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Summary 

Twelve-month RP] and RPI X infl at ion rates have declined slig htly 
since the May Reporl. Twelve-mont h RP IY infl ation has 
con ti nued its gradual cl imb upward s. These measures of Inflat ion 
arc likely to inc rease over th e summer. Domesticall y generated 
in fl atIOn has been muc h weaker than retail price inflati on. 

Narrow money (measured by notes and coi n), broad money ancl 
credi t have a ll grow n strongly. The exchange rate is Slightly lower 
than at the time of Ihe May Repur,. Bond yie lds suggest sterling is 
expected to fall a li ttle further over the nex t len years . 
Expectations o f infla tion in five and len yea rs' lime have 
increased. but they ha ve fallen for shot1er horizons. 

Most activity indi cators have been weak since Ihe May Report. 
But non-oi l GDP expanded at a rate a little above trend in the 
second quarter. as the outpu t of se rvices more than made up for the 
weakness of industrial produc ti on. The mai n danger is a dow ntu rn 
due 10 desloc ki ng. Trade perfo rmance was strong in the fi rst 
quarter. and the outl ook con tinues to be good. because of the lower 
rea l exch<lnge rale. The growth ral e of the demand for labour fell 
in the first ha lf of thi s yea r. There are slill ve ry few indi cat ions of 
upward pressure on wages. Pri ce pressures at the early stages of 
th e suppl y ch<lin have inc reased. largely as a result of higher prices 
for imports. The p<l ttern of <l 'dua l economy". wit h sharply 
contrasting fortunes in the tradable and non-tradable sec tors. 
remai ns marked. 

T he Bank's centra l projection for infl ation two years ahead is 
simi lar to that in May. It remains the case that il is marc li ke ly 
than not that RP IX infla tion wi ll be above 21/:o/c in the midd le of 
1997. 

The dual na ture of the economic recovery ma kes the d ilemma 
for monctar)' policy more ac ute tha n before. Time will resolve 
the puzzles abou t the strength in ~lc ti vily! mone)' growth and 
domestic infhltion. But the lags between changes in moneta r)' 
policy and their impact on inflation l11el.lIl tha t decis ions must 
be made before the puzzles ;'\I'C fully resolved. T he fa miliar 
danger is that dehlY in taking ;'I(' tion could ultimately result in 
interest rates having to go highcl' tha n would otherwise he the 
case. 

.' 
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I.l Reta il prices 

Headl ine measures of in flation ha ve fal len sli ghtly since 
the time of thc Ma y Infllltioll Report-once the 
pu blished data arc adjusted for the Central Stat ist ical 
Officc's (CSO's) error in calcu lati ng rc tail prices in 
March. April and May/ I) Retail price inflat ion was 
3.5% in Junc. down from 3.6% in March. The 
Gove rnment's target measure of inflation. the 
twel ve-month ri se in the retai l pri ces index excl udi ng 
mortgage interesl paymen ts (RPI X). was 2.8% in June. 
compared with 2.9% in March. 

The RPIY measure of underly ing inflat ion- which 
excludes indirect taxes-has. howeve r. continued 10 
edge up . It was 2.3% in June. compared with 2.2% in 
May. 2.1 % in April and 2.0% in March (sec Chart 1. 1). 

Shorter-run measures of inflat ion can provide a bette r 
insight into more recen t price developments. prov ided 
they are accura tely adjusted for seasonal pauerns and 
changes in th e timing of tax changes. Table I.A uses a 
rough-ancl -read y method 10 adjust RPl an d RPI X for 
seasonal effec ts. but not tax changes: the latter clo not 
follow a fi xed seasonal pattern because of the change in 
the timing of the Budget. It shows th at short-run 
measures of head line infl at ion fe ll be tween March and 
June. as the effect of ta x increases around the Chri stmas 
period dropped out of the calcul ation. Seasonally 
adj usted RPIY inflation. which was the measure least 
affected by the change in the datc of the an nu al Budgct 
from April to November. has. in the past. give n the best 
gu ide 10 the underl yi ng trend: it also declined . 

The goods and services covered in the RPIY measure 
can be separated into two major categories-those goods 
and services which are commonl y traded internationall y . 
and those which are not. As seen in Chart 1.2. tradablcs 
inflat ion reached a low po int-virtuall y ze ro--in 
October 1994. but subsequentl y rose fairl y steadil y to 

(I) An error in Ihe CSO·, cJlculaliun ofr,·IJII price , kd (0 an undcrr~'<:ordln~ 
of(h~ ~cadl!nc inrl:llion miC h)' 0 . 1 pcKcmagc PO,nl_ '" "' I""h ;,nd 1>13) ~ 
RPIX mrlallUn w;" undcrret·ordcd h) 0 . 1 pcrcclllagc rl<)\n h \n ~Iardl and 
April. and Ihc I)un ~ ha, ;,dJu,(cd RI'I Y Inl1;II LOI1 hy a _"'11Ii:Lrmnuum In 

Fchruary :lI\d ~hrdl to 1:lkc ,,,,count or th" change_ Th;, error "'" 
annuunccd hy Ihe CSO Orl IJ Jul y . hut Ihe puhli'hcd data "ere nOl 
"', i.'cd. All Int:.lwrc, ",ferrcd to III 1111' R'·fH"'t arc cOlTl'clcd bv Ihe Ball~ 
for tll<: CITQI". • 
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reach 2.4% in June 1995: in March. it was above the 
in fl at ion rate in the non- tradabl es sector for the first timc 
si nce the data were first available in 1988. 

1.2 I")roducer output prices 

Domest ic manu facturin g output price inflation has been 
risi ng since last summer. Output price inflation in 
man ufacturi ng as a who le was 4.2% in June. up from 
3.8% in M:lrch: but on a three-month annuali sed basis, 
output prices rose at 3.5%. down from 5.0% in March. 
If food. drink. tobacco and pctroleum are exc luded. 
Olltput prices rose by 4.8% in the year 10 June. compared 
wi lh 3.9% in March. But there has been litt le sign of 
any rece nt pi ck-up in the monthly rate of increase: 
seasona ll y adjus ted out put prices have risen by around 
0.4% in every month si nce Jul y [994. As a result , 
shorter- run measures of outpu t price in flation. excludi ng 
food. drink. tobacco and petro leum. have remai ned close 
to 5.0% si nce September, and the three-month 
ann ll alised rate of increase was 4.9% in June. 

1.3 Expenditure del'lators 

The G OP deflator (.11 factor cost) fell by 0. 1 % in the first 
quarter of 1995 and was up on ly 0.7% on the same 
quarter a yea r ea rli er. This suggests that there has been 
lilll e domestically generated inflation. But the GD P 
deflator is like ly \0 ha ve picked up again in the second 
quarter. as pri ces set by UK prod ucers and retailers were 
increased to reflect higher llnport costs. The 
consumption defla lor has tended to rise faster th an the 
GOP deflator since the llliddle of 1990. as consumers 
ha ve had to pay higher prices for imports than for 
domestica ll y produced goods (see Chart [.3) . 

1.4 Other measures of inflation 

Measures of in fl at ion which adjust RPIX and RPIY to 
take account o f the cost of owner-occupied housing 
suggest that infla tion is weaker than indicated by the 
unadjusted figures. The housing-adjusted RPI X (HARP) 
measure replaces the CSO's estimate ofhollsing 
depreciation with a Bank estimate of the user-cost of 
hOll sing. The TH ARP index adjusts RPIY in a similar 
manner. Cha rt 1.4 shows that the recent decline in house 
prices has opened up a considerable gap between the 
adjusted and lI11 adjusted measures . adding to the 
evidence that domesti ca ll y-sct prices have been 
part icularl y su bdued . 
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Ahhough the RPI X and RP IY measures o f inflation 
provide ins ight into the 'underl ying' rate of inflati on by 
excl ud ing changes in mortgage interest pay men IS and 
indi rect taxc).. they include pr ice~ which a re partic ul a rl y 
volati le or which change by large amount~ at irregu lar 
interva ls . Such price movemen t ~ ca n obscure the 
underl yi ng pic ture. Two measures of inflat io n whi ch 
allemptto correc t fo r thi ~ volatility are the medi an and 
the trimm ed- mea n rat e~. The median inflation measu re 
uses all th e component :.e ri e~ of RPIY eac h month to 
compute a med ian twelve- month inflalion ratc: the 
trimmed mean exc ludes Ihe largest and smallest 15% of 
pri ce changes over the year. C hart 1.5 :. hows the 
d istri bution of pri ce chan ges in June 1995 : il illustrates 
that Ihe di slributi on is skewed upward s. Despi te thi s 
bias. Chart 1.6 s how~ th at the trimmed mean inflat ion 
rate has not diverged signifi cantly from the RPIY 
in fl ation rate in recent months. The median inflation 
rate has been much more vo latile: it wa~ lower than 
RP IY inflat ion throughoul I 99-k but has since picked 
up. 

Ove r the nex t few mon ths. RP IX and RPI Y infl at ion are 
likel y 10 edge up. re flect ing bo th smalle r discounting in 
the su mmer sales this year than last and higher import 
prices feed ing through to retail prices (see C hart 1.7). 

1.5 Summaq , 

Twelve-month RPI and RPI X infl ati on rate s ha ve 
declined sli ghtl y since the May Rep0r/-when adjusted 
for the CSO's error. Twelve- month RPIY inflation has 
continued il s gradual c limb upwards. These measures of 
inflati on are like ly \0 increase over the summer. 

Most shorter-run measures of inflation have fall en 
sharpl y since the t ime of the May Reporl--even if 
ind irect taxes are excl uded. Domesticall y generated 
inflati on has been much weaker than retai l price 
inflalion and short -run measures of infla tion which 
adjust for housing costs ha ve fall en. 

) 
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Money and interest rates 

2, I Money and credit(l) 

Broad money has acce lerat ed since the May Report. and 
it s twel ve-mon th g rowth rate has ri sen into Ihe upper 
ha lf of its 30/('- 9% moni tori ng range. Cred it has 
cont inued to pick up sharply (see Table 2.A). 

Money can be lI sed both as a store of va lue and as a 
mea ns of pay ment. Increases in broad money presage 
inflati on if they signal rising nominal spendi ng. In the 
short run . however. the implications of an increase in 
broad money arc less clear. An acce leration in M4 
cou ld re flec t eithe r an accele ration of planned spending. 
o r-since o ther financia l assets excluded from M4 are 
close substi tutes for bank and building soc iet y 
de posits-no more than a reshuffli ng of funds between 
asse ts. with no pa rti cular implicati ons fo r infla tion. 
Evcn though the acceleration in M4 must have been 
consistent with changes in rates of return on d ifferent 
fi nanc ial assets and liabil iti es. it is nevert heless 
important to understand and expla in why those rates of 
retu rn have changed. The 1980s experience of financia l 
li berali sation demonstrated how banks could generate 
liqu idi ty if they thought tha t lending opport unit ies had 
improved. and a shift in rates of return in favou r of ba nk 
deposits may it se lf be a prec ursor of more buoyant 
corporate acti vi ty. fin anced in part by bank lend ing. 

There are three mai n facts to consider: the accelerati on 
in deposit s. the acce leration in c redit and the be haviour 
of the ba nking system. 

Broad mOIle." 

Broad money. M4. grew by 6.7% in the year to June. 
compared wi th 5.4% in the year to Marc h. In May. 
broad money growth reac hed the upper half of its 
3%- 9% moni toring range for the first time since 
September 199 1. Short-run measures suggest broad 
money has been increasing more rapidly in recent 
months. However. it s behav iour has been harder to 
interpret since Glaxo 's take-over of Wellcome at the e nd 
of March. whi ch infl ated both M4 depos its and bank and 
build ing soc iety lending. In particul ar. the fact that the 

( I) Unlc'! olllc,wi,c ., Ialed. ,dcrc ncc~ to b;Hl~ and building socielY lendi ng n clude 
tile effect of '>Cc unl"~tl on ~ ~nd loan tra",rc r~ . 
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take-over occurred at [he cnd of the month meant that 
G la xo and WeJlcome sharcho lder~ had insuffic ient time 
to reb .. lance their portfo l io~ bcfore the cnd -March daw 
were collec ted. A~ a rC !-> lIlt. the March money dl.lla were 
artificia ll y hi gh. The box on page 10 sllggesb that 
Wel lcome shareholdcr~ arc likely to have adj ustcd thcir 
port fo lios relati ve ly qui ckly. howeve r. and that there i<, 
liule reason to cxclude the deposi ts from the Glaxo 
take-over from the April and May M4 data. M4 grew at 
an annua l i ~ed rat c of 11 .30/1" in the three months 10 May. 
the strongest growth recorded since November 1990 and 
more than double that reco rded towards the end of 1994. 
A better guide to the growth of broad money in June i~ 
probably the four-Ill onth annua li sed rate. <I !-> 11 excluded 
the end -March data: thi ~ showed that M4 increased at 

10,4%. 

Empirical ev ide nce suggests th at the charac teristics of 
the demand for both mone y and credit vary according to 
the type of economic agent. so it i~ useful to split the 
agg regate M4 and bank and building soc iety lending data 
by sector. Chart 2. I shows th at the growth o f M4 
deposi ts by other fina ncial institUlions (O Fl s) has been 
rising since the cnd of 1992, but unt il recentl y thi~ ha~ 

been offse t by we.lk deposit growt h by the per<;ona l 
sec tor and by industrial and commercial companies. 

Consider the personal sec tor. The short -run growth rate 
of personal sector deposit s has been increas ing steadil y 
over the past ye.u· "nelthey picked lip by £5 .2 billion in 
1995 Q2. accounting for arou nd half the total increase in 
M4 deposi ts. However. th e increase in personal sector 
depos its in th e first quaner was boosted by a £3.3 bill ion 
cont ribut ion from un incorporated businesses-largely as 
a resu lt of the payments to Wellcome shareholders- so 
indi vi duals' depos it s give a beller guide to the 
underlying [rend . These have accelerated over the past 
year and rose by a fUl1her £6 billion ( 1.8%) in 
1995 Q2-a th ree-month annuali sed rate of 7 .2CJc. (They 
would have risen even fastcr had it not been fo r the fact 
that tbe data were co llec ted on a Friday. after people had 
withdrawn money from depos it accou nts for the 
weekend period.) 

The relati ve stabilit y o f the growth in personal sector 
deposits in the past suggests that [he recent acceleration 
should give added cause for concern. as it Illay anticipate 
an accelenltion in planned spending. But there are other 
reasons why deposi ts may ha ve increased. A onc-otT 
increase in indi vi duals ' deposit s could simpl y be the 
result of higher precautionary savi ngs in response to 
worsening employmcnt prospects find the downturn in 

, 
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Broad money and the 'Glaxo eITect' 

BrO:ld money play:- a key role in the monetary 
tran'llli"io n procc:-,:.. with an acceleration in broad 
money leading. other things being equal. 10 an 
inCI"I:a,c in the growth of nominal domestic demand. 
T he rcCCn1 acceleration in broad money has taken 
place. however. al Ihe same lime as Glaxo's lake-over 
of Wel1co mc inflated both siclc~ of banks' balance 
:- hccl~ by £5 'h billion. So should the 'Glaxo cffc!':!' be 
:.lrippcd OUI of the (alcu lat ion of bra:ld money 
growth ? 

Not ncccl>:-:Iril y. Although Wcllcome shareholders 
paid thei r proceeds from the lake-over into bank 
accounts on 3 1 March. d is tort ing the March cI,It:I. 
there i!'o no rC:I!>OI1 to suppose Ihal they d id 1101 

~ub!-ocqucnll y rcshufrre the ir portfolios fairl y quickl y. 

The table below presenls the flows o f retail deposit~
which tend to be made by smaller investors-and 
wholc:,ale deposib-which tend to be made by larger 
invcqors-to banks and building societies in recent 
month~. 11 ~hows that wholesale bank and building 
society deposi t ~ increased by £5.9 billion in March. 
be fore being redu,~ed by £ 1.1 billion in April. Thi ~ 

~ugges ls that most of the money paid by Glaxo to 
Wellcorne ~harc ho ldcrs was placed on wholesale 
deposit at the e nd of March. And given thal wholesale 
depo~ it s had risen by an average of morc than 
£1 billion a month in the preceding three months. it is 
likely that a significant proportion of the additional 
wholesale de posi ts were run down in Apri l- with 
some of them being lodged as retail deposits. 
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The incrcOIse in wholesale deposi ts in May cannot be 
explained by the G laxo take-over: if anything. if 
some of the former We llcomc shareholders with 
Glaxo payments on wholes'lle deposits were still 
adj usting. thi s would have depressed the net increase. 
Thi s is circumstantial evidence that the Glaxo money 
had already bcen ul1wound--or had been voluntarily 
lefl on deposit. And, indeed, this is what one would 
ex pect. given that around four rifths of WeJlcome 
shares were held by large institutional investors. who 

would tend to re.t llocate thcir portfolio holdings 
relati vely quick ly. 

Othcr evidencc supports this intcrpretation. 
Wholesalc dcposits fell strongly in thc middle of 
April. which may huve reflected the ten-day 
sell lement period for shares bought shortly after the 
G laxo takc-over by formcr WclJcorne shareholders. 
And retail deposits rose by £3.2 billion in April
doubh.: the average increase over the preceding six 
months-which could reflect Wclleome shareholders 
rei nvest ing funds in smaller packets of shares. 
wi th small slwreholders who sold the shares placing 
thei r proceeds on deposit. 

[n addition, former WelJcome shareholders may have 
bought more overseas securities. The data show that 
s terling deposits held by overseas non-banks increased 
by £2.3 bill ion in Apri l, a month in which they al so 
repaid (0.5 bill ion o f net sterling debt. suggest ing that 
~ter1ing may have been paid to fore ign shareholders in 
exchange for overseas securities. 

The fact that most of the shareholder money may have 
been unwound by Ihe c nd of May. or was voluntarily 
retained in retail deposits, suggests Ihat there is lillle 
cause fo r exclud ing the impact of the Glaxo take-over 
frOI11 the c nd-May M4 data. Nor will June M4 
deposit s Iwve been affected: however. the shorter-run 
growth rate which compares the level in June with thut 
in March will. of course. be distorted by the 
artificia ll y high figure recorded for March. So for 
June the four-month annualised rate is probably a 
beller measure of short-run growth than the 
three- mo nth annualised rate. 

On the other side of the balance sheet. the arguments 
for including or excluding the £3 'h billion increase in 
sterling bank lending resulting from the G laxo 
tuke-over are less clear. Accord ing to o ne 
interpretat ion. some of the lending was transitional
that is. money was borrowed from banks as a 
temporary measure until Glaxo had time to restructure 
its li .tbilities. There is ev idence that this is at least 
partly true: Glaxo issued bonds to the value of j ust 
under £ I billion in the second quarter, suggest ing that 
it was diversifyi ng away from bank borrowing. 
However. much of the increase in lending probably 
represented an increase in planned bank borrowing 
and not a disequilibrium. This suggests that the 
Glaxo-relOlted increase in credit should not be 
excluded from the data, although the intelllretation of 
the growth rate may be difficult for some months. 
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the hou ~ i ng markct. or a 'windfall gain' from the 2'k ri ... e 
in rca l pcr~onal di :-.posabJ e incomc in 1995 QI ("ee 
Sec ti on 3). II could al ... o bc it respon..,e to nues of return 
on bank depo:-. it:.: in 1995 0 2. around 70~ o f total 
deposits were held by indi vidual .. and unincorporated 
bus i nessc~. ~uggest ing there were con:-. iderable fund" at 
the personal scctor ':. di:.po"a l (..,ce Chart 2.2). The key 
rate of return facing the pcr~ona J :-.ec tor is the intere .. t 
rate on short-term dcpo:-.i t:-.. which is linked to the o fficia l 
base rat e: an i nc rea~c in UK ba .. c rate~ increa:.es the 
relati ve 'lI lrac ti vene:-.~ of deposit " in thc "hort run . 

Depos it :-. fro m industri al and commerci'll compaJll e~ 
(lCCs) ha ve been morc ~ ubducd . They rose by 
.£325 million (0.4 9'1") in the first quarter- they woul d 
have decli ned had it not been for the Glaxo take-over of 
We llcol11e: in the :-.econd quarter. deposi ts fell by 
£375 million. Although ICCs' deposits constitu te less 
than l5~ of total bank and bu ilding socie ty deposih. 
they are much more volat il e than the personal sector' s 
share. because large finns find it ea:-.ie r and cheaper than 
the persona l sector to :.witch between a"sets, In 
pa rticular. the corporate ~cctor holds a greater proporti on 
of its assets than doe~ the personal sector in the fo rm o f 
bonds and short-t erm market instrument s- such as 
Treasury bi ll s. commercial paper and CDs (see 
Chart 2.3). Dcspite the volatilit y of ICCs' depo~its . it is 
clear from Chart 2. 1 that their growth has been relat ive ly 
subdued over the past four years: Bank research ha~ 
shown that reducti ons in ICCs' deposits have in the past 
been assoc iated with lower planned inves tment.Ol 

Increases in depos its fro m other financial in stituti on~ 

(OFls) have been part icula rl y large recentl y. but they 
have fluctuated sharpl y in the pa~t. The growth of OFIs' 
deposits fell from a peuk of over 50'ff a year in the 
mid-1980s. and deposits fell in absolu te terms in 1991: 
deposits from OFls have since picked lip and increased 
at an annual rate of 15,2% in 1995 Q2. more than double 
the rate recordecl towards the end o f last year. There IS 

litt le reason to suppose that an increase in OFls' deposits 
represents an increase in their planned nominal spending. 
as the financial sector 's ho ldings of assets depend largely 
on relative rates of return . 

Cn'dif 

Bank and building socie ty lending has also increased 
rapidly. Comparing June w;th February-the month 
before the Glaxo take-over- it rose at a four-month 

(1 J s.~,· ~bld~n~. 1\ G .Hld ",tle). ,\1 S. ' ~ I "nC) .1' ;on lnJI(;<IOr". IJ",,~ 01 
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:lnnual ised rate 01'9.3%. The acceleralion in credit since 
November has been dri ven by strong corporate sector 
borrowing. Despitc Ihe rac t that the corporale sector 
accou nts ror on ly onc third of all credit advanced by 
banks and bu ild ing soc ieties. the pic k+up in ICCs' and 
OFIs' borrowi ng has more than compensated for the 
moderate growth of pcrsonal sector borrowing. Th is 
contrast between strong corporate demand for fund s and 
subdued persona l sector demand mirrors the 'dual 
cconomy" desc ri bed in Secti ons 3 and 5, 

Lending (0 the personal sec tor by banks and building 
soc icties has bcen relatively su bdued. It increascd by 
£6,2 billion ( 1.4%) in 1995 Q2 to stand at £440 bi llion. 
This comparcs with an increase of £6.8 bill ion (1 .6%) in 
1995 Q I. Chart 2.4 shows that. despite the slowdoWJl in 
1995 Q2, the growth of personal sector borrowing has 
been increasing since thc middle of 1993- although il is 
still much lower than in the latc 1980s. Within the 
personal sec tor. individual s account for around 90% of 
borrowing. and un incorporalcd businesses for the rest. 
Borrowing for house purchase (or secured agai nst 
housing)-which accoun ts for around 90% of 
indi viduals' borrow ing-rose by £4.4 bill ion in 
1995 Q2. compared wit h £4.8 billion in the firs t quarter: 
it stood at £355.2 bi ll ion in June. Consumer credit 
relll<lined al a high level in the second quarter: it rose by 
£1.3 bil lion. only sli ghtl y lower than the £1 .5 billion 
increase seen in the first quarter. 

A broader mcasurc of borrowing by the persona l sec tor. 
including Ihal from spec ial ist lenders as well as from 
b~lIlks and bui lding soc ieties. was also subdued. Tota l 
net personal borrowing increased by £2.0 billion (0.6%) 
in June. The threc+ month annualised rate of increase fell 
from 5.9% in March to 5.3%-the lowest rale of 
inc rease si nce September 1993. 

Industrial and commercial companies have sharply 
incre'lsed thei r borrowing. They stal1ed 10 increase their 
nct borrowing in the fourth quarter of I 994-after the 
first rise in base rates in Septcmber 1994: they had run 
down their debt over the previous two years. ICCs 
borrowed £2.4 bill ion in Ihe second quarte r of 1995, 
compared with £6.1 bil lion in 1995 QI . BUI Glaxo 
borrowed around £3 1h billion at the end of March and 
repaid a significant proportion of that debl in the second 
quarter. so the non-Glaxo demand for funds increased 
signifi cantl y. Chart 2.5 shows thatlCCs' borrowi ng has 
not been substituting for other forms of ex ternal 
financing. Bank research has shown that, in the past. 
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hi gher ICCs' borrowing has been linked with an increase 
in take-ove r ac ti vity. 

Lending to OFls increased rapidl y in the fourth quarter 
of 1994 and the first quarter o f 1995. and the 
twel ve- month growth rate more than doubled. from 
6.7% in 1994 Q3 to 1 -l .O%- in 1995 Q2. Some of the 
lending in 1995 QI was to securit ies dealers-a sector 
whose borrowing requi rements are highl y volatile-but 
there was negligible lending to ... ecu rities dealers in the 
second quarter. 

Ballkillg ,-"'{{,Ill 

There is some evidence that ove r the past couple of 
years banks ha ve becomc keener to lend money. One 
way of measuring competit ion fo r funds in the banking 
system is by exami ning bank spreads. In formation o n 
the spreads between loan and deposit rates offered to 
bank customcrs is not readi ly available. But Chart 2.6 
shows one measurc of loan spreads-the margin above 
Libor on syndicated loa n~ to large UK corporate 
borrowers. Although spreads we rc volatile in the mid-
1 980s. it is clear that they ha vc narrowed recentl y. Of 
course. these arc spreads on loans made by banks from a 
wide range of countri es. not just the United Kingdom. 
However. anecdotal evidence al so suggests that bank 
margins have been sqlleezed recent ly. The June CBI 
Financial Services Survey noted. for example. that 
margins had fall en further over the previolls three 
months. 

Banks ha ve al so <Itlemptcd to att ract more retail 
deposits- predominantl y from thc personal sector. 
Chart 2.7 shows the spread between wholesale deposit 
rates. whi ch are approximated by the three-month 
inte rbank rate. and ave rage retail deposit rates . Ove r the 
past six months. as retai l rates rose towards wholesale 
rates. the spread narrowed. after widening during the 
prevIous year. 

How can all these facts be explained? The evidence 
from the banking sec tor suggests that banks have 
become more willing to lend money-at least to large. 
cred it worth y customers-and have reduced the price of 
banking intermediation: at the same time. the quantity 
of credit advanced to the corporate sector has increased. 
The increase in OFls' deposit s at banks and building 
societies in the first quarter might be explained by banks 
bidding for wholesa le deposits to fund strong corporate 
borrowing. 

'-' 



The implications for infl ation will depend on whether 
the acceleration in credit wi ll be sustained and how the 
depos its built up at banks and building soc ieties over the 
past s ix months will be used. Since OFls tend to move 
wealt h bctween assets wi th litt le effect on the real 
economy. future credit growth will depend in part icular 
on why ICCs arc de mand ing more credit. There are two 
mai n possibi lit ies. It could be that lCCs have become 
more optim istic abou t economic prospects and ha ve 
sought fu nds for investment or take-over acti vity. Bu t it 
cou ld be that. on th e cont rary. ICCs borrowed to fin ance 
stocks whi ch ha ve becn bu ilt up as a result of weaker 
tha ll ex pected demand (sec Section 3). If so, the demand 
fo r credit wil l fall as output is cut back and stocks are 
allowed to run dow n. 

Each intcrpretation has its own impl ications for the 
behaviour of deposi ts. OFls could in theory use all their 
depos its to repay debt. which would ha ve no impact on 
aggregate dcmand-or could lIse them to invest in other 
assets, such as equi ties and bonds. which would be the 
case if. for instance. the increase in depos its were merely 
due to capital rest ructuri ng. And personal sector 
deposi ts may not lead to higher nominal spending if 
indi viduals choose to repay debt or are contenl to hold 
higher deposi ts as precautionary savings. But strong 
corporate sec tor acti vit y dri ven by ICCs' demand for 
credit- if it were to continue-would suggest that banks 
will be successfu l in attracting futu re deposit s and 
nominal spending wi ll increase . 

Di\ 'isi(/ II/(JI/{' r 

One way of assessing whether or not an increase in 
money growt h is related to nomina l spending-either 
now or in the near future-is to consider Divisia money. 
In the Divisia index. each component of money is 
weighted according to an esti mate of the transaction 
services it provides. and so it corrects other measures for 
changes in rates of return . The estimate is proportional 
to the difference between the rate of interest it offers and 
the return on a benchmark asset that is assumed to offer 
no transaction services. on the grounds that asset-holders 
are wi ll ing to forego intercst as the price for 'buying ' 
these scrvices. So, if Di visia money increases, this is 
likely to signal a rise in planned spending-either by the 
personal or the corporate sector. 

The Bank 's Di visia index rose at an ann ual ised rate of 
6.5% in 1995 Q2. As with deposit and credi t data. 
however, it is more inform at ive if Divisia is split by 



sector. Persona l sec tor Oivisia money increased sharpl y 
in the second qU;lrtcr- by 5.9% on an annuali sed basis. 
the highest rate since 1990 Q2. And growth in 1995 Q I 
has been revised up to 5. 1 %-although th is was d istorted 
by Glaxo effects. Corporate sector Divis ia money has 
also increased sharply re lati ve 10 1 99~ : it grew at an 
annualised rate of 8. 1 % in 1995 Q2. much faste r than in 
the second half of last year. 

In practice. Oiv isia money need not be an acc urate gu ide 
to future infl at ion if increased holdings of some non-M4 
assets. such as Treasu ry bill s. arc followed by higher 
transactions. 

Narrow 1/101/(' \ ' 

Twelve- Illonth MO growth slowed from 6.3% in April to 
5.7% in July. but it rcmained outside its O%---l% 
monitoring range. On a three- Illonth annuali sed basis. 
MO growth was 3.2% in Jul y. down from 8.00/e in April. 
Part of the slowdown was the result o f a drop in bankers' 
balances in May. Although notes and coin constitute 
more than 99% o f MO. the high vOlatility o f bankers' 
ba lances-which arc de termined by day-to-day 
development s in the money market- means they 
contribute d isproporti onately to the monthl y variation of 
narrow money. Notes and coin prov ide a better guide to 
the underlying increase in narrow money. T he growth of 
notes and coin in c irc ul ati on conti nued to increase 
sharpl y 011 short-run measures. suggestin g th at the 
demand for narrow money has picked up. On a 
three-mon th annual ised basis. notes and coin increased at 
a rate of 7.1 % in July. up from 6.1 % in April. 

In the past. narrow money- in particular notes and 
coin-has been a good statisticallcading ind icator of 
futu re inflat ion. probably because it can be a good 
measure of consumer spending. The demand for narrow 
money depends not only on desired transact ions bUlalso 
on the opportun ity cost of holding cash. This 
opportun ity cost is ca ptured reasonably accuratel y by the 
bank deposi t rate. which is linked to the UK base ratc . 
And much of the behaviour of narrow money over the 
past 18 months cou ld be exp lained by the changes in 
short-term inte rest rates. The cu ts in interest rates 
between September 1992 and February 1994 pushed the 
rate of growth of notes and coin up to a peak of 8.2% on 
a three- month annualised basis in January 1994. As the 
effec t of lower i11\e rest r;ltes began \0 wear o ff. the rat e 
of increase of notes and co in slowed to reach a trough of 
3.5% in January 1995. The recent faster growth of 
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narrow money is more difficult to explain. Notes and 
coin ha\lc accelcrated since the beg inning of 1995. a 
time whcn Ihe opport unit y cosl of holdi ng cash has been 
nSl1lg. 

Notes and coin grew by 0.8% in May- Ihe slrongest 
one-month rise for a lmost a year- but by a more modesl 
0,3% in June and 0.6% in Jul y. This need not suggest 
that consumers' nominal demand is inc reasing. if the 
re lationship between cash in circulation and tota l 
consumer spendi ng hus cha nged recent ly-perhaps as a 
res ult of the int roductio n of the Nationa l Lotte ry. Since 
Nati ona l LOlle ry sa les (It'C predominantly cash-financed. 
morc cash wi ll be he ld for any given level of tota l 
consumer spend ing. (The average tra nsaction is worth 
onl y £2. 15. accordi ng to Camelol. suggesting that tickets 
would normall y be bought wit h cash,) It is possib le 10 

make a rough estimate of the Nationa l Loltery's impact 
on notes and coin growt h. If ticket sales were fi nanced 
from sav ings. and nOles and coin changed hands arou nd 
oncc a monlh . excluding National Lottery ticke t sales 
wou ld IHI I\'e the six-month ann ualised growth rate of 
notes and coin or 6.6%. Since ticke ts will not be wholly 
fi nanced rrom savings. and notes and coin may turn over 
faster than once a monlh . thi s is an overestimate or the 
impacl of the LOllery: as such. it rcpresents an ex treme 
Case. 

There arc two other reasons why the increase in narrow 
money growth is probably not a strong signa l of fut ure 
inf],lIioll, Firi'O l, any spendi ng on National Lottery tic kets 
will pu t few press ures on resources and, therefore. havc 
fewer impl ications for inflation Ihall other rorms of 
consumer spending. Second, it Illay also be the case thal 
a reduction in infl ation expec tations has lowered the rate 
at wh ich nOles and coin cha nge hands. increasing 
me<lsll red money growth wi th no impl icati on ror ruture 
prices-in other words. there may have been a long- run 
shi rt in the I'e/ocity o f narrow money. In such 
circumstances. the increase in narrow money growlh is 
probably not a slrong s ignal of rut ure infla ti on. 

2.2 Interest rates and exchange rates 

Since Ihe May ReporT. ofricial UK interest rates have 
remained unchanged at 6.75%, the US authori ti es have 
clll the fede ra l funds rate by 0.25 percen tage points and 
Japan has cased its mo ney- market rates. France has Cll t 

its 5- 10 day repo mte by 50 bas is point s, and Sweden 
and lIa ly have lighlened mo netary policy (see 
Tab le 2.B). Chart 2.8 shows some of the inlerest rates 



Cha rt 2. 111 
S lcrlill l! i nl~r~' 1 ra lt·, ~' I'~l"I:l l iHll' ,. 

" " . , 

Cha1'12.1t 
Implied I'or\\:lrd illl l' r l",1 rail" 

',<" ... · , 

· , 

· . 
-, 

, " . i ~ 
% 

,,<,,- ,. , ....... .: .. p.. 

-. r-------------',·,,"·'"' -- " 
• \1.) 

- " 
;'~'~'.":::~=-=-=--

_ H 

L m,<J ).IM<, 

- " 
- " 
- b" 

- « 

Ol:o' c' ., -';' *'",.,.,-,~,!;-'--, ., "'"'-!' ''' .'.'~' 0' ., "' ",",.,-,J ~g 
,..... ZfXJi' (I' "i ,. 

\ ' • .u 

Ch ~u' l 2.12 
E\ pCl"lcd rcal intcrc,1 ralt" '" 

· " 

- .. 
- .. 
- " 

· '" 
- .'1 

l '. 1"'H ''' '' '!''!!!!!!'!!''!!!!!!''!'!'' 'H' J ~o 
l'I'Il '" '" ~, 

'" I\"c,~. "'""" ",, ' '"',,"" "If' "i'<',,,J "", 'h< .. " If" )"". """"d ,,,,"' th< "" )1<'" '""" """l ,"" s,,",' .. ! """n"" • 
](1.01» """'"I"m,.-

paid by diffe rent borrower:-- or u<,cd a<, a ba:--i<, for 
ca lcu lating their borrowing co~i<,. 

Three-month interc<,t ra te~ in the United Kingdom fell 
s li ghtly from 6.94 ck on 4 May to 6.8 1 o/r on 28 Jul y: but 
~h() rt-Ierm inle rc<,t ratc<, in othcr major cou ntrie~ al,o 
fell. Chart 2.9 ~how~ that a ... a result the intcre~1 rate 
different i,,1 bctween thc United Kingdom and i l ~ Irading 
partner~ ha~ i nc rc<l~ed . 

Fu tures markel~ ha ve continued to rcvi se down th eir 
cxpcctation~ of UK int erc~ t rate~ over the next nine 
mon ths, Rat es on Ll FFt:. ·~ Deccmber con tracl fcll from 
7.9091 on ... May to 6.98% on 28 Jul y. while tho~e on the 
Marc h 1996 contrac t fe ll from 8. 11 o/r on -4 Ma y 10 7. 11 £X 
on 28 July (~ee Chart 2.10). 

To look al de\!clopment~ ove r thc longer te rlll. the Bank 
has constructed yield curvc ... for the other G7 countries 
using the Svensson technique. which i:-- curremly applied 
to the Uniled Kingdom. The new yie ld cu rve, are u,eful 
for international compa rbon ~. ~i nce they take account of 
institutiona l differences between count rie~. ~uch:l ... Ihe 
method used for calcu lating accrued interest. Chart 2.11 
compares the fined yield curve ... in the United Slate, and 
the Uni ted Kingdom on ... Ma y and 28 Ju ly: it ~ho\\.s Ihal 
while US bond y ield~ fell at every malurit y. short yi eld, 
were down in the United Kingdo m. but longer yields 
rose . 

These mo ve ments wer~ also reflected in the lInadjll stcd 
ten- year bond data. Although government long bond 
yie lds fe ll signifi cantl y in the United Kingdom between 
the beginning of 1995 and lh~ beginning of May. Ihey 
fell further in the United State:-. Japa n and Canada. 
Since then. however. yields ha ve ri~en in the United 
Kingdom and Germany. whi le they have remai ned low in 
the Un ited States. As a result. UK ten-year bond y i e ld~ 

were down onl y three basis poinb be twee n ... May and 
28 July. T he differen tial between German and UK 
ten-year bond yields increascd from 131 basis poinb on 
... May to 146 basi s poi nts on 28 Ju ly. while the 
dirferentia l be twee n UK and US bonds widened from 
139 to 176 basis poin ts. 

The decli ne in UK yic lds can be decomposed into the 
Changes in expec ted real in terest rates and in expected 
inflat ion. Chart 2. 12 shows that the average real interest 
rate ex pected over the fo ll owi ng tell years fell 
significant ly after ... Ma y. but the dec li ne was a lmost 
completely reversed by 28 Jul y. 

" 
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Ten-year inflat ion ex pec tat ions are relevant when 
anal ysi ng market participants' view of the likely va lue of 
Ihe exchange rate in ten years' time. AI the lime of the 
May Reporl, there had been little pick-up in inflalion 
expectat ions in the gi lt market. Since then. however. 
long-te rm inflation expectations ha ve increased sharply. 
Impl ied ten-year forward inflat ion rates rose from 4 .36% 
on 4 May 10 4 .94% on 28 July. The average inflat ion 
rate expec ted over the nex t ten years increased from 
4.50% to 4.58%. 

The depreciation noted in the May Report has not been 
reversed. Ste rling fcll sli ghtly between 4 May and 
28 July. On a trade-weighted basis. it declined from 84.4 
to 83.4 (see Chart 2.13). and was 6.3% lower on 28 July 
than on 24 January, when the depreciation staned. 

As exp lained in the May Reporl, there is no mechanical 
link betwee n a fa ll in the exchange rate and inflation in 
the long run. The impact on prices will depend on why 
the exchange rate has fa ll en. (Section 5 discusses the 
short-run impact on prices,) The May Reporl concluded 
that there was liu le reason to suppose that the decl ine 
would be reversed quickly. Chart 2. I 4 shows the 
exchange rate paths cx pected over the following ten 
years on 4 May and 28 July. It illustrates how market 
participan ts revised down their view of stcrling's li kely 
future path . It shows that between 4 May and 28 July 
market partic ipants came to believe that the pound wou ld 
depreciate a litt le faster over the nexltcn years than they 
had prev iously anti c ipated. This is consistent with a 
bel ief among market partici pants that the stance of 
monetary pol icy had eased. 

2.3 Summary 

The accelerat ion in broad money since the May Repol"f 
cannot be attributed merely to Glaxo's take-over of 
Wellcome, or to a rise in the relative return on deposit 
accoun ts. Credit has continued to rise strongly. with the 
increase in bank and building society lending to ICCs 
more than offsetting a slight weakening in lending to the 
personal sector. Banks have probably squeezed their 
margins ove r the past two years, in order to increase the 
supply of credit. The impact all in flation will depend on 
whether the acceleration in broad money pers ists. In the 
short rU Il , thi s will depend on whet her prospects in the 
corporate sec tor have improved and ICCs are borrowing 
to fund in ves tment and take-over activ ity. or whether 
ICCs arc borrowing to fi nance involu ntary 



stockbu ildi ng. The dcm;:lIld for notes and co in in 
circu lation has incrca!-ed strongly. But much of the 
increase Illay be accoll lHed for by specia l factors. and 
there fore may not presage future inflat ion. 

" 
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Demand and supply 

3.1 Total demand 

The UK economy grew by an estimated 0.6% in the 
second quarter. compared wil h 0.7% in the fi rst. In the 
year to the second quarter. GDP rose by 2.9%, As 
Chart 3.1 shows. quarterly growth was lower in the first 
half of thi s year than in 1110St of 1994; the profile was 
similar for non-oil GDP. which rose by 0.7% in the 
second quarter. compared with 0.6% in the first. S ince 
the May Report. rev isions have raised esti mated growth 
in the third quarter of last year by 0.1 percentage point 
and lowered it by the same amount in both the fourth 
and first quarte rs. 

Nominal GDP rose by 0.6% in the first quarter and was 
4.5% hi gher th an in the sa me period last year. Over the 
past 40 years. real GDP has g rown. on average, by 
2%-21/,% a year. With the inflation target of 2 '/:% or 
less. this suggests that nomi nal GDP shou ld rise by 
around 5% a year over the long ru n: in the first quarter. 
it was growing at be low that rate. 

3.2 Domestic demand 

Domestic dema nd fell sharpl y in the first quarter, and 
GDP growth was entirely accoun ted for by the strength 
of net externa l demand. (Table 3.A shows recent 
contributions to GD P growt h. A full breakdown ofGDP 
is not yet available for Q2.) The e rratic pattern of 
domestic demand in the fourth and first quarters (shown 
in C hart 3.2) is ex plained mainl y by high spendi ng by 
UK residents abroad in the fourth quarter (particularl y in 
Decem ber) and also by the strength of stoc kbu ild ing in 
Q4. Exc ludi ng stocks- wh ich incorporated a large 
a lignme nt adj ustment in Q4---domestic demand was 
roughly fl at in the first quarter. Because of the e rratic 
profi le of stoc kbuild ing and tou rist spendi ng at the turn 
of the year, it is better to look at the fO llrth and fi rst 
quarters together: Table 3.B shows that the six- month 
growth rate of domest ic demand slowed in the second 
ha lf of last year, bu t si nce then has been broad ly fl at. 

Per.lO//o! seclOr demllNd 

Consu mption fell by 0.1 % in 1995 QI. its first quarterly 
fa ll since the recovery in GO? began three years earli er. 
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Spendi ng ro~c ~I ron g l y in the fourth quarter (dri ven by 
unusuall y hi gh touri~ t cxpcnd ilUrc). "0 "orne fall in 
growth was probab ly to be ex peelcd in thc fir ... t part of 
th is year. But growth rate ... avcraged o,cr a longer 
period ha vc ab o fa llcn: tak ing the fou r quartcr ... to Q] . 
con~ lIrner ~ pc nding ro ... e by an averagc of 0 .5'« a quarter. 
compared with 0.89:- in the four quarte r ... to 1994 Ql . 

Consumption accounb fo r about two third~ of GD P: if 
growth in consumpt ion ~ l owed ~ i gn ificanlly. it would 
therefore h,l\'C important con ~eq uence~ for th e economic 
outlook. Table 3.C ~how!-> IIHII co n~umption growth wa~ 
broadly based in 1993 and 1994. But growth in durab le 
goods spend ing. which tend ~ 10 flu ctuate more than 
other types of conMlmption. fe l] throughoul 199-l and in 
1995 Q I. Spending on non-durable good~ wa~ aho 
weak in the fourth and fir~ t quarters. The fall in housing 
market acti vi lY probably affected spending on 
housing-related good ~. And increa!->c:;. in taxalion from 
April I 99-l. and fu rt her ri ses from April oflhis )ear. may 
also have slowed con~um pti on gro\\ th . 

Subdued con~llmpt ion of goods in the first quarter wa~ 
consistent with the fa ll in rClai l sales \'olullle~, but it 
contrasted wi th a ri:-.c in real per~onal di spo ... able income 
of nearl y 2%. Nominal income from employment rose 
by 1.5% in QI whil e the re~ 1 o f pre-tax persona l income 
rose by 3.2%-including a sharp. though by no mean:;. 
unprecedented. ri se in in ve~tmc n t income. Because 
consumption fe ll and income rosc. the saving ratio. 
which fe ll last year. increased by 1.8 percentage points 
in QI. to 10.6%. 

Spending on services fe ll in the first quarter. Thi s 
reflected the fall in UK residenb· spending abroad from 
its high at the end of 1994: spending on the rest of 
services increased. The strength o f the latter accord:. 
with the strong growth in service-sector Olllpul. which 
probably reflec ted both personal and corporate sector 
acti vity. 

Retail sales rose by O.49c in the second quarter of 1995. 
suggesting that consumption Illay have recovered (re tail 
sales account fo r around 40% o f consumption ). And the 
strong growth of consumer credi t in Q2 (see Section 2) 
also suggests a slronger outlook. BUI the main 
components of retail sal es reve,tl an int erestin~ 
di vergence. as Chart 3.3 shows. In the second~quarter. 
the vo lume of hOllsehold-good and other non-food sales 
(mainl y by small traders, such as newsagents and 
chemists) were lower than a year earli er. Thc weakness 
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of household-good sa les is consistent with relati vely 
subdued consumer confidence and lower hOllsing 
turnover, and supports the view that consumers remai n 
hi ghl y price-sens itive, await ing the summer sales berore 
buying bigger-ticket household goods. 

The new car market al so ill ustrates the re luctance or 
consu lllers to buy ex pensive items. New private 
passenger car reg istrations were around 7% lower in the 
rirst six months or this year than in the same period or 
1994. whil e anecdotal ev idence suggests that sales or 
nearl y-new cars were strong. This contrast, however, is 
typica l of periods of weak domesti c dema nd. (A box in 
the May Rl'I)()/"f rev iewed recent deve lopments in the 
UK vehide industry.) Lower fal ls in unemployment. 
and fla t employment in the rirst haIr of thi s year. help to 
explai n consumers' price sensitivity and spending 
cau tion. 

HOII\ill8 markef 

Taken together. hous ing market activity, lending and 
price d:lla suggest that the demand ror housing 
weakened in the rirst ha lf of this year. Housing 
turnover. as measured by particulars deli vered. fe ll in the 
first and second quarters. Pri vate-sector housing starts. 
shown in Chart 3.4, fell by around 3% between the three 
months ending in May and the prev ious three. Chart 3,5 
shows that house prices fell in each month of the second 
quarte r. according to the Halifax Building Society's 
index. Bank and buildi ng soc iety new lending fo r house 
purchase rose in May. bu t was still lower tha n in 
December. 

Two cyc lica l factors help to ex plain the downturn in the 
housing market in the rirst half of the year. Fi rst. the 
increase in official interest rates of I '/! percentage poi nts 
since September I 994-and concern about poss ible 
further increases-probably affec ted the housing market 
adversely. Between September 1994 and Jul y 1995. 
variable mortgage rates rose by about half as much as 
base rates, as lenders attempted to cushion the impact on 
mortgage lending. The ri se in long-term interest rates 
rrom earl y 1994. and subsequen t increases in the fixed 
rates charged for mortgages, may also ha ve reduced the 
demand fo r housing, though fixed rates ror mortgages 
reil a littl e in June and July. Second. slower growt h of 
labour demand in the first ha lf of the year (and the 
secular trend toward more part-time and short- term 
con tract working) probab ly reduced confide nce about 
employment prospec ts. 
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The housing market is probably still adjusting 10 the 
shocks it bas suffe red. slIch as cha nges to the tax 
treatment of interest pay ment,>, reductions in income 
SlIPPOrt fo r ho meowners (10 take effect later thi s year), 
and a re-eva luat ion of [he risks of investing in housing. 
An environment of lower actu al and expected inflation 
means that the demand for housing as an infl ation hedge 
wi ll al so be reduced . An art icle on pages 260-69 of the 
August QI/(lrlerly Bullerill deve lops some of these 
themes in more detai l. 

Corporale sect()r deI/Wild 

Gross investmerll fe ll by 0.2% in the first quarter: as 
Chart 3.6 shows. business investment has been subdued 
during the recovery. By the first quarter. it had fa ll en. 
compared wi th a rise at the same poin t in the previous 
two recoveries. Thi s profi le partl y reflects low 
investment by utilities and min ing companies (which had 
invested strongly before the trough of the recess ion). 
But although investmen t by the rest of the business 
sector grew. by the first quarter it had risen by much less 
than in the previolls recovery-and by less than 
in vestment in the United States at the same point in the 
recovery there. Manufac turi ng investment. which rose 
last year. fe ll in the first quarter. 

The relat ive weakness of business investme nt contrasts 
wit h the signifi cant strengthening of corporale sector 
balance sheets over the past th ree years (see Chart 3.7) . 
as companies used ri sing profits to payoff ex isti ng debt. 
Firms' income and capital gea ring probably stopped 
fall ing last year. In the fourth quarter of 1994. ICes 
were net bank borrowers for the fi rst time in about three 
years (see Section 2): they continued to bOITOW in the 
fi rst hal f of this year. The buoyancy of UK equity 
prices. shown in Chart 3.8. probably re fl ects the fa ll in 
real interest rates earlier this year (which pushed up the 
price of index- lin ked gil ts) and in the real exchange rate, 
but also suggests some market confidence in the outlook 
for corporate profi ts (though there might also have been 
a change in the risk premium in holdi ng equities relat ive 
to bonds). 

This increase in corporate borrowing, which 
accompanied high industrial capac it y uti lisal ion. may 
foreshadow an increase in investment. The C BI Survey 
in July. for instance. showed that over the previous year 
the need \0 ex pand capacit y had become a more 
important reason for prospec tive investment. It al so 
reported a balance of 17% of firm s expecting to increase 



Stock cycles 

A I-.~y factor affecting the fu ture of lhe UK 
n..'covery wi ll be whether companic); will want la 
ll1ainwin Ihe ~toch built lip in recent quarters. [I' 
firm~ deliberately incrca .... cd ~ tocks 10 meet rising 
demand and their confidence is j usti l1ed. ou tput 
\\ ill grow quic kly. augmented by stockbui ld ing: 
if not. and .,lock ... have bui lt up as a result of 
\\ caker thall expected dcm;tnd. companies may 
reduce output over Ihe rcst of thi ... year-indeed. 
the recetH s lowdown in the United States h:l S been 
al!ribu lCd 10 the unwi nding of jus I such a ' stock 
cycle' . 

Although the evidence on ... wck s is com plicated 
b) the 'alignment adjustlllent' to (he national 
accounts which is incl uded in lhe CSO's est imate 
of .... (ock build ing. it i ... clear lhal slocks have 
int:rcased sharpl y. Accord ing 10 the nati onal 
accou lU ~. s t ock.~ increased by £0.8 billion (at 1990 
pri ces) in the first quarter of 1995 following a ri sc 
or £1,..1. bil lion in 1994 Q4. Figures excluding the 
alignment adjustment :-. how that stocks grew by 
around '1:% orG DP a quarter throughout 1994 
andin 1995QI. 

Stock!. me probably le~~ important to fi rms now 
than in the 1970s and I 980:-.- the ratio of stocks 
to output has fallen s ince about 1980. perhaps 
because of improvemcnts to in ve nto ry control. 
such as just-in-ti mc production and delivery. BUI 

by the first quarter of 1995. s tockbuilding had . on 
average. made about the same contribution to 
GD P growth as it did in the previous two 
recoveries. as the table shows. 
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The chan shows how stock-output ratios in 
manufaclUring and retail ing had increased by the 
end of the first quarter. Un like the national 
account s data, they record physical increases in 
~Ioc ks only. and do not include a li gnment 
adjustments. Some of the stockbuilding of 
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materials and fuel s may have been volun tary. 
reflecti ng precau tion against supply and price 
pressures at the early stages o f the production 
chain. But some o flhe rise in manufacturers ' 
finished goods and retail stocks was probably 
in vol untary. as domestic demand turned oul 
weaker than expected. The July CBI Survey 
showed that manufacturers' stocks had ri sen by 
more than expected in the previous four months 
and that they ex pccted 10 cut stocks in the 
fol low ing four-also suggesting in voluntary 
stoc kbuilding in the first hal f of the year. 

In all or the Olher Group o f Seven (G7) countries. 
slock building contri buted 10 GDP growth last 
year. Th is may have bee n largely vol untary 
because of ex pectations or ri sing demand. But in 
the United States. some of thi s year' s 
stockbui ld ing was probably involuntary. as in the 
United Kingdom. US industrial production 
growth weakened in the Ilrst hal f of this year. but 
stocks rose in Q I probably because domestic 
dema nd growth weakened by more than expected . 
In the second quarter. US firm s built up fewer 
stoc ks. while industrial produclion fell and 
consumption of goods rose-so firms may have 
been reducing the stock overhang which had built 
up in QI. 

It is possible thm a s im ilar temporary 'i nventory 
correction ' will also aITectthe Uni ted Kingdom. 
and therefore the profile of G DP. There is also a 
risk that temporary destock ing mighl provoke a 
more general and prolo nged slowdown in the 
second half of thi s year. 
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i n ve~tll1ent in plant and mac hincry over the coming 
twelve month:-.. compared with 6lk a year earlier. 
Neverthe l e~:-.. it :-.howcd that uncertainty about future 
demand wa~ ~Iill an import<tnt fac tor lim iting capital 
:-.pending (~ec Chart 3.9). Fore ign demand remained 
strong in the fir:-. t quarter. but ftrm .. may be more 
reluc tant to i ncrea~c in ve<"( mcnt if dome,tic demand i .... 
much wca ker (particularl y becau!>e export .... are more 
volati le than domc:-.tic dema nd): thc outlook fo r 
overseaS dcma nd (partic ul arl y fro lll the United State~) 
becam c le:-.s ce rtain in Q2 . 

Slod../Jltildlllg 

Firms continucd to bu ild up :-. tocb in thc fir .. , quarter. 
But because c:-.t imated :-.tockbuilding wa ... cven hi gher in 
the fourth quarte r of la:-. t year. the contribution of .... tock ... 
to growth wa:-. negati ve in 1995 Q I. Stockbuilding i .... the 
most vo latil e component of dome ... tic demand: in the 
fourth quarter. it abo includcd a large 'a lignment 
adjustme nt '. ' I I Excluding the al ignmcnt adju~tment. 
stockbuilding fell by Illuch le ~:-. in the first qual1er. The 
box on page 24 looh at :-. tock cycle .. in more detail. and 
assesses the impl ications of the high !o. tockbuilding in 
1994 and the fir:-.t quarter o f 1995. It conclude ... that 
there may be :-.o me de:-.toc king over the re:-.t o f the) ear. 
affecting the profil e o f GD P, and that thi !. could lead to a 
more ge neral slowdown in the ~ccond half of til i, year. 

Pllhli(' se('for d('J/Ullld 

In the first quarter. government spend ing fe ll by 0.2 0/c. 
Public-sector i nve~tlllen t (whi ch, toge ther with general 
government consumption, make~ up government 
spending ) a lso fe ll : it had ri~en !> trongly in the .. eco nd 
half of last year. In 1994. govern ment spending rose by 
2.6%, contributi ng about a fifth of the rise in GDP
more than the contribution of net ex ternal demand ("CC 

Table 3.A). In 1993/94 and 1994/95, general 
gove rnmen t spending (as a percentage of GDP. 
exclud ing privatisati on receipts) wns less than ori2i nal 
Budget prOjections. ~ 

3.3 Net external trade 

Net ex ternal trade nccoullted for all of the rise in GDP in 
the first quarter. The volume of goods and serv ices 
ex port s rose by 0.8%. whi le import vo lumes fell very 
sharpl y. The latter largely reflec ted a fa ll in import s of 
services as fewer UK residen ts travell ed abroad. 

\ I ) Ah)!nmcnl a<lJI"'lIlcnh c,"u,"" Ih~1 nrcn<lllur,· .",<1 InCum~ Il\c·:"UfC' <,' 
GI)!' C\lUllllhc OU IPUI mc,o-lIre For furlher detatk 'cc lhe b,,~ on 
pa~c 2-1 uflhc ,\Ia) R'·p"rr. 
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Despite the strengt h of net ex ternal trade, the current 
account defic it- at 0.2% of GDP in the fi rst quarter
was broadly unchanged from Q4. As Table 3.0 shows. 
Ihe visible lrade deficit fcll by around £1 bi llion in the 
first quarter, although thi s was large ly the result of 
cha nges in trade in oi l. precious stones and aircraft. The 
in visibles surplus fel l: hi gher net recc ipts for services 
were offset by lower net in vestment income and a bigger 
deficit on tmnsfers. 

The sharp improvement in net external trade in the first 
quarte r refl ected both the strength of overseas demand 
rela tive to domestic dema nd and the effects of past 
improvemen ts in price competit iveness brought about by 
exc hange rate deprec iation. [n the first quarter. UK 
domestic demand fel l. con trasting with a rise in the rest 
of the G7 coun tries. But there has been increased 
concern si nce the May Report that growth in the rest of 
the world will slow sharply. affec ting UK net extemal 
demand adversel y. as a result of a previous ly unex pected 
slowdown in the United States. Consistent with this 
view, non-oil ex port volumes (to non-EU countries) fell 
in the second quarter. 

US GDP rose by 0.7% in the fi rst quarte r (compared 
with 1.2% in Q4), and by 0.1 % in the second. In Japan, 
GD P rose by 0.1 % in the first quarter. after a large fall in 
thc fourth . However. there is less evidence that 
European growth slowed in the first part of the year: in 
France. Italy and Spain . GDP in QI rose by more than 
most commentators had expected. And it is probable 
that US demand will ri se in the second half of the year. 
as the effect of lower long- term inte rest rates and high 
bus iness in vestment feed throu gh. Some forecasters 
have rev ised dow n thei r projections fo r world growth. 
but the OECD's June Ecol/omic Dill/oak projected that 
EU GO? growth wou ld rise to 3% this year. similar to 
its December projections. Overa ll. although the 
probabilit y that world growth will be significan tl y 
weaker for the rest of this year has increased-
reducing the strength of UK net external demand and of 
morc widespread world inflation pressures-it is still 
low. 

The UK rea l exchange rate. which fell sharply in 1992 . 
a lso deprec iated in the fi rst half of this year. Chart 3.10 
shows measures of real exchange rates based on relative 
consumer prices. The strength of ex port volume growth 
and of surveys of export orders suggests that UK 
exporters have benefited from improved price 
competit iveness brought abou t by depreciation of the 
nomina l exc hange rate . 
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The strength of cx port<-. over the past two or three year .. 
has led to suggeMion<; that the United Kin gdom 's trade 
performance may ha ve improved permanently-perhap .. 
as a result of earli er inward in vestment or hig her 
productiv it y. But the ri se in ex port volu mes last year 
was not unprecedented and. by the fi r..,t quarter. the 
cont ribution o f net exports to thi s recovery was less th an 
in the 1970 .... recovery (though hi gher than in the 1980,). 
And accordi ng to the OECJ), the Uni ted Kingdom's share 
of world export values. at 5tfr in 1 99-L was about th e 
same 'IS fi ve ye(lr:.. carli er. It i!-. difficult to explain the 
risc in ex port volume:.. in 1994 so lely by the strength of 
world demand and improved UK price compctiti vene..,:... 
But whil c hi ghcr i nvc:.. t l11ent- or other non-pri ce 
improvements- may IHl ve played a role. it is 100 early 10 

conclude that UK trade performance ha ... improved 
fu ndamelllall y.ll. 

3.4 Output 

Output rose by 0,6'* in the second quartc r. Non-oil 
out put rme O. 7tK . compared with average quarte rl y 
growth of Ilk in 1994, Manufacturing ou tput was 
broadly flat in the first fi ve months of the year. 
compared with a ri se of around I'/S, in ser\, icc-<;ector 
outpu t in the fi rst ha lf o f the year. 

[n the first three quarters of I 99 .. L the output of 
production ind ustri es ro:-.e more strongl y than 
service-sector output (see Chart 3. 11 ): its recent 
weak ness may be a response to weaker than expectecl 
domestic dcma nd. Supporti ng thi s view. Chart 3.12 
shows how the growth in spending 0 11 goods slowed in 
1 99~ and the first qua rter of 1995, while growth in 
OLL tput of goods fe ll by less. 

The grow th in serv ice-sector output in the first quarter 
was broad ly based. Chart 3. 13 ~hows that ou tput in the 
transport and communication industri es gre w 
particularl y strongly frommid-1993. These service~ arc 
complementary to tradab le goods: business spending on 
transport and communicati on may have increased in 
response to the strength of industrial product ion and 
export demand. So the diverge nce between strong. 
ex ports and weak domest ic demand can affect the 
serv ices sector as we ll as manufacturing. Buoyant 
spend ing on corporate serv ices probably also reflec ted 
ex pectat ions of relative ly strong corporate demand. 
following the post-recession improvement in business 
pro fitabil ity. High growth in service-sector ou tput al so 

(\) An "rlid .. on p.,g.~' 2B-J 1 \,1 111l' '\lIgu'l \994 QI«tr/,'r/\ {J"II"lIIl 
dc'cnhcd ~nd .l,'c"cd lung,rlln dc,c\"!ltl\~n" U\ UK Ir~de '" ",,,re del~'l 
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accordcd wit h the British Chambers of Commerce 
(BCC) Survey. whic h ~howed that confidence and orders 
remained st rong in the sec tor in Q I. although they fe ll in 
Q2. fo llowing the earl ier slowdown in manufacturing . 

Survey ev idence and reports from the Bank 's agen ts 
con tinued to be stronge r than recorded industrial outpu t. 
though most surveys reported slower growth in Q2, 
Chart 3. 14 shows that CB I output expectat ions 
remained hi gh in the first half of thi s year-though the 
net ba lance was lower than in the late 1980s-while 
manufacturing ou tput was flal. But the chart a lso shows 
th at. although the two ser ies have moved broadly 
together. the recent gap between CBI and CSO data is 
not unpreceden ted, It Illay be ex plained partly by the 
nature of the recovery. as around two thirds of CBI 
respondents are ex porters- a much higher proportion 
than in the CSO's sllrvey. 

Manu fact uri ng capacity util isation fell over the prev iolls 
four mont hs according to the CBI's Jul y Survey. and was 
below its previous I>caks-sec Chart 3. 15. Accordi ng to 
the CBI. around a hal f of firms take accoun t of labour as 
well a~ physical capital whe n answering its Survey's 
quest ions abou t capac ity. So the rcported rise in 
capacity util isation cou ld reflect the hiring of cont ract 
and part·,ime workers at the margin. rat her than a 
tightening of physical capaci ty constraints. 
Neverth eless, sup pliers' delivery times lengthened in the 
first hal f of thi s yea r, accordi ng to the Chartered Institute 
of Pu rchas ing and Suppl y (ClrS) Survey. suggesting that 
demand con tinued to out strip suppl y (see Chart 3.16). 

Pressures on capacity differ among industries: in the 
chemica l sec tor. uti lisat ion rose sharp ly in 1994 and has 
remained above the economy-wide average. whereas in 
the motor vehi cle sector it was below average in the first 
half of 1995. Accordi ng to the CBI Survey_ however, the 
current sec toral di vergences in capacity utili sati on are 
not unusual. The UK chemical industry provides a 
use fu l illustration of sectora l differences in utilisation. 
ex ports and Oll tpUt. and also shows how cost and price 
pressures are bui ldi ng in the supply chain-see the box 
on page 29. 

Capac ity constraints in the service sector are more 
difficu lt to gauge. The BeC Survey reported a ri se in 
capaci ty utili sati on in the second quarter. to its highest 
since 1989 Q I. Overa ll. th e combination of the BCC 
surveys and reports from the Bank 's agents suggest that 
capacity const rain ts in the service sector are not 
widespread. 

{I 
H 
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The UK chemical industry 

[n the May Reporl. a box. on the UK ,'chide industry 
helped to i llu ~tr,ue the divergence between strong expon 
growth and weak domestic demand . The UK chemical 
industry provides a fun her example of thi" divergence. 
and al"o "how!> how co,t and price pre:osures are 
building in the ~upply chain. Thi'> box repons and 
as~esse~ some of t he~c themes. 

The chemica l indu~try accounted for around 2'1:'7(" of 
G DP last year. about :I~ much a~ the vehicle industry. 
By the fi rst quarter. chem ical output had ri~en by 12% 
since the trough in GD P. compared with a rise of around 
7% for I11Hn ufaclUri ng industry a~ a whole (~ee Chart Aj. 
Most of Ihe ou tpu t of the chemical indu~ t ry I!> ~uppl ied 

to other manufacturing indu~tries. m:.I11y of which arc 
experiencing ~ trong export growth. The buoyan<.:y of 
chemical OU lputlhu, owes much 10 the ~ Irength of 
expon~ by other sectOr!>: OClwel'n the Irough in GDP 
Hnd the fir~t quaner of 1995. chcmicill expon volume, 
had ri~en by le,,, than lotal non-oil export volurne~ _ 
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Strong output growth led to a sharp rise in capacity 
uti lisation in 1993 Hnd early 1994 and. according to the 
C BI Survey in July. the industry was :It a higher [e\"cI of 
uti lisa(ion than for manufacturi ng as a whole. However. 
this h a.~ been so for most of the past twenty years. 
perhaps becausc chemical production i<; generally more 
c;lpital intensive than some olher manufacturi ng sectors 
and thercfore it is more efficient for chemical plants to 
run at higher levels of util i sal ion. Capacity constrai nts 
were con firmed by the Ci F'S Survey which rcponed 
shortages of a range of chemicals and chemica l 
deriv:uives in the fi rs t half of this year. O verall. 
although e:lpac it y constraints have increased . they are 
lower than in the late 1980s-\\Ihich is also true fo r the 
manufacturing sector .IS a whole. 

Around three quarters of chemical output is consumed 
by other industries. so the sector provides a useful 

illu\lfation of cost and price dc\ elopmcnb at the 
imerrnedialc wpply ' tage. The price of imponed 
chemical input!. ro,e by more Ihan 20Ck in the year to 
June. accounling for about a quaner o f the rbe in 
manufactureh' input price,. And Oll though overall input 
price inflation fell in Q2. chemical input price inflation 
did not. Thi, reflected high capilci ty utili,ation and a l~o 

exchange rate dcprcc iiltion : around 70Ck of chemical 
import ' ,Ire from the Europe:ln Union. many of which 
arc priced in Deut~che Mark': the Deut"chc Mark 
appreciated by around 5% ag:lin't s ter ling between Q I 
and 02. In the twclve monllh to June. chemical output 
price inflation wa~ 7.iotQ anti. a, Chart B \how~. it ha~ 

Chart It 
I'ro([u ('cr ~lUtl'ut pr il't.' infl:ltiun 

been higher than aggregate man ufacturing output price 
inflation ~i nce Ihe founh (Iuaner. This suggesl~ that 
earlier input price rb e'> arc now being p:lssed through 
the intermediate \tage of supply and that. in the shon 
term at lea\t. manufacturer, clo~er 10 the consumer havc 
absorbed \ome of these price rbes. 

Rising capaci ty corhtraint\. and higher priccs within 
the :-.ector. did not :Iffect chem ical indu~try in vestment 
much l:l~t year: It fell. compared wilh a rise in 
invcstmen( by the rc!>t of the manuf:lcturing sector. In 
pan. however. \\eak in\'e~trne lll by the chemical indu~tf) 
reflected thc ~ trenglh of invesllnelll a fe\\ years earlier. 
pan icul:lrl y invelotment in environmental projects. 
fo llowi ng l eg i ~lat ion . Thi~ year. chemical investment 
i n te ntion~ have increased by 1110re than the 
manufacturing !>ector as a whole. In Ihe July CB I 
Survey. of those chem ical firms expecting to increase 
i nve~tmen t . a balance of 69% cited capacity constrain(s 
as the reason-a higher proportion than in the rest of 
manu fac turing. though that has not been un usual over 
the pa~ t five years. O vcrall. chemical investme nt will 
probably i ncrca~e this year. rel ieving some of the 
pressures on capaci ty. 
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Capaci ty utili sation rose furthe r in the economy as a 
whole in the first ha lf of the year. And, as OUlput grows 
relat ive to the capital stock. finns are likely. in the short 
run al leas!. to react to higher nom ina l demand by ra ising 
prices. It is d iffi cu lt to measure the amount of spare 
capac it y across the economy whic h cou ld be used 
wit hout ge nerating inflat ionary pressures. since it 
depends partly on Ihe pall ern of demand and supply
whi(' h differs between cycles-and in any case 
IllcaSlII'Cmcnl of output gaps is highly sensitive 10 the 
assumpti ons lIsed to define potential output. When 
demand for tradabl e goods and services is much st ronger 
than for non- tradablcs (as at present). the OlHp UI gap also 
depends on how easil y resources can be shifted to the 
production of tradab les. So estimates of the output gap 
can vary widel y and are subject to large margins of 
errorJ I) Neverthe less. as di sc ussed in Section 4, 
whatever the prec ise leve l of Ihe natural rate of 
unemployment. il has probably fallen and . on mosl 
esti mates. actua l unemployment is above it. Consistent 
wit h thi s. the IMF and OEeD estimate that Ihe United 
Kingdom \ aggregate output gap wi ll average around 2% 
in 1995. 

3.5 Summary 

Output growth slowed in Ihe second half of 1994: since 
thell. it ha s been broadly stable. growing at-or just 
above-the growth rate of prod uctive potential. 
Domestic demand fel l in the first quarter of this year. 
whi le ne t expo rt s were strong. Manufact uring output 
was broadly flat in the first pa rt of thi s year: the 
buoyancy of survey data re flected the st ren gth of the 
tradab les sec tor. Manufact uring output may also be 
hilling capac it y constrain ts. a lthough this is rest ric ted to 
certain sectors. and it is li kely that there is more spare 
capacity than simple measures of utilisation suggest. 
Service-sector output. particu larl y of transport and 
communication services. g rew strongly in the year to 
QI. linked to earlie r strong growth of ex port demand and 
perhaps expectat ions of rising demand in the future. The 
strength of the equ ity marke t in the firs t seven months of 
thi s yem al so suggested some market confidence in 
future corporate profitabi lity. On ba lance. although 
demand and output growth weakened in the second half 
of 1994. since then grow th has been roughly constant . 
and it is unlikely that it wi ll slow much further in the 
second half of the year. The main danger is a downturn 
due to destocking. 

(I) Sc~ p~gc 3 10 or 11,1.' AugU.'1 1\193 Q",mcr/l" Il"I/,'lill and pages 25- 27 or 
Ihe Aug,,,1 199-1 I/",wn. 
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4.1 Ea rnings 

The orowth rate of nominal unde rl yi ng ave rage earnings o 
was 3'/.% in Ma y. unchan ged from A pril but a quarlcr o f 
a perce ntage point above the February and Marc h rales. 
As Charl 4. 1 shows. underly ing earnin gs growt h has 
been remarkably stahl e recently and ha~ 1101 moved 
ou ts ide Ihe 3'/:o/c-4% ran ge since January 1994. 
Furthermore. in May Ihe growth rate was only three 
quarters of a pe rce ntage po int above the trough of 39C 
recorded in Nove mbe r 1993: over th e ~arne IS-month 
period. the la x and price index mea~lIre of inflalion(1) 
rose from 1.49'(' to 3.80/c anclthe head line rate increased 
from 1.-1.% 10 3.4%. impl yi ng a reduc ti on in rea l earnings 
orowt h . C hart -1. .2 shows that the !!rowlh rate of real o _ 

average earnings dec lined from the beginning of 1992. 
and in the rirst quarter o f th is year was close to zero. 

Ac tual nominal earn ings g rowth has been more uneve n. 
The headl ine measure of a nnua l average earn ings growth 
inc reased to 4.3% in Marc h from 3.20/c in February. 
largely because of c han ges in the timing of annual wage 
settlement s between last year and thi s. In April and 
May. there we re fe we r suc h di stortions and the g rowth 
rale fe ll back to 3.8% and 2.9% respectively. In 
producing the underlying se ri es. the Employment 
Department adjusts the headline data to allow for 
temporary influences suc h as the effects of back-dated 
pay, industrial disputes and c hanges in the timing of 
settlement s. 

The st rongest wage pressures in recent months have been 
in manu facturing. where underl y ing average earn ings 
increased at a twe lve- month rate of 4'Uk in rvlay. 
unchan ged from the previous month . In the services 
sector. avemge earnings growth has been much lowe r. at 
3% (see C har! 4.3). largely because of the weak ness of 
the two largest sub-sectors: retail trade and repairs. and 
education, health and soc ial work- the latter of whi ch is 
dominated by the publi c seclor. Each o f these categories 
accounts fo r about 19% of the se rvices sector. 
Comparing the five months to Ma y with the same 

(1) The I~ ~ (on<l prke inJc~ uokc, an·ou m of ch,u,);c_ both Ln <hrect tJ~C' 
(ino:lu<lin); Imtional ilhUr:onCC c"ulrih\J\\on_) ,mJ in ret"il price, for ~ 
rcprc,c"u.t,,·c cro"'w~lion 01 ';' .~rO\)'e,",. The mdu mc,.", rc, the chan);c 
in gm" (<lx;oh\c oncome \\h\ch woulJ m,,,malll aftcr·(J.\ mCOme Ln n:~1 
terms. 
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period in 1994. ave rage earni ngs in these two sub-sec tors 
incre.lsed by just 1.5%. while average earni ngs growth in 
the rest o f the serv ices sector rose by 4.0%. with 
increases of 4.4% and 9.3% in the financ ial 
intermediation and 'other ' services categories. 

Average e"ll'll ings figures re late to an ind iv idua l's gross 
pay. Data from the New Earni ngs Survey suggest that. 
fo r the economy as a whole. bas ic wages constitute about 
75 °/(1 01' gross pay. overt ime pay 14% and bonus pay 7%; 
the re mainder is accou nted for by shift payment s and 
gradin g increment s. Hence changes in basic wages (the 
s t<t ndard defin iti on of a wage settl ement) are generall y 
the most important determinant of average earn ings 
growth . Changes in the o the r elemen ts of an indiv idu u)'s 
pay <Ire ca lled 'wage drift '. Sin ce May 1994, the 
diffe rence betwee n average earn ings growth and the 
med ian leve l of wage sett lements has been natTowing 
(see Chart 4.4), so wage drift has had a decl ini ng 
influe nce on pay. 

After rising slowly between December 1993 and 
December 1994. the median wage seulement was 
broad ly unchanged du ring the first six months of this 
year. Both Industrial Rela tions Services (IRS) and the 
Labour Research Department (LR D) report that. in the 
th ree months to April. the medi an wage agreement across 
all ind ustri es was 3.0%, unchanged from Nove mber. IRS 
report th at the re was no change in th is position fo r the 
three months to May and June, and LRD daw suggested 
onl y a slight increase to 3. 1 % in May. This recent 
stabilit y is part ic ul arl y im portan t because roughl y half of 
all co ll ecti ve wage ag reement s ha ve e it her January or 
April implemen tatio n dates. suggest ing thal average 
earni ngs grow th is unl ikely to pick up sharply in the 
second hal f o f th is year. 

Withi n the private sector. however. there is evidence that 
wage agreemen ts are edgi ng upward s. In the three 
months to May, the median private sec tor wage 
agreement recorded by LRD was 3.3%. up from 3.0% in 
the three months to January. Similarly, agreements 
monitored by Income Data Services (IDS) suggest Ihat 
between the fir st and second quarters the re was an 
increase in the propol1ion of private sector pay awards 
worth more than 3.0%. The Bank 's agents have also 
noted more firm s ag reeing wage cla ims in excess of 
3.0%. Pub lic sec tor wage agreements are Fa ll ing behind 
those in the private sector. as a result of the 
Government's policy of freezing the nominal value of the 
public sec tor pay bi ll. IDS note that most increases in 
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the public sector effec ti ve in the :-.econd quarter have 
been l es~ than 3iff. 

4.2 Labour demand 

Data re1ea~ed :. incc the M .. y Rl'l)()rr \Ugge~t that growth 
in the demand for labour ~Iowed in the fiN half of th i~ 
year. Following two qllarter~ of slrong increa:-.es . the 
estimated work force in e mployment (based on a survey 
of employer:-.) fell by 12.000 in 1995 Q I. Similarly. 
althoug h th e Labour Force Survey (LFS) mea~ ure of 
employment (based on a :-.urvey of hou ~eholds) 
increased by 25.000 between winter 1994/95 and ~prin g 
1995}1 ) the rise wa:-. :-.igni fi cantl y smaller than was 
recorded in any of th e previou :. seven qllarler~ (see 
Chart 4.5). Will this :. Iowdown in demand be temporary 
or sustained? 

There are a number o f rea~o n :-. for expec ting it to be 
temporary. Foremost among the:-.e i~ the fact that the 
fi gure for tOlal hours worked-the most comprehensive 
measure of labour demand- ha:. increased faste r than 
employment growth. The ex planation for th is can be 
found in the compo~ition of employment growth. 
Although there continue to be some dbcrepa ncies 
between the two data ~ource:.. the LFS data strongl y 
suggest th at over the pa~t year there has been a switch 
OLlt of pari -time employment into ful1 -time employment. 
and away from se lf-employment Into positions as 
employees (see Charts 4.6 and 4.7). Ove r the year to 
spri ng 1995. thi s shift in the composition of employment 
was consistent with the 0.7% increase in average hours 
worked and the larger 1.9% rise in tOlal hours worked 
(see Charl4.8). 

Looki ng at employment growlh by industry. tile latest 
LFS has part ly reso lved some of the di fferences be tween 
the two sou rces of data. Despite tile weakness o f 
industria l production in Q-4 and Q I. both now sU\?Q.est 
that manu facturing employmem has increased. In the 
year to thi s spring. the employer-based survey showed a 
rise in manu facturing employment of 0 .9% and the LFS 
recorded 0.6% growth. As mentioned in the May 
Repor,. th is modest increase represen ts a very strong 
perform ance relati ve to the sector' s trend decline over 
the past 20 years. helping to ex plain the strength of 

(I) QU:lrttrl) ~h .II1 ~'·' 111 Ihe "or~tol\Cc tll em"lo~l1lcnl and LFS Cll1pl")I1lCnl 
me:""..." a"" n,,1 ,trI~II)' ,·om,,:,r;ll>ic: (or "~'lI11pk the I'lie' l figu1'I.' (N 111(' 
r"rmer ...,l'lie' In Ih\' dlf1'\'I"cncc h-o.·( " c~n ~ ~)11\1 ,·,It""nc (a~"n 11\ 

Dc~el1lbcr ~nd ~nolhcrm~\'n 111 ""'rd1. :111 .1 1", Ihe lalt\'r " ,·akul:llcd ", 
Ihe dlffc'cn~c hl:1"C,'n 1\\" Ihr~<'- l1\omh a'er;lg~'. for Dn·<·",be, !O 
Fchru,,,y amI Mar~h 10 ""'>' 
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average ea rni ngs growth in manufacturi ng. The service 
sector. however, has conti nued to show the strongest 
employment growth (consisten t with out put-see 
Section 3). LFS data indicate that in the year to spring 
1995 employment increased by 4.0% in transport and 
communicat ions. by 3.4% in financial in termediation 
and business services, by 1.5% in re tai l and wholesale 
trade, hotels and restaurant s. and by 1.8% in the services 
sec tor as a whole. In line wi th the weakness of average 
earn ings growth in the public sector. employment in 
pub lic ad mini strati on, education and health declined 
sligh tl y over th e same period . 

Most ind irec t indicators of labour market activity 
su pport the ev ide nce of a slowdown in the first quarter 
of thi s year. The month ly number of placements made 
by Jobcent res fe ll by 7.700 between December and 
March- the largest quarterly decl ine in four years. 
Simi larly. monthly notifica tions of vacancies to 
Jobcentres fe ll by 11.300 in Q I (see Cbart 4.9). Since 
March, both noti fications of vacancies and placements 
have increased Slightl y. but not by enough 10 reverse the 
fall s seen in the first quarter. 

The various surveys of employment prospects gi ve 
different impressions of the state of labour demand. The 
most buoyant picture is presented by the Manpower 
Survey. which is based on the responses of over 2.000 
compani es nationwide across all employment sectors. 
Both the March and June Surveys found th at the number 
of employers planning to take on staff over the following 
three mon th s exceeded the number who expec ted to 
reduce employment. Alt hough not consistent with the 
decline seen in the workforce-in-employmenl data in 
1995 Q I. there was evidence in both these surveys of a 
slowdown in the net rate of inc rease compared with that 
in 1994. The CBI's July Ind ustria l Trends Survey 
reported that the net balance of firms that had increased 
employment in the previous four mont hs rose sl ightl y 
relative to the posi tion in April. conti nuing the gradual 
improvemen t that began in 1991. In contrast, the 
monthl y Survey by the Chartered Insti tute of Purchas ing 
and Supply-whi ch asks respondents to compare the 
level of employment in their firm with a month earli er
indi cated a slowdown during the first half of thi s year: 
the balance was 52.3 in July. down from 55.3 in 
January. 

Tak ing a longer- term perspecti ve, the type of 
employment growth that has taken place cou ld be an 
importan t indicator of labour market flex ibility. On the 
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dem.and side. the greater availabi lit y of certain types of 
work-such a!' temporary contrac ts. pan-time work and 
se lf-employment- ma y makc it ea~ ier for firms 10 match 
labour demand and Mlpp ly, Sel f-employment may 
improve flexibi lity by enabli ng firms 10 enter into a 
contract for ~erv i ccs rather than a contract for 
cmployment : and part-t ime jobs and tcmporary work ing 
arrange ment s afe ea)<'ier [0 match to spec ific production 
requirements. And on lhc supply side. the greater 
availabilit y of different worki ng arrangement s may 
increase fl ex ibilit y by drawing people into the labour 
market who would bc unable or unwilling to undcrtake 
full-time. permancnt work. 

Since 1979. the perccntages of total employment 
accounted for by part -time working and sc lf-employmelll 
have increased from 19% to 289'r- and 8~ to 13% 
respect ivel y. Consistcnt data about tcmporary work are 
available onl y from 1984 and indicate onl y a modest ri se 
in the period to 199 1. However. ove r the three years to 
spring 1995. thc fract ion of jobs accou nted for by 
temporary workers increased sharpl y. ri sing from 5.5 9c 
to 6.9% (see Table 4.A). Unfortunatel y. since the data do 
not adequately co\'er the previous rcce~sion. it is diffi cult 
to know whether th is type of hiring pallern IS normal in 
the first few years of a recovery. 

These changes in the composition of employment over 
the past decade are likely to have unproved labour 
market flexibilit y and may ha vc lowered the United 
Kin gdom's natural rate of unemployment. As di scussed 
in Section 3. more flexible employmem pallcrns should 
improve the abilit y of firm s 10 work at--.()f close to--full 
capac it y. and hence finns should be beller able to meet 
increases in demand for goods and services wilhout 
coming up against capacity constraims. Other things 
being equal. thi s would imply a greater degree of 
downward pressure on wages at any give n 
unemployment rate. So the economy's natural rate o f 
unemploymen t may be lower today than it was in the 
early 1980s. even though it s level remains uncertain . 

Consistent with these developments in the labour market. 
there is some ev idence that employment has been more 
responsive to changes in dcmand during the most recent 
economic cycle than it was in the previoll s one, In 
particu lar. total employment began to ri se only four 
quarters after thc 1992 trou gh in GDP. whereas output 
inc reased for eight quarters following the 1981 trough 
before em ployment startcd to ri se. ~ 
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4.3 Unemployment 

In line with the above indicati ons of a weake ni ng in 
labour demand . the LFS measure of unemployment 
increased by 28.000 betwee n winle r 1994/95 and spri ng 
1995-ils fi rst quarterl y rise for over two years. The 
dai mant·count measure of uncm ploymcm has. however. 
cont inued 10 fall : bu t the speed of decline has slowed 
marked ly (see C hart 4. 10). In the second quarter of Ihi s 
year. claimant un empl oy me nt fe ll by just 33.600. one 
quarter the size of the fall in 1994 Q4 and about half as 
much as the reduction in 1995 Q I . There is also 
ev idence (hut the most recent declines in claimant 
une mployme nt have been less wides pread: in June. both 
male and female une mployme nt rose in a number of 
reg ions. The national unemployment rate rema ined at 
8.3% in June. unchanged for the third month in 
success ion. 

The slowdown in e mployme nt demand has coincided 
wit h a reducti on in the rate at which people have le ft 
unemployment. The number of people joining the counl 
as a proportion of total e mployment (t he in flow ratc) has 
fa ll en al a fairly steady pace since 1992 Q4. whereas the 
number of people leav ing the count as a proportion of 
tota l unemployment (the outflow rate) fe ll s lightly in the 
second quarter o f 1995. after ri si ng during 1993 and 
1994. According to the CSO. the changes in the cri teri a 
for eligibi lity for incapac ity benefit. which were 
mentioned in the May Report, ha ve not yet had a sizable 
impact on claiman t une mployment numbers . The new 
medical test for incapacit y be nefit. introduced in ApriL is 
like ly la boost the c laiman t count towards the end of the 
year. as some peop le lose en titl ement to the benefit and 
swit ch to cla iming unemploy ment benetlt. 

Thi s switch will have important implicati ons fo r the 
interpre tati on of wage pressures. Any such increases in 
the clai mant unemployment count. where the indi vi duals 
conti nue to cons ider the mselves as being unable to work, 
wi lt tend to exaggerate the extent of downward pressure 
on wages. Gi ven such d isto rtions, the LFS is likel y to 
provide a bette r impression of actua l chan ges in 
unem ployment. si nce it is based on a survey of 
househo lds, not people claiming unemployment bene fit. 
The LFS defines people as unemployed if they are 
without ajob, ava ilable to start work in the two weeks 
following the ir LFS interview, and if they ha ve ei ther 
looked for work in the fOllr weeks prior to interview or 
are waiting to start ajob they have already obtained . 
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4.4 Unemployment and wages 

Between 1993 Q I and the fir!-.I quarter of this year. the 
unemployment rate fell by 2.0 percentage points and the 
level of real'lveragc earn ings (defl ated by the RP! ) 
increased by 2. 1 ~. As can be seen from Charts 4 . 1 1 
and 4. 12. in the previou~ cycle the unemploymen t rate 
fell by 3.3 peree llwgc points in the two years 
immediatcly followi ng it:. peak and. over the same 
period. real average earnin gs inc reased by 7.3% . There 
are two key considerat ions that help to explain the more 
muted wage response in the 1990s: first. the natural rate 
of unemployment. whate ver il:. prec ise level. may be 
lower now than it was in the 19805: and second. the 
dec line in the United Kin gdom's ac ti vit y rate up to 
winter 1994/95 may ha ve exaggera ted the speed with 
which the economy was approaching it s natura l rate. 

There are a numbe r of reasons for expecting the Untted 
Kingdom's natural rate of unemployment to have fall en 
over the past ten years, although it is impossible to 
observe direc tl y. As well as the impact of changes in the 
composit ion of employment in the UK labour market 
discussed in Section 4.2, there is some ev idence that the 
degree of mismatch betwee n potential employees and 
employers seeking to fill vacancies (in terms of both 
geographic di stribut ion ~nd skill requirements) has 
dimini shed since the 1980s. As jobs and potential 
employees become better matched. there will be greater 
competition between applicants to fill advert ised jobs 
and hence. at any given level of unemployment. there 
will be greater dow nward pressure on wages. Although 
mismatch cannot be monitored directl y. there arc a 
number of region~1 indicators that can be used as proxy 
measures. Chart 4.1 3 shows that the regional di spersion 
of unemployment fell sharpl y in 1989 and 1990. and is 
now at its lowest level for more than two decades . These 
measures suggest that the degree of regional mismatch in 
the labour market has lessened. 

Another factor that may influence wages is the speed 
with which an economy approaches its natural rate. If an 
economy is rapidl y falling towards its natural rate o f 
unemploymen t. upward pressure on wages may develop 
before the actua l rate of unemployment moves below the 
natural rate. Chart 4.11 indicates that unemployment has 
fall en at similar rates in the most recent two recoveries. 

The fall s in the unemployment rate over the past two 
years may give a misleadi ng indicati on of the speed with 
whic h the Uni ted Kingdom is currentl y approaching il s 
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natural rate. Between win ter 1992/93 and spring 1995. 
the declines in both [he LFS measure of unemployment 
and the claimaru count exceeded the recorded inc reases 
in employment. The percentage of people aged 16 and 
over who arc neither employed nor acti ve ly seeking 
work (the inactiv ity rate) rose tip to wi nter 1994/95 (sec 
Chart 4. 14) . As wel l as an increase in the number of 
di scouraged workers. three longer-term considerat ions 
help to explain this development: [he rapid exp<'Hlsion of 
tertiary ed ucati on: l,lrge increases in the number of 
people c laiming inval idity and sick ness benefit: and an 
increase in the proportion of men taking early retirement. 
If these individuals were nOl ac ti ve ly seeking work prior 
to their leav ing the workforce, then the fall in the 
unemployment rate over the past two years may 
exaggerate th e ex ten t of tightening in the labour market 
and, hence. lead to an overestimation of the extent of 
upward pressure on real wages. 

4.5 Price and wage expectations 

Despite the fact that movements in real wages are the 
key to an ind ividual' s standard of li ving, wage bargai ns 
in general determine /lomillal wage increases. Prices arc 
therefore likely to affect wage negot iations, bOlh through 
Ihe inflat ion expected over the period of the wage 
agree ment. and through any adj ustments for previous 
differences between act ual nnd expected inflation. 
Evidence of tbi s can be seen in wage agreements 
mo nitored by the CB I: in the period since August 1994. 
inflation was the factor most frequently cited by firms as 
hnving an important influence on thei r wage ag reements. 
Hence, in considering the press ures on wages, it is 
essen tial to monitor inflation expectations. 

All of the ava ilable surveys suggest that inflation 
expectations fel l markedly between the fourth quarter of 
1990 and tbe beg inni ng of 1993, in line with the 
downturn in actual inflation. Since then. inflation 
ex peclalions have been broadl y unchanged. The 
second~q tlarter average of Gallup's monthly Survey of 
employees showed a mea n ex pected increase in prices 
over the next twe lve months of 4.1 %, well above the 
June headline rale of inflati on of 3.5%, bU I on ly sl ightl y 
above the tax and price measure of inflat ion. Similarly, 
the In test Barclays Basix Survey indicates that general 
secretaries of TUC·affiliated trade un ions expected 
prices to increase by 3.9% over the twelve months to 
June 1996. Workers' wage ex pectat ions, however, were 
below their expectati ons of price increases, implying th at 
they arc projecting real wages 10 fa ll ; wage expectati ons 



l'harl-l. I(. 
I' roducti \ il~ ~ ro\\ l h 

I'<"'_ ..... p'.""." .. , ... , .... _ ,1 

- , 
- . 

I , " I" ,I! I ' ! , _ 
l~gl.ll'MU~~I~ ~~.,~"~M 

Chart -1 .17 
L nil \\ 0I J!l' CO~I ~n)\\ tll 

1'<", ...... , .... «. , ... )'''' , ... 1", 
- l' 

• 

• ----~--~~------~\I - , 
1 ! I , _ ~ 

19110 8 1 ~1 8' M ~\ !Ill 11 Ii ~'I \0(, ,I ~1 9 .• '>' "' 

Tahle -I.B 
Unit \\ a~l' CH~ I " and th l' if ftlll1llUllellh 

OutPUI Elnpluy· L."'"" l::.mm!, Il'" Um' " .. ~~ 
"",", p",,J,,,,,,,,,) ~mJ>l")''''' .0_" 

la) Wholr ' ..,0" .. " ' )' 

1992 · o~ ·2 ~ " " " 199~ 1~ ." J3 " ,., 
'''' " " 

, , 
" -0.1 

'''' Q' " " " " " Q' " 02 " " 
., 

Q' " OJ " " 
., 

'" " " " " ~3 

"" Q' " " ." " " 
!b) M .. nDr.~tDr;n~ ;,o<In, 'r,' 

1992 ·07 ., , 
" M " ''''' " ·2.6 '" " " ''''' 4.2 ••• U U ·0.1 

''''' Q' " .0.5 2.S " " Q' " ·0,7 " " -02 
Q) " ·0.9 ('.3 " -lA 

'" ~2 ." " 5,] .. , 
"" Q' JS " .15 " U -.. 1''''111,,,,,,,., Go"", 
~." .1."".1>«.""1 '"'rk»"",n' ....... \~r.#," .. moo,. 'f< 0.>«I0fI s.c ,SO>; 

n .. "uf""'''"1 ".'fIII' ,,!>i!-ru OIl 'le !~l ' 

averaged 2.5% in the second quarter. up from 2.3~ In 
Q I (seeChan-' .15). 

4.6 Productivity and unit \\ age costs 

Part of the exp lanation fo r the limited pass-through of 
higher import prices to retail prices over the past twelve 
mon ths is that incrcasc:-. in the costs of physical inputs 
ha ve been offse t by strong productivity growth and 
relatively ~ l11a ll inc rea-"e~ in ave rage ea rnin gs. The 
extent of these offsetting cost deve lopments appears to 
be dimin ishing. Manufacturing producti vity increased 
by 3.5% in th e year to 1995 Q I. down from 6. I o/c in the 
yea r to 1994 Q4: and underl yi ng ave rage earn ings 
growth in manufacturing rose to 5%. As a result. unit 
wage costs rose by 1.70/r over the year to 1995 Q I. 
following a fa ll orO.5% over the yea r to 1994 Q-l . 
Furthermore . data for Apri l and May ind icate that the 
growt h rate of uni t wage costs cont inued to ri se. with 
annua l increases of 2ACK ~Uld 3.0o/c respecti vel y. 

The turnaround in productivity performance and average 
earnings growth has been less marked at an 
economy-wide level. Figures based on employment data 
from the work fo rce- in-employmellt series suggest that 
productiv ity growth slowed to 3.00/c in the fi rst quarter of 
th is year. down froI114 .1 % in 199-t Q2 (see Chart 4.16) . 
Since average earnings growt h has been stable. unit 
wage costs increased by only 0.5 0/c over the year to 
1995 QI (see Chart 4. 17 and Table 4.B). Figures derived 
from the LFS employment data present a s imilar picture : 
producti vit y growth reil to 2.7% in 1995 QI and unit 
wage cost growth increased to 0.90/c. 

4.7 Summary , 

The growth rate of the demand for labour fe ll in the first 
hal f of thi s year. Evidence from tota l hou rs worked and 
the composit ion o f hi ri ng suggests . however. that thi s 
deterioration will be temporary. Reflecting the 
weakening in labour demu nd. the size of monthly 
declines in unemployment has dimini shed sharpl y. 
There are still very few indications of upward pressure 
on wages. implyi ng th at unemployment is still above its 
natural rate. Past changes in the composi tion of 
employment suggest th at the Un ited Kingdom's natura l 
rate of unemployment may be lower today than it was in 
the previous recovery. so downward pressure on WiHzes 
cou ld persist for some time. ~ 
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Pricing behaviour 

5. 1 External influences 

The May Report noted that sterling had fallen sharpl y. 
imporl pri ces had risen and commodity prices were 
edging upwa rds. Data released since then show that 
import prices have continued IQ inc rease strongly. but 
Ihal commodit y prices have eased: sterling's effect ive 
exc hange rate index has fallen a little further. 

The e.\c!uIIIXe rale (/lId import price.1 

Betwee n 4 May and 28 July. sterling's e ffective 
exchange rate index fell by 1.2%. from 84.4 to 83.4. 
lea ving it around 6% be low thi s year's peak reac hed on 
24 January. Alt hough Ihi s deprec iation is like ly to 
produce higher import prices and push up inflation in the 
short term. the long-run impact on (he UK price level 
will depend on the reasons for the fal l and any domestic 
monetary policy response. as was poi nted out in the May 
ReporT. 

The short-run impact on import prices of the pou nd's fall 
can already be seen. In the three months to April, the 
sterling effective exc hange rate index depreciated by 
4.6% and no n-o il import prices rose by 3.3%. Tak ing a 
sli ghtly longer-term perspect ive. the pound depreciated 
by 5.3% over th e twelve months to April, while non-o il 
import prices increased by J 0 ,7% (see Chart 5.1), 
Althoug h trade data are often revised, so that the figures 
can onl y be used as a rough guide. the fact that over the 
twelve months imporl prices went up by more than 
sterling fe ll reflec ts the increase in the price of tradab le 
goods relative 10 that of non-tradables. Consistent wi th 
the pi cture of ris ing relative prices fo r traded goods. 
producer out put pri ce inflation in the G7 countries (other 
than the United Kingdom) increased from -0.2% to 2.5% 
over the year to March 1995. 

Import price data can be broken down by category of 
goods: Chart 5.2 shows that prices for all three 
sub-groups increased by more in 1994 than in 1993. In 
particu lar, the prices of imported commod ities (a 
wcighted average of basic materi als. fuels, and food. 
beverages and tobacco) increased by 10.6% in the yea r 
to December 1994. after falling by 3.7% in 1993. More 
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recently. there has been growing evidence that the 
strengt h of world commodity prices has fed through into 
higher prices for imported ~e mi · rinished manufactures. 
which make up abou t a quarter of UK imports. As can 
be seen from Table 5.A. in the year to April the prices of 
these goods inc reased by 18.5%. well above the ri se in 
commodity prices over Ihe same period. This implies 
eilher that other input costs have al so r i ~en strongly or 
Ihat the ex porters of these goods have taken advantage of 
the improvement in demand condi ti ons to inc rease thei r 
margIns. 

Gi ven thal the sterl1llg effective exchange rate index fell 
by 3.3% in the second quarter of th is year. following a 
decline of 2. 1 o/c in th e rirsl. import price:-. arc likely to 
have con tinued to rise in 1995 Q2. Trade data relali ng to 
non·EU countries arc available on a more timely basis 
Ihan those fo r the whole world and ind icate thal non-oil 
import prices increased by 2.00/(" in the second quarter. 
Are import prices likel y to cont inue to rise? Leaving 
as ide the prospects fo r Ihe pound. thi s question is 
probably best answered by di viding imports into two 
categories: basic commoditi es and manufactures. 

The percentage of UK visible imports accou nted fo r by 
basic commodities fe ll from arollnd 45 9c in 1970 to 17'7(" 
in 1994. Commodity prices nevertheless continue to 
ha ve significant direct and indirect effects on import 
prices. as the y affect the prices of semi· fini shed and 
fi nished manufactures. As a result. move ments in 
commodit y prices cont ribut e to shorHun cost pressures 
in the suppl y chain. 

World commodity prices fell in Ihe rirsl six months of 
1995. The Economist index-whic h uses a set of 
weights derived from OEeD impon s-indicates that 
sterli ng·dcnominated non-oi l commodity prices fell by 
6.4% between January and Ju ne. following a 28% rise in 
the twelve months to January. However. because of 
differences betwee n the OEeD as a who le and the Uni ted 
Kingdom in the composit ion of im pons and use of 
commodities. the Economist index does not acc uratel y 
reflec t the way in which commodit y price changes affect 
the UK economy. In p.uticular. it has exaggerated the 
impact both of Ihe ri se in commodity prices in 199--1. and 
the fall in 1995. To gain a better \iiew. the Bank has 
developed its own demand· weighted commodity price 
indexJl l wh ich takes account of the fact that UK 
inflationary pressure is affected by changes to the prices 

(I ) For fun her dcwih 01" th" ,,,des . 'I."" the :,",.-1,'. "The B~nk ' , nc" UK 
co"""odily prin' lIl,kx ·. On page, ~8(J...8 ~ of Ih,· ,\ugu" 1995 
Qllorlr r/\' nul/Nm. 
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of commodit ies produced domest ically as well as price 
changes of commodities that are imported. 

Agricu lt ural products. which Ill<lke up around 40% of the 
Bank's index. are onc of the most imp0l1ant categories 
of domestica ll y produced commodities. Because of the 
price support system within the Common Agricultura l 
Policy. the prices of these agri cu ltural goods have also 
increased as the pound has depreciated. This has 
occurred because price support payments are determined 
in ECll and then converted to a Member State's currency 
usi ng the so-ca ll ed 'green' rat es of exchange. As was 
mentioned in the previous Report, thi s system has had an 
inflationary impact on European agricultural prices as a 
whole, s in ce weak-currency economies have deva lued
leading to an increase in the ir support prices- more 
often than strong-currency coun tries have revalued. 
Th is inflationary bias may now ha ve come to an end: a 
reform pac kage agreed among EU agricu lture min isters 
on 23 June led to five EU countries revalui ng their green 
rate" of exchange, on the understandi ng that farmers in 
those countries wou ld receive transitional rel ief to help 
offset any reductions in support prices. 

The Bank's index indicates that the growth rate of 
sterling-denominated non-oi l commodit y prices fell back 
in the second quarter, after risi ng quite sharpl y in 
1995 QI (see Cha rt 5.3). When oil prices are included, 
Ihe Bank 's index increased by 3.8% in 1995 Q I and by 
less than thi s in Q2. After ri sing nearly 9% in ApriL 
dol lar-denominated oil pri ces fel l back in May and June 
(see Chart 5.4) and futures cont racts suggest that prices 
are ex pec ted to fall sli ght ly over the rest of the year. In 
addition, futures markets suggest that the priccs of most 
basc metals are expected to rise by less in 1995 than they 
did in 1994. Alt hough much of the recent fa ll in the 
price of oil has been caused by OPEC countries 
exceeding their producti on quotas, the weaken ing of 
other commodity prices-particularl y metal prices
probably reflects downward revisions 10 forecasts of 
world growth. following signs of weaker than expected 
output in Ihe United States and Japan in 1995 QI. 

Although import pri ces for semi-finished and fini shed 
manufactures show some correlation with movements in 
commodi ty prices, the association is not strong, since the 
value added at each stage of additional processing
together with the costs of di stribution and sale to the 
fina l consumers-increasingly olltweighs the prices of 
the original raw materia ls. As a resu lt, movements in 
the import prices of semi- fini shed and finished 



I'm IIIg 1,.,1"" """ 

manufac tures arc generally le!>s volatile than commodit y 
prices. Recen t re~earch w.,i ng data from the Uni ted 
States and the United Kingdom indicates that producer 
price marg ins tend to ri ~e during economic recoveries 
and fall during recessions. Give n thi ~ ev idence. and the 
fac t that G7 real GD P inc rea~ed by 1.3%- in the year to 
1993 Q4 and by 3.3lff in the year to 1994 Q4. it seems 
likely that the prices of semi- fi nished and fin ished 
manufactures will conti nue to rise during the rest of the 
year. cven if cOlllmodity prices fall. 

nI(' I)(/\Hllroilgh 0/ high('/' ill/pOri price \ /0 rewil price \ 

As was po inted out in the May Report. if mo netary 
policy is not tightened in respon~e to an exchange rate 
deprec iat ion. there wil l be two channel!> by which hi ghe r 
import prices feed through to higher reta il prices. Fi rs\. 
there will be a direct impi.lct on the pri ces of imported 
finished consu mption goods and second. there will be an 
im pact from more ex pe nsive input s. which will 
even tua ll y be passed a long the supply c hain to producer 
output prices and then to retai l prices. But neither of 
these channel s is as rapid as the c hange in import prices 
in response to mo"eme nts in the exc hange rate. 

Since the non -traded goods sector adds value to llllporb 
of fini shed consumption goods in the process of 
di stri bution and sa le. the retail import is. in effect. a 
different good to that which lands at the doc k. In 
conseq uence. its price shou ld be expected to change by 
an amou nt proportional [0 the share of the imported 
com ponent in (otalunit costs. Furthermore. importe rs' 
mark-ups are sometimes va ri ed in order to insu late 
consu mers from changes in the cost of the import (if. for 
example. it is ex pected to be temporary). thereby 
dissi pati ng the impac t of currency deprec iation on reta il 
prices. Hence. alt hough around 150/(' o f the goods and 
se rvices included in the RP I consists of import s sold 
di rect to the consumer. a 19C ri se in import prices will be 
associated with a ri se of less than 0 . 15% in the RPL 
unl ess mark·ups are increased. 

The pass-through of higher import prices a long the 
supp ly chain wi ll be even slower and proport ionately 
small er. since the share of imported input s in total costs 
is likely to be less for goods manufactured in the United 
Kingdom than for imported fini shed consumption goods. 
Thi s suggests that. over the short (e rm. any ri se in retail 
pri ce inflation will reflect on ly higher prices of fini shed 
consumption goods. llll less the import pri ce increases 
trigger second-round wage and price increases strai ght 
away. He nce, sterl ing's 6% depreciation in the first half 



of 1995 is un likely to increase the reta il prices index by 
more than 0.9% (15% of 6%) over the short term. 
abstracti ng fro m second-round effects. The fact that UK 
domestic infl ation is low gives added we ight to this 
argument. since retailers' scope for altering their 
mark-ups depends on their scope fo r changi ng the 
relat ive prices of final goods. When the prices of 
domestica ll y produced goods are increasing rapidl y. it is 
fai rl y easy 10 raise the retail prices of imported goods: 
when domestic inflati on is low. however. relat Ive price 
changes are conspicuoll s. So if tbe price of a domestic 
substitute has nOI changed. the scope for altering the 
rctai l im port price is limited. 

Higber import pri ces wil l a lso affect the prices of 
domestica ll y produced goods th at use imponed ra w 
matcria ls or semi- fini shed manufac tu res as inputs. In 
the United Ki ngdom. about a quarter of domestic 
demand is accounted for by imponed materials. and 
therefore the maxi mum impact of this year 's 6% 
de prec ia tion of the pound would be a 1.5% increase in 
the leve l of the RP!. before taking accoun t of 
second- round wage and price effects . However. even 
wit hout a tighteni ng of monetary policy. it could take 
several years before the increase in import prices is full y 
reflected in retail prices. 

5.2 Profitability 

[n an acco unting sense, a finn's profitabi lity-its rcturn 
on capital- is jointly determined by its ratio of out pllt to 
capita l and it s price margin . Nomi nal gross trad ing 
profit s of companies in the economy as a whole fe ll by 
3.8% betwcen 1994 Q4 and 1995 QI , fo ll owing four 
sllccessive quartcrly inc reases. but were 9.4% higher 
than in 1994 Ql. Although it is possible to draw 
infe re nces about movements in margi ns for 
manufac turing and retailing. there are very few data 
relati ng to the rest o f thc economy. Those there are 
suggest that the fall in profitabi lity in the first quarter 
was the result o f strong increases in costs (part icu larl y 
import priccs) which were nOl matched by similar 
increases in domest ic Ollt put prices. Capac ity uti lisation 
rates-which may have an infl uence on both firms' 
investmcnt plans and their selling of margins-have 
continued to risc. 

M (/ IIl/filC III r; 11 g 

Domesti c manufacturing input prices (material s and 
fuel ) increased by 12. 1 % in the twelve months to 
January. largcly ref lecting the rise in commodity prices 
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in 1994. Since then. there ha.:; been a ,light reduc tion in 
inpu t price pressure!.. A ... can be seen from Chart 5.5. the 
rate o f short-run input pri ce inflation fell between 
January and Junc. leading the annual growth rate to fall 

to 10.2,*. 

Despite the strong incre;: .... e in input prices. the annual 
rate of output pricc inflati on ha~ onl y increased by 
2.3 pe rcen tage poin ts since it ~ recent low in Ju ly 1994. 
reach ing -I- .2%- in June. Part of the reason for thi s limited 
pass-through is that finns ha ve been able to use 
impro vement s in productivity to offset the impact of 
higher input pri ces. In th e year to 1994 Q4. 
manufacturing productivity inc reased by 6.1 o/e and unit 
wage costS fe ll by 0.50/c. However. as discussed in 
Sect ion 4. thi s cyc li cal improvement may be coming to 
an end: produc tiv ity growt h fell to 3.5o/t- in 1995 Ql and 
unit wage cost growlh inc reased to I. 79't-:. 

Input-output data sugge:-.t that. for manufacturing 
industry as a whole. un it labour costs account for around 
a hal f of total variable costs: material s and fuels 
(including semi-finished manufactured imporls) 
const itu te approximate ly a quarter: imports of finished 
manufactures represent a tenth: and the remainde r is 
accounted fo r by services. These we ights can be used 10 

provide a rough guide to movements in total costs: 
Table 5.8 shows how the costs of these inpu ts have 
changed in recetll quarters. The principal source of price 
pressures has been the cost of physical inputs to 
manufacturing: in 1995 Q 1. material and fuel prices 
were 11.6°/1) hi gher than a year earlier. and the prices of 
imported fini shed mamtfactures we re up by 9.9%. After 
including contributions rrom unit labour costs and 
service input s. a s imple measure of total manufac tunng 
costs shows <I n inc rease of just under 5o/c in the year to 
Q I. up shurpl y from around 20/(" in the year to 199-1- Q-I-. 
In contras!. output prices rose by 3.69c over the four 
quarters to 1995 QI. implying that the mark-up of 
man ufact uring output prices over input prices fell over 
the year. This fall followed fi ve quarte rs in which outpu t 
price infl at ion exceeded the annual change in costs. 

Wi ll margi ns continue to be sq ueezed? On the costs 
side. it seems unlikely that pressures wi ll ease 
sign ifican tl y in the short term. Although commodit y 
prices have fa llen recen tl y. thi s is like ly to be o ffset by 
the continui ng effects or sterlin g's deprec iation and the 
slackening of producti vity growth . So the key to how 
margi ns develop will be movements in output prices. 
Somewhat surpri singly. short -te rm inflation indicators 
suggest that output price pressures ha ve moderated thi s 
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ycar. The threc-mon th ann ual ised rate of change in 
seasonall y adj usted output prices fell from 7.6% in 
Ja nua ry to 3.5% in June. To some extent, this 
'slowdowll' has been erratic. Ou tput prices excluding 
food, drink , tobacco and petrol are less volatile and 
generally provide a better indicat ion of the trend . The 
short -Ierm inflation rate of thi s measure increased during 
the second hal f of 1994 and, si nce October. has averaged 
around 5% on an annuali sed baSIS. 

Gross ou tput price inflation , wh ich in cludes the pri ces of 
transactions between manufacturing firms, rose to 5.4% 
in the yea r 10 May- up from a recent IowaI' 2.2% in the 
yea r to Jul y 1994 (sec Chart 5.6), suggesting that 
press ures at the intermed iate stages of the supply chain 
have intensified . Evide nce of inc reasi ng price press ures 
in the Ill<lnufacturing sector can also be seen in the ratio 
of input 10 output prices whic h. alt hough hi storica lly 
quite low, has risen to its highest level for four years (see 
Chart 5.7). 

Survey evidence is mixed. The strongest suggestion that 
outpu t price infla lion wi ll cont in ue 10 rise is given by the 
Chartered Institu te of Purchasing and Supply (Cl PS) 
Survey. Th is asks abou t the prices of purchases each 
mont h compared wit h one month earlier and shou ld , 
therefore, move in line with gross outpu t price inflation. 
In Jul y, the index was 72.0. well above the 50.0 level 
that is associated wit h no cha nge in prices (see 
Chart 5.8), ind icating that price pressures remain strong. 
Purchasi ng managers also continue to report that 
delivery times are lengthening, which may indicate some 
inflat ion pressure. Simi larly, the CBI·s Ju ly Survey 
reported that the /lumbe r of firms ex pecting to increase 
prices exceeded Ihose ex pec ting to reduce them. 
However. the CBI Survey pointed to a reduction in price 
pressures since its January Survey. In July. the positi ve 
balance of rinns ex pec ti ng to increase domestic prices 
over the followi ng four months was 18%-i n line wi th 
Ihe balance recorded in April. but well below 
February's 27%. 

Chart 5.9 shows Ihe re lat ionship between RPI X and the 
two prod ucer price indices; RP IX has shown a trend 
increase relative to producer input prices but has 
genera ll y moved in line with prod uce r output prices. 
Taken at face va lue, these re lationships suggest thaL if 
th e current levels of input and output price infl ati on 
were sustai ned, it would be likely 1hat RPIX inflation 
would exceed it s target range. The charL however, also 
il lu strates that RPI X increased relative to producer 
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output prices between 1985 and 1992. and that the recent 
strength o f output pri ce:'> ha~ not yet restored the ratio 
between the twO indice~ to its long-run trend. Hence. it 
seems likely that not a ll of the increa::,c in producer 
outpu t price infla tion wi ll be repli cated in hi gher RPI X 

inflation . 

A finn's profitabili ty may al so be in fluenced by it s 
degree of capacit y utilbation . Incrcase~ in aggregate 
capacity utili sati on imply that more and more finn ::, are 
operating at or near their full capacity. bri nging forward 
the point when margins (I re rai sed. Accord ing to th e 
latest CBI Quarterly Trend~ Survey. the proportion of 
manufaclUring firtl1~ working be low capaci ty increased 
sli ghtl y between April and Jul y but remai ned close to its 
lowest leve l for more than fi ve years. ~u gges ting that any 
squeeze in margins broughl about by higher costs is 
likely 10 be temporary and will probably be offset by 
hi gher output prices . 

Manufaclllring ex porters ha ve fa red better. since 
profitabil ity has been supported by the fa ll in the pound. 
Over the year to 1995 Q I. non-o il export prices 
increased by 6.6%. we ll above the estimated inc rease in 
costs that UK manufacturers have faced. Export 
margi ns. there fore. probabl y increased over the year. 
Combined with the prev iously noted high capacity 
utili sation. Ihi s suggests that profitability among UK 
exporters increased sharpl y over the period. 

Rl'wifi llg 

Differences between the unit wage cost increases in 
manufacturing and retailing are relat ively small at 
present. As a result . Ihe rise in the price of phys ical 
inputs-throu gh higher manufac turing output prices and 
higher prices fo r imported goods-has dominated 
increases in relilil ers' costs. In the year to 1995 QI. 
RPIY inflat ion ave raged 1.9%. whi le retailers' costs are 
estimated to have increased by just under -I-Ck . suggesting 
that their margi ns fell over the year. cont inu ing the 
downward trend seen over the past twO and a half years. 

Ulifitie.\ 

Unlike other sectors. where the degree of competi ti on 
determines each firm' s pricing strategy and profitabi lit y. 
utiliti es generall y have 10 charge prices within limits set 
by official regu lators. Hence the profitability of utilities 
is determined by their abi li ty to keep their cost increases 
below their allowable price change. The latest available 
information sllggests that utility price increases may 
have less of an impact on RPIX inflation thi s year than 



last. T he con tribution made by both elect ricity and gas 
fe ll in April. as [he effects of the introd uction of VAT on 
domestic fue l and power dropped out of the 
[welvc-month calculation. In additi on. under thc new 
price formu la set by OFFER. electricity distribution 
cha rges are to fa ll by 11 %- 17% in 1995-96. and by 
10%- 13% in 1996- 97. Brit ish Gas is proposing to 
in troduce a slightly lower tariff for those customers who 
pay the ir bil l with in a few days of receiving il. In order 
to comply wit h OFTEL's pricing form ula. Briti sh 
Te lecom must c uI the average price of telephone call s by 
3.5% thi s yea r. th ough price con trol s over line- renlal 
charges have been relaxed. And postal charges have 
been frozen for at least the whole of 1995 . 

However. in April. water charges increased by 6.2%. 
cons idera bly above the curren t rate of RPIY in flation. 
BUI OFWAT has reduced Ihe allowable increase in waler 
charges in thi s fina ncia l year from the November RP I 
in fl ation rate pl us 5% to Nove mber inflation pl us 1.4%. 

5.3 Summary . 
Import pri ces rose strongly in the first quarter of this 
year. both in response [0 the deprec iat ion of the pou nd 
and as a result of higher world export prices. In the 
second quarter. import pri ces arc likel y to have increased 
further. as sterl ing continued to depreciate. However. 
the speed of the pass-th rough of higher import prices 
in to hi gher retail pri ce infla tion will vary from product 
to produc t. dependi ng on the ex ten t of processing in the 
suppl y cha in and [he degree of price competition. As 
expec ted. the re is growi ng cv idence that firms have 
chosen to absorb somc of the rise in im port costs in their 
profi t margins. However. other costs in the 
man ufac turing sector also appear to be increasi ng. 
suggesti ng that twe lve- month output price inflation wi ll 
contin ue to edge upwards. But the extent to which 
hi ghe r output prices feed th rough to retai l prices wi ll 
depend on the stance of UK monetary pol icy and. in the 
long run. on the reasons beh ind sterl ing's deprec iation. 



Prospects for inflation 6 

6.1 The economic news 

The Sank 's assessmen t of the inflation outlook takes 
account of the main economic news reponed in previous 

sec tion s: 

• RP IX inflation has been broadly stable si nce the 
May Inflatio/l f?e"orr. but RPrY inflat ion has edged 
up. from 2.0o/c in March \0 2.3~ in June. in line 
with projections in the Ma y Report (Section I). 

• Narrow money (measured by notes and coi n). broad 
money and credit ha ve all grown strongly. Bank 
spreads have narrowed. Corporate sector 
borrowi ng inc reased rapidly in the IIrst half of 1995 
(Section 2), 

• The exchange rate is :-.l ighll y lower than althe lime 
of the May Repol"/. Futures prices do not imply a 
recovery: indeed. bond yields suggest sterl ing is 
ex pected \0 fa ll a link further over the next ten 
years. Comparing convent ional and index- linked 
gilts. expec tati ons of inrlation in five and ten years' 
time have increased. but they ha ve fallen for shorter 
horizons (Section 2). 

• Most tlctivit y indicators have been weak since the 
May Reporl. Estimated GDP growth in the fourth 
and first quarters was rev ised down: retail sales 
volumes in the second quarter were broadly rIat and 
so probably was industrial production. There were 
signs of an involun tary bui ld-up of stocks of 
fini shed goods in QI and domestic demand fel l. 
Both the housing and construction markets 
weakened. too. But non-oi l GDP ex panded at a rale 
a little above trend in the second quarter. as the 
output of serv ices more than madc up for the 
weak ness of industrial product ion (Sec ti on 3). 

• Trade performancc W,\ S st ron g in thc first quarter. 
and the out look continues to be good. because of 
the lower real exchange ralc. Overseas demand 
may bc lower than previously ex pected. but thi s is 
unlikely to ou tweig h the exchange rate effec t 
(Sec ti on 3). 
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• Excess labour supp ly conti nues to put downward 
pressure on rea l wages. Since the beg inning of 
1994. nomi nal unde rlyi ng earnings growth has been 
broadly fl at. while the headl ine rate of in flat ion has 
inc reased. Also. both employment and 
unemployment data indicate that labour demand 
weakened in the firs t half of thi s year, suggesting 
that the speed at which the labour market is 
tightening has slowed (Secti on 4). 

• Price pressures at the early stages of the suppl y 
chain ha ve increased since the May Reporr, largely 
as a result of highe r prices for imports. This has not 
had a major impact upon domesti c producer ou tput 
prices as yet. because firm s have absorbed some of 
the rise in costs in their domestic profi t marg ins. 
However, other cost pressu res in the manufacturing 
sector also appear to be increasing. suggesting that 
output price infl ation will rise further, leadi ng to 
higher retai l price infl ation at least in the short term 
(Sec tion 5). 

6.2 The current economic conjuncture 

The economi c news reveals a marked 'dual economy'. 
Since last autumn. the out put of serv ices has grown 
stron gly, but the output of goods has not. Yet the May 
Report stressed the di chotomy between the sectors 
producing internati ona ll y tradable and non-tradable 
goods and services. How are these two pictures to be 
reconci led? 

Two facts suggest a resolu tion to the puzzle. First. 
domesti c demand for manufactured goods-for both 
consumption and in vestment- is more sensi tive to 
changes in total domestic demand than is domestic 
dema nd for services. Second . domestic demand fo r and 
domestic output of services move closely together. so 
that the di rect cont ribution of services to net exports is 
small . Hence the interpretation of recent output data is 
that in manufacturing, and industry more generally. a fall 
in domestic demand has offset a ri se in ex port demand. 
In the services sector, domestic demand has continued to 
grow. bolstered by an indirect demand for those services 
related to the export of goods, such as transport and 
communications. The persistence of the exchange rate 
fal l. combined wit h con tinuing weakness in consumption 
and the housing market, suggests that the 'dual 
economy" is likely to continue. The price of tradables 
relative to non-traclables has increased (Chart 6.1): so 
has the price o f goods relati ve to services. This helps to 



ex plai n the change in the compos it ion o f consumption 
towards services and the diverge nce between rewil sal es 
and total consumer "pending. a" do other fac tor" such as 
the Nat ional Lottery and the im pact o f low housing 
turnover on the demand for durable goods. In the short 
rUIl . outpu t growth may moderate furthe r as fi nns adjust 
to the in vo luntary stockbui ld ing indicated by thc QI 
national account s and the Jul y CBI Quarterly Industria l 
Trends Survey. By nex t year. however. thi s 
di sin vestment in slocks should have run its course. and 
personal conslImpt ion is like ly to re turn closer to trend 
growth, 

At fi rst sight. the strength of employment and pay in 
manufacturing relati ve to services does not fit 
comfortabl y wi th the other evidence. But the growth in 
employment may be a delayed reaction 10 the inc rease in 
demand last year. The re lat ive pay of worke rs in 
man ufac tu ring has gone up largely because average 
se rvice4scctor pay has been held back by slllall pay 
increases in the reta il industry and limits on public 
sector pay bills. 

The in fla tion outlook depends on Ihe answers to three 
questions: 

(i) will outpu t growth continue at its recent pace" 

(ii ) will infl atio nary pressures in the tradabl es sec tors 
ha ve a second4rouncl effect on domesti cally 
gene rated infl ation? 

(iii ) will the marc rapid growth of [he money supp ly 
and cred it lead 10 morc rapid increases in aggregat e 
nomina l demand? 

The condit ions for increased business in vestment- hig h 
profit s, emerging capaci ty constrai nts, forecasts of 
conti nued demand growth-are still in place in man y 
industries. although the 'dua l economy" means that some 
parts of manufac turing. construction and the utilit ies are 
unl ikely to sec much of a pi ck4up. Consumers may 
alread y ha ve adjusted the ir spending in the light of tax 
inc reases in the spring. and trade flows are still adj usting 
to the lower real exchange rate. But it is important to 
acknowledge the downside risk \0 ac tivit y. particularly 
given the weakness o f domest ic demand in the fir st half 
of thi s year. The possibilit y of a pause in growth led by 
the continuat ion of destocking cannot be rul ed out 
espec iall y if there turns ou t to ha ve been furthe r 
involuntary stockbui lding in [he second quarter. 
Business confidence aboll t fu ture sa les has fallen. 

" 
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Cost inc rcases. derived di rcc tl y and indirectly from 
import prices. are at leve ls which. if they continued. 
would be inconsistent wit h the inflation target in the 
long run . With the impact of higher imp0l1 pri ces now 
begi nni ng to be seen in retail prices, and more cost 
pressures in Ihe supply chain , there is a ri sk of 
second -round effects from the adverse supply shoc k 
brought about by the exc hange rate depreciati on. Firms 
ma y try to restore domesti c margi ns by increasing pri ces 
instead of bea ring dow n harder on costs. and employees 
may seck compensation fo[' an adverse shift in the terms 
of trade . If thi s were to happen, transmitling price 
pressures from the buoya nt sec tor of the 'dual econom y' 
to the weak sec tor. there wou ld be a da nger of hi gher 
infl ation in the very short run- and in the med ium terlll. 
too. if second -round e ffects were expected to be 
accommodated by monetary policy for fea r of the 
conseq uences for output and employmen t. Thi s would 
be aggrav<lted if there were a further fait in the exc hange 
rate, wh ich would be a risk in such c ircumstances. 

Such a situation would arise on ly if money we re allowed 
to grow too rapid ly. The recen t fas ter g rowth of the 
monetary aggregates suggests a pick-up in the g rowth of 
nomi na l demand, a lthough the increased demand for M4 
and M4 credit seen so far may re flect no more than a 
reshuffl ing of portfolios. It is whethe r the faster growth 
persists which is importa nt. A temporary inc rease in 
monelary growth could re flect borrowing by the 
corporate sector 10 finance unintended accumul ation of 
stocks and hi gher preca uti onary saving by individual s. 

6.3 The Bank's medium-term projection 

The Bank's medium- term projections for an nual RPIX 
and RPIY inflation are shown in Charts 6.2 and 6.3 . As 
lIsua l. they re flect the Ban k's judgment about the most 
likel y. o r modaL outcome, given the assumptions of (a) 
unc hanged official UK interest rates and (b) an exc hange 
rate determi ned by uncovered interest parity. The 
forecast horizon has been ex tended from eight quarters 
to ni ne, so that the projection goes out to the quarter two 
years from th is Repon s publ ication date. The Bank's 
central projection is that RPIX inflation will still be 
so mewhat above 21h% in two years' time, although there 
is a wide ma rgi n of erro r around any such central 
projecti on. The RP IY measure of underlyi ng inflation is 
like ly to be a litl le lower. 

C hart 6.2 shows that the projected peak in the inflat ion 
rate, reached around the middle of 1996, is lower than it 
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was in thc May Rc-p(JrI. largc ly becau:.e of the downwa rd 
rev ision to est imated dome~l ic demand in the first half 
of this year and lower than expected nomina l earn ing:. 
g rowth . The projected path o f infl ation i ~ influenced by 
the exchan ge rate depreciation th i ~ yea r, including the 
small fall s ince the May Repor, . Price increases for 
tradable good~ and ~erv i ce~ arc expected to push up 
retail price infl ation over the nexttwelvc months. but the 
ri se in the price of tradablc )<, relati ve to non-t radable~ 
should have taken placc by 1997. The precise profi le for 
an nu al inflation rate:-. wi ll depend o n how qui ckly the 
inc rease affects re tail prices. Irt he pass- th rough is 
spread through :-.everal quarter~. th e peak inflation rate is 
likely to be lower. but the subseq uent dec line in th e rate 
is likel y 10 be slower. Bec<tu:-.e of the assu mption of 
unchanged offic ial i11lcresI rate:-.. the projection en taib. 
some accom modation of price increases in the parts o f 
the economy making non·tradables. but the projected 
tot al increase in the retai l pricc level due to the exc hange 
rate deprec iation is considerabl y les:-. than the 
depreciation itself. 

6.4 Outside inflation expectations 

The in fl ation expectati ons of all sort s of econom ic 
agent s are an im portan t aspect of the monetary 
transmission mecha ni sm. [I' expec tations are too high in 
the short ru n. age nt s wi ll set nominal wages and pri ces 
hi gher tha n is consistent with the current monetary 
stance. In the short run. thi s will counteract the 
downward pressure of excess unemployment and 
capac ity on inflation. If thi s behaviour persists in the 
long run and there is no monetary accommodati on. it 
wi ll resul t in higher llnemployment. This is why the 
Bank mon itors indicators of inflation expectations: sllch 
ind icators arc not treated as int ermediate ta rgets for 
policy or alternati ves to the Bank 's own projections. 

The di stribu tions of outs ide fo recasts of RPIX inflation 
for 1995 Q4 and 1996 Q-t are shown in C harts 6.-l 
and 6.5 . The median forecast fo r 1995 Q-l has changed 
from 2.9% to 3.1 %. and that fo r 1996 Q-l from 3.1 %- to 
3.2%, both ri sing slight ly (as the fo rmer d id in the May 
Report). Both di stributions have narrowed. as expected 
given the passage of time. For 1996 Q4. the lower 
quartile has moved up but the upper quartil e has not 
fallen. Out of 48 forecaste rs. on ly fi ve forecast 
inflation to be al or below 2'/1% by 1996 Q4. and two 
of them assume inte rest rates wi ll be above 6\/~% by 
then. 
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Bank projec tions have tended to be below those of 
outside forecasters. despite thc fact Ihatthe latter are not 
constrained by the Bank 's constant interest rate 
assumption. Most outside fo recasters assumed that 
interest rates wou ld rise. Hence, if the Bank's 
projections hatl been made on the same basis. [he Bank 
wou ld have appea red even more opti mistic about 
infla tion. 

The Barclays Basix Survey does not show a uniform 
change from it s March results for in flati on expectat ions 
(wh ich lwd shown upward movements) (Table 6.A). 
The Sm ith New Court/G:l ll up Fund Managers' Sur vey 
reports no change between April and Jul y in 
expectati ons of inflation by the end of 1995 and the end 
of 1996. The Ga llup Consumers' Survey and the Gall up 
Employees' Survey both show slight fall s in inflat ion 
ex pectations du ri ng the past three mon ths. 

The expectations of participants in the gilt market have 
movcd around duri ng the past thrce months. as 
Chart 6.6 shows. Atthe ten-year horizon. they have 
increased: this may be of limited significancc for current 
pricc and wage-setting behaviour. but it suggests that the 
long-term credibilit y of monetary poli cy has been eroded 
a liUle. At a horizon of five years. there has been lillle 
net change. Averagi ng over the ne xt three years. 
ex pectations ha ve dropped (Chart 6.7). reflec ting a 
re-assessment of the economi c conjuncture as wcll as the 
stance of policy. But a t all hori zo ns, expectations remain 
in excess o f 2'11%. 

6.S Conclusions 

Underlying twelve-mo nth RPIY in flat ion has mo ved li p 
ovcr the past quart cr, a lthough some other measures of 
inflat ion have fa llen. The pattern of a 'dual economy'. 
with sharply contrast ing fortunes in the tradable and 
non-tradable sec tors. remai ns marked. Although 
volat ile. net trade has had a pos iti ve effect on outpu t 
growt h. But domestic dcmand has been rising at or 
below its trend rate for some lime. Since the May 
ReporT. there has been a series of weaker than expected 
stati stics for activ ity in manufacturing, housi ng and 
construc ti on, and the labour market. It was a surprise. 
therefore, when the national accounts reported that. 
because of strong grow th in the se rv ices sec tor, non-oil 
output as a wholc grew sli ghtl y fa ster in the second 
quarte r th an in the fi rst. 

But the recen t indica tors do not alter the underl ying 
prospects for the nex t two yea rs. A combination of 
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fi scal and monetary re .... trainl. and a fall in the real 
exchange rate. ha .... enabled re!'>ources to be switched 
frolll domestic con:-.umptioll to ne t ex ports. Looking 
ahead. net trade !'>hould continue to benefit from the 
lower real exchange rate. and cOI1 !'>umption and 
in vestment arc like ly to grow at a faster rate. Indeed. if 
the recent accelerati on in broad money wcre 10 continue. 
nominal domestic demand could pick up rapidly. 

In hi s Mansion J-I OLl .... C !'>pecch on 1-1 June. the Chancellor 
of the Exchequcr made it c lea r that the Gove rnmen t's 
target for inflation i!'> for the twclve-month rate of 
Inc rease of RPI X to he:1I or below 2'11%. The 
Govc rnmcnt' s target i!'> a de llHl1lding onc. Inflation has 
only been 2'Il'k or lower about a fifth of the time since 
the Second World War in t h i~ country. Other major 
countries ha ve a beller track record (!'.ee Tahle 6.B and 
Chart !'> 6.8 and 6.9). Whil e ai ming consistcntl y for 2'/:O/c 
or le!'>s, the Chancellor acknowledged that. because of 
shocks, inflation wou ld vary, staying within the range of 
I gr~~ most of the time . This. too. is a demanding 
standard , which cvcn German y ha" met onl y just over 
half the time (!'>cc Table 6.B). It represents a 
considerabl e improvement ovc r the United Kingdom' .. 
pa~t experi ence, but i!'> atta inable wi th the appropriate 
monetary pol icy stance. 

The Bank's central projection for infl ation two year!'> 
ahead is similar to that in Ma y. although th e 
pass-through of hi gher import prices to retail pri ces i~ 
expected to be slightly less rapid because of slowcr than 
expected growth in1llanufacturin g output and retail 
spending. It remains the case that it is more likely than 
not that RPIX inflation will be above 2'/:o/c in the middle 
of 1997. Then! are, o f cou rse. significant uncertainties 
about th is judgment. On the upside. th e ri sk is that 
expectations o f an accommodation of second-round 
effects of the fall in the exchangc ratc-now some 60/c 
since the beginning of the year-will lead to upward 
pressure on domestica ll y generated inflation. That is 
why it is so important th at monetary policy is seen to be 
di rected at meeting the inflation target. On the 
downside, a reversal of the recellt ri se in stockbuilding 
might lead to a slowdowll of growth and downward 
pressure on already subdued domesti c inflation. 

The dmll nature of the economic n>covery makes the 
dilenuml for monctary policy more acute than beforc. 
Time willresolvc the l>tIzzles <lbout the st rength in 
activity, moncy growth and domcstic inflation. But 
the lags between changcs in monctary policy and 



their imp'let on inflation mC'1Il lh.lt decisions must be 
made befo re the puzzles are fully resoh'ed. The 
familiar dange r is IIl:.1t dcll.lY in hiking action could 
ultimately result in interest rates 1ll.H'ing to go higher 
than would otherwise be the case. 
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