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Summary 

RP[ X inflation- thl! Govcnllnen t's larget measure- was 2.00/,- in 
September. its lowest rate since the ser ies was first published in 
1975. The Bank's RPI Y measure of underlyi ng inrlil tion was 
1.2%. hav in g fall en by half a pcrccnlagc poi ll t since June . Most 
o ther meas ures of inflation :. Iso fe ll in Ihe three months to 

September. 

Broad money growth Il<Is remai ned subdued. Narrow money 
growt h has contin ued to be above il s Oo/('-47r monitori ng range. 
The fi nancia l markets responded posit ivel y to the increase in 
orricial interest rates. suggesti ng Iha! the cred ibility of the 
monetary au thorities has bee n enhanced. 

Over the next Iwo years. output is like ly 10 continue growing at a 
rate fas ler than long-run potenti :.!. and from a level closer to 
poten ti al than was previollsly thought. Net ex ternal trade has been 
important in maintaining growth as consumpti on has slowed 
down. Labour demand has increased. But. although th ere is some 
ev idence of an increase in ski ll short:lges and sett lements may be 
edging upwards. these ha ve not yet led to an acceleration in 
nominal earn ings. At the moment. it is uncertain whether thi s is 
because infl ati on expec tati ons have f .. !llen rapid ly enough to 
cou nteract these factors, or because earnings growth is about to 
move upwards. The st rong increase in input pri ces seen earlier in 
the year has begun to feed through 10 manufaclllring industries· 
customers. The ri se in Olltput pri ce inflation is consistcn t wi th 
recen t survey ev idence from the manu factu rin g sec to r. which 
suggests that larger increases are in store. 

The outlook for inflation remai ns favourable. The economic news 
has led the Bank to lower its mediunHcnn projection. The Ban k's 
central projection is that RP1X in flation will bottom Ollt in the 
comi ng months, and wi ll ri se gradua lly over the next two years to 
around 21/:%, at the top of the lowe r ha lf o f the target rangc. 
There are Illany risks to that outcomc, and the 8ank'sjudgmcnt is 
that they are not. at present. sy mmet ricall y distribu ted around the 
central projection . The greatest uncertai nty concern s the 
continui ng difference between rctai l and producer pri ce infl ation . 
As out put continues to grow abovc tre nd , it becomes more like ly 
that rises in the prices of intermediate goods wi ll feed th rough to 
retail prices. It will be necessa ry to mOll itor these dcvelopmell ts 
very carefull y. 
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1.I Retail prices 

Inflm ion has contin ued to fall further and faster than 
ex pect cd. Thc Governmcnt 's target inflation measure­
the 12-mon th rise in the reta il price index excluding 
mort gage interest payments (RPI X)- fell from 2.4% in 
June to 2.0% in September. thc lowest rate si nce the 
index was first publi shed in 1975 (see Chan 1.1 ). 11 ha~ 

remaincd within the lower half of the Governmenl's 
target range of 1%-4%. 

Chan ges in indirect taxes and the Counc il Tax affecl 
RPIX and headline RPI in flati on. So. to assess 
underlying inflation. the Bank c:.Jcu lates an index­
RP IY- which excludes Ihese lax cs. Recenl increases in 
indirect lax rates have masked the \'cry low level of 
underly ing inflation : RP IY inflation fc ll from 1.7% in 
June to 1.4% in Jul y. incrcased slightly 10 1.5% in 
August and then fe ll again to 1.2% in September. 

Headli ne RP I inflation h:ls fo llowed a simi lar monthly 
pattern: 2.6% in June. it s hi ghest level since December 
[992,2.3% in Ju ly, 2.4% in Augusl and 2.2% in 
September. The RP! measure, unlike RP IX or RPI Y. 
includes mortgage in tcres t payments. so changes in 
mort gage interest rates- or in the rat e of mortgage 
interesltax relief(lJ-c reate a wedge between RPI and 
RPIX infl ati on. The 0.5 perccn1<lge point interest rate 
rise on 12 September, which took base rates to 5'/.%. 
will push up headline inflation . By the end of 
September. the major banks and building soc ieties had 
increased their mortgage rates by an average or OA%: 
thi s will add a lilt le over 0.2 percentage poi ms to annual 
RP I infl at ion in the 12 months rrom OclObcr. 

An nual infl ation con tin ues to be lower for goods than 
ror services (Chart 1.2). Goods price inflation in 
Septem ber was 0.5%. 0.6 percentage poin ts lower than 
in June. A short -run measure of goods price inflation­
the annualiscd three-month ratc-was 0.9% in 
Septembe r. lower than the 2.0% rel'ordcd in June. 
Annual service price inflat ion has continued to rail-to 
2.3% in September from 2.7% in June. But its 
short er- run measure.;l\ 2.5% in September. has picked 
up (see Table I. A). 

, 
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The major news in Jul y and Augusl's RP I data was 
changes to the seasonal paltcrns of some of the 
component serics, In previous years, the prices of 
household services, for instance. had increased by 
around 1.0% between June ilnd JUly. Blit this year 
conveyanci ng fees. among other sub-components, fe ll in 
July (see Chart 1.3). There were similar price falls 
agai nst the normal scasonal paHern in chemists ' goods 
and insur;ulce, a ll contri buting to a 0.1 percentage point 
rail in the 12-month RP IX rate for July. 

Clothing ~' l1d foo twear pri ces normall y beg in to rise in 
August. as su mmer sales come to an end and winter 
fashi ons appear. But clothing and footwear pri ces fe ll 
more in July and rose faster in August this year than 
thcy had in the previous three yea rs. The larger increase 
in Aug ust was. however. offset by greater-than-expected 
fat1~ in the prices of personal art icles and cars (see 
Chart l A). 

The fa ll in RPIX inflation in September reflected a 
sharp decl ine in food prices. Seasonal food prices had 
been projcctcd to fall by 1.0% between August and 
September but actuall y dropped by 3.6%. Si mi larl y. 
non-seasona l food prices had been expected to remain 
unchanged but fell by 0.4% on the mon th. 

Last aUlllrnn. there was a very sharp fall in non -seasonal 
food prices (see Chart 1.5). as competition amongst food 
retail ers intensifi ed: ca r pri ces(') also fell substantially 
and unexpec tedl y in Nove mber. With food prices falling 
in Septem ber thi s year. it appears that retailers are 
entering a furthcr round of aggressive pri ce discounting, 

The Bank's new short-run projection for the 12-month 
RPI X inflation rate shows a fall in the fourth quarter 
compared wit h the third. with RP IX inflation remaining 
flat in October and picking up slightl y thereafter (see 
Chart 1.6). As lIsuaL thc projection is based on price 
information already avai labl e as well as stati stical 
ex trapolations of past price increases. 

Milk and car prices are of particular in terest. There has 
been speculation that milk prices cou ld ri se in 
November. following the replacemen t of the Mi lk 
Marketing Board by Mi lk Marque- a private 
company- and the deregulation of prices. As milk has a 

(I) c" rn,'e, MC rcpr~'>Cn led In Ihe rCIJ, 1 price index by ~n jnde~ of Ihe a"cmgc 
price fn' I",n )car "Id 'econ<l·h,,,,d cars. Second·hand Car price .. ha,'c b.:en 
1"lh 'lg f,,,lcr Ih" ye"r Ihan ,n I'rc"iou, yea ..... Incrca,e<l prc·rcgi,lrJlion of 
"chide, anJ grc;ucr u,c nl ,hml-lcrm leasing Jeal, ha"e incre""d Ihe "",niler of 
"carl}" ,, ",," Cl'" ",nn ill ): " ,I 10 Ihe scconJ ·harlJ "''''ke!. Thi, has Jcprc,,,,<l lhc 
price, nl ,,1<lN .'I<>C~, 
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weight of I % in the RP!. and cheese and other mi lk 
products a further 0 .7%. ally sharp price ri se would have 
a signifi cant impac t on measured price in flation. 
Door-ste p del iveries account fo r around 50% o f mi lk 
sales. Accordi ng to the Bank's Agents, if prices rise . 
fi rms in th is secto r arc li ke ly to pass any increase 
stra ight on to the Cllstomer. But competi tion in food 
reta iling will probabl y lead to mi lk prices in shops be ing 
he ld down. 

Car prices are usua ll y wea k in the fourth quarter. 
Moreo ver, with new car sales not as hi gh as expec ted. 
fu rther downward press ure on the prices of nea rly- new 
cars is expec ted duri ng the next three month s. 

1.2 Oulpul prices 

Annua l producer output price inflat ion rose by 
0 .3 percen tage points between June and Septe mber. to 
2.4%. Exclud ing those components most affec ted by 
changes in exc ise duties-food. drink . tobacco and 
petro leum- the annua l rate W:IS 2. [% in September. an 
increase of 0 .1 percen tage poi nts over the sa me period 
(see Chart 1.7). But the annua lised three-mon th measure 
(excluding those items) rose by 2.2 percentage points 
between J une and Septe mber. to 3.6%. 

The producer ou tput price series may be a lagging 
indicator of changing infl.lli Olwry pressure. It takes time 
for manu factu rers at d ifferent stages of the producti on 
process to adjust the ir output prices in response to 
changes in costs. The prices of goods so ld by one 
manufacturer to another in the sa me sector are exc luded 
from the seri es. The sterling prices of imported 
manufactures-which are used both as inputs to the 
production process and 10 sati sfy final demand-can be 
a guide to prices of intermediate goods in the production 
sector (see Cha rt 1.8). The ann ual inflation rate fo r 
imported ma nufac tures increased in the th ree months 10 

Ju ne but the n fe ll back in July. 

1.3 Expenditure deflators 

Table I. B reports the annual infl ation rates of the price 
deflators fo r GDP and the major expenditure 
components. Alt hough Ihe G DP defl ato r is the most 
compre he nsive measure of domesticall y generated 
inflati on. it is less up-to-date than o ther indicato rs and is 
liable to greater revision. For instance. revisions since 
the pu blication of the August IlIf la /io/l Reporl have 

7 
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reduced the estimated annual rate of increase of the GDP 
deflator in 1994 Q 1 from 3.3% to 2.9%. 

The annual rate o r increase of the GD P deflalor fe ll to 
1.8% in 1994 Q2. Inflation rates measured by the 
consumption. in vestmen t. govern ment and (as a 
conseque nce) domcst ic demand deflators also fe ll 
betwcen 1994 Q I and Q2. However. there were sharp 
rises in both the export and import deflators. The an nual 
rate of increase of the consllmption deflator- which 
is an alt ernative measure of inflation faced by 
consumers-declined by 0.4 perce ntage poin ts to 2 .5%, 
simi lar to the moveme nt in RPIX infl ation over the sa me 
period. 

1.4 Other measures of inflation 

Onc-off c hanges in relative prices can have temporary 
e ffects on the me(lsure of infl ation obtained from the 
retail price index. Unless these changes have a 
longer-run impact. for example by altering price 
expectations, monetary policy would not normally be 
adj usted to take account of them. 

Chart 1.9 shows RPIY inflation and two other 
me;lsures of unde rl ying in fl ation whic h attempt to allow 
for the di storti ng e ffect of large movemen ts in relative 
prices. The median inflation rate is the weighted 
median of all the 12-month increases in the components 
of the RPI : the trimmcd-me,Hl measure excludes the 
largest relative price changes and calc ul ates the average 
change of all the remaining component!';. Both 
measures have tracked RPIY inflation quite closely in 
the past. but ha ve fallen only slight ly this year-to 
around 2.5% in the third quarter- while RPIY in flat ion 
decli ned further. 

Both RPIX and RP IY measures exc lude mortgage 
interest payments, and so excl ude any measure of the 
impact of changes in the cost o f owner-occupied 
hou sing. The housing-adju sted RP! (HARP index) 
attempts to rectify this omission by incorporating a Bank 
estimate of the user-cost of hOllsi ng in the RPI X measure 
to provide an alternati ve to the RP!. Thi s series can also 
be adjusted for indi rect taxes. to produce an alternative 
to RP IY- the tax Hnd housing-adjusted retail price 
(TI-I ARP) index presented in the Inflation Report for the 
first time . The continuing weakness in house prices led 
both HARP and THARP inflation to fall by mo re than 0.6 
percentage point s between June and September (see 
Chart 1. 10). 
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The Tax and Price Index (T PI) adjusts the RPI for 
c hanges in d irect taxes: ilmeasures the increase in an 
indi vidual's gross income req uired to maintain the 
purchasing power of net-or-tax income. Aprir~ income 
tax and national in:-.u ra ncc contribut ion change~ 
increased Ihe gap between TP! and RPI in flat ion from 
0.2 to 0.4 percentage po irl1 :-'. and TPI in flation ro:-.e to 
3.0% in April. TPI infl;lIion ha:-. ~ ub:-.eque ntl y declined. 
to 2.6% in Septernber. but the g;lp ha:. not narrowed (~ee 
Chart 1.11). 

1.5 Summary 

RPIX inflation- the Government\ target lll ea.~Ll re-wa:-. 

2.0% in September. it s lowest rate since the serie~ wa:-. 
first publi shed in 1975. The Bank '~ RP IY measure of 
underlying inflation was 1.2%. hav ing falle n by half a 
percentage point :-. ince J une. Mo:-.t other mea:-.urc :-. o f 
inflation al so fe ll in the three ll1onth ~ to September. 
RP IX inflation i:-. ex pected 10 rema in flat in October. but 
thereafter to pick up slightly. 

, 
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Money and interest rates 

2.1 Money and credit aggregates 

The monetary ;lgg rcgatc~ continued to di verge in the 
third quarter. Na rrow money g rowth rose: annual MO 
growth remained wc ll above its 0%-4% monitoring 
range at 7,}% in October. co mpared with 6.5% in July. 
Bu t M4's .ltlllual growth rate dec lined to 4.8% in 
September fro111 5.3% in June. and credit growth. at 

3.7%. remained mode~t (Table 2.A and Cban2. 1). 

The monthl y c hanges in MO fluctuated during the past 
th ree Illonth s. MO rose by onl y 0.2% duri ng August. 
increased substantiall y by 1.1 % in September. and then 
rose by 0.5% in October. Some of the lllonth-to-month 
vari:u ion can be attributed to move ments in ban kers' 
balances. but notes and coi n also accelerated to 7.1 % in 
Octobe r from 6.5% in July. Some commen tators, 
looking particu larly at the large posi tive seasonal 
adju stment in Septe mber. have suggested that inadeq uate 
seasonal adjustment may explain recorded narrow 
money behaviour in recent months. The seasonal 
adjustment calc ulation. however. is based on weekly 
observati ons and made speci fi c allowance for tbe boost 
to the note ci rculati on fro111 the August bank holiday. 
This year the boost affected Ihe last week ly observati on 
in August. rather than the first week in September. 

The August il!fllllio/l Repor/ concluded that narrow 
money grew faster than predicted from the start of the 
year to July and thatlllon thl y growth of 0 .3% to 0.4% 
durin g the rest of the year wou ld be consistent with 
constant inflation. In the three months to October. 
monthl y notes and coin growth averaged O.5%-slightly 
lower than the average monthl y rate of 0.6% in the first 
hal f of the year. bu t st ill higher than expected. With the 
in terest rate effect on narrow money growth diminishing 
(the series of reductions until February th is year 
fo llowing the United Kingdom's exit from the ERM 
should by now have had most of their impact. and the 
most recent rise will as yel have had very little e ffect(I»). 
the growth of narrow money remains a cause for 
concern . 

(I) Th~ CI" rcn l ll,n,k ,,1 England c'<I"'II.oI1 .'"£g"'" 11"'1 "chan ge ill ;nlCrC,1 
fatC' """Id I"~c ,,1><,,'1 to"r '1u."IC" '" alfeet n~rro" money demand. 
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M4 growt h weakened further du ring the third quarter. 
After reaching a peak of 5.6% in March thi" year. it~ 
ann ual rate fell for Iwo quarter~ and stood at -I-.8lif in 
September. Over the past ~ix rnon t h~. the underly ing 
monthly growth of M4 appears to ha ve ~eH led around 
0.3%. com pared with ,Ill average of 0.5% in the first 
th ree mon ths of the year. Thi ~ slowdown appear~ to be 
related to the behav io ur of the retail component of M-I-. 
which. havi ng increased by an average of £2.1 billion a 
month in the fi r .... t quarter. increa:-.ed by only £1.1 billion 
a mo nth in the past six mon th:-.. 

The mai n cred it counterpart to M4- bank and building 
soc iety lend ing to the private sector- ha:-. remained 
relat ively subdued. Lendi ng to the M-l private sec tor 
rose by 1.1 % in the third quarter. compared with a 
quarterly average of 0.8% in the fir:-.t half o f the year. Its 
12- l11on th growth rate wa:-. 3.7% in September. compared 
with 3.4% in June. 

One o f the main difficu lties in inte rpreting broad 1110ne) 
is the diversity of moti ves for holding. M-l. Broad money 
is held bot h to linance tran:-.actio n:-. and <1:-. a :-.tore of 
val ue so that. in principle. a g iven leve l o f M-l b 
consistent with a large llumber of con~u mpti oll and 
sav ings combination:-.. Recell! Bank re:-earch ~ugge~b 
that seclOral breakdown:-. of broad money and credit help 
to disel1wng le the motives for holding financia l babnce:-.. 
By looking at personal and corporate holding:-. of M-l 
separately. it is possible to c~limate rC<I:-.onably stable 
money-demand fUllctions. 

A significant fea tu re o f the 1110:-.t recent rece~~ion and 
recovery has bee n the ba lance-:-. heet restructuring that 
the pri vate sector ha:-. undertaken. Thi~ proce:-.s ha~ 
affec ted M4. as members of the private sector ha ve lI~ed 

income that they might have ot herwi:-.e held on depo~it 
or spent to repay past debt- reduc ing the si/e of their 
bal ance sheets. 

Since the rece~~ion. real personal ~ector net wealth 
initiall y fe ll as a proportion of income. but has 
subseq uen tl y risen . T he initial fall reflected c hange~ in 
tangible wea lth- and in particular change:-. in house 
prices. But between 1991 and 1993. the per~onal sector 
also red uced ils gros~ financ ial debt as a proportion of 
income-thus boosting net wealt h a~ a proportion of 
income. The breakdown of the pre viously close in\'er~e 
relati onshi p between personal sector harrowi ng and the 
sav ing rati o (Chart 2.2) probably reflects a shift to\Vard~ 
fi nanc in g consumption from income rather than 
borrowin g. 
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Indiv id uals' hOld ings of M-l- pic ked up in the third 
quarter. inc re;lsing by 0.3 bi llion compared wi th 
£ 1 A bi llion in the prev ious quarter. In the three months 
to June, individuals appea red to draw down their 
deposits to finance expendi ture in the face of the reduced 
post- tax spe ndi ng power: th is has been reversed in the 
third quaner. 

Bank and building society lend ing to households grew 
by [.57c. The third qu arter growth would have been 
sli ghtl y stronger had it not been for two sec uriti sations. 
After adjusting for loan securitisations in previous 
quarte rs. lendin g for consumption remained broadly 
unchanged in the third quart er. But within this, banks' 
credit card lending, at £0.4 bil lion. was the highest 
recorded in crease si nce 1990 Q4. 

Bank and building society lending to indi viduals for 
hOllse purchase rose by I A o/e, similar to the growth rate 
in the second quarter, but below that recorded in the first 
three months of the year. Looking at a wider coverage 
of financial instit utions, however. suggests that net 
borrowing has been relatively stable over the past year. 
Other speciali st mortgage lenders appear to be 
rc-en tering the market. see mingl y taking market share 
from the ba nks. 

Much of the 50 basis-point rise in offic ial interest rates 
was passed throu gh to borrowers in higher mortgage 
rate s. The average variable rate fo r banks and building 
societies is now 8. 1 %. compared with 7.7% before the 
rise. Building soc ieti es in general increased rates by 
more than banks, thu s e liminating the small differential 
which had ex isted si nee the turn of the year. Recent 
analysis suggests that annual review schemes and fixed 
rate mortgages will ha ve shielded over 40% of 
borrowers from the immediate impact of the increase in 
rates. 

Uni ncoll>ol"ated businesses (which are incl uded within 
the personal sector) increased their holdings of M4 
deposi ts by £ 1.2 bi llion- the highest increase si nce 
1988 Q3-and reduced their stock of bank and bu il ding 
soc iety borrowing by £0.1 bi llion. This suggests that, 
alt hough the pace of their financial restructuri ng has 
slowed, they re main unwilling to inc rease their 
borrowing. 

Given firm s' ,lceess to a wider range of ex ternal funds, it 
is probable that the process of balance-sheet 
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restructuring is nearer to completi on in the corporate 
secto r. In the earl y stages of the current recovery. 
corporate sector net debt changed liul e in proportion to 
post-tax profit:,. S ince the begi nning of 1993. however. 
the ratio has fallen sharpl y (Chart 2.3). Although both 
sides of the balance sheet have fallen over th is period. 
the decline in gross debt has been much larger than that 
of assets. and account s for most of the decrease in net 
debt. Thi s behaviour is evident in the cumulati ve net 
repayment of bank and building soc iety debt by 
industrial and commerc ial companies (ICCs) . in the 
region of £7 .0 billion since the start of 1993. Bank 
finance appears to ha ve been replaced by <I combination 
of net capital issues. whidllOwlJed £16.0 billion in 1993 
and £10.0 billion in the first three quarters of 1994. and 
retained earni ngs. which have increased steadil y as a 
proportion ofGDP from 10% in 1991 QI to 140/.., in 
1994 Q2. 

For the second consec uti ve quarter. [CCs increa:-.ed their 
holdings of M4 by only 0.2'* . compared wit h 3.7l1f in 
the first three months of thi:. year and a quarterl y average 
of2. 1% in 1993. ICCs have now repaid borrowing from 
banks and bui lding soc ieties in each of the last seve n 
quarters (Chart 2A). However. at £0. J bill ion. the value 
of debt repayment in the three months 10 September was 
not as high as the previous six quarters. During the 
period. ICCs' sterling capital issues were lower-the 
monthly avcrage in Q3. at fO. 8 bi lli on. was we ll below 
the monthly average of £ 1.3 bi lli on in th e first six 
months of 1994. The weakness of companies · external 
financing. however. does not necessarily indicate that 
ICCs are liquidit y constrain ed. [n panicular. data on 
retained earnings. avai lable only to the second quarter. 
indicate companies' internal ly generated funds remain 
strong. The latest CB I Quarterly Survey reponed that 
companie~ do not antic ipate the ir capit al ex penditure 
over the nex t 12 months to be constrained by an inabilit y 
to rai se external fin'lnce. 

Other financial institut ions (OFb) holdings of M4 
deposits fe ll by 0.5% in the third quarter. compared 
with an average quarterl y increase of 2.3 l1f during the 
prev ious four quarters. Thi s fall is consistent with recent 
acti vit y in the financial markets. In particular. the M-l 
private sector purchased £5.4 billi on of gills in the 
three months to Septembcr. compared with a quarterl y 
average of £3.7 billion in the first half of the year. OFb 
borrowed £1 .9 billion in 199~Q3. The;ncreasc 
was largely accoun ted for by borrowing by securities 
dea1cr:-.. 
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The Bank's index of Di visia moncyll ) rose by 1.1 % in 
the third q uarter. compared wit h a revised growth of 
0.1 % in the prev iolls quarter. On an annllal basis, the 
aggreg'lle index increased slightly 104.5%. This growth 
was largely explained by personal sector activity­
personal sector Divbia increased by 1.4%. whereas 
corporate ~eclor Divisia grew by only 0.2%. The 
differing be haviour during the quarter can largely be 
explained by sectora! holdings of M4 deposits. 

2.2 Interest rates and exchange rates 

Since the August Uep0/"l. offic ial interest rates in a 
number of coun tri es have changed, In the United 
Kingdom. ::,hort· tcrm interest rates were increased by 
50 basi:-. poinb o n 12 September in the light of concern 
that inflation around twO years ahead would otherwise 
be ;,bove the lower half of the government's 1%-4% 
target range. The Federal Reserve raised the discou nt 
rate (the rate charged to depo~itory institutions when 
they borrow from their di strict Federal Reserve banks) 
and target federa l funds rate (the rate which banks charge 
each other on overnight balancc~) by 50 basis points on 
16 August. to -l% and -l.75 CK rc<;pecti\'ely. the fifth 
increa:.e thi~ year. Italy and Sweden also raised rates in 
August. and Au:.tralia raised its official money-market 
in terest r;IIes in August and again in October. 

The financial market), reacted positively to the U K rate 
rise. Sterling st rengthened by about I % agai nst the 
De utsche Mark and 0.7% against the US dollar on the 
day. and sterling'), effective index moved from 78.6 to 
79.!. helped also by a s light improvement in the dollar. 
In the gilt-edged market. medium and long-dated stocks 
both mllied on the day. as the move was in terpreted as a 
signa l o f the authorities' anti -inflationary in tent. 
Index-linked prices fe ll s lightl y. even at the lo ng end. 
The nominal rate rise led the market to revise down 
expectation!. of future inflation (Chart 2.5). In the 
money markets. interest rates rose at all rnaturi ties up to 
12 months. At longer maturities, implied fo rward rates 
fell (Chart 2.6). 

Alt hough the move by the Federal Reserve had been 
an tic ipated, 50 ba~ i s poin ts was at the upper end of the 
markets' eX I>cctations and helped to steady both the 
bond market and the dollar briefly, bot h of which had 
previously been falling. Both Sweden and Ita ly raised 
their offic ial rates by 50 bas i!. point s on II August. In 
both cases. bond yields rose sharply and the currency 

(I) The [)" "'" IlIC:" lI rc 'Ulctnph hl allow ror Ih~ varyIng (rmhaclion, 
pmpertlc, or Illi"krc'" nH,nClury ,,,,cl, by gIVing Ihem dlfferenl welsh". 
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weakened. wil h Ihe Swedish krona and Ihe lira each 
fa lling on the d'Jy. In contrast. the 0.75 percen tage-poinl 
increase in Austra lian shorl-term inl erest rales in Augusl 
and Ihe furt her move of one percen tage point in Octobe r 
were welcomed by the bond and foreign exchange 
markets agai nst a background of fisca l consolidation and 
low inflation. and the Australian dollar appreciated by 
0.7% against Ihe US dollar on both days fo ll owi ng Ihe 
respecti ve moves. 

Table 2.B summari ses de velopments in inlernal ional 
financial marke ts du ring the period si nce the August 
hlj/(I/ion RI'I}(JI'/ and over the past year. YicJds in nearl y 
alllhe major bond lIla rkelS have risen further since the 
end of Ju ly. In co ntrast 10 prev ious experience thi s ye'lr. 
however. Ihe increase in UK bond yields was smaller 
than in a num ber of coururies e lsewhere. Chart 2.7 
shows Ihat alt hough imp lied bond market volatilities fell 
sharply in October- be low the level s seen for most of 
the year- they still rema in signifi cant ly above their 
start-of-year levels. 

The current ~tructurc of short-sterl ing fu tures prices 
suggests that markets expec t a furthe r increase in interest 
rates before the year's end. Three- morllh money rates <11 

26 October stood at 6.6% fo r December comracts. rising 
to 7.5'« and 8. 1% by March and June 1995 respectively. 
Beyond Ihat. implied forward rates suggest Ihat 
short-term interest rales are expected to reach a peak at 
just over 9% mound 1997 (see Chart 2.6). 

Sterling 's effective index (ER !) has appreciated by 2.491" 
since the time of the last Rep0rl. com pared with a fall of 
3.8% in the dollar index and a slight appreciation of 
0.90/1" in the OM effecti ve exchange rate (sec Table 2.C). 
The UK tr<lde-weighted world interest rate differential 
increased further over Ihe period since the August 
IlIf latiol/ Repol'/. with UK rates illcreasi ng by more Ihan 
the world average (Chart 2.8). For Ihree-month inlerest 
rates the differenti al is currenll y around 50 basis poi nts. 
compared with 20 basis points at the lime of Ihe 
prev ious Report. The differential for 12-monlh rates has 
widened further and current ly st ands at 11 3 bas is points 
(26 OClOber) compared with 65 basis points at 27 July. 
Both US and German euroclIITency market rates have 
increased over the period. wit h three- monlh rates at 
5.5 0/1" and 5.0% respectively. comp:lred with -l-. 7o/c and 
4.9% a\ the cnd of July. 

The rise in the UK-world irlleresl rate differential 
imp lies that. if the exchange miC is assumed 10 move to 
bring about uncovered inte rest pari ty-so that Ihe 
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Estimating market expectations of inflation 

Tht.' Augu~ t Q!/(Irt('r/y Hul/l'lill included an article Ih;)( 
e)(amineu Ihe estimation l ec hnique~ for, anu interpretation 
of. marh't intere'l r;lIe ;Ind in11alion e)(pt.'ctalions from the 
price' of UK gove rnment bond~, ( I ) The article proposed 
~om(' c hange~ to the met hod u~ed to derive intlation 
exped;llions fro m tll (, m,lrke t prices of govcrnmcnt bond~ 
pre,,: nted in the /uj1mhm Re/IOn . The foll owing outlines 
Ihe changes nOlI implemen!t:d_ 

The curve, pr('~c n ted in th..- IIlj7l11irlll RCJ!() I"( arc of implied 
fOr\I',lrd in tere<; \ rate, and in11ati on rales. The, e ar" of 
future onc-year intere,t rak~ ,md intlation rat ('), implic it in 
Ihe yield, on long(' r-term bond~. E~t imat..-s of tht.',e 
forward r,lte, are ve ry ~en s i t ive to ~ Iight change~ in Ihe 
reb t i \(~ yidd~ Clll longer-te rm bond" And if onc I r i e~ to fi t 
a forw ard Olrl'e that fib through ;111 tht.' l)b~erved bond 
yil-i(k very l;u'ge ~ \\ i ng ~ in the ~ Iope of lht.' e ~t i lll;lted 

cu rvc C;U I be generated by a ,mall change in yield on a 
'pecific bond. Thb mean , tha1. in pClctice. fittin g an 
impl ied forward rate curve involvcs a Ir;ltk-otl between 
how , month the ulrve ' hou ld be 'lnd how do~ely it ~ho lll d 

fit ub"~'r\ed bond yicilh. It al ,o lll e;m~ th;lt the e 'l i mate~ 

derived from an) hx'hnique arc 'ubjen to a m:lrgin of 
l,rror, 

For the purpo, e, of monctary policy ana l y~i s . ()\'erall 
trcnd ~ in the bond mar j."e!. and not individ ual b()nd - ~ I>ec ifi e 

clTec". me of main int ere~ 1. There h thcrefore a 
prcference for , moolhcr implicd forward ratc curvc~. For 
thi- !"e ' I,on. the Bank ha ~ decided 10 change to a re lati ve ly 
rc~trktcd method of fill ing the conl ellli onal forward l'urve 
ba, cd on the e.\tended Nd~on and SicgeJ model. I1r' t 
propu, ed by Lar, Sven"on.' .21 Th i, model i, de,cribed in 
the Augu' l artkle. 

In order to derive thl' intlat iun forward curve. it i, 
nece, \;u-y to fit a real intere,t r;ltl' fo rward curve to the 
ob,e rveu yield, on indl')(-li nked blln d~. Given the limited 
number of the, !, bond, and the relati ve ,tabilit y of their 
yiellk the Bank ha' decided to u,e a ~ implified version of 
the Sven'son approach to tit th i~ curve. 

Unlike the eonl enl ion;l l forw<l rd curve which ineJude~ 
explici t tax adj lN l11enh . Ih t.' Bank '~ r!'al yie ld curve 
implici tl y a ~ s llme~ Ih lll the marginal investor at ;111 
malurities in the index- li nkt.'U market pays no incomc ta )( . 
Although anccdot;1I evidence ha' tended to point to :1 

number of different t,L)( ct ie nteJe~ in the inde)( -I inked 
marj."el. prel iminary ;ll1;tl y\i~ ha' ye t to find any ,ignifieant 
tax effec" in the real torw<lrd curve. bltl re,ellrch 
conti nue" 

A, 1\ 1'11 a, ch'lngi ng th(' eqinwtion method used to derive 
forw;lrd curve, . il has bl'en dec ided 10 1:tke this 
oppor1 unity to drop ,horter-dated o,;,tllabie bonus from the 

estimation procedure. Callable bonds can be redeemed by 
the Bank at a range of diffe rent dilles rather than a single 
fixe d d:l te. Analysis of these bonds suggests that their 
prices are subjec1 10 a number of bond specific effects 
which me,lns th;ll the ir incl usion in the estimation of lhe 
fo rw;l rd curve is li kely to le:ld to di stortions, 

The ..:hart below iltustrates implied forward intlation rate 
curves for the previous Bank method. the new Svensson 
lllethod 'Ind. tor comparison. an approach suggested by 
McCu tloch (also described in the August 'Lrtide). The 
di ffe rences between the various estimates demonstrale lhe 
~en s i t i vity of the results to changes of technique. 

Implied j"onlard intlatinll rates'"' 
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Unfortun'lId y. even after estimating these forward curves 
it is not possible to in terpret them directly as a truc 
me,Lsure of market c)(pect;ltions of fulure interest rales and 
intlation. In pradiee. there are a llumber of factors which 
may drive a wedge between observed forward riltes and 
underlying m;lrkct ex peCl 'l tions. The~e factors include risk 
and liquidity premi:l and effects due to Jensen' s inequality 
(or convex ity) , The first two of these factors me:ln that an 
investor may pay less fo r a bond simply because he or she 
needs to be compensated for the risk and liquidily 
charaeteri st io,;s of that bond , The Jensen's inequ,!lily effect 
me:lllS lh 'l t. for technical reasons. some bonds give bette r 
i n ~ u r:tnce for unexpected outcomes than others and so 
investors may pay ,I premi um for those bonds. even if the ir 
best gue~s of where interest rates and inflation wil l be in 
lhe fltlure would seem to make such a bond e)(pensive. 

However. si neI' these factors arc unlikely to ch:mge a great 
dea l over time. it b possible to interpre t c!wnges in implied 
forw:lrd i!1le rest lInd intlation rates as being primaril y 
c,!Used by ch,mgcs in market expectations of intlation. 
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expected deprec iation of onc currency agai nst another 
equa ls the current in terest rate di fferential - then 
sterling's e ffecti ve exc hange rate is ex pected to fall over 
the nex t year by more than was the case at the time of 
the last Reporl. 

2.3 Summarr . 
Broad money growth has remained subdued. The 
marginal fall in it s growth rate was largely related to 
corporate sector activ ity. Na rrow motley growlh has 
cont inued to be above ils 0%-4% monitoring rangc. 

The financ ial mmkets responded pos iti vely 10 the 
increase in officia l interest rat es. suggest ing that the 
credibi lity of the monetary authoriti es had been 
enhanced. Nonetheless. the markets appear to expect 
furthcr upward moves in short -term interest rates. 
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Demand and supply 

3.1 Demand 

The re was a rcbalancing of domestic demand 
components in the second quarter. Consumption and 
in vesl1l1cnt were weaker. while government spending 
increased more rapidly (Table 3.A). Overall. nominal 
domesti c demand grew by 1.2%, only a little below Ihe 
average incrcuse in Ihe recovery so far and above the 
1.0% increase in the first quarter. In real lcrms, the 
quarterl y growth nH C of 0.4% was the lowest quarterly 
incrl!ase since 1992 Q4. Comparing the second quarter 
with the sa me period of 1993. domestic demand grew by 
5.2% in nominaltcnm and by 2.8% in real terms. 
Investment showed strong growth, part ly because of 
weaknes~ in 1993 Q2. 

Real domestic de mand has so far grown less rapidl y than 
in the recovery of the earl y 19805 (Chart 3. 1). The 
inc rease has. however. bee n steadier than in the early 
1980s o r the mid· I 970s. Consumption has grown more 
rapidl y in the current recovery than in pre violls episodes, 
having fa llen considerabl y morc during the recession. 
In vestment has been slow to recover. 

Rev isions to data since the fi rst release in August have 
raised the estimat e of the le vel of real domestic demand 
in the fir st two qU<lrters of 1994 by 0.3%. Estimates for 
stockbuildin g have been increased by approximately 
£1.8 billion (0 .7% ofGDP) in 1990 prices. OntheOlher 
hand . consumers' ex penditure is now believed to have 
been about 0 .3% lower. while gross fixed investment has 
been rev ised downwards by about 0.8%. 

PerSOl/al .H'ClOr 

Real personal d isposable income fe ll by 1.8% in the 
second quarter. This re flected previously announced 
changes in income taxes. soc ial securi ty contributions 
and Council Tax . There were also fall s in current grants 
from general govern ment and in total wages and salaries 
(Table 3.B). The esti mated fall in wages and salari es. 
whic h was o nl y the second quarterl y decli ne in the past 
25 years. was based on Employment Department data 
showin g declines in both who le-economy earnings per 
empl oyee and the workforce in employment. Other 
sources. however. suggest that em ployment has been 
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increasing. If so. d isposablc incomc' and ~av ing arc 
probabl y undcrcstimated (sce Section 4 be low fo r a 
further di sc ussion of employmcnt data) . 

The fall in di sposable incomc contributed to a s lowing in 
the real growth of consumpti on to O.2~ in the <;econd 
quarte r. it s lowc~t leve l for two year!> (Chart 3.2). Real 
expenditure on durabl e goods (olher than vehicles) 
increased by 1.9% during the quarter. th e sa me rate as 
during the first. On the other hand . real ex pendit ure fe ll 
on every main c.lI egory of non-durablc good~: fo r 
example. spending On food fell by 2.6%-. 

The slowdown in consumption growth was accompanied 
by a fall in the recorded personal s<l ving ratio to 9.3% 
(its lowest lcvel since latc 1990). Rev isions to Income 
and consumpt ion data have resulted in upward 
adjustments to the esti 11l<lted saving ratio in the last two 
years : it is now thought to have peaked in the middle of 
1992. The estimate for the fir!>t quarter has been 
incrcascd from 10.4% to II.OtH. The financial surplus of 
the personal scctor fe ll to 2.3%. from 4.34'ff in the fir!>! 
quarter (Chart 3.3). 

In the third quarter. retail sales volullles showed a 
con tin uati on of the moderate growth see n sincc late 1993 
(Chart 3 .4 ). Growth in Septcmber wa~ !> II'Onger than in 
July and August. led by ~al cs of food. clothing and 
footwear. The strength of retail sal e!> was cons iste nt \\'i th 
the results of the C BI Distributi ve Trades Survey for 
September. which .,\uggestcd that sllch a rat e of increase 
was likely to contin ue in the short te rm. 

Sales by food retail ers mily bc ove restimated in the retail 
sales data. since aggress ive di scountin g by large chains 
may have helped them capture market share from 
smaller retail ers. who are underre prcsented in the 
samp le. The C BI Survey indicated that sales among 
speciali st food reta ilers ha ve been espec iall y weak in 
recent months. Tota l reg istrations of new cars were up 
3.3% on a year earlie r in the third quarter. Sales of new 
cars to non-fl eet bu yers were subdued in A lIgu~t and 
September. possibly as a result of dealers and fleet 
owners increasing the supply of 'nearly new' 
second-hand cars. 

The ou tlook for consumpti on is for conti nued modes! 
growth . Disposab le incomes are likely 10 ri se onl y 
slowly. while personal sector wealth has been reduced by 
depressed asset prices. From a peak of alm osl 6 1/: times 
persona l disposable income in 1989. personal sector 
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wea lth had fallen to just over 5'h times personal 
di sposable income by 1993. However. consumer 
confidence does not appear to have been adversely 
affected by the interest rate increase on 12 September 
(the seasonal ly adjusted Ga llup Consumer Confidence 
Index rose marginall y in October). 

Housing is an important influcnce on personal sector 
dcmand. for several reasons. First. owner-occupied 
housing is a major component of personal sector wea lth : 
the CSO estimates that residenti al buildings accounted 
for 43% of pe rsonal sector wea lth at the end of 1993, 
about the sa me proportion as equities, unit trust units and 
life assurance and pension fund holdings combined. 
Second. increases in housing turnover ha ve in the past 
signall ed increases in the demand for durable household 
goods. Finall y. inc reases in house prices have been an 
earl y indicator of more widespread excess demand. 

increm;es in mortgage in terest rates and fa lling 
disposable incomes mean that the housing market 
rema ins subdued. Measured by parti culars del ivered. 
tu rnover in the third quarter was 2.5% lower than in the 
second quarter, and equal to the level in the third quarter 
of 1993 (Chart 3.5). Housi ng appears to be affordable, 
with the ratio of house prices to earnings at an 
hi storically low level (Chart 3.6). Acti vity seems to 
have been stronger in the new homes sector of Ihe 
market, thanks in part to discountin g by housebuilders. 
Housing starts in July and August were 13% ahead of 
their leve l inlhe third quarter of 1993. while 
completions were 11 % up. Survey evidence from the 
House Builders Federati on shows an increas in g ba lance 
of respondents reportin g that stocks of un sold dwellings 
are adequate to mcet demand , 

The stock of properties possessed by lenders foll owing 
default in the first hal f of 1994 was about half its peak 
leve l. at 33,000: the fall fo ll ows a reduction in the 
num ber of prol)Crties taken into possess ion , and a high 
level of sales of possessed propert ies. The number of 
mortgages more than six months in arrears has fallen 
more slowly. 10 about 296,000 in the first half of 1994 
(a lmost 2.9% of all mortgages, compared with 3'h% in 
1993 and 0.5% in the first half of the 1980s). 

According to the Hali fax Building Society's seasonally 
adj usted index. house pri ces nationall y in the third 
quarter were virtua ll y unchanged from the third quarter 
of 1993 (Chart 3.5). The unadjusted house price index 



Negative equity 

Recent f:lll~ in house prices have renewed imerest in 
negative C<luity in the hou~ing market. A homeowner has 
negative C(luity if the value of hi!\. or her propcny is less 

than the outstanding mOl1gagc 'l<.!cufcd on it. Ncg,l(ivc 
C(luity may affect demand in the shon [cnn by 
constrJinillg con~umcr~' expenditure. The effect may be 

direct. as hOUM:hold~ with ncglllivc C(luilY seek to rebui ld 
their balance sheets. or indirect. via the housi ng market. 
as lower hOllsing I1wrkct turnover restricts the demand for 
conSlIlller dur,l ble~ or lower hOll .~c price intlalioJl 
dcprcs.sc.~ pcr.,onal ~cctor wealth. Intere.sl has tended to 
fo(:u~ 011 lhe aggregate value of UK negative equity; 
however. :In ;lIl<1ly~i .~ uf the di.slribul ion of the shortfall 
among hO\lsehold~ and regions shows tlwt the problem 
may not be ,1\ wide ... preud a~ the aggregate tOlals would 
suggest. 

Table A shows the regional di,triblltion of neg,ltil'e 
equity by the number of households and Value. Negative 
equity i .~ heavily concemr.llcd in the south. with just fou r 
reg ions- the South Ea .. t. Greater London. South West 
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and Easl Ang!ia- an'oullling for 95 % oflhc lotal va lul'; 
Ihese regions expericnced the sharpest house price falb 
during Ihe re.;;essioll. Oy .;;ot1 tra~1. Seotl,llld and Northern 
[I'eland have vcry lilllc negative c([uity. 

A high propol'lion of affected households have relatively 
!illle neg;tliveequity: of an e~timaled 1.1 million 
household~ with negative equity. ovcr a third have if 
shonfall of le ~~ than £2.000. over II h;1I( have a ;,honfllll 
of less than £5.0IXl and about 3% ha\'e a l>hortfall 
exceeding £ 15.000 (Table B). In mOl>l region~. the 
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:lverage level of negalive e(luily per affected household is 
lel>.~ Ih,m £5.000. 

Neg:nive equity i~ re l:l ted po~i l ively bolh 10 Ihe level of 
aver.llle hou.~e prices in a region. and to the fall in house 
price~ ~ ince Iheir peak (I he liming of which varies 
between regjon~). So in Ihe South Easl and Grealer 
London. where hou~c price~ fell sharpl y in Ihe recession 
but are ~till relatively high. negalive equity (in IOt:ll and 
per household) i~ higher Ih:ll1 in mher regions. 

The distribution of ncgative equi ty across houschold~ 
suggests Ihal. for mO~1 regions, rcilllively modest 
increa.\es in average house prices would eradicate the 
problcm for a large number of households. B,mk 
.,illlul"tiol1~ ~ho\V (hat a 5% increase in UK average house 
price~. applied e(IUally I{) all regions. would reduce the 
10lal value of neg:ltive e(luity by around two fifths: a 
JO'k inne'I.'-\! would reduce it by over IWO Ihirds. 

l\l'~ath e e(l lIit~ :md dt:lIl1:c, in hUII"c price .. : 
United Kingdom 
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If the region, wilh the highest Jevel.~ of negalive equily 
(~uch a~ the SOUlh Ea~l) experienced faster-than-average 
hou.'>C price innalion, a signific;mt reduction in negative 
equity w uld occur with limiled hou~e price innation for 
Ihe Uniled Kingdom a .. a whole. Belween 199) Q4 and 
199-1 Q3. ,I\'er<lge hou.\C price~ incre,,~e .. in the four 
regionl> with Ihe highesllcveb of ncgath'e equily ranged 
from 1.8% 10 2.8%. higher th;tn Ihc 0.9% risc in UK 
average hOIl'c pricel>. Ovcr Ihe same period. thc v;l luc of 
negative equity fell by oiler [2 bi llion. 

Ahhough Ihe e~tim ;tted value of ncgativc cquity is lar!!c. 
at [5.6 bi ll ion. ih di .. tribution suggcsI~ that it may nOl~ be 
a ~ignific:lIlt {'on~t railll on ctJn~ulller~: future behaviour. 
rvlost ofl he negative equily i, in lhc South E:t~1. where 
hou~e price~ have re.;;cntly been ri~ing more quiddy th:m 
in mnny other regiol\~. and the majority of households 
with neg:llivc equity have a relatively sma ll ~honfal1. 

" 
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publ ished by the Nationwide Building Society, whieh 
has di verged from the Hal ifax index in recent months. 
increased by 2.99'1' in the year to the thi rd quarter. 
Regional variation con tinues: for example, according to 
the Halifax. prices in the yea r to the third quarte r rose by 
1.8% in Greater London. 1.6% in the South East. and 
I A9( in East Anglia. These regional movements have 
reduced the amount of negative eq uit y (see the box on 
page 2 1). which contri butes to lower turnover in the 
housing market. The value of negati ve equ ity in the 
United Kingdom is estimated to ha ve fallen 10 
£5.6 billion in Ihe third quarter of 1994, compared with 
£6.3 billion in the second quarter. 

T he housing markct is more subdued than in earli er 
recoveries. Lower expectat ions of capital gai ns from 
future house price inflation and changes to the tax 
regime have increased the user cost of hous ing and 
higher mortgage indemnity premia have raised entry 
cOSb. The shift to more flexible employment patterns 
Illay have made poten ti al entrants to the market more 
reluctant to take on mortgage commi tments. especially 
a~ 'l lternati ve~ to owner-occupation are now more 
widclyavai l;lble . Thc difficulties in the mortgage 
market were reflected in the results of the latest 
CB I/Coopers and Lybrand financ ial serv ices survey, 
which ~howed that bui lding soc ietics were marked ly less 
optimisti c about thcir overall situat ion than banks. 

CO/porole .Iector 

Corporate financcs continued to st rengthen in the second 
qU<lrter. with a fin,Hlc ial surplu s for industrial and 
comnlcrc ial compu ni cs (ICCs). of £4.8 billion, the 
largest on record. sli ghtly above that seen in the first 
quarter (Chart 3.7). Gross trading profits of non North 
Se,l ICCs increased by 1.6%. and total retained earnings 
by 5.6%. compared with the already high leve ls seen in 
the fi rst quarter. These retained earnings were used in 
part to fi nance increased holdings of stocks (see below). 
but comp'lIli es also repaid £2.3 bill ion of bank debt in 
the second quarter. Income gearing is at an hi storicall y 
low leve l. Net sterling capital issues by UK ICCs were 
£4.7 billi on in the second quarter. £ I bi llion up on the 
first quarter. 

Despi te the improved financial climate. gross fixed 
in vestment fell by 0.70/(' in volume terms in the second 
quarter. Investment in plant and machinery (34% of 
total investment) increased by 1.3% in the quarter, but 
spendi ng on new buildings and works other than 
dwellings fell by 5.4%. Manufacturing invest ment grew 



t)"""",d m"t ",p",_, 

by 3.7% in the quarter. bu t re mained low relative to 
manufactu ring ou tput. A lthough volati le from month to 
month. outpu t of in veslmelll goods con tin ued to grow; 
in July and August it was o n average 0.6,*" above II ~ Q2 
level. 

Investmen t intenti o ns have im proved markcd ly. 
according to thc October CB I Ind ustrial Trends Survey. 
A halance of 16~ of responde nt s indi cated that they 
planned to spcnd more o n plant and machinery in thc 
next year than they had in the prev io us year. Uncertainty 
about demand and irwdeq uate ne t rcturn were the main 
reason .~ given as constrain ts o n inves tment. 
Rep lacement of ex isting plan t ~r nd gains in efficienc), 
were reponed as the main motivations for investment. 
but the numbe r of respondents ci ting expanding capacity 
as a reason waS at its hi ghest s ince April 1990. Othcr 
survcys, such as that conducted by the Briti sh Chambers 
of Commercc. also indi cate plans to increase investment. 
Taking thc s tate o f demand . com pany fin ~lIlces and 
survey evidence in to account. there is every reason to 
belie ve that irl\'cstment is likely to grow mo re rapid ly III 
thc near future. 

Swch 

Data on the stockbui lding component of GDr have been 
rev ised to show incrcase." in s tocks in each of the first 
two quarters. In the first quarter. the largcst increase was 
in the manufacturing secto r' s hOldings of s tock s (up 
£0.3 bil lion): in the second. the di s tributi ve trades 
inc reased the ir s toc ks by a toud of (0.6 billiol1. 

The reeovcry in s tocks has been mo re subdued in the 
current cycle than in previous cycles. poss ibl y because 
press ure o ll ll1argins and tec hniques such as just-in-time 
de livery have made firms less willing to hold large 
stocks. If that is the case. vari ations in stock building 
may in future be a less important influence on ~hort - term 

fluctuations in ou tput. However. the empl oyme nt 
increase shown by the Labour Fo rce Su rvey(H suggests 
that the o utput of ~erviccs. and hence GDP(O). may be 
understated . In the expenditu re account s, [his wou ld be 
reflected in an underrecordi ng of stock bu ildi ng. 

Fiscal del"{'/opfll(' I1IS 

General govcrnment real final co nsumption increased by 
1.2% in the second quarter. with central Q.overn ment 
spend ing (64% of (he total) increaSing by 1.90/(' and local 

(r)S~~S~clk", ~ 
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authority spcnding almost flat. Thi s increase translated 
into a rise of on ly 1.7% over the second quarter o f 1993. 
For the first six mon ths of the 1994/95 financ ia l year, the 
PSBR was estimated to be £ 19.5 bi llion. compared with 
£23.9 bill ion in the same period of 1993/94. Market 
expectations of the PSBR in 1994/95 are now about 
03 billi on, compared with £38 billion projected in last 
November's Budgct. 

Since in fl at ion has been lower than was forecast in the 
Budget. the Government can mainta in the planned real 
level of spend in g for 1995/96 with a lowe r nominal total . 
For exa mpl e. nominal soc ial sec urity benefits will be 
increased by less than W;IS anticipated. since inflation in 
the year to September was less than projected. The 
PSBR will also be lowe r because of the higher level of 
activity. The lower nominal PSBR will in turn lower the 
fut ure path of govern men t debt: the Budget projected 
thal the ratio of gross genera l govern men t debt to GD P 
would pe .. lk at 5 I % in 1996/97. 

EXIt!l"lwllrat/e 

External trade contributed 0.5 percentage points and 
0.9 percentage points to UK output growth in the first 
two quarters o f 199-1- respectivel y. The contributions 
were the result of strong growth in export vol umes-up 
7.2% in the firSltwo quarters compared with the fi rst 
half of 1993. Import volumes al so rose over the period . 
but by only 5.8%. The stron g export performance 
reflected robu st demand in major ex port markets. as 
well as improvement s in the price competitiveness of 
UK industry si nce 1992 (Chart 3.8). Theoverseas 
trade data for Jul y suggested these trends were 
con tinuin g. 

During 1993. the major source of export growth was 
from ou tside the European Uni on. Thi s year. intra-EU 
trade has become increasing ly important as the European 
recovery has strengt hened. Demand in major ex port 
markets world wide is likely to strengthen by more than 
was env isaged at the end of 1993. Recent projections by 
the IM F show that prospects for output and domestic 
demand in both 1994 and 1995 have irnpro\'ed in many 
parts of the world (Table 3.C). In the Un ited States. 
growth is projected to slow in 1995 as the economy 
approac hes ful l capac ity, while the recoveries elsewhere 
are still gatheri ng momentum. In Japan. increased public 
spending is boosting domesti c demand. while in Europe 
net ex port s (to areas .~ u ch as Asia and the United States) 
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have bee n iI major source of g rowth. but domestic 
demand is projec ted to strengthen in 1995. 

The United Kingdom's ex terna l tn.de defi cit fell to 
£2.4 bi llion (I. 7% of GD P at market prices) in the 
second quarter. compared with 0.0 bi lli on (2. 1 % of 
GD P) in the fi rs t. The bulk of the improveme nt came 
from oi l and erratic items: excluding these. the deficit 
was £4.1 billion in the second quarte r and £4.2 bil lion in 
the first. The change resulted from a narrowing of the 
deficit agai nst countri cs outside the Europcan Union. 
where the defic it fe ll from £2. 1 bi lli on to [ 1.5 billion, 
The deficit with other EU members was unc hanged at 
£0.9 billion. As the European reco very continues . 
thi s compone nt of the de fi cit can be expected 10 get 
smal ler. 

3.2 Supply 

The recovery in out put in Ihe year to the second quarter 
was st ronger than previollsly thought. Total output 
increased by I. I % in the second quarter, wit h the 
production sector growi ng more quickly than services 
(Table 3.0 ). Taki ng revisions to first quarter data into 
accoun t. out put in the firs t six months of 1994 is now 
estimated to have been 0 .6% above the level reported in 
the Au gust Inflafio/l Report. and 2.8% hi gher than in the 
first half of 1993. 

North Sea ou tpu t has g rown particularly strongly in the 
past year-output net o f th is sector. which is perhaps a 
beller g ui de to the state of domestic economic acti vity. 
rose by 3.2% in the year to the second quarter. As a 
resu lt. rea l non-o il GDP passed the levcl ac hieved at the 
cyclical peak in 1990 Q2. ha ving fa lle n 3.6% be low thi s 
peak at the trough in 1992 Q I (Table 3.E). The recovery 
is broad ly based: among the main components of 
OlltpUt. the mining and o il extraction ind ustry has shown 
the greatest increase (as a result o f the influence of 
North Sea activ it y). whi le construction has yet to 
experience any signi fi ca nt growth. Manufacturi ng 
outpu t. a lthough recovering. is sti ll below its previous 
peak level. 

The evidence about ou tput growth in the third quarter is 
mi xed. The CSO's pre liminary estimate of GD P growth 
in the third quarter is 0,7% for both total and non-oi l 
output. The ou tput o f the production industri es in Jul y 
and Aug ust showed little gai n over the second quarter 
(alt hough thi s wou ld represent growth of over 4% from 
1993 Q3), Anecdota l ev idence ( in cluding report s from 
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the Bank 's Agen ts) points to significant differences 
between sectors. ilnd indeed companies. For example. 
some car plants are moving to short-time worki ng. while 
ot hers are planning to take on labour. 

In contrast to the backward-looking production data. 
forward-look ing surveys point to conti nuing 
improvements in the out look for output. The October 
CBI Ind ustrial Trends Survey showed that business 
confidence had risen (C hart 3.9). while optimism among 
exporters was highe r than at any lime since 
January 1985. The balance of firms ex pecting output to 
increase over th e following four months was the highest 
si nce October 1988. A growing number of respondents 
quoted skill ed labour and plant capac ity as likel y 
constrai nts on ou tput. The Chartered Insti tute of 
Purchasing and Supply's September Purchasing 
Managers' Survey reponed that al most one thi rd of 
companies faced increasing difficulties in meeting 
del ivery times. The overa ll Purchasing Managers' Index 
fell for the second month in success ion. but sti ll 
ind icated continued ex pansion. The British Chambers of 
Commerce SUf'ley reported increases in the levels of 
home and export orders. 

It has taken fou r years for act ual output to surpass its 
previous record level. Over thi s period. potential output 
wi ll also have increased. although it is not possible to say 
precisely by how much. Examination of hi stori cal trends 
suggests a long- run growth rate in the range of 
20/("-2 '11%. but it has probably grown less quickly tha n 
thi s in the recent past as a result of lower labour force 
growth and reduced investment. Butthe output gap is 
substantially smaller than it was when output was at its 
trough. and the prospect is for it to shrink further as 
output. dri ven initially by net trade and then by a 
recovery in investment. con tinues to grow faste r than 
potcnti al. 

3.3 Summary 

The preliminary est imate of growth in non North Sea 
ou tput was O.7Ok in the third quarter. and 3.2% in the 
year to the third quarter. Over the nexltwo years, output 
is likely to contin ue growing at a rate faster than 
long-run potemial. and from a level closer to potential 
than was previously thought. Net external trade has been 
important in maintaining growth as consumption has 
slowcd dow n followin g fall s in disposable income. 
Compa ni es in some sectors are clllling back production 
in the face of weak demand. but in other areas they are 
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encoun tering capac ity constraints. An upturn in 
industrial investment is expected rollowing 
improvements in the fi nanc ial si tuation of companies. 
The ou tpu t gap is likely 10 be further reduced. bUI al a 
slower rate than in the recovery 10 dale. 

" 
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The labour market 

4.1 Earnings 

As the labour market ti ghtens, the risk of higher earnings 
growth remains a threat to the general in fl ation outlook. 
At present. thou gh. there is linle evidence of this. The 
12- tllonth increase in the Employment Depart me nt's 
measure of underlyin g average earn ings is estimated to 
have been 4% in May (rev ised upwards from 3'li¥o since 
August's Inf/alion Report ), and 3'/ .. % in June, July and 
Augu~t. The l2-month growth rate of actual average 
earnings also changed little. fa ll ing from 4.6% in May 
(revised up from ~.3 Ck), to 3.8% in June and July and 
3.7o/c in August. The growth rate of average earnings 
incrcased at the end of 1993. but has remained almost 
constant so far in 1994. 

Ann ual growth of underlying average earnings in 
manufacturing fell by a 'I. of a percentage point in both 
May and June, and remained al 4'1.% from then until 
August- this wa:. its second lowest rate of increase since 
the cu rrent series began in 1980. In the service sector, 
underlying earn ings grow th remained at 3'h% between 
June and August. a 'I. of a percentage point lower than in 
May. But, unlike the rate in manufacturi ng. it remained 
well above it s most recent trough of 21/4%. which was 
reached in October 1993 (see Chart 4.1). 

Settlements data are mixed. In August. for the seventh 
consecuti ve month . the Industrial Relations Services 
(lRS) measure of median pay sett lements remained at 
2.5%. The Labour Research Department reported tllat 
the three-month medi an of sett lements rose to 2.7% in 
Ju ly and August from 2.5% between January and May. 
bu t then fel l back 10 2.6% in September. The C BI 
reports sett lemen ts ri sing. Between the three months 
ending in June and the th ree months ending in July. it 
found that settlements in the manufacturing sector had 
risen from 2.6% to 2.9% (see Table 4.A). Incomes Data 
Services. in their October report. noted that the 
proportion of sett lements be ing agreed at 2% or less has 
continued 10 dimin ish. and there are some initial signs 
that autumn deals may be moving higher. These 
findings should be treated cautiously. because onl y a few 
settlements are concl uded during the summer months 
and those that do occur covcr on ly a small proporti on of 
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the UK workforce. Usually. over ha lf of all settl ements 
are made in the month s between January and April 
(Chart 4.2 shows the breakdown in 1992 as an example). 

Bonus payrnenb have been less important in recent 
mon ths than earlier in the year. Actual average earni ngs. 
there fore. have not been affected as much by one-off 
incrcascs . The contribu tion of overt ime payme nts to 
average earnings is harder to e~ t a b li s h . Data are only 
ava ilable for operati ves in the ma nufacturin g seclor­
approx imatc ly 12% of the tota l workf"orce in 
employmcnt. Total overti me hours for these workers fe ll 
by 3.4% betwee n March and June. and fe ll a further 
7.1 % between June and August. 

Many wage- ba rgaining agreemen ts are ex pl ici tl y lin ked 
to a price index-almost always the headline RP!. 
according to the CB I. T he 12-ll1onth rate of RPI 
inflation is expected to pick up in November and 
December: an y increase may be bu ilt in to sett leme nts 
at the end of 1994 and. more significantly. January 
1995. 

4.2 Employment 

Has employment been increasing or decreasing? 
Accordi ng to the workforce- in-clllployme nt measure. 
total employment in thc United Kingdom fc ll by 35.000 
betwcen March and June. and by 9.000 in the year to 
June. This confl ic ts with the findings of bOl h the sprin g. 
and summer Labour Force Surveys (LFS) (see 
Chart 4.3). They fo und that to tal employment in 
Great Britain rosc by 80.000 between wirller 1993- 94 
and spring 1994. and by a further 65.000 betwecn spring 
and summer. [n the year to the sum mcr. emp loyment on 
thi s measure rose by 226.000. What accounts for these 
differences? 

The sum mer LFS covers the three months to August. 
so it is two mon ths more up-to-date th an the 
work fo rce-in-employment measure. More importantly. 
the LFS estimates the number of people with jobs and 
shows that the numbcr of fu ll-ti me employees has 
increased less rapidly than other c;:lIegories (eg 
self-e mployment. part-ti me work ). The 
workforce-in -c rnploYlllent measure is derived from an 
employer-bascd survey whi ch counts jobs. and appears 
less able to identi fy job generati on in these m her 
categories. For example. somc workers on temporary 
con tracts may not be coullIed as employed by the 
employer-based survey. but are by the LFS. Such 



Innauon Reporl NmCl1locr 199~ 

Tahll' -U~ 
Chall)!c\ irl l' lIlpl l)~ ml' 1l1 1" 

-nu....,nJ, ,"um""" A"'~"'n \I,",c, ~!;W'~ S.umme, 

"" '''' 199.1J9.1 

En,pln}tn 
Full·tr , ... " ." " Pan·"me , 

" , 
S<-If· rmpln}"r" 

full ·u" .. " " " P.", ,,"IC " 
, ·21 

11." 
Full·,,,,,,, " " ~ 
P.lrl ·"nw " " · I! 

\\·o" ... n 
Full ·""", .t:! · !X , 
P.lrl ·"',w , M ., 

l'''tul 
Full ·""," .. lg ·n '" Po,,", ,, ,," 2.1 " ·n 

TOI"' ,~, ·N " 
T"" I ""U" 

,,,,,~"d r<' w«~ ,,,,, 11,,,,,, ,, '" '" "" m 
,h"".~e,., Ill(" ,,"',.. 

I,..,,,~I,, '~'''''~'' ., , 

"" Q' Q' '" 
\\ or~I""·c ,n 
rmpk,),ncnt 12~ ." 

-... l,"~_lI< ..... '_.trol Ubo.o ~"".S.,,<) 
,~ 

'''' 
" " 
" '" 
'" " " " 
" 

,., 
" 

, 
, 

" '" " 
'" " 
~26 

" ,.,.. 
Q' Q' 

·8~ " 
I.' K' .. f""I.ltn' ..... I ... oo«J •• ""'." .... '" 'uu·" .... · .. "'"~'"I"',..tI· ........ _ 
,), ·r","" ," 1,,,[oJ 1ft-') .. , .. , ".., ...... f'f""" /'" t"'~P"' ... ' ... "" .... "'" "",oN< 

JI«IPI< DO 1""""""""_ "'''''_, '" u" ...... '_ly ."'~<" 
1<' ' ... I-. .... l ........... "' .. ', ••• U, ......... «1. '"",01"«11»<,-, 

..... "' ......... 11) ....,.~«I ....... """,, .. ", ~«I ..... ..,.· ............ U, ..... 'w "" .... 
,_" ... ""'k» .. " ... " .. "'I"o>"''''I'"" .... ,' 

Ch;u·t ~.5 

\ a f allCie, lit .Iuh ("entn'~ in the 
l nit cd Kill ):dlllll l " 

H ... , ...... 1"" ,"""'h. 
..... ",,.11) ..oJ""'~ 

1«0-

11>0"" ..... ' . 

!w-

""_'''t ..o ,",,~ )1() 

- l60 

-l-lO 

- llO 

~- - ~ 

I~- -I~ 

,60- -160 

~_ -1-10 

I!(I- - 1.)0 

100- - ~ 

>16- - 110 

~- ~ 

~- ~ 
.lO- ro 
o I " I,' I - 0 

1'IWl ~, ~l .J 11-' IS 1'(1 11 !Ill 11'1 '10 ~I~! 9J ').I 

'''''' ""'''''"J''' '''''' """",_,h"d",.n ".,."'''', ... ""'.r ..... ", 
"'""C,""'" 

") E,,'uol,n~ C_"~r "'''I''''''''''' 

30 

differences, combined with the diff~ring sample periods 
and coverage. particu larly of jobs in new firms. account 
for the contradictory signals from these two sources. 

The spring LFS found that employment growth 
conti nued to be dominated by ex pansion of parHime 
working and se lf-employment (see Chart 4,4 and 
Table 4.B). Between winter 1993-94 and spring [994, 
full -ti me employment fell by 8.000, bu t part-time 
employment increased by 86.000-split evenl y between 
men and women- and self-employment increased by 
41.000. The summer LFS recorded a fu rther 24,000 
increase in part-ti me employment and a rise in full -time 
employmetll of 67 .000. The LFS shows that total hours 
worked per week rose by 1.3% in the year to spring 
1994. despite the inc reased proportion of part-ti me 
workers in the labour fo rce. Based on thi s evidence , 
labour demand has been increasing. 

Indirec t indicators of labou r market activity, such as data 
on vacancies, confirm the growth of labour demand. 
The seasonally adj usted stock of unfilled vacancies at 
Job Centres grew by 8.1 % between March and June. and 
increased by a fu rther 8.4% between June and 
September. although the stock of vacanc ies has risen less 
rapid ly since [992 Q[ - the trough in output- than was 
the case in the last cycle (see Chart 4.5). 

Both the CBI and Brit ish Chambers of Commerce 
(BCC) Quarterly Surveys report an increase in sk ill 
shortages. In its 1994 Q4 Survey, the CBI found that 
[0% of fi nns reported a shortage of sk ill ed labour as 
most likely to [imil their output, up from 6% in 1993 Q4. 
The BCC 1994 Q3 Survey found 28% of man ufacturing 
firms and 12% of service sector firms reporting 
difficu lties in recruiting skilled manual workers, up 
from 19% and 9% respectively in 1993 Q3. Skill 

shortages have increased .. but they remai n below the 
levels of the late 1980s (see Chart 4.6). The CBI Survey 
shows that. in both of the previous recoveries, ski ll 
shortages increased by four percentage points in the 
first ten quarters. The increase has been five points thi s 
time. The level of sk ill shortages in the most recent 
recovery has been sli ghtl y highcr than in the 
correspond ing quarters of t 981-83. but lower than in 
1975-78. 

Labour demand has increased, but not by enough yet to 
generate wage pressure. At present, sk ill shortages 
are not so acu te as to pose 11 major threat of wage 
inflation. 
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4.3 Unemployment 

All measures show [hat unemployment has fallen in 
I 994--the picture is cl earer than it is fo r employment 
(see Table 4.C). Claiman t unemploy ment was 
2.57 million in September. 9. 1 % of the workforce. The 
claimant count fell by 77.300 between June and 
September and by 336,000 in the yea r to September. 
The spring and summe r LFS confirm these rindings (see 
Chart 4.7). The spring LFS recorded a fall in ILO 
unemployment(11 or 79,000 in the three months to May 
compared with the prcv iolls thrce months-a period in 
which the UK c laimant co unt fell by 83,000. Between 
the spring and summer surve ys. [LO unemploy meJ1l fell 
by a further 14.000 and daimantu nemploy me nt by 
63 .000. 

The fall in unemployment. while not ent irely uniform. 
has affected all the main catcgories of the workforce. 
Both male and female claimant unempl oyment have 
fallen in every month bar one since January, In the three 
months to September. ma le unemployme nt fell by 
64.300 and female unemployment by 13.000. Claimant 
unempl oyment rates fell in eve ry reg ion of the 
United Kingdom in the 12 months to August. and fe ll 
still further in September except in the South East. and 
Yorkshire and Humberside. According to the LFS. ill 
the year to Sllmmer J994. ILO unemployment rates also 
fell in all but two regions. The average fall was 
0.9 percentage point s. The exceptions were the North 
West- where the rat e remained unchanged at 10.6%­
and the East Midlands. where it rose rrom 8.8% to 8.9%. 
Similarly. ILO une mployment rates reil fo r all age 
groups, apart from men aged over 65 and women over 
60. 

The more uniform is the fall in unem ployment across 
regions and demographi c groups. the less likely it is to 
generate increased wage pressure. If the fa ll in 
unemployme nt were concentrated in onl y one reg ion . fo r 
example. that local labour market mi ght reach a 
'boll le-neck·. fo rCi ng local wages up. Di vergent 
regional unemployment rates impl y higher aggregate 
wage inflat ion for a g iven level of national 
unemployment. if the typica l reg ional re lationShip 
between wage inflation and unemployment is non -li near. 
Regional uncmploy ment rates are now less dispersed 
than in thc pas!. whi ch may help to account fo r the 
lower-t han-expected increases in nominal earnings. 

(I) A,·cordi,,!;. 10 IIll' II1I <" n,II,,'na l L.1h<Jur Off,,'" (ILO) fllC" ,ur~ 01 
uncmpIO)·"'Cfll . nn indi, Id".1 i , ,kcmcd 1.0 be uncmptu) cd If al thc t,,,,c or 
"H",,·i,·w It e or ., he ,, (,) with" ul a )"h. (if)" dlin!;. hJ ,Ilon \\ork in till' t\\O 
week, foll,,,,ing lite "Her,'''' W. "" (n,) '''''''n~ 10 ,Ian 0 )"b "Ir"ad), ob!oincd. 
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4.4 Productivity 

Between 1994 Q I and 1994 Q2. the conventional 
measure of the annual rate of producti vity growt h rose 
from 3.0% to 3.8%. This rcrlectcd both the 1.1 % growth 
in real GDP in 1994 Q2 and the sli ght fall in the 
recorded workrorcc in employ ment. 

Product ivity has now grown by 8.5% since 1992 Qt. the 
recent trough in output. This is very si milar to prev ious 
recoveries. In th e nine quarters following the trough in 
eac h cyclc. 1975 Q3 and 1981 Qt.. product ivity grew by 
8% and 10"/0 respectively. However. ifLFS data were 
used as the bas is for productivity calculati ons. the 
estimate of the increase in wholc-cconomy producti vity 
since 1992 Q I would be 6.2% (quarterly LFS data are 
not avai lable prior to 1992). Slowcr productivity growth 
in the recovery is consistent with increased flexib il ity in 
the labour market. With easier hiring and firing. rinns 
should be less inclined to hoard labour during a 
recession-producti vity actually rose between 1990 Q2 
and 1992 Q2-and more incli ned to hi re in an upturn. 
possibly on temporary contracts. The more rlexible the 
labour markcl becomes. the less volati le producti vity 
growth shou ld be. 

Whole-economy uni t wage costs fe ll in 1994 Q2. to a 
level 0.3% lower than a year earlier. ha ving fallen by 
1.6% sin cc the previous quarter (see Chart 4.8 and 
Tablc 4.0). The four-quarter growth ralc of unit wage 
costs remains more than five pcrcentage poi nts below 
the average level for the 1990s. In 1994 Q2, real uni t 
wage costs were around 1 % below their long-run 
average, having been more than 5% above the mean in 
1992 QI (see Chart 4.9). This change reflects the fact 
that average real earnings growth has not kept up with 
productivity growth . 

More timely data are avai lable for manufacturing. where 
producti vi ty grew by 4.9% in the 12 months to August.. 
down from 5.7% in Junc. Similarl y. unit wage costs 
were 0.3% lower in the year to August. 

4,5 Expectations 

Gallup' s survey of inrlation expectat ions shows that 
employees' price expectati ons contin ue to adjust very 
slowly. Employees cx pect RP l inrlation to exceed 4% in 
1995. dcspite having seen actual RPl inrlat ion below 
3.0% since November 1992, and havi ng made an 
average forecast error of about two percentage points in 
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1993 and 1994 so fa r (see Charl 4. (0). Th is is worryi ng. 
because although monetary policy will nOI val idate 
inflat ion olltside the target ra nge. exce~sive price 
expectations may lead to unnecessarily high nominal 
wage claims and lower employment. Th is is particularly 
the case in wage agree rnent~ whi ch are mult iple-year 
dea ls. 

However. as noted in the August Rcporl. ev idence from 
the Barclays Basix Survey showed that the price 
ex pectat ions of ge neral secretaries ofTUC-affrl iated 
trade uni ons. a lt hough still above the actual RPI OLlttllrn . 
were lower th an those of employees . 

4.6 Summarv • 

Labour demand has increased. Employment evidence is 
mi xed. but the Labour Force Survey found an increase In 

bot h employment and total hours worked in the three 
months to May compared wit h the previom. three 
months. The increase in employment cont inued in the 
three months 10 August. And the growth in the Slack of 
vacancies over the same period confirmed the increase in 
labour demand . Unemployment conti nues to fal l. For 
give n ex pectations of infl ation. th i~ tigh tening of the 
labou r market wou ld be ex pected to push up nominal 
earnings. So would the growth of labour productivity if 
it had been faster than the growth of rea l wages. But. 
although there is some ev idence of an increase in skil l 
shortages and settlcment s may be edgi ng upwards. thesc 
have not yet led to an accele rati on in nominal earnings. 
At the moment. it is llncert(lin whe ther thi s is because 
inflati on expectations have fallen rap idly enough to 
counteract these factors. or because earnings growth is 
about to move upwards. 

JJ 
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Pricing behaviour 

5.1 External influences 

Commodities 

The August IIIj1afioll Report identi fied the increase in 
commodity prices as a fisk to the infl atio n outlook. 
Non-o il commodity prices, measured by the Economi st 
sterli ng index, fel l during the three month s to the middle 
of October. as severa l food and agriculi ural prod uct 
prices weakened. In parlicul ar, timber pri ces fell by 
over 15% as a resull of an ind ustria l relations dispute 
d uring the peri od . and adverse weather cond itions 
affected a number of food product prices. Metal prices. 
however. continued 10 increase. Looki ng at non-oil 
com modity prices over the year. the Economist index 
shows an an nual increase of around 30% 10 

mid-October. Using a UK trade-weighted sterling index . 
the Bank esti mates that non-oi l commodi ty prices 
increased by j ust over 17% in the year. 

Because of Ihe fall in oil prices from their recen t peak in 
the second half of Jul y, sterli ng commodity prices 
inc luding oi l fel l by nearl y 12% from the end of Jul y. 
resulting in an an nual rate of increase to mid-October o f 
under 3%. Brent crude oi l pri ces have fallen by around 
13% in the past three months-re fl ecti ng supply 
developments such <IS the completi on of maintenance 
work in the North Se'l. the endi ng of the Nigeri an oi l 
workers' strike and an easing of tensions in the Gulf 
(sce Chart 5. I ). 

Chart 5.2 shows the be haviour of non-o il commodity 
prices during the curren t recovery and the prev ious 
cycle, starting from the troughs in the level of real GDP 
in 1992 Ql and 1981 Ql respectively. Commodity 
prices are particularly volat ile. so they can affec t UK 
inflat ion in the short term despi te the small share of 
commodi ties in total inputs. The recent behav iour of 
commodity prices is not substantiall y di fferent from that 
seen during the early 1980s recovery . 

Chart 5.3 de flates Ihe Econo mist index usi ng an index of 
G7 prod ucer prices (all series are denominated in US 
doll ars). From the trough in the third quarter of 1993. 
relati ve commodity pri ces have increased by around 
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27%. Comparison with the previous recovery suggesis 
that commodity prices coul d rise rurther as the world 
economy recovers. Real commodity prices. however. 
have fa llen by around 30% since the earl y 1980s. 
suggesting that non-oil commodities have declined in 
im portance as factors of producti on. 

Anecdotal ev idence, inc luding reports rrom the Bank's 
Agent s, suggests that the ri ses in primary commodity 
prices are beginning to reed through to intermediate 
stages of the supp ly chain. Material cost increases are 
feeding through in the metals. paper and board. 
chemica ls and bui ldi ng mate ri als industri es in particular. 
Bu t many firrns are having to absorb or offset increased 
costs because price increases further along the su pply 
chain are difficult 10 achi eve. There is a ri sk Ihat more 
of the increases in costs could be re flected in prices in 
the futu re. 

O\ '('/"W'a~ inflatio/l lIIld imjJort /J1';Cl'.1 

Chart 5.4 show~ that the ann ual ri se in producer prices in 
the major six economie~ remai ned ~ ubdued in the first 
six mon ths of 199-1.. a lthough rece nt data from some 
countries suggest tha! inflation ha!'> si nce picked up 
slightly. The latest IM F World Ecol/omic Olffiook argues 
that. unless world output pro ve~ signifi cant ly stronger 
than now forecast (3. 1% in 1994.3.6% in 1995). there is 
lill le ri sk of a ge neral pi ck· up in inflation in the near 
term, despite the signifi ca nt ri se in the prices of some 
primary goods. If ex pansion does prove stronger. 
however. concern:. about ri si ng inflation would be 
warranted. The ex tent to whic h rorei gn currency prices 
feed throu gh to domesti c inflation is determined by the 
exchange rate. If lhe exchange rate always moves to 
offset the difference between UK and roreign inflation. 
overseas price incre'lse~ will not feed through to UK 
inflati on. 

Alt hough imp0l1 prices ha ve not always res ponded fu lly 
to changes in the exchange rate. some increase in import 
prices was expected after sterling's fa ll in September 
1992 when the United Ki ngdom left the ERM. In 
general. an exchange rate change is like ly to pass 
through rapidly and fully into import prices if the 
imported goods are homogeneous in nature and traded in 
competitive markets. and if the exchange rate change is 
ex pected to be permanent. Pri ces of non-oil imports rose 
by just under 16% between 1992 Q3 and 1994 Q2. In 
the same peri od. the sterling effective exchange rate 
depreciated by 12%. 
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With world ex porl prices (in domestic currencies) ri s ing 
by around I ~ in the first two quarters of 1994, there 
may ha ve been an increase in foreign ex porters' margi ns 
o n goods sold to the United Kingdom compared with 
goods sold to other markets. which could be explai ned 
by foreign produce rs laking advantage of the stronger 
demand in the UK market. 

Chart 5,5 illustrates the strengt h of the rise in imported 
material prices durin g 1994, The four categories­
food -manu fac turing materials, metal s. chemical s and 
oth er imported materials-represent over half of the 
contributions to producer input pri ces, The largest rises 
have been In imported food-manufact uring materials 
and impol'led metals co mponents, which recorded 
annua l rates of increase of 29% and 14% respectively in 
September, Thi s is consistent with the rise in 
commodity prices-both of agric ultural products and 
metals-during the year. 

5.2 Margins 

Table 5,A shows how movements in input prices have 
fed through to manufacturers ' output prices, Costs have 
remained subdued- we ighted average COSIS are 
estimated to have increased by 1.4% in the year 10 

August. Unit labour eosts have fall en (by 0,5% in the 
year to August), part ly offsetting the growth in 
manufactttring import pri ces, Manufacturers' margins. 
ca lculated by comparing changes in firms' domestic 
output prices with the changes in Ihe prices Ihey pay for 
the variolls factors of prod uction , are estimated to have 
grown by nearl y 4% in the year to August. Chart 5.6 
shows Ihat estimated manufacturers' margins as a 
proportion of output prices stabili sed in the three months 
to August. 

Although annual producer input price inflation has 
continued to ri se. fro m 2.1 % in June to 5,6% in 
September. shorter-run measures ha ve fa Jlen in recent 
month!>, The rate for three-month annualised prod ucer 
input pri ce inflation fe ll from 16% in June 109% in 
September, In the near term. thi s may relieve some of 
the pressure on manufacturers' margi ns. 

Bank estimates suggest that retai lers' marg ins fell by 
aroll nd 10% in the year to the second quarter of 1994, 
As noted earli er. although cost pressures are emerging at 
intermediate stages o f the supply chain. it does not yet 
appear that retai lers are ab le to rebuild their margins, 
The pressure o n retail margins has persis ted for longer 
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than eX I)Ccted. Onc conseq uence of the further 
di scou nting . particu larly in the food and second- hand car 
market s. is that reta ilers mi ght not be in a pos it ion to 
increase the ir margins over the next quarter. 

The latest CB I Quarterl y Ind ustrial Trends Survey 
reported that a seasonall y adjusted balance of 22% of 
manufacturing fi rms expected to raise prices over the 
following four months. compared with 20% reported in 
Jul y and 12O/C reported as <lchieving higher prices during 
the past fOllr months. And although pri ces fell s li ghtl y in 
September. the Chartered Institut e of Purchasi ng Supply 
Purchasing Managers' Indcx remained at a hi gh level. 
Pri ces ri ses were attribu ted to supp ly problems. as well 
as to commod it y prices. 

5.3 Profitability 

Profi tabi lit y is best measu red by the returns firms earn on 
the capital they cmploy: these depend. in IlIrn. on how 
prices move relative to CO:-I S and the exten t to which 
capital is utilised . Chart 5.7 shows that the strong growth 
in profi tabi lity is in line with prev ious recoveries. 
althoug h it started from a signi fican tl y higher level. 
Profitability has bee n less volatile in the latest cycle than 
in the previous two. largely re fl ecting cost control in thi s 
recovery so far. 

Chart 5.8 shows changes in manufact urers' output prices 
and the cos ts of the manufacturing sector. On a 
seasona ll y adjusted basis. output prices (excluding food, 
beverages. tobacco and petrol eum ) rose by 0.3% in Jul y 
and August. and 0.4% in September. The ann ual 
inflat ion rate rose sli ghtl y. from 2,0% in June to 2. It;} in 
September. 

The CSO outpu t price data tend to understate emerging 
price pressures in the economy because they do not 
measure price increases paid by finns to companies in 
the same sector, Users of steel. paper. chemicals and 
building materials have faced signi ficant cost increases 
which have nOl yet fed through 10 output prices. Output 
price inflation might therefore ri se over the coming 
months. wit h fi rms seeki ng to pass on rising costs fu rther 
down the supply chai n. 

The relationship between retail prices and prod ucer 
prices rllns in both directions . Producer prices clearl y 
affect retail pri ces because of wholesa le costs. but retail 
prices may affect produce r prices th rough wages and 

-'7 



Producer output prices 

The fall in annual output price inflation fr011l mid- 1993 to 
1.91k in Jul y thi\ year- the lowe~t k"cl \i nce December 
I 986-wa, ;1 marked fealUre of Ihe e~~onornic recovery . 
Thi, ~harp fall appear, 10 h;t"e been the product of inten,c 
{'ompclilion f;Icing firm,. retlecling Ihe all10Unl of 'p"re 
capacily in many product Ill<lrkets. ;h \\ el l a ~ grealer price 
!>c n ~itiv i( y on Ihc part of con,umer!!>. rct1ecling earl ier 
tight monctary policy. The~c Inarket conLlit ion, wcre 
;lccolllpanied by fall, in unit labour CO~ I ' for much of 
1993. along with \ome fall in input cO'h. 

Morc reccntly. however. Ihere have been indicalion~ that 
output price inflation ha\ reachcd a turning-poim and i, 
now on an upward trend . Suney e\ ldence and 
intclligence from the Bank', Agent\ 0\ er rccent month\ 
have poi med 10 ~OI1lC upturn in producer pricc~. whi.:!l 
ha~ now begun 10 be renccted in the oflickil CSO dala. 
Sea~ona ll y "dju,ted output pri~'c s (e.xdudlllg food. drink. 
tobacco and petrol ( Fm 'I» ) ro~e by :\I1 annuali.-.cd r;lte of 
3.0% in the three monlh, 10 September compared wi lh the 
previou~ three months. 

Evidence from the CBI Indu'lrial Trend, Survey 
rcinrofcc~ the~c concern , . Rccent Sun ey\ ha\'e ,ho\\n a 
~ h,lrp incrc,l\\! in manufact urers' pricc expcctatinn\- with 
a ~e;\\on ;L ll y ;Ldj u ~ted balance of 22'"« of firm, in Octobcr 
expecti ng 10 i ncre;l ~e pri,·c\ o\,.,r th .. next four 11l0ntlh. 
The chart ,how\ that thcrc i, a 'Irong rcla tion,hip 

Produccr nulput ]Irin" and e lll prin: c,pcctat iml\ 

-1<1 

CHlr .. ·• .. I'<· ... ~_ .. , 
"d'· ............ , 

'" _! ,, ] 1 , , I , , , ! , , , ! , , , ! , , , ] , , , I , , ,_ " 
,'1111 ., .' 

,,, H..I_<'~_'''' '.''''''''''''''''' k' , ..... .,.I"~ .. " .. , 'h< '01"""',., r."" .... ,h-. 
,.:....,..;,11) .... "' ... " ,", h,'"",., (,,"I h<""~' . .oo....u....r .,..,,,",, ",,, ,,"" " ... ~ , "''''~ ....... ~ .... ,Ir 
...J",."" ,."",I .. ,J 

between C BI price expectations and CSO output prices. 
Statistical estimation of th i~ rela tion~hip suggests Ihat the 
CB I series can be regarded as a good Icading indicator of 
outpul priccs. On the ba~is of this estinwtion. output 
price innation is projected to rise from its current annual 

rate of 2. 1 g 10 "round 3.0% by January ne:<t year. Th is 
would bring Ollt put price inflat ion back to its 1993 Q4 
kw!. 

The projcction , uggests a markcd inerea'e in the annual 
ralc of growth of Olllput prices. However. Ihe last time 
thc CB I ~crie~ re;Lched a po~itive balance of20%-in 
October 1990-oulpuI pricc~ were ri ~ ing at "n annu,,1 rute 
of over 6Ck . 

When finn, have not actually increased prices for some 
(ime. the balance of price c:<pcclations may rise sharply 
while "cw;lI price~ ri~e more ~ Iow ly . 

~'l llC h of the current prcs!>ure to fahe OlL1 put prices 
appe;lf!> to ~tcm fro l1l ri~ing ba~ic material and 
~c l11i-manufactured input COSK The inde:< of 
l11;LI1ufac turcr,' input price\- which l1Ie:!~llre s the prices 
of fllCb and b;l~ i c materiah- has risen ~harply this year 
;1Ilt! in Septcllibcr stood 6.2% "bo"e its level a ye:!r earlier 
( unadju~ led. exc luding FDTI' ). Similar evidence is 
provided by the Purcha~i ng Manager~' Prices Inde:< 
which ha, rcg i ~tered a balance in exces~ of 50% since 
October 1993.,11 This evidence has raised concerns 
about rising Outpul lllld retail prices as the recovery 
aLlvance~. capacity utilisllt io ll riscs and the output gap 
n;lrrow~. 

SigniliC:1IlI price increa~c, appear 10 be restricted to 
intermcdiate ~ I ages in the supply chain allhe moment. 
There arc fewer sign ~ Ihat material cost increases arc 
re~u l ting in higher price, eloser 10 fi nal rn;!rkets. The 
latest ~ Llr\'cy of trends in the pri ming industry. for 
in,lance. suggests that in Q3 more firms faced continuing 
prc~Sll res to reduce price~-particularly from the ret"iI 
,eetor-th;1Il to rJbe price,. despite the large rise in paper 
and other matcri;!1 costs. A majority of firms in the 
~urvcy do. however. expect to raise price~ in 04.11 ' 

Sim ilarly . .\leel st ockholde r.~ arc el!.pccting their prices to 
ri-.c in the fourt h quarter and beyond. 

A, c;!pacity utilisation increases. COSI increases are likely 
to fccd Ihrough more full y In price rises in industries such 
as printing. anu those using !>tcel and othcr 
~!Ili - rnanufactu red goo(b : the sustained rise in steel 
prices rencct' this. Evidence from the Purchasing 
Manager.,' Indcx shows that suppliers' delivery times are 
lengthcni ng. indicating capacity constraints and the CB ] 
Survey reveal~ riSing level~ of capacity util isation . 
Further increases in capacity uti lisation may enable more 
firms to increase their priccs. These factors will be 
importanl in dctermining how far m,lllufacturers' Output 
prices actually ri~e over the coming months. 

", "",,1.0« ," .,t<" of 'O'l ,od", .. ,. ",.. , 'h< 1""" 01 .... ""1 ... ' ... ,,· pon<tw ... . r< ""'" ... . . "",,hI) "'". 
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other costs. Chart 5.9 shows the historical behaviour o f 
the ratio of RPIY goods prices to producer prices. The 
downward trend shows that it is possible fo r producer 
price inflation to be above RPIY goods inflation for long 
periods. 

The extent to which higher input prices arc passed 
th rough into hi gher output and retail pri ces will depend 
lilrge ly on compe titi ve cond itions in product markets. for 
example how far potential su ppl y exceeds demand. and 
on trends in other compone nt s of manufacturers' costs. 
The impact of ri.~ in g material costs may be offset to 
some exte nt by favourable move me nts in unit labour 
costs. which have been on a downward trend throughout 
this year. Firms can a lso lll<lintain profitability by 
increasing vo lumes and by fu rther productivity gai ns 
(see the box on page 38). 

5.4 Summary . 
The rise in ou tput price inflation is consistent with recen t 
survey evidence from the manufac turing sec tor. which 
suggests that larger incrC'lses arc in store. The strong 
increase in in put prices seen earlie r in Ihe year has begun 
10 feed through to manufacturi ng industries' customers. 
With the conti nuing ri se in commodity prices pushing up 
manufacturers' input prices. output price inflati on ma y 
well ri se further in the near future. 

.\9 
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Prospects for inflation 

This section prese nts the Bank's project ion of inflation 
over the next two years. As usual. it is based on the 
assumpti on of uncha nged offic ial short -term interest 
rates. The projl!clion incorporales the Bank's j udgmen t 
about Ihe imp,let of the III percentage point increase in 
officia l rates 0 11 [2 September and the economic news 
since the prev iolls Report. 

6.1 The news 

It is desirab le IQ lIse al l \he relevant information about 
lhe Slale of the economy 10 assess the fu ture path of 
inflation. That is why the prev ious sections rev iewed a 
wide range of data on monetary and real developments. 
But il is helpful to summarise the ma in pieces of news 
from the past three months to put the projection in 
contex t: 

• Offic ial shOrl-terl11 interest rates were increased by 
50 basis Imin ts on 12 Se ptember. 

• Retail pri ce infl ation has falle n further-and has 
bee n a litt le lower than the Bank 's sho rt -term 
projecti on of th ree months ago (by about 
0.1 percen tage po int s averaged over the quarter). 

• The main monetary aggregates continue to g ive 
conflictin g signa ls. Narrow money growth 
increased more than expected- and re mains we ll 
above it s 0%-4% monitoring range. But broad 
money growth fe ll. and remains comfortabl y inside 
its moni toring range. 

• Revised data show that the level and growth of 
ou tput in the past year were higher than thought. 
and the output gap was smaller. 

• Unemploymen t contin ued to fal l and employment 
probably increased duri ng the spri ng and summer. 
Lower excess su pply in the labour market has not 
yet led to more rapid growth of average earnings. 
al though settl emen ts have been edging up. 

• Manufacture rs' an nual input pri ce inflmion­
particularly for imports- has been hi gh. Non-o il 
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commodity prices are Illuch hi gher than a year ago. 
The inc reases have begu n to feed Ihrough 10 outpu t 
prices: factory-gale in flati on has shown signs of 
increas ing, and surveys of price expectati ons 
suggest this will con ti nue. 

6.2 The Hank 's medium-term infla tion 
projection 

The economi c news has led the Ban k 10 lower it s 
medIUm-term inflation project ion . Th is section exp lains 
why. 

The ev idence aboul ou tput growlh- a narrower OlltpU! 
gap clos ing more rap idly- would ha ve led, on its own. 
10 an upward rev ision of Ihe projection. Moreover. 
European growth prospects <Ire beller than they were 
th ree months ago. and import growth has fallen. Hence 
a bigger contribut ion to growth from net externa l trade is 
in prospect. 

Th is has been ou tweighed by: 

• 

• 

The impact of the in teresl rate increase: this wil l 
slow down Ihe grow th of dema nd. first by 
encouragi ng higher saving and reduced borrowing. 
and second by reducing the disposable income 
(a fter interest pay men ts) of indebted households 
and companies. The e ffect wi ll probabl y be g reater 
th an mi ght havc been expected on the basis of pasl 
episodes. because of Ihe con tinuing high level of 
indebtedness of the pe rsol1l1 1 seClor. [I is also 
possible that the signalling effect of an increase in 
rates ea rli er in the recovery 111<111 Jllany had 
expected mi gbt lower inflation expectations. 

Recent price development s: inflation has again 
turned oul a little lower than expected. despitc the 
fact that the out put gap in the past year or so was 
smaller than thought al the time. A given out put 
gap now appears to have slight ly more of a 
di sin flationary impacllhan in previous cycles . 
There is ev idence of further aggressive d iscounting 
by retai lers. espec ia lly in the food sec tor. which 
lllay reflec t a permanentl y higher degree of price 
com petition and innov;IIion in Ihe sector. If so, 
there has been a favourable suppl y shock 
gene ratin g pe rmanently higher ou tput and lower 
pri ces than ot herwi se, 

• Rea l average ea rnin gs have inc reased less rapidl y 
than ex pected. in the light of pasl producti vity 
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growth and the st ate of the labour market. Hence. 
given past in fhllion. unit labour costs and the GDP 
deflato!" have been lower than ex pected. The 
growth of rea l disposable income and consumption 
is likely IQ remain below GDP growth. 

It is not unprecedented for inflation to remain steady 
whil e the output gap narrows. Charts 6. 1 and 6.2 
compare the evolution of inflation and deviations from 
trend GDP (a very rough proxy for the ou tput gap) in 
similar stages of the two most recent business cycles. 
1979-85 and 1990-94. 

Chart 6.3 shows the Bank's central projection- the 
single most likely outcome-for the annllal rate of RPIY 
inflation over the nex t two years, and Chart 6.4 the 
corresponding projecti on for RPIX inflation. Both 
RPIY and RP IX inflation are now projected to be lower 
over the forecas t hori zon than they were in the prev iolls 
Rep0rl. RPIY infl ation is expected to fall a little further 
and then to edge up to jusl over 2% in early \996. RP IX 
inflal ion- alt hough increasing graduall y from the first 
quarter of nex t year-is now expected to remain be low 
3%, and 10 fall back 10 abou l 2 'h % in the firs t half of 
1996. 

Thc cen tral projection is onl y the si ng le most likely 
ou tcomc. The probabi lity that inflation will turn Ollt 
precisely at that level is negli gible. It is the distribution 
of outcomes around the central projection which is of 
greater importance. Charts 6.3 and 6.4 include a range 
arOllnd the centra l projections to show the degree of 
error in past projections. The range is the central 
project ion plus or minus the absolute average error on 
RPI X inflation projections made since 1985. But it does 
not refl ect the Bank 's assessment of the risks to which 
the current projection is subject. Because of the 
downward inflex ibility of man y prices, inflation is much 
less li kely to be negati ve than. say. twice as hi gh as the 
central projection. At present. the risks are more on the 
upside than Ihe downside (see below). But the width of 
the range demonstrates the unce rtainty attached to the 
central projection. 

6.3 Private sector inflation forecasts 

Projections of l2·month RPIX inflat ion for 1994 Q4 
have generall y been rev ised dow nwards (Chart 6.5 ); the 
med ian forecast is down 0.3 percentage points since late 
Jul y (note that the sample of forecasts is larger than in 
earlier Repol"f.\·). But the median forecast for 1995 Q4 is 
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down only 0.2 pereelltage points (Chart 6.6). despite 
interest rate forecasts h,wing been increased by arou nd 
ha lf a pcrcentage point. The Bank has tended 10 be more 
optimistic about inflation than the med ian outs ide 
forecaster. Charts 6.7 and 6.8 demonstrate this for 
expectations about infl ation in 1994 Q4 and 1995 Q4 
(fewer outside forecasters are reported in these charts 
than in Charts 6.5 and 6.6 in order to obtain a monthl y 
instead of qu artcrl y median) . 

Chart 6.9 shows that the in flation ex pectations implicit 
in gilt prices- wh ich app ly to the medHun lerm. not the 
nextlwo years-are vcry sim il ar to those of th ree 
months ago. but pe;lk at a sli ghtl y higher level. They 
had rise n prior 10 the base fa te in crease, wh ich. in turn . 
helped to bring them down again. 

6.4 The risks to the inflation outlook 

It is important to consider the whole distribution of 
possib le inflation oUllums. not j ust the cen tral 
projection. In present c ircll lllstances. the Bank 's 
economic judgment is that this distribu ti on is not 
symmetric. The ri sk of inflation being higher than the 
cen tra l projec tion is greater than the probabi lity of it 
being lower. There is necessarily considerable 
uncertaint y about what will happen to ex terna l factors 
(eg commodi ty prices. US monetary policy). BtH there 
is also uncert aint y abou t key economi c re lationships at 
home. Some of the most impon;ulI of those 
uncerta inti es are the fo ll owing. 

There is unce rta int y abou t three aspec ts of pricing 
behaviour: 

• The ex telll to which increases in input prices wi ll be 
passed through to fac tory-gate prices. So far. 
favourable developments in unit labour costs have 
partl y offset the impact of higher in put prices. bu t it 
is uncertain how f:H· producers ha ve adjusted their 
priCing in response to the increases seen this year. 

• Although producer ou tput prices have st arted to 
accelerale, they ha ve nOl done so by as much as 
fi nns' reported price expec tations would have led 
olle to ex pect. This may mean further increases are 
in the pipeline. 

• Increased compet ition in tile retai l sector has 
red uced retai l price in fl ation re lati ve to producer 
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price inflation over the past year. to a greater exten t 
than expec ted. This cou ld re flect two factors, 
e ither: (i) a st ructural change in the sector. 
impl ying a beni gn supply shock to the economy 
with permanently lower retail margins: or (i i) a 
cyclica l red uct ion in margins. If the second fac tor 
has been more important. then the risk to inflation 
is that the reduction in margi ns unwinds as the 
economy expands, 

A fOlll·th major uncertainly concerns the labour market. 
The outtunl for nominal earnings depends upon the real 
wage targeted by wage barg<liners and the inflationlhey 
ex pect. The curren t projection is based on two 
aSSlllllptio llS: 

• Real wages arc a little more sensi tive to the state of 
the labour market tha n they used to be. 

• Inflat ion expectations over the horizon for wage 
bargains have fallen, and wi ll rema in low, aI least in 
the short run , 

Neither assumpt ion is certain. The first is important 
because real uni t labour costs have fallen sharply (see 
Chart 4,9), In the past such a sit uation has tended to 
lead to higher wage inflation. as employees have 
attempted to restore their real earnings. The Bank 's 
projection al lows for somc increase in pre-tax real 
wages, but not as much as past behaviour would 
warmlH. Thc second assumption is difficult to test 
directl y beC<llIse thcre arc no measu res of the price 
expectati ons which influencc wage bargainers in 
practice. The upside ri sk is that recent average earnings 
growth has been moderated by falls in inflation 
expec tations, bu t that there is no room for fu rther fall s, 
so earn ings growth and inflation will pick up. The 
downsidc risk is that wage bargainers are not yet full y 
convinced that inflation wi ll remain low over the next 
couple of yea rs, but wi ll become so. Pric ing in the gilt 
markets shows that thcre is still room to improve the 
credibi lity of monetary policy. Anything which does so, 
including low inflat ion OUIl UrllS. may mean lower 
nomina l wages- and hence infl ati on-than in the 
central projection, 

A fiflh uncertaint y arises from the behaviour of narrow 
money. Some acceleration was to be expected th is year 
as people adjusted to the lower opporlllnit y cost of 
holding money after the substantial reduction in 
short-term interest rales belween September 1992 and 
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February 1994. There is no sign of M4 growth 
increas ing to ,lily noticeable ex tent. Nevertheless, MO 
growth has proved a good leading indicator of reta il 
inflation in the past. so the fact lhat it remains higher 
than expec ted-and ou tside its monitori ng range- is 
cause fo r concern. 



7 Conclusions 

Retail price in fl ation fe ll again over the past quarter. 
Underlyi ng inflation, excl uding indirect taxes. fe ll from 
1.7% at the lime of the August Repofr to 1.2% in 
September. The Government's measure of underlying 
inflation. which includes the effect of hi gher indirect 
taxes, fell fr011l 2.4% to 2.0% over the same period, and 
has now been within the lower ha l f of Ihe I %--4% ta rget 
range e'lCh month since Mnrch. 

Producer price inflation, however, has started to rise. 
Non-oil commodit y prices arc much higher than a year 
ago. and Ihe 12-111011 1h rale of increase of producer illfJlIl 

prices rose from 2. 1 % al the lime o f the August ReporI 
\05.6% in September. Producer olltpur price infl ation 
rose from 2. I % to 2.4% over the same period. 
Excl ud ing those componen ts most arrected by changes 
in excise dtuies-rood. dri nk. tobacco and petroleum­
the increase in the 12- month inrl ati on rate was a litt le 
less. But. even on this defi nition. shorter-ru n measures 
o f inrlation have risen sharply from 1.4% to 3.6% 
between June and Septe mber. It is not clear that thi s yet 
fully reflects the rise in intermed iate goods prices. The 
balance o f firms intend ing to raise their prices. as 
reponed in the C BI Survey. has remained at a high level, 
and the latest Survey reported that more firms had been 
able to achi eve pri ce increases . 

T hi s difference between retail and producer price 
inflatio n reflects the nature of the recovery. Market 
conditions at home re main tight. whereas exports ha ve 
grown strong ly. The growth rate of real domestic 
dema nd has fa llen each quarter this year. Consumption 
growth has clearl y slowed and . despite the strong 
fi nancial pOSit ion of the corporate sector. aggregate 
investment has not yet picked up to any signi ficant 
ex ten t. But export growt h has been s trong. 
man ufacturing investme nt has risen and output growth 
has continued above trend . 

The ou tlook for inflation rema ins favourable. Broad 
mo ney growth continues at a moderate rate of around 
5% with lilt le s ign of any increase . Narrow money has 
been growing at rat es ou tside its monitoring range, but 
the impact of earlier interest rate reduc tions explains 
much o f th is. Nominnl domestic demand growth has 



slowed from aro und 6% at the end o f last yea r to around 
5%. None of these mo netary developme nts suggests that 
a sharp rise in in flat ion is imm inent. Relail price 
inflatio n is likely to rc mai n low. The Bank's central 
proj ectio n is that RP IX inflation wi ll bouo m o ut in the 
comi ng mon ths. and will rise graduall y over thc next two 
years 10 around 2'1:%. at the top o f the lower half of the 
target range . 

But the central projec tion is prec ise ly that-the single 
most like ly outco me. T here are many ri sks to Ihat 
o utcome, and the Bank 's econo mi c j udg ment is that they 
are not , at present. sy mmetri ca ll y d istributed aro und the 
centra l projec tio n. It is no t surpris ing th at at very low 
rates o r in flatio n the ri sks shou ld be more 0 11 the upside. 
But lhe re is particular ullcena iru y abo ut the du rabi lit y or 
the recent rail in retai l pri ce infl ation. The greatest 
uncertain ty co ncerns the cont inuing dirrerence betwee n 
retail and prod ucer price infl ation. It is no t clear how rar 
price pressures wi ll be passed down the product ion and 
retai l chai n. The compression o r reta il margi ns, seen 
through most or thi s year. m ight come 10 a halt o r even 
unwind . As ou tput con tin ues to grow above tre nd, it 
becomes more like ly that rises in the prices or 
intermediate goods will feed through to retai l prices. 
Hig her earn ings growth than is bui lt int o the central 
projec tion would make thi s mo re probable. [t wi ll be 
necessary to mo nito r these deve lo pments very carefu lly, 
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