

3.5%, is still in line with our expectation" in February. 
Judgin g the balance o f press ure ... in th e coming monlhs 
requires an examinati on of the fo rward indicators of 
prices. [t is to these that we now turn , 
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Monetary and fiscal policy 

Section 1 di sc lL:>sed recell! dcve lopmcllIs in a range of 
price indices. The rest of Ihe RCfJo", considers Ihe 
faclo rs which wi ll determ ine inflatio n in Ihe future. in 
both the short and long fUll. 

The February II({I{/lio/l Report set OUI in general terms 
the Bank's view of the inflation process . Inflation is a 
mone tary pheno me non: more rapid monetary growth 
will. othe r thin gs be ing equal. lead 10 more rapid 
inflation. But Ihe transmission from changes in 
monetary policy IQ changes in the rate of infl at ion is a 
complex process whi ch is likely \0 change over lime. 
Identification of the im pact of a particular monetary 
shoc k is th us un likely 10 be straigh tforward. There are 
also considerable problems in iden tifying the mone tary 
shock itself. since measured monetary aggregates are all 
!'>ubjecl to some theoretical o r practica l difficu lties (see 
the article on page 240 of the May QllarTerly BI/fle/ill 
and the box on page 14). 

Analys is of in fla tion begins, therefore, with an anal ysis 
of monetary policy, both present and anticipated. 
Although 1110netary poli cy may be analysed in terms of 
changes in the monetary aggregat es-and some 
discussion of these appears in Sect ion 2. I- the primary 
instrume nt of monetary policy is short-term interest 
rates, II is also the primary chan ne l by which monetary 
poli cy has it s impact on the economy, although the 
impac t of any given change in the short-Ierm interest 
rate will depend. in pan , on the ex ten t to which the 
change is reflected in longer-term interest rates. This in 
turn will depend on ex pectations of fu ture monetary 
poli cy. Since the autumn, the in flation target has been 
the objecti ve to whi ch monetary policy is di rected. and 
if the commitlllerll to the target is futly credib le then the 
authorities wou ld be expected to respond to any 
prospec ti ve move men t of inflation close to the limits of 
its target range or beyond. The credibility of the 
authorities' cOlllmitment to the infl ation target can thus 
be judged by examining the markets' expectat ions of 
future interest rates. Thi s is disc ussed in Section 2, I. 

One importi.lTll determinant of expectations is fiscal 
poli cy. Changes in fi scal po licy would be expected to 
result in short- run changes in output and prices. But if 
monetary poli cy does not accommodate the resulting 
change in pri ces then fi sca l policy of itse lf should have 
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no long-run impacl on Ihe price level. BUI large and 
pe rs i ~ tenl defic il~ may cau!'.c i t1 vestor~ to fear that the 
authoritie~ wi ll be tem pted 10 erode the real burden of 
debt by infla ti on. In thi " way. fi sca l policy can have a 
signi ficant effect on ex pec tations o f monetary policy and 
th u~ of longer-Icnn i nlcre~ t rates. Fisca l po licy i ~ 

disc llssed in Scc tion 2.2 . 

2.1 Monetary conditions 

IlIlere.l! mle.1 

Officia l interest rates in th e United Kingdom have 
rellHlined un changed since th e one percen lage point 
cu t- from 7% 10 6%-on 26 January. By contrast. 
official interest rate~ in some other European economie~ 
have fallen (sec Table 2.A). In Germany. for instance. 
the Lombard rate wa~ cut by 0.5 percentage points in 
April. and the discount rale ha~ fa llen by 0.75 percentage 
poims since March. In France the reduct io ns have been 
bigger as exchange rate pressures have cased 
considerably. Alt hough the in tervenl ion ratc has 
declined by just over one percentage poi nt. the 5- 10 day 
repo rate has fa llen by three percentage poin ts. 

Foll owing the last inlCre~t rate cut the markets were 
discounti ng a further cut in three-month interest rate s of 
around 'I, percentage poi nt by June. But by early May 
sterli ng interest rates (.IS derived from interest rate 
futures prices) were ex pected to remain broad ly flat th is 
year. with a possible ri se in earl y 1994 (Tab le 2.8). In 
the United States, too, short-term interest rates are 
ex pected to ri se as recove ry takes hold: three-month 
rates are expected to increase by around 'I: percentage 
point. to 3.6%, durin g the remainder of thi s year. 
European interest rates. on the other hand. are expected 
to fall further as monetary authorities respond to falling 
inflation and the slowdown in growth . Three-month 
euromark rates. for example. are ex pected to fa ll from 
7'/:% on 7 May to just 6% by the end of this year. 

Ahhough sterling inlcrest rales arc now ex pected to be 
higher in the near future than was thought likely at the 
time o f the last 1i1fa!iol1 Report. expected interest rates 
have actuall y declined m all rnaturities beyond six years. 
Chart 2. 1 shows implied forward interest rates on 7 May, 
and contrasts them with implied rate s in early February 
(when the last Repor/ was completed). and with those 
around the time of the suspension of sterling's ERM 
membership. The implied rates are deri ved from the par 
yield curve on the given elate. They represent a 



Divisia indices for money 

Pubh,hcd targct, (morc receotl), monitoring mnges) for 
the gl11\\ th of the money \UI>ply have been part of the 
framcwork for monetary policy in the United Kingdom 
,ince 1976. The monetary aggregatcs for which there 
;1rI:! monitoring r;mgc!o. (MO and i\1~) are eon~t l1lctcd by 
adding together their eomponcnK Such ,implc-~ulll 
aggrcgmlOn implic itl y a"ume.;; that "lithe eomponent\ 
arl' perfect ,ub,tilUte' for onc another frOlllthe 
IXr'pecti \ e of holder\ of the,e ;I\\eh. However. 
componenh of monetary ;l ggreg,lte~ differ widel y in 
thei r abi lit y tu provide monetary ~cn' iee~ and. 
fu rthcrmore. thc\c difference, Change over time. 
Treating a ll componenh of ,Ill aggregate a!o. perfect 
\ub\ tiultc\ may therefore be mi,lcading. 

A Oil i,ia index for money ,lllemph to improve 0 11 l hi ~ 

\implc-\um aggrcg:ltion approach b) weig ht ing each 
comporll'nt a"et :lccording 10 the extent to which it 
prol ide, tran,aetion, ,cfI·ice,. The aim i, to produce a 
mea~urc of the total (Iuantit} of mone) held in the 
econom} for 1r.IIl,action, purp()\(,'\. The weight of each 
coml>onent depcnd~ on thc diffcre nce between thc r;lte of 
rn tere't il orf('(\ and the relurn on ;1 benchmark a!o.\('t Ih;ll 
offer, no tran~action\ ,enicc\. on the grounds that a\\et 
holdcT\ arc willing 10 forgo inte re~t a~ the price of 
'buying' the\c tr,1II"action, ,cn icc~. Thi\ differencc i, 
de,cribed :1\ the 'u,er eo,( oflhe rclc\'ant component. 
Thu~ c;r,h ,md non-intere,t-hcaring depo,il ., ha\c a high 
u.\cr co,t and the large,t \~ci gh( in the index. whcrca~ 
who/c,,,lc dcpo~ih Iw ve a low u,e1' cost and a very ~ m<lll 
or I.I.'TO weight. 

But a Oivi ~ ia indcx Iw~ a number of s hortcol\ling~. The 
first i, the difficul ty of rnea~uring the transaction~ 

~crvice, provided by each monetary a!o.sc\' when the 
cffech of the variety of other , ef\' ice!o. available to bank 
and building ,ocicty account holders and the impact of 
b;l11k charges .tnd new ledtnolo£y arc difficult to isolate . 
The ~econd concem~ the determination of the user co~1. 
in particular the choice of benchmark asset and the 
repre~emati ve rates of interest for the component assets. 
Third. there are difficulties with interpretation: for 
example. in a Di visia index the weights of the 
component as<;£h will change as ~n as interest rates 
Change. even if no ponfolio shifts have yet taken place. 

A detailed apprJi~al of the issues arisi ng from Divi sia 
i ndice~ is ... el out in the article on pages 240-55 of the 
May Quarterly Illllle/;'r . Chart A ~hows the growth of a 
constructed aggregate Divi~ia index and compares it with 
that of MO and M4. Of panicular interest is the rise in 
Divis ia growth from 1985 Q2 until 1986 Q3. after whieh 
il remained strong until thc cnd of 1988. However, 
between end- 1988 and 1992 Q4 Divisia growth fell 
... harpl y to below 3%. M4 growth also fell sharply from 
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1990. '1lthough it~ f: rll was less severe. In 1993 QI 
Di"i,ia growth picked up. :llbcit ~lightly. while M4 
continued to dece lerate. 

Chart B \how' the growth rate~ of Di visia. inflation 
(R PI X) and nominal GDP. Although there does not 
appear to be any clo\C rcla( ion~hip between Di visia and 
nominal GOP. Divi\ia doe, apIX:lf to lead nominal 

('h;lrl Il 
'I· \, cl\ e-nmnlh grllll Ih nlte~ of Dil i,ia, innati(lll 
and nominal (;f)jl 

~ .""", .. II .1l1' 

income at a number of imporlant turning point!o.. No 
~ueh a~sociation is immediately apparent between 
Divi~ia and intlation. Further analysis using simple 
statistical cau~alily tests ~uggests that Divisia has some 
value as a medium-term indicator of both nominal output 
and intlation. Onc advantage of a Di visia index is that it 
can be explained rea~onably wcll by a s imple demand for 
money equation whereas other aggregates. particularly 
broad money. have been more difficult to model. 
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~ucces~ion of onc-year interest rate ... at future onc-year 
intervab which would . if rea li ... ed. yie ld the <;amc return 
a~ the re levant longe r y ie ld~ on the date in que<;tion. If 
the term ri .... k premium i~ ... malL these implied rates can 
be interpreted a~ ex pected future ~ hort inte re ... t rate .... 
The yield c llt"ve~ from which they are de rived arc 
calculated by filling curve .... throu gh observed yi eld ... on 
a la rge number of government bonds. A-", a resu lt the 
shapes of the implied forward yie ld cu rve.'. arc 
sometimes difricult to nlli onal ise. The most receJ1l 
curve in C1Hlrt 2.1. for example. ~h ow.'. ~ome .... Iight 
fluctuati on beyond the nine-year maturity. and there i ~ 
no obvioll s economic explanation fo r thi:-. Hence the 
cu rves should be inte rpreted a ... illustrating expected 
general trend .... rat her than offering prec ise estimate~ of 
expected yield .... 

In thi s ~pi r it. the mO:-.t recent data ~h o\V that interest 
rates are expected to ri .... e to around 9 lho/c. On average 
thi s is around If! percentage poin t lower than 
expectation~ <It the time of the last Repon. although still 
over onc perccnlilgc point above ex pec tations before 
suspension of ~ Ierling' s ERM membership. These 
ch ange~ may provide a guide to the credibility of the 
monetary stance. and to the new framework fo r 
monetary pol icy. In th i ~ context it is not surpri-", ing that 
the events of last September apparent ly rai sed the 
market's expectation of long-term inflat ion in the 
United Kingdo lll . But it is encouraging that the 
impk mentation of th e new framework i ~ beginning 
to enhance the cred ibility of monctary polic y. 
Nevertheless. whi le ex pectati ons have improved. th ey 
have stil l not adjusted to th e long-run inflation 
target. 

Till' e.\c!/(lIIge rale 

Between 15 September 1992. the last day before 
suspension of ste rling' s membership of the ERM. and 
5 February 1993. the effecti ve sterli ng exchange rate 
depreciated by 14.5% (see Table 2.C). The overall 
index masked a sharp difference between the chanQ.es 
agai nst European and non -European currencies: -
sterling fe ll by 10.9% against the Ecu. but by over 23~ 
against the dollar. In the fo llowin Q. week sterlinQ. 
deprec iated slightl y further (to il I;w point of 76~O on 
II February). but has since morc than recovered that 
decline. By 7 Ma y the clTec tive rate had risen by -L 1 % 
from its 5 February leve l. although by rather more 
against the dollar (9%) than aga inst the deulschmark 
(3.8%) or th e Eeu (3.3%). 
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The pallern of present and expected irllerest rates 
implies a particular path for the sterling exchange rate 
in the coming year and beyond . Chart 2.2 compares 
the sh0l1 -term yield curve for the United Kingdom 
(over a twe lve-month horizon) with a similar yield 
curve for ' world' interest rates . The laller is calculated 
by weighting together interest rates in sixteen countries 
where the weights are those used in the construction of 
the sterling effective exchange rate index (ERI) J II The 
biggest contributions arc Ihose of the United States. 
Germany and France. The stope of the worl d yield 
curve is strongly influenced at prese nl by the 
expectation that European rales will fall further 
throughout thi s year. 

This call be seen from Chart 2.3 which plots the 
money-market yie ld curve for the United States and 
German y separatel y. It also plots the im plied interest 
diffen!lllia/ between the United Kingdom and the rest 
of the world . which narrows from around -1.2% for 
three-month interest rates, to only -0.6% at the 
twel ve-month mat urit y. On the assumption that the 
diffe rential in the interest rate is exactly balanced by 
the ex pected capita l gain from holding sterling over the 
same period (ie assuming uncovered interest parity), a 
twel ve-month differen ti al of - I % woul d imply that the 
markets expected sterlin g to appreciate by 1% over the 
next year. But the narrowing of the interest rate 
differential is sllch that the expected appreciation of 
sterling over the next year is likely to be less than that. 
It should be noted that expec ted exchange rates 
calculated in this fashion have a poor record in 
predicting actual changes. 

M()I1elary and credit aggregate.'" 

The monetary and credit agg regates continued to offer 
conflic ti ng signal s in the first quarter. MO growth rose 
above its target (now monitoring) ra nge ofO~%, 

while M4 growth remained below its interim 
monitoring range of 4%-8% (subsequently widened to 
a range of 3%- 9% in the March 1993 Budget). There 
was some ev idence from the monthl y figu res Ihal M4 
growth was beginning to ri se, but growth in the private 
sec tor credi t counterpart remained weak (see 
Chart 2.4). 

MO continued to grow rapid ly during the first quarter 
of 1993. Its twelve-month growth rate rose to 4.9% in 
March (from 2.8% in December). Shorter-run growth 

( I) The con-truction of the Slcrling ERr j . dc-cri bed;n mor~ dCI"il in the 
November 1988 cd'lion of Ihe lil",k of Ellg/{"," QIIllrlf!rly B"I": 'itl. 
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rates ha ve been rapid. wi th .... ix-mo nt h and three- mon th 
annualised growth rate~ o f 7. 1 ~ and 9.5~ respective ly. 
Growth slowed a lill le in Apri l. a lt hough the 
twelve- month rate remai ned OUl\ide the monitoring 
range. at 4.8%-!>ec Chart 2.5. Much. but not al l. of 
the strength of MO can be explained by faster growth o f 
the value of retai l sales. and the impact of lower interest 
rates (whi ch lower the opportun ity cost of ho ld ing 
cash). Other fac tor~ . such a" changes in the 
composit ion of ex penditure. may al so be important. 

M4 growth slowed further towards the end of last year. 
and M4 actua ll y fe ll in Jan uary, when the twel ve-mon th 
increase was onl y 3. J %-th c lowest rate since the 
monthl y seri es began in June 1983 . The weaknes~ of 
M4 was consistent with a number of other nominal 
indicators. reflecting the relativel y fla t profile for real 
demand and output. cou pled with falling in flat ion. But 
in the past two months M4 ha~ risen aga in. taking the 
three-month annualised growth rate to 5.3%: in March. 
and the twe lve-month rate 10 3.6~ . The main credi t 
coun terpart to M4-bank and bu ildi ng soc ie ty ste rli ng 
lendi ng to the rest of the private sec tor- may. however. 
be a more timel y indicator of future nominal demand 
because banks and bu ilding soc iet ies tend to act a~ 

liabil ity manage rs. seeking to vary deposits accordi ng 
to the profitability o f lending opportuni ties. Credit rose 
by 0.4% in the first quarter. the smallest quarterl y 
increase for over 25 years. In March credi t actu a ll y fe ll 
by 0.2%. As n result the twelvc- month growth rate fe ll 
to 3.7%. from 4. [% in February. 

Examination of the sectornl money and credit fi gures 
shows that borrowi ng was focused large ly in the 
personal sec tor. but that the growth in depos its was 
more equall y sprc;;ld. Within the personal sector. net 
borrowing by ind ividual s from banks and bu ildin2 
socie ties was £ 1.9 billion. Borrowi ng amounted to 
£4 .6 bill ion. compared with £3.8 bi ll ion in 1992 Q-L 
and is consistent wit h a recovery. albei t from a very low 
level. in pe rsonal spend ing and the housing market. 
Borrowing for hOll se purchase increased by ( .. 1.2 bill ion 
(1.4%). up £0 .5 bil lion on the fourth quarter. AlthOllQ.h 
recent reports in the press have suggested strongcr 
acti vity in the housing market. this has not yet fu ll y 
fi ltered through to the lend ing fi gures. This may be 
because enq uiries have not yet resulted in completio ns. 

Consum ption borrowing incre<lsed 0.9% in the first 
quarter. after 0.5% (adj usted for a loan transfer) in the 
prev ious quarter--consistent with the rising trend in 
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relai l sales seen over the quarter. Uni ncorporated 
businesses both reduced their bank and bui lding 
soc iety deposits and repaid debt during the first 
quaner. The repayment o f debt. in the region of 
£0.6 bi ll ion. was the largest repayment by 
uni ncorporated busi nesses si nce the series began . This 
may reflect continued fi nanc ial restructuring . 

Although their depos its increased by £2.0 billion in the 
first quarter. industrial and commercial companies 
(lCCs) repaid substanti al vol umes of debt. It is 
es timated Ihat ICCs borrowed in January- perhaps 
reflecting the heavy corporate tax payments made that 
month- bu t that thi s was more than offset by 
repayments in February and March. This pattern may 
be the counterpart to the substantia l public sector 
borrowing requi rements in the latter two mon ths, 
which are likely to have boosted deposits and to have 
reduced the need for company borrowing. as well as 
ass isti ng repayment o f bank debts. In terpreti ng the 
behaviour of corporme bank borrowing is not 
stra ight forward . since companies also have access to 
other sources of finance. In the first quarter ICCs 
raised £2.6 bi llion from sterli ng capital issues. 

2.2 Fiscal policy 

Since the last II1f/mion Report the fi scal measures 
announced in the March Budget have reinforced the 
medium-term credibili ty of the new monetary 
framework. Although the announcement of the 
rev ised PS BR projecti on of £50 bi llion for 1993/94 
had the effec t of rai sing long bond yields, they have 
since fa ll en b'ICk. as noted in the sub- section above on 
interest rates. Th is may reflect the reactions of the 
markets to the pre-an nounced lax changes for this year 
and nex t. 

It is diffi cult to disti nguish between the cyclical and 
structural components of Ihe deficit. Their relati ve 
magni tudes depend . in panicular, on the size of Ihe 
output gap. However, one crude indicator of Ihe 
structural component is the New Control TOlal (NCT) 
for government expenditure, which excludes cycl ical 
socia l security payments and inlerest payments and is 
designed to capture di scre tionary policy changes. It 
has ri sen markedly during this recession. But the 
Autumn Statement measures, coupled with a 
resumption of growth , should reduce it substantially. 
As Table 2.D shows, government estimmes suggest 
that the NCT will. on the basis of average GDP growth 



of2.6% per annum over the next fi ve years. decl ine to 
35'1.% o f GDP in 1997/98 from a peak of 38'1.'*, in the 
present fi sca l year. Thi ~ would still be higher than in 
the second half of the 1980s: the average between 
1984/85 and 1989/90 was 34.6% of GDP. Government 
est imate~ sllggestthat tax recei pts wi ll be 
1.7 pe rcen tage poi nts hi gher a~ a proportion of GDP in 
1997/98 a~ a (lirecl result of the tax changes announced 
in thi s year's Budget. Alt hough thi s change represent s 
a tightening of the fi scal stance relati ve to 1992/93, 
rece ipts arc still likely to be lower in 1997/98 than in 
the late 1980s. Given that output was probabl y above 
trend in the late 1980s. these compari sons suggest th e 
planned fi sca l tightening will redu ce the structural 
deficit. 

Even with substanti al reducti ons in the defic it. 
howeve r. the rat io of net debt to GDP is ex pected 10 

ri se fu rther. FSB R estimates suggest it Illay ri se by 
over 16 percentage points betwee n last fi scal year and 
1997/98. This rise shows that large defic its not on ly 
create large fi nanci ng requi rements in the year they are 
incurred. but also leave a s ignificant burden of 
financi ng for future ge nerations. 
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Demand and output 

J n the long run the ratc o f inflation is determ ined by 
monetary growth. But in the short run the speed at 
whi ch inflation adj usts 10 the underl ying rate implied by 
monetary pol icy depends on supply and demand in 
goods markets. If o utput is hig h relative to 'normal" 
OUIPLl! or 'productive potential' then inflation will. other 
things being equal. rise. And if potential OLl tput exceeds 
actua l output the re wi It be downward pressure on 
inflation. Short·run chan ges in the inflmion ratc reflect 
the size o f this 'output gap' . In thi s sec tion we d isc llss 
the 1110S\ recent evidence on OLJtput. and hence the outpu t 
gap. and on lota l demand which w ill influence short-run 
movements in total ou tput. 

Preliminary es timates suggest that GDP rose by around 
'/~% inlhe firs t quarte r of [993. wi th nail-oi l o utput 
rising by more than '/~%. Domestic demand also appears 
to [Hi ve ri sen in Ihe first quarter, and survey data suggest 
that further increases in demand and output may be 
expected in the second quarter, Although the increases 
in output have been a [iut e stronger than expected 
(especially in manufacturing) the gap between actual 
and pOlcnlial output re mains sizeab le. although il is 
diffi cult 10 measure with any preci sion. 

3.1 Output and the output gap 

The preliminary es timat e of GDr in the first quarter 
suggests that total output rose by 0.2%. the third 
successive quarterly increase in GDP. Excludi ng North 
Sea output. the rise is esti mated at 0.6%. No deta iled 
sectom l disaggregation is yet available, but Ihe mo nth ly 
data on industrial output ind icate that much of the 
recovery has been in manuracturing, w here output rose 
by 1.2% in the three months 10 February over the 
previous three months (see Chart 3. 1). Thi s rise was the 
largest s ince Fe bruary 1992. and was broad ly based. 
Disagg regati ng industrial prod uction by class or good. 
most of the rece nt increase has come in investment 
goods. wi th o utput up by 2.6% in the th ree months to 
February over the previous three months. Over the same 
period. output of consumer goods was up 0.9%, whereas 
outpu t of intermediate goods re il by 0.9% (see 
Chart 3.2). 
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The recent increi.!:.e in output i ... unl ikely to have been 
sufficientl y rapid to narrow [he ou tput gap (the gap 
between ac tual output and the levcl of output consistent 
wi th a constant rate of in fl ation). But Chart 3.3 show~ 
that the percentage of firm ... reported in the latest CB I 
Survey as work ing below capac ity fe ll from 73% in 
January to 63% in April- the lowest li gure since the 
beg inning of 1991 . The other C BI utili ~ati on measures 
also suggest an incrca~e in the rate of capacity 
util isati on. alt hough it remaill~ low by hi storical 
standards . 

St;:lIistical estimates of th e size of th e output gap vary 
wide ly. There afe two main approaches 10 the 
measuremelll of ·potential· outpul. The first identifies a 
trend in previous output growth and extrapolalcs il into 
the future. Such trend~ can be ca lculated in nllmerou ~ 

ways. But Ihey share a common implicit assumpt ion 
Ihat the trend in ou tpu t is independent of other economic 
forces. Chart 3A shows the output gap implied by a 
simple delermi ni stic trend with st ructural breaks.' I' 

The second method o f measuring pOlential output 
allempts to take account of changes to productive 
capacity over the course of the cycle. Such measures arc 
based on exp li cit ·product ion funct ions'-relationsh ips 
between out put and inputs of labour. capi tal and raw 
materia ls- and [heir assessment of the output gap will 
depend on assumptions about the growth of both the 
capital stock and the labolll· force. Two measures based 
on such techniques are shown in Char! 3.5 which 
present s the O EC D es timate of th c output gap (based on 
an ex plicit production func ti on) and a seri es which is 
based on cstimalcs of capacity de ri ved so lely from 
changes in the capi tal stock . The two Can be seen to 
vary widely in thei r assessment of the size of the gap not 
only at presen t. but also on many occasions in the past 
(i ncluding the previous recession). They also differ 
from the simple trend-based measure shown above. 

The variation in the estimates of the gap in the past is 
important. for it will also lead to differences in the 
degree to whic h a given gap is believed lO influence 
inflation. An estimate of the size of the present gap is 
not. therefore. sufficien t to enable conclusions 10 be 
drawn about the future path of inflat ion. This depends 
al so on the re lationship be tween the calculated output 
gap and actual inflation in the past. Al though the 

(1) The major brc,b o.'·1Ir in 1975 Q3. 1<)8404 und 1<)<)(l02. Th,' ""ul11cd 
gro"lh rale, arc :1' fo\lo,,"~: t:.;,f"...., 1975. 2.2c,; p .. " :1nnU'I1: bl'(\\ccn \ 975 
:lnd 1984.0.7'1- pcr :1I1nUI11: b(,lwcrll I\lS4 and 1990.3.3'" po:r annum: ;md 
afler 1990. 2.2'l- pcr annum 
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estil1late~ of the current gap which are generally quoted 
arc in the range of 3% to 7%. it is not clear that such 
estimates are use ful without the addit ional piece of 
information about the impact of the measured gap on 
inflat ion in the past. BUI most models would be 
consbte ru with the view that the output gap remai ns 
suffic iently large that it is continui ng to exert downward 

I.,htl' .l \ pressure on inflation. 
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3.2 Demand 

Domestic demand is estimated 10 have declined by 
around 1/..0/(' in the fina l quarter of last year. hav ing 
increascd in each of the prev ioll s five qmlrters. It 
neverthe less remained 0.4% above its level a year earlier 
(see Table 3.A). The fall was more than accounled for 
by a reduction in corporate expenditure: investment fe ll 
by 0 .8%. wh ile faster destocking reduced growth by 
almost 11:%. Consumers ' expenditu re rose by 0.3%. the 
Ihird succes!', ive quarterly increase. Publ ic consum ption 
al so rose. by 0.2%. but the most sign ificant contribution 
came from the externa l sector. as imports fel l by 1.1 % 
while ex port s rose by 0.7% 

Consumers' ex penditure increased in the fourth quarter 
despite a sharp fa ll in real personal di sposable income 
(-0.8%). Real incomes remained 2.5% higher than a 
year earlier, although they were reduced by a 
combination of lower employment and reduced 
overtime working, 

Latest indicators suggest Ihat consumer demand grew 
sharp ly in the first quarter. Comparing the three mont hs 
to March wilh the previous th ree months. the volume of 
retail sales rose by 1.6%. although the apparent 
weakness of sa les in December last year contributed to 
this inc rease. Comparing the latest four months with the 
previolls fOllr. the increase was 1. 1%, In the fi rst 
quarter. sates were 3.3% above thei r level a year earlier. 
Further evidence of the strength of consumer demand is 
contained in the sales of new cars (with registrat ions up 
almost 12% in the yenr to the first quarter). as well as 
the increase in MO and the growth of consumer credi t 
(see Section 2). Measures of consumer confidence have 
al so con tinued the recovery from their October troug h. 
although both the MOR I and Gall up measures remain 
lower than a year ago (see Charl 3.6). 

Persol/al !J'ec-tor deht, gearing mu/ 'he housing market 

Hi gh leve ls of perso na l debt and debt servicing costs 
appear to have acted as a constrai nt on the recovery of 
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personal ~ector demand in the pa.'>1 two years. but thi <; 
e ffec t now -"eerm to have d i mi ni ~ hed. Fall ~ in interest 
rales have already had a marked effect on income 
geari ng (the rat io of in tcrc~1 paymcnt'> to di sposab le 
income). Chart 3.7 ,>how\ thal. for Ihe personal sec tor ao;; 
a who le. income geari ng ha~ decli ned from a peak of 
around 14o/c during 1990 to an c:-.t imated level of only 
around 10.3%- at the beginning o f thi!> year. This i:.- ~till 
higher than al any time before 1989. but the reduction 
wi ll have been sufficient to ca ... e constraints on man y 
borrowers-c ... pecia lly younger borrowers whose 
propcnsit y to conSll llle may be relatively high . 

A fUrIher constrai nt on consumpti on may have been the 
Icvel of indebtedness. Capita l gearing (o utstand ing 
lending a ... a proporti on of net financial and tangible 
wea lth) ha»' conti nued to ri ... e throug hout the recess ion. 
as asset va lue ... (hou-"e price ... ) have fal len. At the same 
time it i ~ likely that indiv iduals have reduced thei r 
desircd leve b o f borrow ing a ... they reasse ... s their li kely 
lifet ime income and weu lth . But recen t ev idence 
suggests that the hou ... ing market may be recovering. 
The Hal ifax hou ... e price index rose by lA%: in March 
and a further 1.6% in April. more than offsetting the 
total fa ll recorded sincc la:-. \ Septcmber. Thi ... ri se in 
prices accords with the anecdotal evidence o f increased 
interest in the housing market since the new year. with 
the recovery in lending fo r house pu rchase. and with the 
recorded rise in turnover. as pa rticul ars delive red rose 
again in March (a lbei t from a vcry low base). 

The recenl Budgel measure 10 double the stamp dUl y 
threshold on property purchases from £30.000 10 

£60.000 is likely to assistthc pick+up in activity. 
espec ia ll y among firsHime buyers. The Council of 
Mort gage Lenders estimate th at onl y 23% of fi rst -lime 
buyers made property purchases of less than £30.000 in 
1992. but 82% purchased properti es fo r less th an 
£60.000. 

The rise in house prices wi ll have p<'lrticular sig ni ficance 
for Ihose households whose mortgage debts are greater 
than the val ue of the ho me 0 11 which they are secured. A 
note 011 negative equ ity was publ ished in the August 
Ballk of England QI/arrerly Bulletin. Bank esti mates of 
the scale of negat ive equ ity have risen reflecling further 
fall s in the Halifax house price index (unadjusted). The 
number of households with negati ve equit y is thought to 
have ri sen to 1.8 million in the first quarter of thi s year. 
from 1.0 million in Ihe second quarter of last year. The 
aggregate shortfall has al so grown. to reach an estimated 
level of £11.7 billion. or £6.500 per household . The 
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ex tent of negati ve equity is likely to have fa ll en a lillle 
from these estimates. fo llowing the rise in house prices 
in April. If price!'> were to remai n at their new level fo r 
the rest o f the second quarte r. the number of households 
with negative equ ity could fal l below I th mil lion. 

The precise esti ma te!> of numbers and val ue of negati ve 
eq uity arc particul arly sensit ive to the hOllse priee used 
in the calcul ati on. The estimates also depend on a 
num ber of factor). which arc nOI we ll measured. These 
include possession).. whic h serve to reduce the estimates. 
and further advan ces and mort gage arrears which serve 
to increase them. If these factors are ignored. then lI sing 
th e Departlllent of the En vironment index, wh ic h is 
available 10 the fou rth quarter o f last year. the number 
would be c loser to 1.05 million. and the va lue to 
£5.9 billion. 

With the completion of the EC single market at the end 
of 1992. data on trade flows with EC countries can no 
longer be obtai ned from Customs declarations as in the 
past. Da ta wi lt now be based on VAT retu rns. but 
aggregate visib le trade data will not be available before 
June 1993. The absence of data on trade with European 
Communit y countries compl icates analysis of the impact 
of sterling's depreciati on. But the dala on trade with 
non-EC countries suggest that the depreciation has 
resulted in a sharp increase in the sterl ing prices of both 
import s and export s. Between August 1992 and March 
1993 non-o il import pri ces rose by 15% whil e non-oil 
ex port prices rose by just under 10% implying a sli ght 
fa ll in the te rms of trade. The volumes of both exports 
and import s have continued to grow sharpl y. Betwee n 
August 1992 and Marc h 1993, ex ports (excluding oil 
and erratics) rose by almost 12% while imports on the 
same basis rose by almost 11 %. 

It seems probable that the growth in export vo lumes to 
the EC has slowed in recent months. reflecti ng the 
general weakness of demand in Europe. and in Germany 
in part icul ar. Weakness in their home countries may also 
have encouraged European producers to make greater 
effort s to penetrate the UK market, especia ll y given the 
growing evidence of recovery in UK demand. In 
addi tion, sterling's depreciation has been smalle r aga inst 
the EC than aga inst the rest of the worl d. These factors 
suggest that the improvement in the trade pos ition 
vis-a-vis the EC may be re latively less than that for other 
countries . But the ' J-curve ' effect, whereby prices react 
faster to exchange rate changes than do vo lumes. may 
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impl y thal initiall y there will be a g reater relat ive 
worsening in the trade posit ion wi th non-EC count ries 
than with EC countries following the depreciation of 
sterl ing . 

3.3 Survey evidence 

Following a sharp fall six months ago. business 
confide nce appears to ha ve improved, according 10 all o f 
the main su rveys (scc Chart 3.8), The survey evidence 
al so lends support \0 the CSO data in suggest in g a fi se in 
both o rders and ou tput in the past few months. The 
British Chambers of Commerce Survey for example 
reports a sign ifi cant improvc merll in manufacturers' 
pe rformance during the first quarter. The balance of 
finns re porting an increase in domestic orders rose from 
- 10% to +7%. a simil ar increase to the ba lance on 
reported de liveries. The balances in the service sector 
rose by a little less. but orders now stand at the ir highest 
leve l since the first quarter of 1990. Although the ri se in 
the C BI optimism ba lance in the April survey was the 
largest si nce 1983. the seasonally adj usted figure 
ac tuall y fe ll slightly. BUI the balance of fi rms expecting 
outpltl to incre.lse in the next four mont hs rose 10 14%. 
the highest since 1989. 
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Section 3 noted the practi cal diffi culties in as~essing the 
growth rate of potential output. and thus Ihe size of the 
output gap. It is therefore ~cm, ib lc 10 examine indirec t 
evidence on these factors from other ~ources. 
Particu larly signifi cant are dcve lopmcnb in the labour 
market. Ihe behaviour of fi rm.,>· prolit margin ~ and the ir 
impact on short -fun price-setting be haviour. Such 
factors mallcr less inlhc long run when the inflation rate 
will be set by the rate of monetary g rowth. But it is 
im portan t to understand the path a long whi ch inflation 
will adjust 10 its lon g-run le ve l. both to ensure that 
inflation is kept within the target range. and as a 
bcnchmark against whi ch to measurc the 'news' on 
infla tion from period to period . 

4.1 The labour market 

Employmcnt costs account fo r twO thi rds of total valuc 
added. He nce unit labour costs are likel y to be a 
powerful influcnce on price.selling behaviour in the 
economy as a wbole. both directly and throu gh their 
impact on the prices of inte rmed iate inputs purchased by 
firms. Unit labour costs principall y reflect changes in 
carni ngs and labou r productivity. 

Eoming\ ami \('II/t' lIIl'llI\ 

As C hart 4. 1 shows. the underlying rat e of increase of 
earnings in the economy as a whole declined from 5% in 
November to 4 112% in February. In manufacturing the 
decline was from Y/~% to 5% over the same period . 
Unemploymcnt is high. <md was inc reasing steadil y until 
February. Th is shou ld inh ibit wage inflat ion direc tly in 
the more competit ive exte rnal labour markets and by 
worscn in g the alte rnati ves avai lable outside their own 
firms to workers e ngaged in pay bargaining. Chart ..1..2 
shows the relationship between the unemployment rate 
and the c hanges in real earnings in the follow ing year.1I1 
If e mployees bargain with a real wage target in mind and 
predict retail price inflation reasonabl y well. there is 
likely to be a clear in ve rse re lationship if unemployme nt 
exerts downward pressure on the target. In fact the 
relationship is not strong . At the moment real earnings 

( I ) Hence \hj, j, nm ~ n m, cntlonall'h,lltp' ~ urw \hal r~1:tle , InnCJ,e, In 
nOln;nnl cnmlng' 10 \hc unemplOy ll1~ nI Folie. 
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ilrc still increas ing quite rapid ly; earnings deflated by 
the Tax and Prices Index rose by 3.6% in the year to 
February 1993. despite the fac t that the une mployment 
rate was 9.4% in February 1992. and rose to 10.6% a 
year later. 

There is more sign of an in verse relat ionshi p if 
unemploymen t rates are compared with the rea l earnings 
increases expected by trades union leaders when pay 
sett lements are concluded. Chart 4 .3 shows this using 
polling dala on ex pectat ions and IRS data on 
settlement s. This illustrates the problem which arises if 
wage bargainers do not regard the inflation target as 
credi ble; nomin al wages wilt be set too hi gh. reducing 
em ployment and temporaril y increas ing infl ation by 
increas ing unit labour costs. 

Many economet ric mode ls of wages a lso suggest 
une mploymen t has a relati ve ly wCilk restraining effect in 
the United Ki ngdom. In addition. they imply that it is 
the deviation of the unemployment rate from some 
equilibriu m rate rathe r than the rate itself which leads to 
rises or faits in wage inflat ion. Unfortunalely. estimates 
of the une mployment rate consi stent with stab le 
inflalion (the ·NAIR U') diffe r widel y. A recent paper 
identified a large number of sllldies which had attempted 
to evaluate the N ,\IH;lJ in the United Kingdom over the 
past twenty-live years. Table 4.A shows that the range 
of estimates vari es considerab ly both within and across 
decades. There is. therefore, a considerable degree of 
uncertainty about what wil l happen to nominal wage 
grow th when the end of rapid reductions in retail price 
inflation sta rt s to affect wage bargaining. 

There are some grounds fo r thinking that high 
une mploymen t leve ls will con tinue to exert dow nward 
pressure on nominal wage growth: 

• Government labou r market policy has focused on 
ensuri ng that the unemployed remai n active in the 
labour market. Since the last recession, 
ex penditure has been aimed more at hel ping people 
find jobs. through Restart . Job Interview 
Guarantees and Job Clubs. Moreover. the emphasis 
has shifted away from employment subsidy and 
employment placement and towards the provision 
of training for those looking for work. 

• Some econometri c models find Ihat the lower the 
level of trades union membership. the lower th e 
level of unemployment consistent with stable 
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inflation. Trades un ion membership (based on data 
from the Certification Officer) fell considerabl y 
over the I 980s. from 57% of employees in 1979 to 

44% in 1990. 

• The compos it ion of the unemployed is diffe rent 
from that in the early 1980s; more come from 
skilled and professiona l occupations; they may be 
looking fOl' jobs morc ac ti ve ly because the ir 
financial loss due to unemployment is greater. 

• The fall in pay settlements over the last th ree 
months has been more pronounced than the fall in 
earnings growth . Sett lements are often treated as a 
leading indicator of earnings growth . al though. in 
practice. turning poi nts in seulcrnent rates have 
te nded to co inc ide wit h turnin g po ints in the growth 
of earn ings. The Industrial Rel ations Serv ices 
measure o f whole economy sett lements fell from 
3.6% in the three months to December to 2.9%: in 
the three months to March (see Chart 4.4). In 
manufacturing. accordi ng to the CBI. selll emenls 
fell to 2.5% in 1993 QI (excluding com panies 
freezing pay for up to six months), which compares 
with 2.9% in 1992 Q4. Serv ice sector wage 
increases continue to exceed those in manufacturing 
industry. The CB I Pay Databank Survey show<; 
private serv ice sector pay awards averagi ng 2.80/1;' in 
1993 Ql. In November 1992. the Government 
announced funding arrangements for public pay 
predicated on public sector pay increases in 1993 
falling between 0% and 1.5%. 

/.,(1&0111' pmdllClil'il,l' 

The annual rate or growth or producti vi ty in the whole 
economy has con tinued to ri se. reaching 3.2% in 
1992 Q4 (see Chart 4.5). In manufacturing industry 
produc ti vity was on average 5.9% higher in 1992 Q.t 
than in the same period a year earli er, Monthl y fi gures 
show no sign of a slowdown: the twelve- month rise to 
February 1993 in productiv it y in manufacturing was 
7.8% the same as in Jan uary. but hi gher than December 
(6.2%) and November (5.5%). 

During the early stages of this recession fi rms did not 
hoard labour to the same exten t as during the previous 
two downturns . The rate of labour shedding increased in 
the second half of 1992. As Chart 4.5 indicates. it is not 
unpreceden ted for such productiv ity growth to occur in 
the recovery phase. BUl there is probably less labour 
hoarding to unwind th is time, so employment growth 



Inll,llh.t\ Ih'p'''C \1 ,'~ I'NI 

1;lhll- ..I ,n 

( unl r i hUliull" III t ;tr llill~" ;tnfll)r udm'li \ il ,\ III 
lI lUl \\ a~t rll,h 

, ~, \\ h .. C., ....... , .. "" 

I "d,c n •• ,uh ",.,,,.,,,~~.,.- ..... "'~c, ,n 

I'"",,.] n"'I"" 1",1""''''<'''' 1 ... 1>0. .. , 

rr"""""'''} 

,~. 

'" '" '" 1'/'11 " " " 1'1'1: 

'" " " IW: "' " ,~ 'I " "' '" " :U 
Q' '" :'1 " Cl' '" '" " 

I'/'}I) U~ ,., 
" ,w, < , ,." " ""': ·(OH " <0 

l'l'I1 Q' ,., 
"' " 0' '" " " 0' '" " " '" '" < , " 

( ·!tarl..l .(, 

Rl'l;t il l' r in" ;lnd un il \\agc U"h 

MI1 n, ....... ' .'"''''0''' _""1"1""'." 
""".'''''.''.' I I .... ~";< ,,~,. """",,,_ ... ) 

_ I., "' 
,~, 

I ahlt ..1 .. (' 

" 
, 11 10, "' , 

" 

Lom"'~, 
~. 

cmpl,'l<"<" 

'," 

'" " 
~ .. ' 
" " '1,1 

" " " 
" "" " 

" 

" 

- " 

, 
- " 

'1 :lI1urarlurtr," illJ>1I1 IIrkc ionalion'·' 

lm' 
"'11" "N_ 

'" " ,., 

" " '" ,., 

" .. 
'" 
" I.! 

" -01 

\1.'~n~I"~1 h",I,N TOI~~b' AI! m""uf",,'unnl; ,.., 
" " -0.9 

,~, 

" " -21 
I'J'I! '" " ~, 

I \19~ Q' " '" -1.1 
Q' " !2 -21 
Q' ~, " -2.9 

'" 1 ,I " " 
I'J'I.I la. '" 28 '1.5 

r~h " HI (,,5 

MJr " " '" 
1" "" .... " ..... r""IKI"h.oal~) , ....... ,"f ... (",,"~ .... ·I<W 
(~, I" I"".i r",.". d".~ .nd ~ ...... '" m"","f .. ,",,". ,nd"~n<' 

)0 

.(I! 
· 1 ! 

"' 
·0.1 
·u 
-08 

'" 
'" " "' 

may pick up sooner. pa rticularly if the costs of 
employment adjustment arc now less. The falls in 
une mploymen t in February and March. the much smalle r 
fall in the work force in employment in 1992 Q4 (9 1.000 
comparcd with 398 .. 000 in 1992 Q3) and. in February 
1993. thc smallest monthly fall in manufact uri ng 
cmployment since the fi rst ha lf of last year. a ll support 
thi s conclusion, 

Vllif II"{/Xe ('{).\f., 

Table 4. B tabu lates the contribu tions of ea rnings . output 
and employmcllI growth to increases in unit wagc costs. 
Whole eco nomy un it wage cost growth declined to 1,9% 
in the year to 1992 Q4, down from 3.0% in the year tQ 
the third quarte r and 5.3% in the year 10 1991 Q4. The 
growth rate has fallen below RP IX infl ation since early 
1992 .. which shoul d help to conta in inflat ion in the near 
futu re. In manufact uring. unit wage costs declined by 
0.7% ovcr the twelve mon ths to December 1992 and by 
2.6% in the twe lve mon ths to February 1993. 

~.2 Input costs 

It is important to exam ine other input costs faced by 
businesses. The CSO compiles an inpu t price series for 
ma nufacturing industries whi ch includes the cost of raw 
materi a ls and fue ls, bu t nol. unfOltunate ly. bought -in 
services, Tab le 4.C shows recent trends in input price 
inflati on for ma nufacturers, and ill ustrates that the costs 
of these inputs fe ll in 1990 and 199 1. and th rough much 
of 1992 . Price dec lines were part icul arl y common for 
mate ria l purchases .. a lthough increases in fuel costs 
(which comprise around 6% of the total input pri ce 
index) have been modest. 

Almost ha lf of the net inputs to manufact uring industry 
are imported. so the deprec iation of sterl ing since 
September h' ls rcsulted in an increase in input prices. 
Not a ll inputs are imported. however. and domest ic 
demand condi tions are like ly to have placed downward 
pressure on the price of those in puts sourced 
domestically, 

4.3 

Projifabilily 

Business margins and the return 
to capital 

The profi tabili ty o f the existing capi ta l stock is a gu ide 
to the press ures on producers to a lte r prices and costs as 
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well as invest in new capacity,H) Pre- tax profit rate:-.
profits divided by thc net capital ... tock valued at current 
rep lacement cost-ha ve fall cn in th i ... rece~~ion. but they 
remain relati ve ly buoyant in compari son with previou, 
downturn :-.. Morc recen tl y. it appear, that the decline in 
pre-tax profit rate:-. ha' ,I owed. with the all~ICC~ 
measure avcraging 7.4Cff in 1992, compared with 7.9o/c 
in 1991 (C hart 4.7). 

BII~ille.'\ lI/od -lIp' 

Measures of total profit., divided by tota l costs can be 
ca lcu lated for both the whole econom y and the non 
North Sea economy (Chart 4.8). Afte r increa:-. ing in the 
second and third quarter~ of 1992. the ratio for the non 
Nort h Sea sector fe ll by 4.4 percentage points in the 
fourth quarter. becau:-.e of ri:-. ing co~ t :-. and fa lling profi t:-.. 
Th i ~ rat io i:-. now hi gher than in both the mid-1970s and 
the early 1980.,. ~o the pre~:-' lIre to restore margins as the 
economy recovers i:-. un likcly to give ri ~e to substantial 
inflati onary pre~~ure, although a ~ hort-ru n effect i ~ to be 
ex pec ted. 

Another way to as~e:-.:-. profitabi lity i ~ to compare 
movements in producer output prices (excluding food. 
drink and tobacco indu :-. tri cs) with we ighted movemenb 
in manufacturers' costs (Table -I- ,D). Th is a lso indicates 
that. given the le ngth of the recess ion. profit margins 
have held up relatively we ll in recent year:-.. In the 
ini tial stages of thc downturn. falling input prices 
ensured that the increase in unit labour costs did not 
cause producers to pare their margins in the face of 
increased compet ition, 

The ev idence on profitabi li ty. mark-ups . and 
comparisons of input and output priccs suggests that 
profi tabi lity has been mai ntained during the recent 
recession. The effec t of the ste rling depreciation on 
profi t margins dcpe nds on how input and output prices 
will be affec ted by the lower exchange rate. In turn, this 
depends on the extent to which the goods makino up 

~ 0 

these indices are homogeneoll s and traded in 
inte rnationally competit ive markets. Although there 
appears to be a re lat ively close correlation between 
movements in the eXChange rate and input prices, out put 

(1 , Unfunu n"rci ),. pr~ci-c tlala un Ihe l'''pltal 'Iocl ;,,~ diffi"ul! 10 ubla,n. The 
m~a,ure> h~r~ " ,.: dJla pN' ,ded b) rhe CSO un Ihe n~ll'''pn,,! ,'od of lCC, 
"alu,-d al r~pbcel1\cnl ,,,,I. The mc'''u rc, ma) no' ,'''PlUrc f"l1\ Ihe nll'n, of 
capnal con,ulnpllon :!IId ,crapping, and '0 may u'C",alt Ih,' ";'"c of Ihe 
,apiml .'loc\;. A, onl y annual C'"I\\"le, me pw' ,d~d. quancrly ub'Cr",I;on, 
ha'e been 1I1Icrpol:,led h)' Ihe B",'~ . I>lorco',"r, dJr" for 1992 are B"n~ 
p"'J,-"'IUI1' . Thc,c l;!1\11aIlQlh mean Ihal laq;,· rc, I,ion, :Ir," IX',,;ble. 

" 
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prices show a illuch more ~table trend (see Chart 4.9). 
Data fo r 1992 Q4 and for early 1993 suggest that the 
response of input prices to the depreciation has been 
sig ni ficantly greater than that of ou tput prices. One 
explanation for this output price 'sti ckiness' could be the 
heterogeneous IHlture o f many manufactured products. 
whi ch may a ll ow producers the scol)C to delay passing 
on the impact of exchange rate changes unt il they have 
established whether the changes ilre permanent or 
temporary. 

4.4 Import prices 

Import prices fe ll in the two years before sterling 's 
departure from the ERM . This resulted from lower 
growth in competitor coun tries. weak demand in the 
United Kingdom and the delayed impact of earli er 
sterling apprec iation agai nst the dollar. Since last 
autumn. howe ve r. import prices for all main commodity 
categories have risen substantial ly (see Chart 4.10 and 
Table 4.E). Bctween August and December. the last 
month for which data on im ports from all destinations 
are ava il'lblc. import prices of Ilni shed manufactures 
rose by almost 10% (within whi ch car prices rose by 
14%) compared with around 7% for basic material s. 
More rece nt data show that in the seven months to thi s 
March import prices of goods from outside the EC rose 
by between 14.1 % and 2 1.6% for all major categories of 
imports. 

Refl ecting the earl ier weakness of import prices of 
material s, which account for almost two thirds of the 
index. input prices for material s and fuels purchased by 
manufacturers fe ll during 1990 and 1991. During the 
first nine months of 1992. inptll prices (seasonally 
adjusted) were broadly fla t. In the eight months to April 
1993. howeve r. prices rose by 10. 1% (7.2% seasonally 
adj usted). 

Measllrement of import prices 

Where avai lable, the import price data used are unit 
va lue indices (UV ls). These indices are base weighted. 
However. since the weights are determined by trade 
patterns prevailing in earli er periods. the data should be 
treated with some caution . An alternative way of 
measuring import priees is to use average value indices 
(AV is). This method produces a current weighted index. 
If the composi tion of imports changes over time, the 
Av I and Uv l measures are likely to diverge. In fact. as 
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shown in Chart 4 . 11 . the growl h in the two measures has 
in the pa~t been qui le sim ilar.!H During 1992 Q4. import 
prices of total goods rose by 8.2% on the AV I mea~ure 

compared with 9 . 1 '* u ~ in g the UV I. 

Commodif\' I'ri("£' \ 

About 42% of impa rl." are used as in puts rathc r than ror 
satisrying final dcmand. Most import f- or raw materia ls 
rail into the rormer cat egory. Thi ~ is onc avenue 
through whic h inflation e l. .. ewhcre in thc world can bc 
im ported to the United Kin gdo m. unless the exchange 
rate movcs to offset it. 

The Economist All -Items index of non -oi l commodity 
prices mcasured in SDRs rose by 7.2% in the first 
quarter of the year. compared with the previous quarter. 
The largcst price i ncrea~es in the first quarte r of the year 
were in agricultural produc ts cxcl ud ing roodstu frs. and 
most notably in timber which rose by more than 30,*. 
Timber prices were particularly afrected by restric tions 
on supply rel ated to environmental concerns. but the rise 
in commodity prices has been quite widespread. Cation 
prices rose signifi cantly. Food prices. notabl y sugar. 
rose rurt her after the increase in the fourth quarter. BUI 

during the second quartcr. commodity prices have fall en 
back somewhat. 

Commodity prices have ri sen despite the low leve l of 
activity in th e major economies. even arter all owing for 
special suppl y factors. O utpu t in the major six 
economies is growing at an ann Llal rate o r about 1'/,%. 
and its level is significantly be low trend . The rccovery 
in North America. and more recently in the Un ited 
Kingdom. may exert an impac t on certain commodity 
prices but it is unlikely that thi s a lone accounts fo r their 
buoyancy in the first quarte r. 

The Economist All -Items index uses weig hts based on 
the values or commodity imports to all OEeD countries 
in 1984-86.(2) UK imports. however. contain a higher 
proportion or non-rood agric ultural products than these 
weights suggest. Th is means that commodi ty price 
de velopments may have a larger impact on the United 
Ki ngdom than the OEeD- based Economist All- Items 
index woul d indicate . UK-weightcd non-oil 

(1 ) WhClllhc J; r<l\\ lh I1It.:, dil'l'rJ;c the AVI i, u,ualh kmcr bl'c<lu,r 1111 ' m~a'lln' 
{'Spturc, .th.: ,ub,tllulion ~w"y from g",xh for" ~;c h price, me ;ncrca, ;ng 
m O.1I r:'P,(lly. 

(2) NC' l of mll"~·EC colllln,x ltt )' ll"Jdc co' e r~"<l b) the Common ,\ ~r;cllhul"Jl 
I>ohcy. 
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commod ity prices rose by over 20% in the first quarter, 
following a ri~e of arou nd 17% in the fourth quarter. 
The marked rise in the UK index in the first qUal1e r 
re flects the timing of [he large increase in non-food 
agricul tura l product prices (see Table 4.G). As wit h the 
Ecollom i~ t index. howeve r, commodity priccs have 
fallen back from their last qUat1er levels. 

The price of oi l. as measured by c lose-datcd Brcnt 
crude, was $ 18.3 pCI' barrel in the first quarte r, sli ghtl y 
lower tlHlll in the prcvious quarter. The trading range for 
o il pri ces was comparati vely stablc in lhe first quarter. 
Thc February OPEC meeting agreed a cui in production 
for the second quarter of the year but the markets remain 
scepti ca l that thi s will be full y achieved. There is little 
prospec t that Iraqi ex port s will resume in the short term, 
but evcn without thi s the market scems set to continue to 
bc well supplied. Sterling oil pri ces fell by 0.7% in the 
first quarter. ane r risi ng substanti all y in the fourth. so 
further cost pressures from thi s source are likely 10 be 
muted. 
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The out look for infla tion dcpcl1d~ on both the '>tarting 
point (discussed in Section I). Jnd the interact ion 
between monetary poli cy (Secti on 2) and the .,tatc of the 
real economy which dc[ crmin c~ the ~peed with whi ch 
inflation adju .~b 10 it.-. long-rull rale (Sect ions 3 and 4) , 
This section analyse.'. the pro,-, PCCI.'. for inflation. It 
presents information on pri vate :-.cctor ex pectations of 
inflation deri ved both from direc t :-.urveys and 
independent forecast:-.. and indirect infcre nce:-. from the 
yie lds of governmen t :-.ccuri ti es . The section concludes 
with Bank projection:-. fo r inflation over the next two 
ye:.m based on the analy:-.i :-. prese nted above . An 
essential c lement in tl1i :-. i:-. a compari son between the 
project ions in the February Report and both the current 
project ions and the ac tual OUllurn for inflation over Ihe 
past th ree mon ths. Difference:-. between the earlier and 
curren t projections reflect the ' ncw~,; that has cmerged 
since the February Report. 

5.\ Surveys of inflation expectations 

Survey ev idence suggests that. on balance. ex pectations 
or future in flation are hi gher now than before suspension 
or stcrl ing's ERM membership. The April CI3I /IIc!lI srrial 
Trends Survey showed a balance or 10% of respondents 
expectin g a ri se in domesti c output prices over the next 
four months. compared with 11 % in January and -3~ 
last October. Eve n allow ing for the normal seasonal 
inc rease at thi s time of year. price expec tations are still 
higher than six months ago. The DUI/ al/d Bradstreet 
SIIIT(\' on expectat ions of se lling pri ces pain ts a simi lar 
picture. The balance of respondents still ex pect prices in 
thc fo ll owing th ree months to be lower than a year 
earlier. but the balance is much les:-. than in the prev iou:-. 
two quarters (see C hart 5.1). The EC/Gallllp SUlYe\' of 
consumer inflation ex pec tations also indicates 
dim in ishing disinflationary pressures. In March and 
April one-year ahead infl ation expectations were at the ir 
highest since June 199 1- althou gh still low by histori ca l 
standards (see Chart 5. 1). 

Gallup al so publishes a more detailed monthl y su rvey of 
wage and price ex pectations. in which around 1.000 
employees are asked what percentage increase in prices 
they ex pect o\'e r the ncx l twelve mo nths. Chart 5.2 

l5 



shows the balance o r respondents ex pec ting inflation to 
exceed 4% over the relevant period. The survey 
suggests that the proportion of employees expectin g 
in flat ion to remai n within the target range exceed:- the 
proportion !.!x pecti ng inflation to exceed the top of the 
ra nge by 12%. 

The lJurc/ay.\/NOP SIII'I'£'), of the general public in 
March al so ind icates thm ex pectations of inflation 
onc-year ah cad arc just above 4%. The two-year a head 
ex pectatio n is rather higher, at 5%. By contras t. the 
Smith New COIII'IIC(I/{lIp SIIIW:'Y of fund managers 
sugges ts a gnldual reduction in yew'-end RP I inflation 
expectations for both [993 and 1994. In October or last 
year respondents ex pected inflation of 4% by Decembe r 
1993. But since last autum n ex pectations ha ve been 
revised dow nwards- possib ly reflecting beller than 
ex pccted inflation oUllurns- and now stand at just over 
3%. The latest surveys al so inc lude an ex pectation fo r 
end-1994, which is now 4%. 

5.2 Evidence from financi al markets: 
' Break-even' inflation rates 

A poten ti al ly more acc urate source of in formation about 
expectati ons of future inflation comes from a 
compari son of yie lds on index-linked gil l.s (IGs) and 
con ventional g ilt s. Such 'break-cven' inflmion rates are 
c<l lcu latcd by subtrac ting the yield on index- linked 
bonds from th e yield on conventional gi lts of sim ilw' 
maturity. In practice, the assumption that index-linked 
gill s arc independe nt of inflation is unlikely to be valid. 
In the fir st place. index- lin ked gills arc not perfec tl y 
indexed: co upon payments are indexed only up to e ight 
mon ths be fore tbey are made, so that inflation in the 
intervening pe riod can erode the value of the stock. 
Second. if a ri sk premiulll att aches to either category of 
bond (and the risk premium may be related to a number 
of uncertainties. including that surrounding future 
inflation) then the break·even rate will no t measure 
expected in fla tion ;"lone . but will also incorporate the 
d iffe rence in the respective ri sk premia. 

One final practica l difficulty with the calculation o f 
expected inflation in this way is the treatment of 
taxati on. Adapti ng the calculation to lake account of 
taxation is strai ghtforward enough, but the assumpti on 
reg<lrding the rate of lax paid by the marginal taxpayer 
has a sign ifica nt impact on the level of the break-even 
rale . Chart 5.3 shows Ihat break-even rates ca n vary by 
over three percentage point s at prese nt. depending on the 
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tax as~umpt ion . Such wide variat ion. when cou pled wil h 
the other probl ell1 !<> associmcd with thc ca lculat ion of 
thc!'>c rales. create~ difficult ies wi th the use o f ~uc h 
calcu la tion ~ a!'> eS l ima te~ of futu re inflation . 

Ignoring the problem:-. of r i ~ k premia. and a~!<>u ming Ihat 
the marginal rate o f tax paid by the marginal inve:-. tor i, 
zero (which i ~ con~ i ~ ten t with th al inve:-. tor be ing a 
pension fund. for example). it i!<> po~~jbl e 10 derive a 
con tinuous pro file for the te rm ~ tru ctll re of inflation . 
Sec tion 2 above d i :-. c u s~ed th e ca lculation of implied 
forward interest rates frol11 the yie ld curve for 
convent io nal gilt -edged ~ec u rit ie~. In an a n a l ogou ~ 

fashi on it is poss ib le to derive a con tin uous te rm 
structure of real retu rn s on index- linked gilt. .. (~ee 
Chart 5.4). The difference between Ihe no minal and rea l 
implied forward ra te~ provides a mea~ urc o f the 
expected rate of infla tion at any point over the nex t 
twen ty- five year!'>. T he rc~u lt i n g in fl at ion profi le is 
shown in Chart 5.5. Th i ~ i ndicate~ that inflation l ~ 

ex pected to r i ~c from j u~ t over -l% in two year~ time to 
an average rate of a lilll e over 5% from around six years 
onward s. 

5,3 Outside forecasts 

Charts 5.6 and 5.7 ~how !h ~ la!est projec tions o f RPIX 
inflation from 36 independent rorecas ter~ . includ ing City 
firm s. academi c institution); and oth er private ~ector 

organi sati ons. Comparing these forecasts with those at 
the timc of pu bli cati on o f the previous Reporl il i,\ c lear 
that the vari ance of the di stribut ion of forecasts for 
infl ati on at the end o f thi ); ycar is now l es~ than before. 
and Ihat the medi an has fa llen slightly. to 3.6%. T he 
variance of the distribution of the end- 199-l fo recasts is 
also lower. Both the median and the mode of the 
distribution arc around -l%. or the 36 forecaste rs. 18 
ex pect infl at ion to be at or below ... % by the end of next 
year. whereas in February th i~ view was shared by only 
12 forecaste rs . 

5.4 Bank projections 

The rlwrH'W/ OIl /look 

As in the February Inf/a/ioll Repor/, projections of 
in flation over short and longer-tcrm hori zons are 
presented below. Thcse arc based on stati sti cal and 
structural models of infl ation . In the short -term model. 
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the projecliom. of inflat ion are based on stati sti ca l 
extrapolation of recen t trends in a number of 
components of the RPI. These ex trapol ations arc 
modi fied to re flec t known admi ni stered price changel> 
(fo r example. changes in rai l farel> or posta l charges). or 
where the shol1-run behaviour of particu lar cOlllpone nt~ 
i~ thought like ly 10 respond to some ex ternal shock 
which is not already embodied in its past behaviour, The 
deprec iation of ste rlin g. or changes in the value of the 
green pound . are examples of shocks requirin g some 
modification to Ihe short-run ex trapolation. 

Chart 5.8 presents the latest projeclions for RP[X 
inflation over the nex l three months. and also shows the 
projections made <lIthe time of Ihe lasl Report. together 
with the recent OUllums. The difference between 
projection and oullum may simpl y be the resull of errors 
in the modctling of short-run inflation. but where errors 
become large and persistent it may be Ihatthe 
di ve rgence represen ts ' news' abou t inflation which 
constitutes information relcvan t to pOli cy. Thus lasl 
autumll the oullurns for in flation were significantly
and pers isten tly-lower than had been predicted, 
suggesting that the di sinflat ion in train at that time was 
greate r tha n had been rea li sed. But alt hough in flati on in 
January and February was slightl y lower than ex pected. 
Ihe March oullu m was exactly in line with the last 
forecast. The re has been little ncws contained in the 
inflati on figures publi shed since the last Report. 

The projec ti ons for the next three months show inflation 
decl ining in April. bUI then ri sing to 3.5% by June, The 
initial f~1I 1 largely re flects the impact of the change from 
the COllllllunity Charge to [he Council Tax . The 
subsequcnt rise is expected to be broadly based and is 
associated with the direct pass-through of higher import 
prices into domestic ret ail prices . 

VAR modds oj ;lIjl(llioll 

Vector <lutoregress ive (VA R) mode ls of inflation use 
historica l re lationships between inflation and a set of 
other variab les to predict infl<ltion in the future . Such 
mode ls are described in more detail in the article on 
pages 23 1- 9 of [he May QU(lrterly Hulle/ill. Research in 
the Bank suggests that variables whi ch are use ful in 
predic ting the mon thly profile of inflation inc lude MO . 
produce r output prices. retail sales and the output of the 
production industries. The quarterly profile of inflation 
is predi cted by using MO and the EC/Gallup index of 
consumer confidence. 



It is importa nt to underMand the way in which the~e 
vl.Iriablcs were cho!.en. Although it i ~ poss ible to 
estimate VAR models which ha ve a Mructural 
in terpretation (that i .... which can be interpreted in term '" 
of a plausible economic model). the models u~ed here 
were selected solely on the ba~i~ of their abil ity to Irac~ 

inflation. 

The latest forecasts from the two preferred VAR models 
are broadly consi"tent in sllgge~ting that inflation may 
begin to ri se during the cOLlr .... e of 1994. But their 
projections fo r 1993 conflict. with the monthly model 
offering a central estimate of RPIX inflation ri s ing 
above the targct ran ge in May. Thi ~ is al so at odd~ with 
the cxtrapolative model. the projecti ons from which arc 
likely to be more "oundly based in the ~ hort - run 

reflecting the known adju stment~ il incorporates . and the 
marc dctailed examination of the componenb of 
inflation whi ch is undertaken in that approach. The ", ize 
of the standard error" 011 tile VA R forecasb ~hould abo 
be noted. Although the central e~tim a le from the 
mon thl y VAR model i~ sli ght ly ovcr 4% this year. a 95Ck 
confidence interval around thi s est imate would embrace 
any rate of inflation between I % and 7o/c. 

VAR models can be useful addition" to the range of 
techniques available for analys ing current and 
prospective developments. Where the model s are 
unanimous in their projections it is like ly to be easier to 
draw robust concl usions . But where model s conflict th e 
projections derived from structural model s become 
increasingly important. 

LOIlger-rel"lll .'l lntCI//ral pmj(!uiOlI\ 

In the absence of major shocks. projections for inflation 
over a two-year hori zon are unlikely to change 
substantia lly within;;\ three-month peri od. BUI new 
information can be grouped into three categories: 

• The outturn for inflntion compared with 
expectations. As noted above. the oulturns for 
twelve-month RP IX inflation were a little lower 
than expected in Junuary and February. but exactly 
as predicted in March. 

• The olltturn for the othcr factors which determine 
the RPIX projections compared with expectations. 
This incl udes changes to the exchange rate and 
other variables. such as 'Issel prices. labour market 
conditions and output data. which contain some 

_N 
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short- run information on the li kely ounurn for 
inftation. 

• The announcement of future measures whic h are 
likely to have some effect on prices. The increases 
in indirect taxes announced in the Marc h Budget. 
including the extension of VAT to domestic fuel 
and power. arc an example. 

The first of these fac tors shows that there has been litt le 
'news' in the Ollllllrn for in fla ti on it self. But the second 
set of factors contains seve ral pieces of information 
which lead to a rev ision of the projec tions. The most 
importan t of th ese is the 5% rise in the exchange rate 
since the February Reporl. If the exchange rate were 
assumed to remain unchanged at an effec ti ve index of 8 1 
(compared wi th 77.2 at the time of the February Report), 
in ftation would be ex pected to be about one percen tage 
po in t lower both this year and nex t. Among other 
indicators. wages have risen less than expected- leadi ng 
to a s ligh t downward rev ision to ex pected inflation
while the increase in ou tput. which has been greater than 
expected. acts in the oppos ite direction. 

The third faclor is the impact of the extension of VAT 
announced in the Budget. The 8% VAT ratc for 
domestic fuel and power is li kely to add around 0.4% to 
the headl ine RPI from April 1994 . 

Tak ing all of these factors together, the central 
projection for RPI X inflation is shown in Chart 5.9. 
Inflation is like ly to fall during the remainder of thi s 
year, as the impact of the earli er deprec iat ion is partly 
offset by the subsequent recovery in sterling, and the 
disin fla ti onary impact of the outpu t gap persists. But as 
recovery gathers pace this disinflationary effect will 
di mini sh. At the same ti me, headline RPI in fla tion is 
like ly to rise around the turn of the year as interest rate 
cuts drop ou t of the twelve- month comparisons, and the 
reduction in MIRAS wi ll add a further 'I. percemage 
poi nt to the headline rate in the second quarter of next 
year. These may feed into the rale at which wage 
sett lements and earn ings rise. Nevertheless, 
'underl yi ng' in fla tion (RPI X inflation excluding the 
impact of the VAT ex tension) will probabl y remain 
broadly fl at during 1994. at just over 3%. Allowing for 
the VAT ex tension, however, RPIX inflation is likely to 
rise from the second quarter of next year- although it is 
still likely to remain within the target range. 
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On ba lance, the changes since the last IIIf/lI1 iOIl Rep()'" 
have lowered sli ghtl y both the ex pected inflat ion rate 
and the probability or breachi ng the 4% limit during the 
course o r th is year. The impact nex t year or the Budget 
measures, togethcr with the unccrtaint ies ~urrou nding 
the rate at wh ich the outpu t gap is likely 10 narrow, 
suggest that thc probability o r breaching the target nex t 
year may be a little greater than prev iously env isaged, 
but the Bank 's central cx pcctation still is that the target 
will be met. An y further increa;.,c (decrease) in the 
exchange rate would lowcr (rai sc) the probabili ty or 
brcaching the target. 
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Conclusions 

Inrl ati on. as measured by RP IX. has remained within the 
larget ran ge thro ughout the pe ri od si nce the February 
Repul'l. During that period new information about Ihe 
like ly co urse of future inflation has been of three main 
kinds. First. rea l activity is ri s ing more rapidly than had 
bt!cn ex pec ted three month s ago. Most of Ihe indi cators 
re lating 10 the real eco llomy, including output. retail sa les 
and e mploy ment. POi11110 increasing level s of acti vity. 
Second. th e exchange rale. as measured by the sterling 
c lTectivc excha nge rate inde x, is some 5% hi gher than at 
the lime of Ihe Fe bruary Report. Third. in Ihe Marc h 
Budget the C hancellor announced inc reases in indirect 
taxc~. 10 take e ffect both Ih is year and nex t. whic h wi ll 
raise the measured rate o f underly ing inflati on. The rise 
in Ihe exchange rate is nOI independent of the news about 
activ ity, indeed in la rge part it follows from il. Th is 
increase in Ihe exchange rate has lowered somewhat the 
risk o f breaching the top of the target range towards the 
end of this year and the earl y part of next. In Ihe very 
:-. 1101"1 run , there is likely to be a fUrlher fall in underl yin g 
inflation as the Counc il Tax enters the index to repl ace 
the Community Charge. But thi s effect is likely 10 be 
sho n - li ved . Neverthe less. apart from c hanges in indirect 
taxes. the o utlook to the e nd of 1994 is no worse. and 
probabl y s li ghtl y better, than il was at the time of the 
February Report. 

The princ ipal reason for our judgmen t that RP IX 
inflation is li kely to re main in the 3%--4% range o ver the 
next eigh tee n month s or so is that the inflation rate for 
domestica ll y prod uced goods is like ly to remain low. 
The output gap will probably remain negati ve for some 
time to come. exerti ng downward pressure o n inflation. 
The upward pressu re on pri ces comes from the 
con ti nui ng pass-through of depreciati on to domestic 
prices and broader VAT coverage as announced in the 
March Budget. In the absence of any change in indirect 
taxes. in fla tion wou ld probabl y be roughly constant over 
the nex t year or so. Broader VAT means that underl y ing 
inflation as conve ntio na ll y measured may rise in 1994. 

As di sc ussed in the February Reporr , it is ev ide nt that 
expectati ons o f inflation are no t yet consistent with the 
target range for inflatio n of 1 %--4%. Both direct surveys 
of ex pectations and al so the indirect evidence from 
impli ed forward market interest rates suggest that many 
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people have yet to be convinced that the target wi ll be 
me t in the long run . But the longer underlying inflation 
remains with in the target range the more c redibi lit y will 

g row over time. 

Looki ng to the end of 1994 and beyond . the princ ipal 
uncertai nty concern!'> the response of domestic fac tor 
costs-wages and profits-to the los.<" o f purchasing 
power resultin g from deprec iation of the currency. If 
tota l profits and wage!'> ri :-e because of a \'O/I/me effec t. 
rather than an increase in profit margins per unit of 
output or earnings pe r head . then the increase in nominal 
demand consistent with the monetary stan ce wi ll lead to 
ri sing real activity and co nlinuing low inflation, A 
con tin uing de term ination on the part of the authorities to 
meet the inflation target will he lp 10 ensure that 
inc reases in wages and profit .." are real inc reases. 
re flecting higher output and prod ucti vity. rather than 
nomina l increases re flect ing onl y hi gher unit costs. It is 
vital in thi s contex t that the inflation target be seen as a 
framework fo r pol icy over a long period . and that 
monetary and fi scal pol icy should be consistent with 
achi evi ng the targct on a susta ined basis . 
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