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Summary 

All measures of inflati on (exce pt for ~crv i ces) ha ve ri sen since the 
lime of the November IlIjhllioll Re" ort . The Government 's targel 
measure of inflation- the l 1-monlh risc in the retail prices index 
exc luding mortgage interest pay ment s (RPIX)-rose in Nove mber 
102.3% and aga in in December \0 2.5%, The Bank 's RPIY 
measure- which excl udes indirccllaxes as we ll as mort gage 
interest payments-also rosc. 

Output has continued to grow at we ll above trend. though il 
slowed down during 1994. Llbour demand has increased and 
unemployment has fallen morc rapidl y than ex pected. Pay 
settlements have edged up. The sharp di chotomy bel\vecn export 
and domestic demand has meant that the capac it y of prod ucers o f 
tradable goods and services has come under par1 icul ar pressure. 

The longer-term in fl uences on in fl at ion remain favourable. Broad 
money growth remained subdued in the fOLlrth quarter. MO 
continues to grow at above its 0%-4% monitoring range. but. as 
expected, has recentl y been slowing down. UK gilt yi elds have 
fallen in the past three mont hs and outperformed several other 
bond markets . Against a volatil e internati onal background, 
sterling has remai ned relatively stabl e. 

T here are still strong pressurcs from the costs side. Most 
commodity prices and manufac turers' input pri ces have been 
ri sing rapidl y. Shorte r-run measures of cost inflation suggest th at 
the pressure on margins from Ih is source has eased a little. but is 
sti ll considerabl e. Further a long the supply chain, the annual 
inflation of producer output prices has increased . Some of last 
year's compression of rctai l margins is like ly to unwind as 
recovery continues. 

Without the increases in interest rates since the previous 
Report, the Bank 's central projection would now have been for 
inflation (0 be in (he upper half of the ta rget range. As it is, 
the Bank is still projecting II rate two years ahe~ld of around 
2'h%, (he mid point of the range-with the upside risks 
somewhat less than before. The tightening of monetary policy 
since November has therefore impro,red the I)rospect of 
achieving the lower half of the target r ange by the end of the 
present parliament. 

) 



Recent developments in inflation 1 
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1.1 Retail prices 

All measures of inflation (except fo r serv ices) have ri sen 
since the time of the November " if/a/ioll Repor!. The 
Government' s larget mcasure of inflati on- the 
12-111onlh ri se in the retail prices index excluding 
mortgage interest payments (RPI X)- was unc hanged in 
October at 2.0%. but then rose in November to 2.3%. 
and again in December to 2.5% (see Chart 1. 1). 
Headline RPI infl ati on rose in each of the three mon ths 
in the fourth quarter, by 0.2 percentage point s in both 
October and November, and then by 0.3 percentage 
points in December. Its 12-month rate of increase 
was 2.9% in December. compared wi th 2.2% in 
September. 

As ex pected. the increases in duties annou nced in the 
November Budget. in pa rt icul ar tobacco. petrol and 
vehi cle excise duti es. addcd to infhllion in December. 
However. the Bank 's RPI Y measure-which excludes 
indirect taxes ,IS well as mongage in terest pay ments
also rose. After falling to a low of 1.0% in October. 
RPIY inflation increased to 1.4% in November and 
1.7% in December. 

Table I.A shows how short -run measures of inflation 
ha ve varied during the Pilst year. These can give an 
earl y indication of a turning- poin t in inflation but are 
more volatil e than the longer-run measures. The 
seasonall y adjusted three-month annualised figures all 
rose in December. The six-month annuali sed figures 
also suggest that inflat ion has passed its trough. 

The increase in infl mion was spread across most 
component s of RP IX (see Table I.B). On a three-month 
annuali sed basis. inflation in the household goods sector 
increased throughout I 99.t: in the car sector. it started to 
increase in the summer. In flation in the cloth ing and 
footwear sec tor turned up in December. as d iscoun ts 
seen in the autumn were wi thdrawn. 

Chart 1.2 shows that the 12-month rate of increase in 
the prices of food, household goods. cloth ing and 
footwear. and cars were all higher in December th an 
November. 
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Both RP IX and RP IY arc subject to seasonal variations. 
RPI X. for example. tends to increase most in April 
(ma in ly because of changes in admini stered prices 
such as rents and loca l au thority taxation) and least in 
January and July. because of the tradit ional ti ming of 
winter and summer sales. The short-run measures of 
in fla ti on whic h show tu rn ing-points are seasonall y 
adjusted 10 take account of Ihese effects. BLIt seasonal 
adjustment is not straightforward: the timing of sales 
and the ex tent of di scounting could reflect either a 
change in the underl ying trend of in fl ation or a change in 
the seasonal pattern. In 1994. for example. the earl y 
summer and winter sales were probably a sign of 
wea kening retai l margins and not just a changed seasonal 
pat tern. 

The Bank's new short-run project ion for RP IX inflati on 
(Chart 1.3) shows a further ri se in the first quarter. It 
allows for the increases in dut ies announced in the 
Budget and the Chance llor 's supplemen tary statement. 
which are likely to add around 0.3 percentage points to 
RPI X inflati on in 1995 Q I. 

L2 Output prices 

Twelve-month output price in flation rose from 2.3% in 
September to 2.6% in December. Iflhe more volati le 
prices of two sec tors- food. drink and tobacco. and 
petroleum refin ing- are excluded, the ri se was slightl y 
stronger. from 2. 1 % in September 10 2.8% in December. 
Short-run measures also picked up: the seasonally 
adj usted three-mont h annu al ised rate excluding the IWO 
vo lati le sectors rose from 3.6% in September to 4.3% in 
December. Cos t increases continued to pass along the 
manufactu ring suppl y chai n and furt her increases in 
producer price infla tion are expected. The relationship 
belween producer prices and retail prices is di scussed in 
Section 5. 

L3 Expenditure deflators 

Tab le I.C reports Ihe annual rate of increase in the price 
defla tors for the major categories of ex penditure used in 
the National Accounts. These provide comprehensive 
measures of inflation. but are less up-to-date than other 
indicators. The imp li ed GDP deflator rose by 0.7% in 
the third quart er, after being flat in the second. It s 
four-qllarter rate of increase was 1.6%. The consumers' 
expend iture deflator rose only Slightl y in the second and 
third quarters. and its four-quarter rate of increase fell 
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from 2.9% in the first quarter of 199410 2.6% in the 
second and th ird. The investment and go vernmcnt 
expenditurc deflalor~. on the other hand . rose more 
rapidly over the same period. 

1.4 Other measures of inflation 

Both RP IX and RP1Y mcasures exclude mortgage 
interest payments and hence any impact of ch ange~ in 
the cost of owncr-occupi cd housing. Thc 
housi ng-"djusted RPI (HARP index) "Hcmpts to recl ify 
thi s omission by adding a Bank estimate of the user-cost 
of housi ng to th e components of RP IX. Indirect taxes 
can be excluded from the HARP index to providc an 
alternati ve to RPIY- the TlIARP index of tax and 
housing-adjusted reta il pri ces. Because of the 
continu ing weakness in house priccs. HARP and TH ARP 
inflation rates have bcen below the corresponding RPIX 
and RP IY rates. alt hough they too picked up during 
the fourth quarter (Chart I A). HARP and THARP 
inflation stood at 2.0% and 1.3% respectively in 
December. com pared with 1.5% and 0.8% in September. 

Chart I .S shows RP I Y and two other measures o f 
inflat ion which altempt to allow for the potenti all y 
di storti ng effec t of large movements in relative priccs. 
The median infl ati on measure uses all the component 
RP IY price series to compute a median rate of change 
for each month. A variant of th is approach is to exc lude 
the largest and smal lest price changes to g ive a 'trimmed 
mean' J I) Ahhough the tri mmed-mean inflation measure 
tracked RP I Y inflation quitc closely durin g 1994. the 
median infl ation rate was lower. suggesting that the 
distribut ion of price changes was skewed upwards. The 
trimmed-mean and median rates. on both 12-month and 
three-month annua lised bases. turned up in the fourth 
quarter. 

The Tax and Price Index. (TPI) adjusts the RPI for 
changes in direct taxat ion to obtai n an index o f 
consumers · purchasing power. TPI inflation rose to 
3.4% in December from 2.6% in September. 

1.5 Summary • 
Most measures suggestlhat inflation has now passed its 
Irough. In particular. al lthc short -run measures of 
inflation tu rned lip in December. The 12-month rates of 

( \ ) The BJIl~ ·' calcu\alio", ~~dude the c"lIlponcnl> "Ilh lh~ \aq;c_l and 
""allc" 15<;; or pri<·~ d "'"I:C'_ 
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RPI Advisory Committee 

The Ret:lil Price\ Index Advi\ory Committee (RPIAC) 
reponed 1tl December 1994 on the treatment of 
0\\ ner-occupler,' housing co~" :md car priccs in the re tail 
pri('c\ indcx (RPI). In framing it ~ rc(~ommendation!>. the 
Comminee W'b a,ked to tal e account of pmctice!> in 
other European Union countries. [IS proposals. which 
wcre formally accepted by the Chancellor on 6 January. 
mainly concerned the treatment of housi ng. 

The Commillee concenlraled on the shelter costs of 
owner-occupier\. at prc\cnl e\limated by a 1ll;llhemalical 
mode l of mongage imere\1 paymcnts (r-.'llPs) and 1101 by 
actual paYl11ellb. It recommended thal lhc RPI should 
continue to include mortgage intere,1 payments as a 
component of owner-occupier!>' shelter costs. bUI thal a 
new clement ,hould be included to rcprcsent the co\t of 
dcpredation of owner-occupied hou~jng. 

Oeprecilllirm : in addition to the hou~ i ng repair~ and 
m;tintenance C:ltC~Ory already included in thc RP!. an 
element of deprccitltion is 10 be incorporated. Thc 
depreciat ion rate will be derived from the national 
;rccount:-- model of hou,mg capital consumption. The 
ini ti;rl rate- I A'l--i\ baM!d on data from the past ten 
year-. ,1Ild will be revic\\cd annually. The price indicator 
will be ba:--ed on ;r hOll\e price index. Hence the inclu\ion 
of deprcciation wi ll introdu('e house prices into the RPI. 

Although it W;I' recogni\ed that thcre is no unique way of 
tre;rl ing owner-occupier hou\ing coSts. the inclu\ion of 
dcpreciation doc\ not remove Ihe problem thal an 
incrc:!:--e in imcrest rntes which will reduce underly ing 
inilation wi ll inc rea~e the 12-month ra te of RP[ inil.llion 
for 12 months. An alternative way of treating 
owner-occupier COSh would be to treat thcm as the costs 
of hiring it COlNlmer durable. The Bank's HARP index 
incorpor<lle~ an esti mate of the u~er-cost of housing. The 
HARt> index doc~ nOt resl>ond to interest rates to the same 
extent as the RP!. 

Olhcr chtlnge~ to the index will include: 

Challge afsall/ple: where possible. the input dattl series 
should match the sample of households represented in the 
RP!. This sample is based on the Family Expenditure 
Survcy and is kno\\n as the ' Index Households". [t 
repre~nts all hou!>eholds except those with the highest 
4% of incomes and pensioners who derive 75% or more 
of their income fro m Stale benefi ts (in total these account 
for about 16% of all households). 

Chal1ge of Ihe ;lIIereSI role series: the current 
representative in tere\t rate series for mortgage payments 
is:ll1 avemge of ban k and building society base ra tes. 
The Commillee recommcnded that a more accurate series. 
based on the average of all loan rates, be evaluated. 

Clwllge 10 Ihe equilY lI"illu/"{/\1"{I1 (1S5111111)lioll: the 
exi\ ling RP[ calculation al ready removes an element of 
e<luit)' withdrawal from the estimate of mongage interest 
co!>t~-thnt i\. the intercst CO~t of borrowi ng secured on 
hou\i ng, but used for purposes olher than house purchase. 
Howevcr. the incrclbing incidence of equi ty wit hdrawal 
has me:mt thal thil> adjustment is insufficient. Rectifying 
thil> me:tn !> adjul> ting downwards the estimate of the 
average percentage of the house purchase price which is 
borrowcd for housi ng purposes. The RPI AC 
recom mended that it be reduced from 65% to 55%, and 
that t h i~ fig ure be kept under rev iew. 

Chllnge of (/.\"S l/mp/ioll.I' COII Cl' l"Il il/g type of I/Ion gage: the 
current index :lssumes that a ll mortgages are of the 
rcpayment type and thus measures only interest 
payment!>. Capital repayments are treatcd as an clement 
of .\.itving and therefore not a housing COSt. The 
out\tandi ng debt on a repayment mortgage and. 
con\equcntly, mortgage interest payments (M IPs) f;rll 
over ti me. Endowment mongagcs are now to be included 
in the Mill!> model by assumi ng thm, for some mortgages, 
the outstanding mortgage debl stays constant. 

En-ccl of hou"htj! recommendalion~ on RPI 

The propo!>al~ concerni ng equity wi thdrawal. endowment 
mortgage!> and depreciat ion will change the weights 
withi n the RPI. The general effect wi ll be to give greater 
im[>orlance 10 changes in current house prices and slightl y 
l e s~ 10 change!> in mortgage ra tes. Had the new method 
been u~ed in the pa.~t, recorded RPI inflation would not 
have been very differe nt (sce lhe chart ), but it would have 
reacted more quickl y when house prices changed and 
h,lve bee n sl ighll y less sensiti ve to interest rate changes. 

These changes to the RPI will be introduced in the index 
for February. released in March, at the same ti me as the 
annual revision to RP[ weights. 

\1I-item, RI'I : prc~(' nl and proposcd 'crsion 
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RPIX and RPIY infla tion ha ve abo risen: they are 
expected to increa::.c further in the fir~ t quarter of 1995. 

9 



2 

Ch;IrI2. 1 

12·mnrll h I-!n l" III rail" (If \1() . 'I~. Oi\ i,i~1 
;lIId lTt'ci i I 

- 11 

- . 
- . 
- , 

- I" ... """ I"" ". ""I. ""pp "I ""',,,,'! _ 0 

,.." 91 9' 'U 9S 

Tahl e 2. \ 
(; rnll Ih ralt·, (If munl'l :lr~ :lj!grca:atc\ 

"'. I ""mlh 1 """"I,, io' 6 mo" ,h, ,. , r2 monlh, 

l''''c' .noJ ",on 0" " " " " Nuy " ,. 
" •• ,~ " " " .. , 

bn .0< <6 •• , .. 
\10 (A, " " " " N",- " " " " 'h " " '" 

., 
,~ ." " .. ' A 

'" ~- O. ,. H " 0" " " " Nu, "' " " 4_5 
'k< " " 

.., 
" \ .4 'cnd,", "- " " .. " 0" 03 " .. " -':0' " ••• " .. 

"" " " '.0 .. 
199401 19'1-102 tmOl """" 

l>t",,~ 
J moolh, " " " 12 ",,,,"h, ,. 

" 
., H 

", A ..... h .... 

10 

Money and interest rates 

2.1 Money and credi t aggregates 

Broad money growth remained subdued during the 
fourth quaner. M4's 12-month growth rate was 4.5% in 
December. wel l within the lower half of its 3%-9% 
monitoring range and a little lower Ihan in September. 
Credit growth, however, picked up from 3.7% in 
September to 4.6% in December. The I 2-month growth 
rate of MO remains above its 0%-4% mon itoring range, 
although recent data indicate a noticeable slowdown: it 
was 6.4% in January. compared wi th 7.3% in October 
(Chart 2. I). The three- month ann ua lised growth rate of 
MO was 2.6% in January. 

Nur,.o\!· 11/olIe\" 

In the three months to October. monthly notes and coi n 
growth averaged O.5%-sli ghtl y lower than in the first 
half of the year. bu t still hi gher than anticipated. 
However. in the three months 10 January, notes and coin 
growth averaged 0.2% per mon th . As a result , its 
l2 -month growth rate fell from 7. 1% in October to 5.8% 
in Jan uary, and the three and six-month an nuali sed 
inc reases-at 2.6% and 4.6% respecli vely- were the 
lowest for over two years (Table 2.A). The reductions in 
interest rates between September 1992 and 
February 1994 had been ex pected to increase narrow 
money growth by red uc ing tbe opportunity cost of 
hold ing cash balances. As expected, this effect began to 
wear off by the end of 1994. 

In the past, narrow money-particu larl y notes and 
coin- has been a good gu ide to trends in retai l sales. 
Much of the increase in the val ue of retail sales in the 
three months (0 December was the result of sales of 
more ex pensive ilems, such as household goods, whi ch 
tend to be fi nanced by credit. The slowdown in the 
growth of food sal es, which are more likely 10 be cash 
financed. may have contributed 10 weaker narrow 
money growth . 

One explanation put forward for the rapid growth of 
narrow money during the past two years is that there 
was an increase in unrecorded ac ti vity financed by 
hi gh-va lue banknotes. The box on page 16 examines the 
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use of d ifferent denominations of notes in c irculation 
and fi nds no evidence to "uppor! this hypothesis. 

Broad II/O/l(!\' W/(/ (.,.(,dil 

M4 growth cont inued to fall in the fourth quarter. I t~ 

12-l11onth growth rate ~tood at 4.5% in December. 
compared wi th .. L9% in September and its recent peak of 
5.6% in Ma rch. Shorler-run rnea~ures of M4. however. 
picked up: it s three-month <lnnuali sed rate increased 
from 3.4% in September to 5% in December. Bank and 
bu ild ing soc iety lending speedec1up: it increased by 
1.7% in the fourth quaner. compared with an uveragc o f 
0.9% in the previous three quart ers. The 12-mont h 
growth rate of bank and bu ildi ng society lending was 
4.6% in December. compared wi th 3.7% in September. 

An article on page:. -1.6-53 of the February Qlf(lrlerly 
Bl/lfer;1I examines the factors influencing broad money 
growth. Broad money. M4. is used both as a means of 
payment and a store of value. Increases in M-I. usuall y 
indicate increased futu re spending. because they signal 
either increases in perceived wealth or planned increase:'. 
in transact ions. Bu t different types of agen1-
indi viduals. industrial and commercial companies. 
fi nancial institu tions-ha ve different moti ves for holding 
M4. It is therefore help ful to look at M-I.· s seclOra l 
component s. 11f 

Ind ividuals' holdings of bank and building society 
deposits rose by £2.9 bi llion in the three monl hs 10 

December. Alt hough slight ly lower than the £3.0 bi ll ion 
recorded in the third quarter o f 1994. this was higher 
than the average of £2.0 bill ion per quarter in the first 
hal f of 1994. Lending. to individuals by banks and 
building societies rose by £6.5 bi ll ion in 1994 Q4. the 
strongest recorded increase since 199 1 Q-I. . This growth 
reflected a pick-up in both mortgage and consumption 
lending (C hart 2.2). 

Growth in lending for consumption by the banks and 
bu ildi ng soc ie ties has been very low in the current 
recove ry. Consumpt ion lending. however. rose by 
£1.2 billion in the fourt h quarter- the strongest quarterl y 
increase since 1989 Q3. Banks" credit card \ending was 
£0.5 bill ion. the highest since 1990 Q4. Other bank 
cred it- personal loans and overdrafts-increased by 
£0.8 bill ion. This dema nd for credit appears cons istent 

{I) All (h~ '~rlOr:,1 cr~d,{ d.'I" rdcrrcd 10 in Ih,' ,n·l,on ~.~clud~ Ih,' effeC( ' of 
'~(,·Un(i'~lion s ~t\d 10;"1 Im",fN, 
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wil h stronger contributions 10 retail sales from non-food 
items, partic ularly household goods. 

As di sc ussed in Section 1. retai le rs appear 10 ha ve 
avoided further reductions in the prices of house hold 
goods in the rOllrth quarter by offeri ng spec ia l finance 
deals on items !o.uch as e lectrical goods and furn ishings. 
Ma ny of these deal s arc like ly to have been financed by 
banks and finance houses, and the growth in ex penditure 
on household goods is therefore consistent with Ihe 
st rong increascs in both cred it card and o ther consumer 
lending by the banks. Spec ial ist lende rs (other than 
banks and building societies) increased their lending by 
£0.4 bil lion in 1994 Q4- the strongest rise si nce the 
series started in 1987 Q 1. The 12-month rate of increase 
of total consumer c redit was 110/(' in December. 
compared with 90/r in September. 

Borrowi ng for consumpt ion accounts fo r onl y around 
10% of indiv idual s' borrowing from banks and bu ildi ng 
societies. Mortgage lendi ng. which makes up the other 
90%, inc reased by £5.2 bi lli on in the fourt h quarter. 
slightl y higher than in the second and third quarters of 
1994. Wit hin thi s, banks increased their lending by 
£2. 1 bi ll ion and building societies by £3. 1 bill ion. Using 
[he wider defin iti on of mortgage lenders. net lending 
remained stable in the second half of 1994: specia list 
lenders were not as active in the mortgage market as 
earli er in the year. 

Contra ry to [he ex peri ence in prev ious recoveries
when industria l and commerc ial companies (lCCs) 
increased the ir borrowing- 1CCs have made less llse of 
debt financ ing in recent years, preferring [ 0 issue equit y. 
Indeed. for six co nsec uti ve quarters beg in ning in 
1993 Q 1 . they made net repaymen ts of debt. Net 
borrowing was roug hly zero in 1994 Q3, and in 1994 Q4 
posi ti ve net borrowing (£ 1.3 billion) resumed. ICCs' net 
sterling capita l issues were also stronger in the fourth 
quarter at a seasonall y adjusted £3.4 bill ion (Chart 2,3). 

It is possible that many companies have sllcceeded in 
reducing the ir debt to des ired levels. and their 
ba lance-sheet restructuring is now complete. Investment 
surveys and reports by the Bank's Agents during the 
fourl h quarter suggested that in vestment was begi nning 
to inc rease; if confirmed. this cou ld exp lain the 
turnaround in corporate borrowing. 

ICCs al so increased the ir holdings of M4 deposits by 
£1.1 billion in th e fourth quarter, compared with an 
average ri se of £0.3 billion in the two previous quarters. 
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Brit ish eompanie~ now appear to be in a strong financial 
pos it ion and are able to increase investment using their 
own internal funds. A recen t survey by the Bank 
Consu ltancy Group reponed that the avai labil it y and co"t 
of bank finance i ~ l es~ of iI concern to companie~ than it 
was in 1992. 

Dil'/Iill 

The Bank's Di visia mea~ure of moncy. whic h we ighb 
the va rious componcnts of M4 according to their 
transactions characteristics. rose by O.5 O/c in Ihe fourth 
quarter. less tha n the strong increase of 1.0% recorded in 
the previous quarter. Th i~ gave a fou r-quarter growlh 
rate of 3.4%. Personal and corpo rate sector Di vi sia 
increased by 0.2%. and 1.6o/r re~peclive l y in 1994 Q-L 
their 12-111onlh growth rates fe ll to 2.6l7c and 6.1 %. 

2.2 Interest rates and exchange rates 

Developments in the fi nanc ial markets affect the 
assessment of futu re inflation in three ways: 

• First. they may affecl the out look for agg regate 
demand. For instance. an increase in long- term 
interest rates is likely to reduce planned investment. 

• Second . financial capital flows can alter exchange 
rates and import prices. An unexpected ti ghtening 
in domestic monelil ry pol icy. for instance. is likely 
to lead to a temporary appreciation. and therefore 
cheape r imports for a time. 

• Third . financial markets prov ide information about 
their parti ci pants' average inflation and interest rate 
expectations. The higher are inflation expectations 
in the short run. the larger will be Ihe price 
increases sought by produce rs. The higher are 
in fl at ion ex pectat ions in the long run . the less is the 
long- rull credibility of monetary policy. 

I lIfereJr rale.\ 

Ten-year gi lt yie lds fe ll by 29 basis points between 
26 October (the closing date for fi nancial data used in 
the November Report ) and 2 February. to stand at 
8.55%. This change was small relati ve to intra-pe ri od 
volatilit y. Chart 2.4 displays the ten-year gi lt yield 
together with a se lect ion of other interest rates. Yie lds 
on index- linked gill s prov ide estimates of real interest 
rates. Chart 2.5 shows that they have increased sli ghtl y 
since the last Report. and are still higher than al th e 
beginning of 1994. 
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Thc 50 basis-point ri scs in UK shorl-lcrm offic ial 
inte rest rates on 7 December and 2 February had a 
posi ti ve market impact. Following the December rise. 
stc rling rose in effecti ve terms from 89.2 to 89.3:(1 ) it 
increascd sli ghtly againstthc dollar from $ 1.5630 to 
S I.5642. Onc- Illonth interesl rales rose by only ' /,~% : 
rates beyond three months held slead y or fell: and 
long- tcrm inflat ion ex peclatiom;1 2) were rev ised down on 
the day-a ll hough this decline was less sil! nifi cant and 
more short-l ived than the one foll owing the rate ri se in 
September. 

Mos t mortgage lenders announced an increase in thei r 
variable mortgage rates following the half-point rise in 
base rat es in Decembcr 1994. thougb genera ll y not by 
Ihe full amOllllt. The average variab le rate (taking the 
fi ve largest banks and building soc ieties) was 8.27% on 
I February. compared with 8.11 % a month earlier. 

The February increase in offic ia l inlerest rates appeared 
to ha ve been generall y an licipated in the financ ial 
markets. Slerling fc ll s li ghtl y against the Deutsche 
Mark- to DM 2.405 al the close on 2 February. 
compared wit h OM 2.4083 a day earlier-and rose a 
fract ion ag:linst Ihe dollar to $ 1.582 from $ 1.58 15. The 
three-month interesl rale implied by (he futures contract 
for March 1995 fe ll slightly and there was very little 
change in the three- Illonth rates implied for later dates. 
Long gi lt prices fell a liule. but outperformed the 
German and US government bond markets: long-term 
inflation ex pectations were unchanged on the day. 

Offic ial interest rates have risen in a number of cOllntri es 
since the November Report (see Table 2. B). However, 
as a resu lt o f the ti ghtening of policy in December. 
short-te rm rates in the United Kingdom have increased 
by more than the trade-we ighted world average. raising 
the short-term interesl differential over the paslthree 
months (Chart 2.6). For three-month interest rates, the 
differen tial 011 2 February was around 80 basis points. 
compared with 30 basis poi nts at the time of the 
previous Report; for 12-mol1lh rates, the differentials 
were 109 and 91 basis points respectively. 

Erc/wllge I'tIte.~ 

During November, sterl ing remained broadly steady. 
with flu ctuations against the US dollar tending to offset 

( I ) A nOle expknning the ne'" c"tculatlon of the effective r~lC index is 
inctutJed il\ the Febrnary Q'WI'I<'r/" HIIIINill, page, 2-\-25_ 

(2) A, mea,ured by reference 10 (he yield, on con,cminnal and index·linked 
gI llS. 
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movemen ts aga inst the Deutsc he Mark (Chart 2.7). The 
dollar stre ng thened immediately following the Mexican 
peso deva luati on on 20 December (with in vestors 
switch ing to do ll ar assets) contributing to a fall in the 
sterling effecti ve rate (ER I). Sterling weakened against 
the Deutsc he Mark during January. as the lalle r attracted 

'safe- haven' funds. 

S terling' s effec ti ve rate was ex pected to deprec iate 
sli ghtly at the time of the November Report . 
Three-month inte rest rates were hi ghe r on average in the 
United Kingdom than abroad: for expected returns to be 
equa li sed across counl ries. ste rling would have had 10 

fall by around 0.2% over thc followin g three month ~. In 
the event. stcrl ing 's c ffective index de preciated by 0.8%. 
compared with a ri se of 3. 1 % in the dollar index and 
1.2% in the Dcutsche Mark index . The deprec iat ion 
took place despite the increase in the trade-we ighted 
in terest ralC diffe re ntial in favour of the United 
Kingdom. whic h would ha ve te nded to strengt hen the 
exchange rate unles~ it had bee n entirel y di scounted in 
advance. Thi s suggests that market participants revised 
downwards Slight ly the ir view of the likely long- run 
nom inal cxchangc rate during the quarte r. 

Markl'f e,\pl'cltltio//\ 

The c urrcnt structure of short -sterling fu tures pri ces 
suggests thm the markets expect further ri ses in inte rest 
rates. although the implied in terest rate pro file is slightl y 
lower than at the time of the Nove mber Report (sec 
Chart 2.8). On 26 October, three- month rates in the 
futures market were 7.5% for March 1995 contrac ts and 
8.9% for Decem ber 1995 contracts. However. by 
2 February implied rates had fa ll en to 7.0% for Marc h 
1995 and 8.4% for December 1995. Implied forward 
rates sllggest that short -term int erest rates are expected 
to reach a peak of around 9.0% in around \998. Actua l 
market expectations. howe ver. may be lower than thi s as 
futures rates and impl ied rorward rates e mbody a risk 
premium. Futures contracts are used as hedging 
instrument s for sho rt -maturity gi ll s. swaps and fixed-rate 
mortgages. If. for exa mple. market participants were 
risk-averse . increased uncertaint y over three -month rates 
(related to uncert ainty about the timing and size of 
prospective base rate ri ses). might lead 10 a hi{!lle r ri sk 
premium being incorporated into short- sterlin2. futures 
rates. 

Chart 2.9 shows an estimate of the 12- mollth inflation 
rate expected by the gil t markel ten years ahead . As 

" 



Note circulation: breakdown by denomination 

There h:l~ been speculat ion recentl y that 
unrecorded transac tions have boosted narrow 
money growth. It is al most impossible to quant ify 
the effects of the 'undergrou nd' economy. but 
additional information may be gained by 
examining the use of different denominations of 
bank note!> in circu lation. If a large proportion of 
the £50 notes in iss ue c irculate mainly in the 

undergrou nd economy, then changes in holdings 
of the denomination might reflect such 
unrecorded expenditures. 

The chart shows, however. that the 12-month 
increase of £50 notes in circulation has slowed 
sin ce mid 1993 and. for the firs t time since the 
£50 note wa!> introduced in 198 1, the outstanding 
stock fe ll in the yea r to November 1994. 
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In the past 15 years. there has also been a marked 
dec line in the va lue of £5 notes in circu lation . 
And more recent ly, the amount of £10 notes has 
fallen. The number of £20 notes. on the other 
hand. has increased strongly. The most obvious 
exphHlation fo r this is the increased issue of £20 
notes through cash dispensers. The chart shows 
that the 12· month rate of increa!>e in £20 notes in 
ci rculation has remained fairly constant, at around 
15% over the past two years . 

Recent developments accordi ngly provide no 
ev idence to suggest that growth of the 
' underground economy' is responsible for the 
high rate of growth of narrow money in 1994. 

explained in previous Reports. such estimates may also 
incorporate a varying in fla ti on ri sk premium and are 
approxi mate. The im plied volat ility on long gilt futures 
has falle n since August 1994. which may have red uced 
the risk premi um in conven tiona l gilt yields. But the 
chart suggests that ex pected inflation is almost as low as 
it has been at any ti me since index- linked gi lts were 
introduced in 198 1 and made it poss ible to measure 
ex pectations in thi s way. If these esti mates are a 
measure of the ant i·i nfl at ionary credib ility of monetary 
pol icy. it appears that the c redibi lity lost when 
membership of the ERM was suspended has large ly 
been regained. 

The markets en tered a period of turbulence after the US 
interest rate ri se on 4 February 1994. Table 2.C 
illustrate!> that the countries with the largest ri ses in 
ten·year government bond pri ces in I 993-for example 
It aly. Spain, Finland and Norway-experienced the 
largest fa ll s in 1994. Chart 2. 10 shows that there is a 
positi ve cross-sectional relati onship between the 
movements in bond yields since February 1994 and 
average annual inflation rates between 1984 and 1994. 
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Not surprisingly. an economy's past experie nce of 
inflation appe.lrs to havc been an importan t determinanl 
of infla tion expectations. 

International bond markets stabili sed towa rds the end of 
1994. UK gi ll s have risen in price and ou tperformed 
several OI he(; gove rnment bond markets since the 
November Reporl. In parti cular, the spread of ten-year 
gil1 yie lds over US and German equiva lent s has 
narrowed. by nine and 13 1 basis poin ts respectively. 

2.3 Summary . 

Broad money growth remained subdued in the fourth 
quarter. Credit growth. howeve r. pi cked up- its 
12- 1110111h growt h rate was 4.6% in December. up from 
3.7% in September. MO continues to grow above its 
0%-4% moni toring range. bu t. as expected. has recen tl y 
been slowing dow n. 

Fi nancial market developments have given encouragi ng 
signals abou t the credibilit y of UK monetary policy. 
The short-term interest rates impli ed by fu tures markets 
have fa llen since the Novcmber Report. though the y st ill 
ind icate that further rises in interest rates arc expec ted. 
Inte rnational bond markets stabilised towards the cnd o f 
1994. UK gi lt yie lds have fa llen in the past three 
months and outperformed several other bond markets. 
Aga inst a vo latil e inlernali onal background. sterling has 
remained re lati vely stabl e. 

17 
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Demand and supply 

There have been fu rthe r upward rev isions to estimates of 
rea l output in J 994 si nce the November ReporT was 
publ ished (Chan 3. 1), But Ihe pace of growth appears 10 
have slackened- outpu t grew al an annualised rate of 
just over 3% in Ihe second ha lf of the year, compared 
wilh well over 4% in the fi rst. Although eSlimales of 
domesti c demand have also been revised upwards 
(Chart 3.2). lhe di vergence between strong output and 
wea k domestic demand has become more apparent. 
Indeed. domestic dema nd was flat in 1994 Q3. T he 
divergence is a consequence of a sustained depreciati on 
in the rea l exchange rate . combined with a tightening of 
fisca l policy and a recovery in ex port markets. 

3.1 Domestic demand 

Rea l domestic demand increased by 2.5% in the year 10 

1994 Q3. Nominal domestic demand increased by 5.0%. 
Growth in every major component of private sector 
domest ic demand was less in the thi rd quarter of 1994 
than on average in Ihe recovery up 10 that date 
(Table 3.A). 
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Persona! sector consumpt ion growth slowed in the first 
three quarters of 1994 to an average quarterly rate of 
0.4%. Th is compares with an average rate of 0.8% in 
[993. Tax increases and the uncertainty about 
employment prospects re flected in survey evidence (see 
Section 4) were tile main fac tors beh ind the slowdown. 
In 1994 Q3. spending on services spearheaded the 0.5% 
increase in personal consumption. Reta il sa les volumes 
increased by 0.5% in the founh quarter, compared wit h 
0.8% in the thi rd. Much of the increase came in 
December: the household goods sec tor was particularly 
strong. The January CBI Distributive Trades Survey 
showed that sa les by retail ers were broad ly in line with 
what they expec ted in December. after several months 
when they had been below ex pected level s. 

The CB I Distributive Trades Survey also found that 
rcta ilerfi expected sales in Jan uary to be slightly below 
norma l for the time of year. Accord ing to data re leased 
by the Briti sh Reta il Consorti um and Touche Ross, 
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non-food sales in the fi rst three weeks o f January were 
little changed from tho')e a year earl ier. 

Persona l consumpt ion is determ ined by ex pectat ions o f 
fu tu re. as well as current. rea l income. This means it 
tends to fluctuate less than real personal di ~posable 
income. which fel l by 0.7% in 1994 Q2. bu t rose by 
1.5% in 1994 Q3 (Table 3. 8 ). Recent Gal lup surveys of 
consumer confidence have shown no clear Irend 
(Chart 3.3). In the period from Nove mber to Jan uary. 
the balance of respondent s ex pecting the general 
economic situati on to improve in Ihe next year waS c lose 
10 it s long-run average. However. the balance ex pecting 
their household 's fin ancial pos ition to improve was 
below it s long- run average. Consumers arc. therefore. 
likely to remai n cautious aboullheir real income gro wth 
in the short term and to save most of any increase in 
disposable income (Chart 3.4). 

The I/Omill~ lIIad.i' l 

The housing market has been affec ted by the factors 
restraining personal consumption. Turnover. as 
measured by part icul ars del ivered. is subdued: as a 
proportion of the owner-occupied housing stock. it is 
now about 25% lower th an in 1980. Ac ti vit)' in the new 
homes sec tor is more buoyant: housing starts and 
completions both appear to be on an upward trend 
(Char' 3.5). 

In January. hOll se prices were 0.4% above their leve l a 
year earl ier on the Halifax Building Society's lIldex . 
Second-hand house prices have been more volatile than 
new house prices (Char! 3.6). In Ihe earl y 1990s. 
second-hand house prices were depressed by di stress 
sell ing and by sales o f possessed propert ies. More 
recently. they have inc reased more rap idly than new 
house prices. part ly because there have been fewer 
possessed propert ies on the market. The stock of 
possessed properties held by lenders fe ll to 29.400 in the 
second half of 1994. from a peak of 67,400 in the second 
half of 199 1: 24.200 properties were taken into 
possession. The Nationwide Building Society's 
seasonall y adjusted index shows that prices were 0.5% 
lower than a year earli er. 

The Bank estimates Ihat negati ve equi ty amoun ted to 
around £6 bi ll ion in the fourth quarter of 1994. some 
£1 11: billion less than a year earl ier (based on non 
seasonally adjusted reg ional house price indices from the 
Hali fax Bui lding Society). Around I ll. million 

" 



('hart .'5 
Iluu,iu),: lIlarl..d a('til il~ 

- ,~ 

- ,~ 

- ,~ 

'V"0~dv-- "" 
~ ~ 10)) 

1"_"k,I .. , 
do;h,,,C<J '" 

1'''''''< "",,~ 
"""I'~'~'" 

- ~ 

- '" 

- I", 

_110) 

- 1'1) 

- .' 
- ", 
- .. 

.. ' ".I"'''.'''''''~''''''''''~'''I' .. d''''''"'''''k~ 

( ' h ;lrl .l(, 
Il nllW (Ifin" " 

''''''''''''1' ""0<.",, , ... """wl,,, 
I .. " n .... h n."'"~ "'''go" 

-~ 

- .. 
_ 10 

, .. " .. ~.do; . 11 .... ", - '" 
I 

, I I,,, I", I,,, I,,, I '" I " .t,,, I " ,, _ to ,q" ... ~1 oH •• ) 'Ill ~I n~' ~~, 

20 

households were affected. The figures suggest that 
I1l.!gativc equi ty was hig her than in the third quarter. but 
thi s was la rgely the result of the normal seasonal fall in 
hOllse prices. Esti mates of negati ve equi ty are sensitive 
10 the particular measure of house prices chosen. 
Approx imate ly 250,000 mortgages were 1110rc than 
six months in arrears al the cnd of 1994-aboul 2'h% of 
outstandi ng mortgages. 

[n rcce rll ye;l!"s, potc nlia l fir sHi me bu yers ha ve beco me 
mo rc cauliou ... because of reducti ons in M IRAS lax relief. 
c hanges in in come support rul es and greater perceived 
job insc(';u ril y. De mog raphic s have also h<ld an impacl. 
reduc ing the size o f the re leva lll age group. Hence an 
inc rease in tu rnover and ho use price infl at io n to the 
leve ls seen in the mid a nd late 1980s should not be 
ex pected . 

11/ l·t'.' f IIIl'II' 

Tota l inves tment was s ligh tly lower as a share ofGDP in 
the th ird quarter than at the trough of the recession. 
although there are s igns of st rength in so me sec tors. 
Manufactu ring investmcnt has tcnded to fall as a share 
o f manufacturing o utput th roug h the recovery. as it did 
in th e previo us onc (Chafl 3.7). 

In rcallerms. lotal in ve."t me nt fc ll by 1.6% in Ihc second 
quart er of 1994 and by 0.6% in Q3. This offset a risc of 
2.3% in Q I . In th e yea r to Ih e third quarter. it increased 
by 2.2% (Table 3 .C). The subdu ed s tate of thc hous ing 
markct was re fl ected in a fa ll of J .3% in investmcnt in 
dwe llings. Thi s. coupl ed w ith a fa ll in in vestment in oil 
and gas ex tracti o n, maskcd relat ive s trength in other 
sectors. If d wel lings, oi l and gas ex tract ion arc 
excluded. privatc sector in vestmcnt rose by 5 .2 % in the 
year to J 994 Q 3. A lowe r level of stockbui ldi ng 
restrai ned g rowth in 1994 Q3. afte r making a posi ti ve 
cont ribution in the first two quarte rs. 

In vestment by industrial and comme rc ial companies 
(lCCs) accounts fo r about 45% of tola l investment. In 
real terms. it rose by 0 .8% in the thi rd quarter. but was 
neverthe less 4.6% below its level in the third quarter of 
1993. It was not constrained by lack of funds. Gross 
trading pro fit s of ICCs rose by 2.2 % in nom inal terms in 
th e third quarter (by 5. J % for non North Sea ICCs) J1) 
ICCs aga in reduced o ut standi ng bank borrow in g- it has 
fall e n by over £20 bi lli o n. or about 1.5%, s ince the 

( I ) Ice,' profilabil,ly j, nl,o di,cu, ...:d in Seeuon S of Ihe Report. 
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trough or the rccc!oos ion.o ) ICCs recorded 11 financia l 
surplus of £2 .7 billion or 1.9lff o f GDP. the fifth 
consecuti ve quarte rl y surplu <; (Chart 3.8). 

The commercial property market i<; mov ing slowly out 
of recc!oos ion. although a rccent CBI .... urvey reported that 
demand for commercial property i!\ not incrcasing as 

rapidl y a!\ aCli vit y. and that a third of large corporation .... 
expect to reduce their property holdings in the first half 
of 1995. Renl !\ for prime sit e!\ arc beginni ng to recove r. 
but th ere is 1inle sign of any ge nera l increase in ren t!\. 

GOI'emllll'/1I ,Ipellriillg 

General government current ex penditure ro!>.e by O.3 £K in 
real terms in the third quarter of 1994. This wa!>. much ltl 

line with the increases seen in the recovery so far. but a 
lilll e above what had been expeclCd. as lower inflat io n 
increased the real :.-pend ing permilled by Ihe Control 
Total (publi c :.-pending net of cyclica l :.-oc ial security. 
debt interest and account ing adj ustments). Central 
gove rnment increased spending most: local governmcnt 
current spend ing remained extremel y subdued. Public 
sector in vestmen t-which is often volatile-rose by 
129'(' in 199~ Q3. and was 7.0t?K above its 1993 Q3 level. 
The public sec tor borrowing requi reme nt (PS BR) 
between April and December 1994 was £23.3 billion. 
down from £3 1.4 billi on in Ihe ~ame period of 1993/94. 

The Budget presented on 29 November confirmed lhe 
path of fi sca l consolidation laid Ollt in prevIous Budgets. 
The PSBR is now expected to fall more Sharp ly than 
forecast in November 1993. because of stronger than 
antic ipated acti vity and lower than anti c ipated inflation . 
It is projec ted to be £2 1'1: billion (3% of GD P) in 
1995/96. This will req uire a O.8<k cuI in real terms in 
the Control Tot a1. 

3.2 Net external trade 

With domcstic demand restra ined. net ex ternal trade 
accoun ted for all the growt h in output in the thi rd quarter 
of 1994 (Table 3.A). From Ihe start of the recovery to 
the end of 1993. growth had been driven by domestic 
demand. In 1994. demand shifted from 
fo reign-produced to UK-proclllced traded l.!Oods in both 
foreign and domestic markets . Export volumes rose by 
2.6% in 1994 Q3. alt hough estimated l:xp0rlmarket 

(1) tlallkillg d"I.I d, .. ,:"" c.i I" SC~I'U" 2 "f ,h,' Hp/",,., .11"" that h:"," 
tl<'ITu"jng b) tCC, "a, n,,1 " ' t<)9~ QJ Ih",,",cr. the f,n;"'ci~1 
1r:", .. ",·1,0,". "CC.""l1 repon"d here ,'un",,,,, a la rge h.lt :,nemg ilem 
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growth was only about I % (Chart 3.9). Import volumes 
fell by 0.3%. although domestic de mand was fl at. This 
shift occurred despite a further estimated loss in cost 
competit iveness. If man ufacturing unit labour costs afe 
used 10 measure competiti veness. the United Kingdom 
has lost a liu le more than half of the competitiveness 
gained agai nst the six maj or overseas economies in the 
th ird quarter of 1992 (Chart 3 .10). Relat ive prod ucer 
pri ces. which arc more timely. show th at Ihe United 
Kingdom has onl y lost a little competiti veness since the 
period fo llowing sterlin g's suspension from Ihe 
exc hange rate mec hanis m. [t has improved sli ght ly 
agai nst Japan. and mo re agai nst Europea n countries slIch 
as German y and France. 

The strong export performance in the third quarter of 
1994 narrowed the vi sible trade deficit from £2.4 bill ion 
in Q2 to £ 1.6 bil lion in Q3. Together with an 
improve ment in the invisible balance. this produced the 
first current accoun t surpl us since early 1987 
(Tab le 3.0 ). In October 1994. the trade de fic it wide ned 
slightl y from £0 .5 bill ion to £0.6 billi on. but thi s was 
largely accoun ted for by o il and erratic items. Export 
vo lu mes excl udi ng o il and erratics grew at an annual 
rate of 30% in the three months to October compared 
wit h the previous three months: import volumes 
inc reased by 10%. More timely data arc available on 
trade with countries outside the European Uni on. These 
suggest that import vo lu me growth has picked up. In the 
fourth quarter. export volumes excluding o il and errati cs 
rose at an an nu alised rate of 13%, while import vo lumes 
g rew by 28%. 

Prospects for export market growth rema in good. 
Domestic demand in Ihe OEe D region is expected to 
grow as rap idl y in 1995 as in 1994. In Europe as a 
whole and in Japan. domestic demand growth is 
expected to pick up as the ir recoveries continueJ I) Only 
in the United States is domestic demand growth 
expected 10 slow. 

3.3 Business confidence 

Recent surveys show that companies ex pect strong 
growth to continue. parti cularly in export markets. The 
Janu ary 1995 C BI Quarterl y Industrial Trends Survey 
showed that manu fac turing output rose sharpl y over the 
preceding four months, whil e business confidence rose 
fo r th e ninth survey in succession. Both domesti c and 
ex porI demand grew more rapidl y than had been 

( I) Furl her <.Ie l a il ~ on de"clopl11e nl ~ in the m~jor overscas economics arc 
gi\'ell 011 page, 15- 23 of thl: Fcbru ary 1995 Qllor/u i.l' BIII/e/;" . 
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expected. and the number o f l"irm!:. reporting workin g 
below capacity fe ll to the lowest level seen since Jul y 
1990 (Chart 3. 11 ). The Chartered Institute of 
Purchasing and Suppl y reported in January that the 
manufac turing economy cont inued to ex pand. but that 
grow th was slowi ng. Increasing del ivery times from 
suppliers indi cate the ex istence of capaci ty co nstraints . 

The Brit ish Chambers o f Commerce Quarterl y 
Economi c Survey reported in January that the balance of 
manufacturing ex porters enj oy ing increasing orders was 
the highest since the Survey began in 1985. Sales and 
deliveries in th e domes tic market al so continued to 
increase. but the Survey reported that the impact of 
interest rate increases was being felt. Capacity 
utili sati on in manufac turing was reponed to be at its 
highest level fo r fi ve yea rs-a picture conl"i rmed by 
other surveys whi ch identified suppl y constraints in a 
number of sectors, such as chemical s. 

Companies are becoming less posit ive about future 
investment. BOI h the CBI and the Chambers o r 
Commerce found that investment intentions were 
marginally less buoyant than previously reported. despite 
evidence that capacity ut ili sali on in manufacturing has 
reached levels last seen at the peak of the prev ious cycle. 
Respondents to the CBI Survey said an y investment was 
undertaken to increase efficiency and not to ex pand 
capacity: unce rtaint y about dcmand was the main factor 
dampening investmcnt plan~ (Chalt 3. 12). 

3.4 Output 

Output is now thought to ha ve ri sen by 0 .8% in the third 
quarter of 1994. and by 4. 1 % in the year to the third 
quarter (Table 3.A). These increases were prev iously 
estimated to have been 0.7% and 3.6% respecti ve ly. 
Non North Sea Olltput also rose by 0.8% in 1994 Q3. 
gi ving a four-quarter growth rate of 3.6%. Preliminary 
estimates indicate that out put grew by another 0.8% in 
the fourth quarter of 1994. In nominal terms. output 
inc reased by 1.5% in 1994 Q3. and by 5.7% in the year 
loQ3. 

National Accounts data show that all the main 
components of output (with the exception of 
construction ) grew robustl y in the third quarter. with 
manufacturing OlltpU! ri sing by 1.2% and total servi ces 
output increasing by 0.8% (Table 3.E). Output is now 
higher than it s previous peak in all sectors except 
construction and manufacturing . It was surpri sing that 
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provis ional data for November indicated that industrial 
production fe ll by 1.0% in the month: part of thi s was 
due to (I fal l in e lectric ity out pu t brought about by good 
weather. but manufacturing output fe ll by O.7%-the 
hll'gest monthly fall since June I 993--despi te strong 
la bour demand in the sector. 

Output growth was slower in the second half of 1994 
than in the first. But it was still higher than the rat e at 
which out put can grow in the long run without adverse 
inflationary conseq uences: the 'output gap' continued 
to c lose. Output growth wil l have to slow down to a rate 
consistent wi th the accumulation of capital, la bou r force 
growth and innova tion . In th e past. thi s has been in th e 
ran ge of 2%- 2'h% a yea r. AI the moment, however. 
there is still some spa re capacity (particularly in sectors 
c:ltcring primarily to domestic demand). 

3.5 Summa ry 

Revisions to data raised the estimated profile of act ivity 
in the first th rce qU:H1ers of 1994. but confirmed that 
growth slowed in the second half of the year. They a lso 
showcd a substantia l di vergence between domest ic and 
nct ex te rnal demand. The pre liminary output estimate 
fo r the fourt h quarter of 1994 indicated that output 
growth , although slower. continued to be above trend. 
Capaci ty constraints are becoming more widespread in 
industry. Even if the recovery continues <It the pace seen 
in th e second hal f of 1994. supply constra ints wi ll 
intens ify. Th is will inc rease inflationary risks unless 
producti ve capaci ty inc reases. 
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4 

4. 1 Earnings 

Whole economy underlying ea rnings ro~e by 3'/,c!t in the 
year to November. unchanged from October. With in the 
tota l. underl ying manufacturing ea rnings increased at a 
12-l11onlll rate o f 4 '/ ,9r : tlm. W(J S unchanged from the 
prev ious mOl1lh. bUlup from4 'h% in August. In the 
se rvice sector. underl ying earn ings growlh fe ll from 
3'1:% in Septem ber 10 3'/ ,9r in November (sce 
Chart 4.1), 

There is no officia l measure or pay settlements . but 
survey evidence suggests that settl ements ha ve inc reased 
slightly since the time or the November Report (see 
Table -LA). Accord ing to Ihe Industrial Relations 
Services survey. fo r example. average settlements were 
around 2.5% in Ihe first three quarters of I 99-l. but 
increased to 3% in the last Ihree months of the year. 
Around a quarter of a ll wage agreeme nts ha\'e January 
implemen tation d:l l e~. however. and it is nOI yet c lear 
whether sel11 c1llent s arc abou l to increase. Earl y 
indications are mi xed. The IRS suggested th at a higher 
level of sel1l e lllent s W ::lS being mai ntai ned in 1995: the 
CB I Pay Databank showed pay awards starting 10 ease 
towards the turn of th e yea r. 

Historica l experience sllggests that the current behaviour 
of wages is not unusual for thi s stage o f the business 
cycle. In the past. wages growth has rcmained relatively 
stead y for long pe riods while unemploymcnt has been 
changi ng rapidly. In the mid I 980s. for cxample. wage 
infla tion rosc by less than three percentage points while 
unemploymcnt fell by five percentage points. Simila rl y . 
between 1990 and 1992 unemployment rose by four 
percentage points and nominal wage inflation fell by 
around two percen tage points. Bu t that does not 
necessarily imply that wages growth will remain 
subdued. Wagcs growth can increase suddenly with 
lil1le movemen t in thc unemploymcnt total. Chart -l.2 
shows that. in 1979 alone. nominal wage inflation 
picked up by almost ten percentage point s . 

Any increase in nomina l wages depe nds on both the real 
wage and the in fl ati on expected by wage bargainers-on 
both sides of thc table. What wi ll happen to the real 
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wage? Tbe target real wage depends upon the degree of 
labour market ti ghtness. producti vity inc reases and the 
structure of the labour ma rket. 

Labour demand 

Thcrc is clear cvidence that the dcmand fo r labour is 
increw; ing. Employment has ri sen on both official 
measures. Tbc workrorce- in-cmployment series, which 
is based on a survey of cmployers, increased by 140,000 
in the third quarter. The Labour Force Survey (LFS), 
whi ch is based on se lf-assessment of hours worked . has 
consistcntl y recorded an illcrease in employment sincc 
the spring of 1993. 

Despitc thc convergence of the two indicators of labour 
demand in recent months, the LFS conti nues to show 
greater job creation si ncc thc trough in employment. 
Accordi ng to the aut um n 1994 Survcy. tota l employment 
increased by 408.000 between wi nter 1992/93 and 
aulllmn 1994. In comparison, thc employer-based survey 
recorded a 66.000 rise in total (GB) employment 
between December 1992 and September 1994. Onc 
ex planation for the di screpancy is that the LFS is faster 
at recording jobs created by new businesses. It is also 
poss ible that the workforce- in-employment seri es is 
depressed as a result of compani cs neglecting to declare 
jobs in volving short-t erm contracts. If so. the LFS 
would provide a more accu rate measu re of demand 
condi ti ons. 

Onc way of adjustll1 g fo r the num ber of part-time jobs 
when assessing the agg regate dcmand for labour is to 
eonsidcr thc overal l number of hours worked. Accord ing 
to the LFS. aggregatc hours worked in the wholc 
economy rose by around 1.4% between the summer of 
1993 and the summer of 1994. Th is supports the picture 
of increasing demand for labour. Evidence of a tighter 
labour market can also be seen in the splil betwcen 
full -time and part -ti me jobs. In 1993. all of thc net job 
creati on was in part-time work. whereas between the 
spring and aut umn of 1994 fu ll-time jobs accounted for 
65% of tOlal employment growth. 

Recent LFS data show that job creation is concentrated 
in the serv ice sec tor. wit h employment in the year to 
autumn 1994 up by 188,000 in the banking, finance and 
insurance sector. and by 124.000 in distribution , hotels 
and restaura nt s. In contrast, employment fe ll by 13,000 
in manufacturing firm s. Anecdota l ev idence suggests, 
however, that employment may be picking up among 
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smaller manufacturing firm s. For example. the January 
CBI Quarterly Industri a l Trends Survey noted that 
manufactu re rs expected almost no job losses over the 
next four months-the most positi ve outlook for jobs 
si nce April I 989- and firms wi th fewer than 500 staff 
expected to take on workers. This is consistent with 
strong demand for UK export ~. Nevert heless. if 
com petition in the retail sector continues to in tensify. 
thi s could lead to job-sheddi ng among larger retai lers in 

1995. 

The dichotomy between the tradable and non-t radable 
sectors of the econom y cou ld. other things being equal. 
drive up real earnings for any given level of 
unemployment. T his would happen if the reallocation of 
resources from job-shedd ing to job-creating sectors of 
the economy was slow. leading to skill shortages and 
greater pay differen tials between the sec tors. However. 
the decline in manufacturing em ployment since 1979 
may mean that the skill s needed to meet the demand fo r 
tradable goods wi ll be available among the unemployed 
and workers in mher sec tors. The January CB I 
Quarterly Industrial Trends Survey reponed that lOCk of 
firms expected thei r output to be limited by a lack of 
skil led labour. compared with 28o/c when the series 
peaked in October 1988. 

4.3 Unemployment 

Claimant unemploy ment fell by 54.600 in December. 
after declining by 45.900 in November and 48.400 in 
October. Over the three months. the average monthly 
drop in the number of people claiming benefit was 
49.600. This compares with 38.300 over the six 
months to Deccmber and 29.800 over the year as a 
whole. Unemployment according to the 
intcrnationally-standard International Labour Office 
definition has also falle n sharpl y. It was down 144.000 
in the three mon ths to November-and has shown a 
similar profile 10 the claimant count si nce 
unemployment slarted to decl ine. 

Unemployment is fall ing much earlie r in the present 
outpu t recovery than in previous recoveries. But the size 
of recent fa ll s in the number of claimants is not oul of 
line with those seen at a similar slage of the previous 
unemployment cycle (see Chart 4.3). Comparisons wi th 
the I 980s are complicated by the introduction of the 
Restart(l ) programme in 1986. but this phenomenon. 
taken at face value. may be a consequence of the 

( 1) From .1986 otl"ur,,," people reee;' illS utlcmplo"mcnt bcn~fi( hu\c bc~n 
interv,ewed resularly and urged to find worl. -

11 
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deregu lation o f the labour market. If firms found it 
c:..sier to hirc and fire. Ihat would bri ng forward any 
declines in the clai mant count. 

4..1 Alternative mC .. lsures of labour market 
tightness 

The int!.!rprelation of each labour market indiciltor is 
fraught wi th diffi cu lt y. Not onl y ha ve differelll meilsures 
of labour delll(lnd sometimes shown con trasting pallerns, 
the claimant COUrlt depends on the tax stru cture. 
e li gi bilit y rul es ancl lhe effi ciency of Job Centres as we lt 
as on the stale of th e labour market. There are. however. 
other measures of labour market ti ghtness. These 
inc lude vaca ncies and inac ti vity rates. 

The number of vacanc ies advertised at Job Centres was 
flat in December. afte r risi ng strongly in October and 
Nove mber. Vacanc ies tend to ri se as a proportion of 
unemploymen t as out pu t strengt hens. Chart 4.4 shows 
that the rat io of un filled vacancies to total unem ployment 
stood at 7.5% in December. its highest level since 
Jan uary 199 1. However. it remained significantly below 
the peak of 13.1 % reached in 1989 . 

Inactivity rates-the proporti on of people of working age 
not employed-can also be used to assess the tightness 
of the labour market. Inactivi ty wou ld be a good gu ide 
to the stat e of the labo ur markct if there were man y 
people ou t of work who would start looking for a job if 
they thought that the demand for labour had increased. 
This was the case in the mid I 980s. for instance, when 
a ll of the net jobs created in the recovery were taken by 
women who joined the labour fo rce. Howeve r. if during 
the recess ion of the earl y I 990s some 'd iscoumged' 
workers entered full-time education or took earl y 
retirement. this could mean Ihat fewer would be 
ava il able 10 be absorbed quickl y into jobs. Inthi s case. 
inilcti vit y rates would overestimate the deg ree of slack in 
the labour market. 

But what are the various indicators tell ing us about the 
degree of labout" market ti ghtness at the moment? Do 
they suggest that wages are about to acce le rate? Job 
creation and falling unemployment threaten upward 
pressure on real wages if they mean that employees feel 
more secure in their jobs and push more aggressively for 
pay inc reases. and em ploye rs res ist less because they are 
eager to retain ex perienced workers. Pay will ri se if the 
jobless tot al is pushed below the "naWral' rate of 
unemployment- the rate of unemployment consistent 
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wi th Slablc inrl ati on given Ih t.! !.tancc o f monetary policy. 
If thi s happen ... upward prc),<"ure is exerted on cost<; . 
adding to the prc!')'ure for rinm to charge more for their 

goods. 

One way to gauge thc degree of t i ghtne~:'. in the labour 
market b to compare each indicator with i t ~ hi storical 
averagc . Howevcr. Ihis ignore)' Ihe facl Ihat pe ri ods of 
hi gh unemployment lead to .. kill e ros ion and 
demora li sati on alllong peoplc out o f work. particularly 
Ihe long- term uncmployed. removing somc from Ihe 
poo l of labour active ly compeling for jobs. Allhough 
demora lisati on may bc reversed i f labour dema nd 
increases for a sustained peri od. ~ ki1J s may be lost 
permanentl y. im pl ying Ihat Ihe Icve l of uncmploymenl 
which is consistent with stable inrl alion changes over 
timc. 

An alicrnati vc method. whic h ack nowledges Ihat the 
numbcr of people activel y looking for work changes 
ove r time. is to compare the various indicators with a 
more recen t trcnd in unemployment. Using a movi ng 
average of the past eight years as a roug h gu ide to what 
is happe ni ng to the natural rate o f unemployment 
suggests that some ~ l ack remains in the labour market. 
Chart 4.5 shows the gap betwee n Ihe aClUalle vcl of 
unemployment and its movi ng average against the gap 
between the ac tual number o f vacanc ies and thc ir 
moving averagc. It suggests that a lthough some slack is 
le ft in the labou r market it is fas t being eroded. There 
arc, of course. oth er meth od:» of estimating the le ve ls of 
unemployment and vaca ncies con:» ]ste11l with stable 
infl alion. 

A comparison of the inacti vi ty miC with its e ight-year 
trcnd suggcsts a much greater deg rcc o f slack. Chart -1- .6 
shows that inactiv ity remai ns significant ly above trend . 
Take n at face value. this wou ld im ply that downward 
pressure on real wages shou ld cominlle for some time. 
However. fo r reasons outlined above. it is likely to 
exaggerate the degree of slack. The lrue deg ree of 
labour market slack probably lies somewhere between 
the estimates deri ved from unemployment and inacl ivity 
data. suggesting that real wagcs are unlikely to pick up 
sharp ly in the near fut ure. h is also poss ible that a given 
degree of tightlless in the labour market will now exert 
less upward press ure on real wages than it has in the 
past. for example, bccause lower perceived job securil Y 
could lower the real wage targeted by employees. 

So how sec lI rc do work er:» feel in their jobs? Falls in lhe 
uncmployment count would imply greater job security if 
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deregu lation or the labour markct. If firms found it 
easier 10 hire ilnd fire. that would bring forward any 
declines in the clai mmll count. 

4--' Alternative measures of labour market 
tightness 

The interprctati on of cach labour market indicator is 
fraugh t wi th diffi cu lty. Not onl y have differen t mcasures 
of labour dema nd sometimes shown contrasting pallern s. 
the claimant count depends on the tax stru clure. 
e l igib ilit y rul es and the clTiciellcy of Job Centres as well 
as on the state of th e labour market. There are. however. 
other measures of labour market ti ghtness . These 
inc luck: vaca ncies and inacti vity rales. 

The nu mber of vacanc ies advertised at Job Centres was 
flat in December. afte r risi ng st rongly in October and 
November. Vacancies tend to ri se as a propol1ion of 
unem ployment as outpu t strengthens, Chart 4.4 shows 
Ihatthe ral io of unfi lled vacanc ies to total unemployment 
stood at 7.5% in December. ils highest level since 
Jan ua ry 1991 . However. il rema ined significant ly below 
the peak of 13, 1% reached in 1989. 

Inact ivit y ratcs- the proporti on of people of working age 
not cmployed-can also be used to assess Ihe tightness 
of th e labour mark et. Inact ivity would be a good gu ide 
10 the state of the labo ur market if there were man y 
people ou t of work who would start look ing for a job if 
they thoLlght th at the demand for labour had increased. 
This was the case in the mid 19805. for instance. when 
a ll of the net jobs created in the recovery were taken by 
women who joi ned the labour force. Howeve r. if during 
the recess ion of the early 1990s some 'discouraged' 
workers entered futl-lime educat ion or took earl y 
retirement. thi s could mean Ihal fewer would be 
ava il able 10 be absorbed quickl y into jobs. In this case. 
inactiv ity rales would overestimate the degree of slack in 
the labour nmrket. 

BUI what are the various indicators telling us about the 
degree of labour marketlighlness at the moment? Do 
they suggest that wages are about 10 accelerate? Job 
creation and falling unemployment th reaten upward 
pressure on real wages if th ey mean that employees feel 
more secure in th eir jobs and push more agg ressively fo r 
pay inc reases, and employers resist less because they are 
eager to retain ex perienced workers. Pay will ri se if the 
jobless tota l is pushed below the 'natural' rate of 
unemploymcnt-the rate of unemployment consistent 
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Erratum 

Inflation Report: February 1995 

The following chart should replace Chart 4.6 
on page 29. 
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with stabl e inflation give n Ihe :.tance of monetary po licy. 
If th is happen:-.. upwa rd pre~~ ure is exerted on cost:-.. 
addi ng to the pressure fo r fi rm:-. to charge more for thei r 
goods. 

One way 10 gauge the degree of li ghlnc:-.s in Ihe labour 
market is to comparc each indicator wit h its hi storical 
average . However. thi s ignorc~ Ihe fac llhat pe ri ods of 
hi gh uncmployment lead 10 :-. kill e rosion and 
demoralisali on among people out of work . particu larly 
the long-term un employed . removi ng some from Ihe 
pool of labour ac ti vely compeling for jobs. A llhough 
dcmora lisalion may be re ve rsed if labour demand 
increases for a sustained po..: ri od. skill s may be lost 
permanently. implying that th e level of unemployment 
whi ch is consistcnt wi th stable inf1<ltion changes ove r 
time . 

An a lternative method. wh ich acknowledges that the 
number of people ac tively look ing for work changes 
over time. is to compare the var iou ~ indicators with a 
more reccnt trcnd in unemploy men t. U~ing a moving 
-.. ----- 'Jf the past e ight years a:-. a rough guide to what 

l ing to the natural rate of unemployment 
that some slack re mains in the labour market. 

) shows the gap between the actual level of 
yment and ils movi ng average against the gap 
the actual number of vacant ies and their 

ave rage. It suggests that a lthough some slack is 
e labour markel it is fas t being eroded. There 
) urse. other method.;:; of estimatin g the levels of 
'yment and vacancies consistent with stable 

)ri son of the inacti vit y rale wi th its eigh t-year 
;gesls a much greater degree o f slack. Chart -1- .6 
lat inact ivi ty remains significant ly above trend. 
face va luc. thi s would impl y that downward 
on rea l wages should continue for some time. 
r. for reasons outlined above. it is like ly to 
ate the degree of slack. The true deg ree of 
larket slack probab ly lies somewhere between 
nates deri ved from unemployment and inacti vity 
~gesting that rea l wages are un li kely to pick up 
in the Ilcar future. It is al so poss ible th at a given 
If ti ghtness in the labour market will now exert 
lard pressure on rea l wages than it has in the 
. example. because lower perceived job security 
,wer the real wage targeted by employees. 

secure clo workers fee l in their jobs? Falls in the 
)yment count would imply greater job securit y if 
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the likc lihood of any pcrson becoming unem ployed also 
declined. Thc longer the indi vi dual spe lls of 
ullcmploy menl for a given amoun t of overall 
unemployment. the fewer people there arc who will have 
ex perienced a period out of work . Thai is, a longer 
average duration of unemploy me nt implies grealer job 
securi ty for those in work. However, the series is 
di storted if unemploy me nt is changing rapidly : if 
unemployment is ri sing. the average duration declines, 
merely because so me people ha ve just started to sig n on. 
h is poss ibl e to adjust for changes in unemployment. 
Chart 4.7 shows th al lhe 'normalised' measure of 
duration is rising sharply and is above the level s of the 
early 1980s. This suggests nOl only that sec urity is 
increasing, but also Ih al job insecurity in the recess ion 
of the early 1990s never reached the lows of the lale 
1970,. 

Thi s of course does not ex plain the 'feel bad' factor 
among employees. Su rvey ev idence suggests that 
fee lings of job inseclIrilY have risen markedly. A study 
by Induslrial Survey Research found , for example. that 
barely half of UK empl oyees fe lt secure in Ihei r jobs al 
the cnd of 1994. compared wi th Ihree quarters of 
workers between 1977 and 1987. One possibilily is Ihat 
the pattern of redundanc ies changed belween the early 
19805 and early I 990s. with a greater proportion of 
redundancies falling on manageria l and profess ional 
workers. Unfortun ately the data have been collected 
only since 1989. so il is impossible to compare the two 
periods. Table 4.B suggests one explanation: in the 
prese11l recovery. redundancies among managers and 
admin istrators ha ve fa ll en from 12.8% in 1991 to 8.0% 
in summer 1 994-much less than Ihe decline among 
other categories of worker. 

The Bank's inflalion projection assumes that real wages 
wi ll respond graduall y to the tighte ning of the labou r 
market. It al so assumes that workers wi ll altempt to 
shield themselves from the effect of the increase in 
indirect taxes .1Il1l0unced in the November Budget: that 
in the short run, they wi ll be success ful. but that in the 
long run , workers will be unable to protect themselves 
against tax rises. Both these e ffec ts feed through to 
nominal wages onl y if inflat ionary expectat ions do not 
rail . 

4.5 Productivity and unit labour costs 

The abi lil y of workers to secure higher real wages 
depcnds on firms' profitability and the outlook for unil 
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labour costs and produc ti vit y. The latest data for the 
whole economy show that unit wage costs were flat in 
the third quarter. compared wi th the same quarter a year 
earlier. Manufacturing unit wage costs are falling 
according to a 12-month compari <;on (see Table 4.C) . In 
the year to November, unit wage costs in the 
manuracturing sector d ropped by 0.8%. This rollowed a 
1.8% fall in October, one or the largest rails since 
records began. and a 1.5% dec line in September. 
However. short-run measurcs show that manuracturing 
unit wage costs reached a turning-point in July 1994: on 
a threc-month annuali scd basis. they are now rising at 
over 4%. 

The figures for producti vity arc based on employment 
data rrom the workrorce- in -cmployment se ri es. If 
Labour Force Survcy data are used. wholc economy unit 
wage costs rose by 0.6~ in the third quartcr compared 
with the same quarter a year cmlicr: they we re flat in 
the second quarter. Ir the labour market continues to 
tighten. it is likely thatllnit wage costs will rise raster in 
1995. 

Real unit labour costs-thc share or national income 
taken by labour- have also cont inued to fall and are now 
below their long-run average (see Chart 4.8).0 ) 
Productiv it y improvemen ts across the economy ha ve in 
the past tended to bc captured by employees in higher 
wages. rather than resulting in lower prices. In the long 
run. ir productivity grows at an annual ratc of around 
2'11%, workers cannot hope to secure wage gains of morc 
than 5% a year without jeopardising the Governmcnt' s 
abili ty to keep inflation in the lower half or its 1%-4% 
target band. The Bank's inflation projection allows ror 
some increase in pre-tax real wages. in line with the 
experience or the 1980s. It assumes. however. that the 
share or profit s in national income will not be eroded as 
rapidl y as in the 1 960s and I 970s. 

4.6 Expectations 

Expectat ions or ruture inflation are central to the outlook 
ror nominal earnings. The December surveyor price 
expectations rrom Gallup suggested that employees 
thought prices would increase by 4.5% over the coming 
year. unchanged from November. The December figure 
was in line with the average for 1993 and 1994: 
inflation expectations have remained steady over the 
past two years. Wage ex pec tations were much more 

(1 ) Un it 1:,\xIur CO,!, 11",,· :,1 '0 becn f:llling HI o'her ""'J'>I' ~""nomic,: -cc !he 
:,niclc on Ihe "ucmduondl cn' ,ronmcnl in 'he I'chrum} Q",m~r'" 
[J"IINIII. p~~c, 15- 23 
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subd ued: thcy havc rcmai ned around 2'1:% over thc past 
year and wcrc 2.4% in December. A diffe rent pattern 
cmerges if thc Gal lup dala are adjusted to show the 
des ired real wagc increase ovcr Ihe next 12 mon ths. Th is 
dropped sharply after the suspension of sterl ing's 
membershi p of the Exchange Rate Mechani sm, and 
remained subdued throughout 1993. The desired 
increase rose in the first half of 1994. berore fa ll ing back 
to around '1.% in thc fou rth quarter (see Chart 4.9). It 
rose s light ly in January, 

The outlook for nomina l wages will also depend on 
whe ther wage bargainers react to any increase in 
mortgage interest rates by pressing harder for wage 
increases. This would happen if bargainers used the 
cUlTentl cve l of headline RP!' instead of RP IX in flat ion. 
as the basis for thci r wagc claims. The Ban k' s 
projec ti ons assume that workers manage to reclai m half 
of the effect of higher mortgage interest payments in the 
short rUIl . bu t Ilone in the long run. 

4.7 Summary 

The labour market is tighteni ng rapidly. Some slack still 
remai ns. however, and this should continue to exert 
downward pressure on reat wages for some time to 
cOllle. This effect is likely to be offset in the Sh0l1 run by 
workers tryi ng to protec t their rea l wages frolllthe effec t 
of hi gher indirec t taxes introduced in the November 
Budget. In addition, there is a ri sk that any ri se in 
nominal earni ngs growth wi ll be exaggerated by the 
effect of the rece nt interest rate rise on retail price 
inflation. This wou ld happen if wage bargainers focused 
on RPI rather than RPIX inflati on. Up to now, increases 
in nominal wages ha ve not fed th rough to a hi gher 
12-mon th inflation rate. because product ivity increases 
ha ve pushed down unil labour costs. Unit wage costs 
have al ready reached a turni ng-poi nt. 
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5.1 External influences 

After ri sing ~ harply in the ri r ~ t ~ i x Ill onth ~ of the year. 
commod ity price:-- ~howed little com,islent pattern over 
the second half of 1994. a lthough there were ~ i g n s that 
th ey starlcd IQ increa se l oward~ the turn of the yea r (sce 
Charl 5. 1). Non-oil comm odi ty prices we re 9% hi gher at 
the end of January than they were at the ti me of the 
November Report. after dropping 6% in the previous two 
months. Crude oil pri cc~ ended January at roughly the 
level they were three month~ earl ier. 

The Economist index of comlllodity price~ has probabl y 
overestimated the cost press ures faci ng firm s over the 
past year and hence the degree of inflationa ry pressure 
ari sing from raw material s. A consumption-we ighted 
index of commodit ies would have shown a much fl atter 
profil e in 199-l .lh There are two main reasons for t hi ~. 

First. a number of foods produced in the European Union 
are partia ll y i n ~ u l ated from world price ri ses as a result 
of the Common Agricultural Policy (CA P). Th is has no t 
previously been taken into account. Second. currentl y 
availabl e indices ignore production in the Uni ted 
Kingdom and. in parti cular. attach too great a weigh t to 
highl y volatile metal pri ces. Pre liminary work 
undertaken in the Ba nk suggesb that a 
consum ption-we ighted index i~ a be tter guide to 
manufacturers' input prices: it is like ly that the rise in 
the index over the past year has already fed through into 
input prices. 

Looking ahead . are commodit y price~ like ly to go up? 
Bank research suggests that nOIl-oil commodi ty prices. as 
measured by the Economist index. tend to inc rease whe n 
world OUtput is growi ng i.lbove trend. Th is is what is to 
be expected if it is ex pensive to sto re commodities and 
they are traded in competitive markets. But many 
commoditi es can be easily stored. As a result. traders 
ha ve to fo rm a view about future pri ce movements whe n 
dec iding whether to bll y or sell. So fo r these 
commoditi es on ly Ill/expected inc reases in world demand 
will d rive prices higher. Pre liminary work on the 
consumption -we ighted index suggests that it too tends to 

( I) The Ban~ " In lh~ prl)CI'" of lIe,e\oplll); U COIl'Ul11pll llO.wc,~hICll ",(In 
of comlOoou)· pnce,. -
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ri se when world output is grow ing above trend . 
However, it is less cyclical than the Economist index
as would be expected given the impact of the CA P on 
agricultural pricl.!s, and the lower we ight attached to 
metals.Hl As a result , it is likely that the 
consum ption-weighted index wi ll cli mb a li u le higher as 
the recovery con ti nues. although the ex tent of any rise
and its ti ming- is uncertain . 

O I '('f'.H'tH ill/I(l/ioll (l lId i ll/porf p r ;as 

Each o f th e seven major economies grew by around 1% 
in th e third qu:u·ter, around the same rate as in the 
second, It now seems likely that world acti vi ty wi ll 
grow signifi cantl y fas ter in 1995 th an foreseen at the 
ti me of the November Reporl. Unless this increase in 
acti vit y is fu ll y offset by hig her world interest rates
whic h is unl ikely in 1995, because of the lags in the 
monetary trans mission mecha ni sm- it wil l lead to higher 
world prices. The extent to which foreign currency price 
increases feed th rough to domestic in fla tion is 
determined by the exchange rate. If exchange rate 
movements offset the diffe rence between UK and foreign 
in fl ation, overseas price incrcases wi ll not affect UK 
in flation. In the long run, domesti c inflat ion is 
determined by domestic monetary policy . 

Past movements in sterling im port prices have reflec ted 
changes in exchange rates c losely (see Chart 5.2) . Prices 
of non-o il imports rose by 17% between 1992 Q3 and 
1994 Q3. In the same period, the sterl ing effec ti ve 
exchange rate deprec iated by 13%, 

In the long ru n, the prices of manufac tured imports 
shoul d move in line with the prices of domesti ca ll y 
produced substi tutes-Ihe exchange rate should move to 
offset any difference between UK and overseas in fla tion 
rates. However, si nce goods are nOI produced in 
perfectl y competit ive markets, this relationshi p does not 
always hold in the short run . In part icu lar. monetary 
po licy shocks can affect re lati ve prices, Chart 5.3 shows 
how relati ve prices of man ufac tured imports and 
domestically produced goods ha ve changed si nce 1988. 
and illustrates how relative prices reacted to two sharp 
sterli ng de prec iations. In 1989. sterl ing's effective 
exchange rate dropped by 12%: th is did not lead to an 
increase in the re lative price of imported manufactures 
because the deprec iati on refl ected the fac t that prices of 
goods were increasi ng more qu ic kl y in the United 
Kingdol1lthan in it s main competitors. When sterl ing's 
membership of the ERM was suspended in 1992, 

(I) ,\llho~gl' 1)lClal~ me ,«)rablc. ,he ,r [lf1CC' h",'c been slrongly cycl ic"l in 
Ihe pa,1. ThIS I.' [larucu1:l'ly true of copper pnce,_ 
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howevcr. the CXcl1<Ulge rate depreciated by around 17o/c . 
precipitating .. sharp ri!-c in the pri ce o f manufactured 
imports. because the decl ine in ste rling was a result of a 
loosening of monetary po li cy and its effect in capita l 

markets. 

5.2 Prolitabilit) 

Profit s arc growing !>o trong ly. In nominal terrns. 
industrial and cO lllmerc ial compani e!- ' (ICCs ') profit s 
rose by 2.2% in the third qmlrte r of 1994: they were up 
14% on a year earl ier .• uld around 35% hi gher than at 
their Irough in the third quart er of 1991 . Profitabilit y~ 
the rate of relUrn 0 11 capi!al~dcpend s on how prices 
move relat ive to costs. <lnu on Ihe ex tent of capacity 
uli lisation in the economy. Chart 5.-1- shows how the 
strong growlh in profitability in Ihe current upturn is in 
line wilh prev ious reco\'e ries. a lthough it started from a 
hi gher level. However. whole economy rates of relurn 
mask starkl y differing performances between diffe rent 
sectors. At Ihe moment. for in~ tance. !>oec toral rates of 
return are s ignalling clearl y the need to reallocate 
resources •• way from reta iling and imo export-direc ted 
industry. 

Mallll{aClllri ll 1.: 

The November Reporl noted that the cost of 
manufacturen,' material s and fuel s had ri sen rapidl y. and 
thal the strong increase in input prices seen earlier in the 
year had begun 10 feed through to Ihe prices of goods 
leaving factory gates . Up to that po int. thanks to fallin g 
unit labour costs. manufacture rs had been able 10 absorb 
most. if nOI all. of the ri se in the cost of raw mate ria ls 
and fuel s. One uncert aint y was whether more of the 
increase in mate rial costs would be passed on to 

manufacturers' customers. 

Since then. !Inns in the manufacturing sector have not 
managed to contain costS to the same extent and there 
has been <l larger inc re<lse in output prices . The 
12-month rate of output price inflation edged up from 
2.3% in September to 2.6% in December. The food, 
drink. tobacco and pe trol eum industries sulTered smalle r 
increases in raw mate ria l costs. and. if these industri es 
arc excluded. the rise W ,l S somewhat sharper: output 
price inflation increased from 2.1 % in September to 
2.8% in December. Chart 5,5 shows that output prices 
have not risen as fa st as input prices . 

There are signs Ihal pressures on man ufacturers ' input 
costs have started to ease. Although the 12-month rales 
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of input price inflat ion rose from 6.3% in September to 
8.3% in December. shorter- run measures ha ve fallen in 
recent months. Exc lud ing seasonal factors. th ree-month 
annual ised rates o f input price in flation decl ined from 
10.3% in September to 5.3% in December (see 
Chart 5.6). Underly ing pressures may be even more 
subdued: although inpu t prices rose by a 
la rger-than -expected 0.7% in Nove mber, the increase 
was driven by (lone-off ri se in milk prices followin g the 
replacement of the Milk Marketin g Board by Mi lk 
M(lrque. If thi s cffect were taken out . the decline in the 
short -run meas ures of inpu t price inflation wou ld have 
been even more marked. 

Survey ev idence from the Chartered Institute of 
Purchasing and Supply (CJPS) presen ts a less sanguine 
picture. The February CJPS Survey showed that a 
seasonall y adjusted positive balance of 76% of 
purchasi ng man~lgers reponed that prices had risen 
during the month . The CJPS measure has tracked in put 
prices fa irly closely ove r the past three years. bu t has 
risen much more sbarply than official input pri ces in 
recent mon ths (sec Chart 5,7). It is possible that the 
CSO index is not as sensiti ve to price discounting as tbe 
Clps index: if the Clps measure has delec ted a pick-up 
in prices as di scount s have been withd rawn. th is could 
soon be reflected in an increase in offi cial in put pri ces. 

Other surveys support th e picture of manufacturers 
facing consisten t price pressures. The latest CBI 
Quarterly Industrial Trends Survey. whi ch is a good 
leading ind icator of output prices (see the box on 
page 38 of November' s Reporr), showed th at a 
seasonally adj usted balance of 24% of man ufacturers 
ex pected to raise prices over the coming four months. lip 
from 22% in October. There is sti ll a considerable gap 
between hope and reality. The CB I reported that a 
seasonall y adjusted ba lance of 14% of firms reported 
higher se ll ing prices over the prev iolls four months. 
signifi cantly lower than the balance of finns who 
ex pected to increase prices at the time of the October 
Survey. On the basis of the past stati stical relationship 
between CBI price ex pec tati ons and output prices, the 
latest data suggest producer output price inflation will 
increase to nearl y 4% by April. 

In additi on. price pressures within the manufacturing 
sector are still intense. The official measure of output 
prices does not reflect the allloun t paid for goods 
exchanged between manufacturing firms. If these are 
incl uded, gro.\"S output prices increased by 3.8% in the 
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year to December. com pared with 2.99'c in September: 
they reached 11 trough of 2.2lff in Jul y. The gros ... 
me:.Jsure of oUtpllt pri ce infl ati on ha .. now exceeded the 
net measure for a lmol'l a yea r. O vcr periods. the annual 
rate of output price infl ati on in the two ~eries tend to 

move together. Bu t !-.hort -term di ve rgences are not 
unusual. The fact th at the gros.., measure is running 
ahead of the net mcaMl re may mean that COSb will soon 
start to feed th rough to higher out pu1 price inflation. 
The question b whether current market co nd itions a re 
simpl y delaying the pas.., -th rough into final output price ... 
o r actuall y reducing il. The la~ ttime the gross Ill ca ... ure 
movcd to exceecl th c net meas ure signifi cantl y was in 
1987 (sec Charl 5.8). with the gap between the two 
series peaking al 0.7 percentage poin ts-much less than 
it s currelll level. In Ihat epi sode. a gap persisted for a ... 
long as two year ... : il wa ... eventuall y closed in 1989 
when net OUlput pri ce in fl ation rose sharpl y. 

In parI. the out look for prod ucer pri ce~ depends on unit 
w'lge cost... . The ma in rea~on manufacturers we re able to 
absorb input COSI increasc!-. la!-. t year was because labour 
producti vity rose ... ha rply: manufacturing unit wage 
costs fell by 1.5Cff in the yea r to the th ird quarter. 
enabling firms to protect the ir margins wi thou t raising 
prices. Shorter-Hill mea~urc~ !-.how that manufacturing 
unit wage costs reac hed ,I turning- point in the summer 
(see Sec tion 4). I1 is likely. the refore. thallllanufacllIring 
margins fell as a proportion of OUlput in the third quarter 
compared with Ihe prev ious three mon ths. although they 
were sign ificanll y hi ghe r Ihan in the same pen od a year 
earl ier. 

Profitabi lit y in the manufac turi ng sector also depends on 
capac ity uti lisation. The C BI Quarterly Trends Survey 
reported Ihm the percentage of firm s workin g below 
capacity decl ined further to 499'('-the lowest since 
Jul y 1990. 

Ulilitie,\ 

Ut ilit ies pri ces added to inflationary press ure during 
1994. Despite pric ing formulae which requi re electrici ty 
and gas 10 absorb inc reases in di st ribution costs. 
domestic electric it y bill s increased by just over 39'(' in 
1994. and household gas bi ll s rose more sharply. This 
was largely because higher generation costs were passed 
on to the consulller. Household wate r bill s rose by 
around 7% in 1994 and the emphasis on quality 
improve ments means that they are likely to continue 
inc reasing faster than the headline rate of inflation over 
the coming years. 
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Retailers' inpu t prices ha ve been risi ng less rapidly than 
those in the manufactu ring sector. but they have been 
less successful than manufacturers in holding down 
average costs. Bought -in goods accoun t for the majorit y 
of retailers' costs and their prices rose by around 2'/!% in 
the year to the third quarter. Unit labour costs in 
retailing have also been increasing over the past year- at 
around the sa lllC rale as RP IY goods inflation. Retail ers' 
margins probably fell aga in . therefore, in the third 
quarter. Some of the dec line in margins probably 
reflec ts deep- rootcd st ru ctural change: supermarket 
price wa rs cut food retail ers' marg ins: the ri se in 
out-o r-town shopping centres and the proliferation of 
discount stores also had an impact: Sunday tradi ng 
added to wage costs . but had little effect on sales . Bu t 
some of the squeeze on margi ns was probably cyclica l. 
and will reverse during the recovery. There was some 
s ign that margins strengthe ned in December. as reta ilers 
anti ci pated a pick-up in consumer demand in the nlll-up 
to Chri stmas. This cou ld unw ind if demand fa lters. BlII 
if less of the decl ine in margins seen over the past couple 
of years proves to be permanent than anticipated. this 
wi ll pose a longer- term threat to the in fl ationary outl ook . 

The cont rast between the buoyant man ufacturi ng sector 
and the subdued re tailing sector can be seen by 
compari ng the behaviour of input and output prices along 
various stages of the suppl y chain. Chart 5.9 shows th at 
compa ni es which supply raw material s to industry-such 
as rubber and plastics. metal s and chemicals-have seen 
the greatest increases in inpu t costs and have al so been 
able to push through the highest pri ce ri ses. But 
companies c losest to the consumer-such as producers 
of electrical goods-have been unable to pass on much 
of even modest increases in input prices. 

The Jan uary Dun and Bradstreet survey of business 
executives underl ined the difficulty retai le rs face in 
pass ing on any cost inc reases to thei r customers : 
alt hough the balance of manufactu rers who expected to 
increase prices over the current qual1er rose from 28% in 
October to 49%. the balance of reta ilers ex pecting to 
rai se prices increased from j ll st 30% to 33%. 

Even if output pri ce inflat ion continues to pick up. that 
does not necessari ly imply that prices on the high street 
will be highe r.(I) A ri se in reta ilers' input costs does not 
automatica lly tra nslate in to higher hi gh-street prices. as 

(1) Thc bo~ On P"Sc 22 of Ihe Fcbr~ary Q,,,,,/,.,". /J"l/l'li" dc.<cribcs how 
produce r prices ro<c ;n mo_'I G7 coun";c, o,·cr Ihe second hnl f of 199.J 
with lilllc upw"rd pr," surc On con,,""cr price mlh,;o". 
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the relationship between retail prices and producer 
prices runs in both directions. Produce r prices clearly 
affect retail prices because o f wholesale costs. but 
retail ers set pri ce~ wit h regard not only to their costs. but 
also to demand conditions and the stance of monetary 
policy. If poli cy does not accommodate inflation-and 
thi s is clearly perceived-retailer~ will be fo rced to 
reduce other costs to maintain margi ns or increase sales 
vo lumes. Hence they may put pressure on their 
suppli ers to cut prices. and on th eir employees to accept 
lower real wages than otil erw i:-.c. 

In additi on. rece nt experience s uggest ~ that there has 
been techno logical inno vation in the retail sector: 
Chart 5. 10 plots the ratio or RP[Y goods prices 10 

producer prices. The dec lining. Irend implies that the 
prices of RP[Y goods ha ve ri sen less rapidl y than those 
of thei r suppli ers over long periods: that is. RPIY goods 
inflation has tended 10 be more subdued than Olllplll 
price inflation. 

5,3 Summar\' . 
The price of UK consumption-weighted commodities 
has risen less steeply over Ihe past yea r than other 
indi ces of commodity prices. It is likely Ihat most of the 
rise has already fed through to input prices. AllhoUQh 
short-run measures of input price inflation have started 
to slow, input price rises are still pUlling pressure on 
manufacturers ' margins-particul arly at intermediate 
stages or the supply chain. In the first half of 1994. 
higher input prices in manufacturing were offset by 
fa ll ing unit wage costs: thi s is no longer happening. Ir 
output prices increase faster. thi s is likely to feed 
through to higher prices on the high street. 



6 Prospects for inflation 

This section identifies the main economic news since Ihe 
November Repo,., and assesses the implications for 
inflation prospects. It presents Ihe Bank's cent ra l 
projection for two years ahead and ex plains the 
uncertainty surrounding it. 

6.1 The economic news 

Previous secti ons have described recent economic 
developments and their implications for inflat ion. Some 
of Ihe news has been bad for in flationary prospec ts: 

• UK outpu t growth now appears 10 have been 
stronger through most of 1994 than was previous ly 
thought. Although domest ic demand has been 
restrained. world demand has grown more rapid ly 
than ex pected. and net ex ports have increased. 

• Labour demand has increased and unemployment 
has fallen more sharply than ex pected. Pay 
seltlements ha ve edged up. 

• Capacity utilisation is well above its hi storica l 
average. accordi ng to the CBI. and more firms 
report that they plan to rai se prices thi s year. 

• Inflation was higher than expected in the last 
quarte r of 1994. parti cul arl y in December. It now 
looks as if in fla tion began to turn up in late 1994 
rather than. as expected. early 1995. Reta il margins 
have been hig her than anticipated. 

• Most commodity prices and man ufacturers' input 
prices have been risi ng rapidly. Short-run measures 
of cost in fla tion suggest that the pressure on 
margins from thi s source has eased a little. but it is 
st ill considerable. 

• Further along the supply chain. the annual inflation 
of producer output pri ces has increased. It is higher 
th an underlying retai l inflation. which means that 
cost pressures are being passed on to retai lers. 

Some of the news has been beller for inflationary 
prospects: 
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• Narrow money growth ha~ started to fall. as 
expected. now that the adjuslment 10 last year 's low 
interest rate~ h<l~ almo~ t run its course. Short -ru n 
measures o f M4 growth have picked up recent ly. 
bu t the l2-month rate i~ stil l below the middle of i t ~ 
3%-9% monitoring ra nge. 

• Underl ying carning~ growth remained at an ann ual 
rate of 3'/.% in November. des pite the tightening 
labour market. Unit labour CO~ I ~ started to ri se in 
the summer. but arc still lower than a year ago . 

• Consumer demand ha~ been growing only slowly. 
and is li kel y 10 continue to do ~o. The sluggishness 
tends to keep retai lers' margi ns under pressure. 

• Firms have not been ab le to charge the prices they 
were ex pecting to in the autumn. 

Consideration of the inflation out look led to decisions to 
rai se interest rate~ twice during the pa~ t three mo nths. by 
half a percentage point each time. on 7 December and 
2 February. 

6.2 The Bank 's medium-term inflation 
projection 

Each quarter. the Bank extends it s projection of inflation 
out by anothe r three months: it is now looking as far 
ahead as 1996 Q4. Both RP IX and RP IY inflation are 
projected to be about the same in two years' time as the 
Bank envisaged last November. The inflation projec tion 
incorporates the likely effec ts of the past rate increases: 
like a ll such projections. it is based on the assumption of 
no fu rther change in officia l interest rales.m 

The most impol1ant evidence of increased inflationary 
pressure is the faster-than ·expec ted growth of both the 
demand for labour and output. Unemployment fell by 
nearly 50.000 a month in the last quarter of I 99-L 
considerably more than expected. The tighten ing labour 
market is likely to lead to a faster rise in nomina l unit 
labour costs. even though earnings growth may increase 
only a little . It is not surpri sing that labour costs adjust 
to increased labour dema nd onl y after a delay. given that 
wage rates are adjusted in annual pay rounds. The 
increase in demand fo r goods and services is already 
being refl ected in Ihe prices charged by suppl iers and 
retailers. and some of the price increases reflec t stronger 

(1) The e~challgc rmc" :."umed 10 adju'IIO cn,ul\' unCQ~ercd illlcrC'1 
p;""Y· 
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demand in world market s. Although output growth 
slowed in the second half of 1994, it was still at an 
annuali sed rate of about 3% .1 year, faster than can be 
sustai ned in the long nm. As with the labour market. it 
is not just the amount of sl ack- the ou tput gap---that 
matters. but al so how quickly it is taken up: in some 
indust ries suppl y is slow to adjust. The sharp dichotomy 
between ex port and domestic demand has mean t that the 
capacity of prod ucers of tradable goods and services has 
come under particular pressure. 

The reccn t increases in base rat es in the United Kingdom 
have yet to affect demand significan tly. Butthcy will 
help to dampen the faster-t han-expected growth 
discussed above. by stimulat ing sav ing and reducing 
borrowing. Higher in terest rates shou ld also affect price 
expectations. by convincing morc people of the 
authorities' commitment to low inflation in the mediulll 
term. If inflat ion ex pec tations fa ll. thi s will make it less 
likely that firms will rai se both wages and prices. In the 
short term, however, recent survey evidence suggests 
that wage settleme nt s and wholesale price infl ation are 
likely to edge up. 

Charts 6. I and 6.2 show the OllllUfTlS and central 
projections for the 12-l11onth RP IY and RP IX inflation 
measures. Both are ex pected to be abou t the same in 
two yea rs' time as th e Bank anticipated in November. 
But both are significantly higher in the short run, as the 
strengthening of retail margi ns seen in December is 
ex pected to continue. Hi gher margins push up the 
projection of the 12-mon th inflat ion rates, by increasing 
the projected price level. But thi s effec t will last for only 
about a year: and, although the quarterl y infl ation rates 
in 1994 Q4 and 1995 Q 1 are higher than the Bank 
projected last time. the quarterly projections from 1995 
Q2 arc li\lle al tered (see Charts 6.3 and 6.4). Both RPIY 
and RPIX inflation are projected to beg in fa lling towards 
the end or th is year, as recent po li cy tightening starts to 
take effect. 

The path of RPIX inflation will be in fluenced by the 
changes in indirect taxes announced in and afte r the 
Budget. In consequence. the projection for RP IX 
inflation in the current quarter has been revi sed up by 
more than that for RP IY inflation: the gap between the 
two measures or infl ati on narrows in the second quarter. 
The main factors are: 

• The excise duties announced in the Budget and the 
Chancell or's supplementary stat ement. Together, 
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these are like ly to add q.3~ to the price leve l 
previous ly expec ted in 1995 Q r. 

• The ca ncell ation of the increase in VAT o n fuel. 
wh ic h i~ likely to lower the prev iously ex pected 
pri ce level from 1995 Q2. 

Any projec tion is bound to be unce rta in , A ll forecasts 
arc subject to a margin of e rror. so prese ntin g them in the 
form of point estimates can be mi s leading . For poli cy 
purposes. the range of likely outcomes. and the 
probabiliti es auac hecl to them. are ofte n just as 
significant as Ihe ce nt ral projec tion. 

The Bank' s central projection shou ld be thought of as the 
single most likel y outco me. o r the mode of the 
probabil ity di stribut ion of inflat ion. It is imposs ible 10 

be prec ise abollt the exac t shape o f the di stribution . 
However. for reasons ex plained below. the Bank's 
judgment is that the risks to infl ati on are asy mmetric at 
Ihe moment. In othe r words. the diSlribUlion(l) is 
skewed: it is more likely that the outcome wi ll be above 
the central projection than that it wi ll be below. although. 
in the Bank's judgment. the upside risks are somewhat 
less than before. 

The central projection is now around the la p of the lower 
half of the Government 's target range. There is a high 
probabi lity that RPIX infl ation will turn Ollt to be within 
the Governmen t's I %-4% target ran ge. But the 
probab ility of it being in the lower half of the range IS 

less than the probability of il being in the upper half. 
Were il not for th e projected increases in indirect taxes. 
there would now be a better chance of rema ining in the 
lower half of the target range. 

6.3 Private sector inflation forecasts 

Taki ng a ll the forecasts of inflation prepared by pri vate 
sector economists. there has been a fu rther reducti on in 
thei r med ian figure fo r l 2·month RPIX inflation in 
1995 Q4: it is now below 3% (see Chart 6.5). For 
1996 Q4. thei r median forecast is 3. 1% (see Chart 6.6). 
More th an fou r fifths of the 49 forecasts put RPIX 
inflat ion within the Government's target range at the e nd 
of 1996. but onl y a fifth ex pect it to be in the lower half 
o f the range. Bo th these g roups arc considerably large r 
than they were when Ihe two-year forecas ts were 

(I) In gcncml, (h~ di"rihuIIOfI , 'ould be ,kcwcd (0 Ih~ left. 10 (h,' ri gln . or not 
al all. dCIl<:ndlng (lIl (he economiC ,'Ircun"l:onc~, ;11 (h~ (nnc. For Ihi, 
reU.,on. Ihe "rmlll~ln C ,hJding dcnoling Ihe ,c~tc of pa" forCC~,1 errOr, 
ha, been dropped from Ch.on, b.l :Hld 6.2. 

4J 
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calcul ated in February 1994. so the mediullHerm view 
o f inflationary pros pects has improved. But it is worth 
noti ng that. unlike the Bank 's forecas t. private sector 
fo recasts do not necessaril y assumc unchanged 
short-term interest rates. 

In the markets. too. medium-term cxpectations of 
inflation have improved (sec Chart 6.7). The 
ex pectati ons implic it in the gilt s market have fall en 
s li ght ly lip to a horizon of about len years. 

6.4 The risks to the inflation outlook 

In the Bank 's judgmen t. in fla tion over the next two 
ycan; is more likely than not to exceed the cen tral 
projection- although the risks of thi s happening have 
decli ned since the November Repon. The Ban k's 
aSYlllmetric view comes from four factors in particular. 

First. there is unce rtainty in bOlh directions aboutl he 
fu ture growt h of out put and domestic demand. Data for 
ind ust rial production in October and November 
suggested a slowdown in growth. and [he preli mi nary 
es timate of GDP in the fourth quarter provided further 
evidence of a modest slowdown. However. 
unemployment fell substantial ly. Look ing ahead. to the 
extent that demand for labour has increased more than 
ex pec ted. consumption may inc rease more rapidl y too, 
as the newly em ployed increase their spendi ng. On the 
other hand, the effect of recent increases in taxes and 
interest rates on dispos<lble incomes. the housing market 
and consumer confidence is hard to gauge. and 
consumer spending could prove to be weaker than the 
Bank expected in November. 

Second. there is uncertai nty about the compos ition of 
demand. The imbalance between domest ic and ex port 
demand means that producers of tradab le goods and 
se rvices afe more likely to run into capacity constraints. 
But the imbalance could be corrected if. for instance. the 
rea l exchange rate appreciated. 

Th ird. there is uncertainty about margins. One-off 
changes in margins do not affect inflation in the long 
run. but they do affect 12-montb measures for up to a 
year. Retai l margins were reduced in 1994. Some of the 
reduction is likely to be reversed as recovery continues, 
and the increase in the RPI in December suggests thi s 
has already beguJl. The central projection is based on 
the view that most of the reduction in margins rerlects 
increased competition among retailers. bringing rates of 



relurn closer 10 rales abroad. and is Iherefore likely 10 be 
permanent. However. retai ler~' margins could in facl 
return 10 someth ing closer to their long- ru n average; on 
the other hand. the slight increase in December might 
not be maintained- particularly if consumer confidence 
fall s further. 

Fourth. there is uncertaint y about nominal earni ngs 
growt h. Unit labour costs arc likely to rise si mply 
because productivity growt h te nd:. to slow at thi s stage in 
the cycle. If nominal earnings growth were to pick up 
even quit e modestly. it wou ld pu~h the growth in unit 
labour costs above 20/(' or so. The inrlation target would 
then be in jeopardy. As the slack in the labou r market is 
used up, employees arc likely to push for higher real 
pay-and employers are less likely to resist. because of 
the rise in proritability and thei r need to retain sk illed 
workers . Un less inrlal ion expectations fa ll. th is process 
wou ld trans late inlo higher nominal earnings. So far. 
nomi nal earni ngs hnve grow n quite slowly. The cenl ral 
projection assu mes that the short -ru n trade-off between 
increases in nomi na l earnings and output growth will be 
simil ar to that in the lat e 1980s. when nominal earnings 
growth was less sensit ive 10 changes in the rate of 
growth of output than it had been in previous upswings. 
However. if earn ings pick lip more rapidly-as they did. 
fo r example, in the I 970s-the extra pressure on costs 
would add to infl ation. The latest increase in interest 
rates makes Ihi s less likely. In addition , the greater the 
credibility of the inflation target. the less likely it is that 
expectations will push lip nomi nal ea rnin gs growt h, and 
the easier it will be to achieve th e target. 



7 Conclusions 

Prod ucer price inflation started 10 rise in 1994, It is now 
clear that retail price inflation also turned up in the final 
quarter of last year. The headline rate of inflation rose 
from 2.2% in September 10 2.9% in December, and will 
rise furth er as hig her indirect [axes and mortgage rales 
affcc llhc index. Underl ying RPIX inflatio n rose from 
2.0% in September 10 2.5% in December. Underlying 
RPIY inflat ion, which excludes both indirect taxes and 
mortgage in terest pay ment s. rose from 1.2% 10 1.7% 
over the same peri od. 

These 12-l11onlh measures are, however, poor guides 10 
turning- pa ims. They re flect even ts at the end of 1993 
droppi ng oul of the index as much as price changes at 

the cnd or 1994 enteri ng the index. It is therefore more 
he lpful to look at th ree-month an nual ised measures of 
inflat ion. These turned up onl y in December: RPI X 
inflat ion rose from 2.6% in September to 3.2% in 
December. and RPIY inflation from 1.2% to 1.6%. 

Output has conti nued to grow at well above trend , 
th ough it slowed down duri ng 1994. The data suggest 
that in the fi rst half of last year output was growing at an 
ann uali sed rate of we ll over 4%. slowing 10 about 3% in 
th e second half. 

The sharp contrast between ex port and domestic demand 
has. if anythin g, intensifi ed since the November Report. 
Ex ports remain very buoyant. and prospec ts in the 
United Kingdom's main fore ign markets in 1995 are 
good. But growt h in rea l domestic demand has fallen 
over the past year and vi rtually stopped in the third 
quarte r of 1994. Consumption growth s lowed in the 
first quarte r of 1994. and has since remai ned below 2% 
a year. The combination of (a) the ri se in the yield curve 
ove r the past year and (b) a further round of tax 
increases 10 take effect in the first half of 1995 means 
that consum ption growlh is like ly to slay close 10 its 
trend rate. 

The longe r-term influences on inflation remai n 
fa vourabl e. The rise in current and prospective 
short-term interes t rates-the shift in the yield curve as a 
whole- has a lready slowed Ihe growth of domestic 
demand. Broad money grow th is consistent with the 
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in fl ation target. Growth in narrow money ha~ adjusted 
to ea rlie r large reducti ons in intere ... t rates. and has fa llen 
sharpl y in rece nt month .... 

In the short run. there are ~t ill ... trong pressures from the 
costs side. Manufacturing input price ... ro~e by 8.5 %- in 
the year to December. But the rate of increase of input 
pri ces slowed considerabl y in the second half of last 
year. wit h the three-month <lnn uali sed rat e falling from 
16.0% in June to 5.3% in December. Output prices 
within1llanufacturing arc rising fa~le r than prices 
charged to fi nal cllstomer~. and the C BI again reported 
an increase in th e proportion of firm s expecti ng \0 rai se 
prices. Retai1 price infl~lIion is likely 10 pick up during 
1995 . as some of th e squeeze on retail margins unwinds. 
But the Bank 's centra l projection for RP[ X inflation two 
years ahead is about the ~all1c a:-. in November. at a le ve l 
of around 2 1 /~ CJ('. 

The chief uncertainti es about the cent ral projec tion were 
identified in the November Report. Fir";!. the out look for 
ac ti vity: output growt h has already fallen. demand has 
yet to re flect the full impact of the monetary tigh tening 
of 199 ... and earl y 1995. and there will be a further round 
of lax increases in the first half of th is year. Second. the 
dichotomy in the recovery means that capac ity pressures. 
especially in manu facturing. arc sensiti ve to the 
composit ion of total demand. Rapid ex port and 
investment growt h would place further pressure on 
manufacturin g capac it y. Third. the ri se in producer input 
and output prices may feed through to retail prices by 
more th an anticipated. Although some of last year' s 
compression of retai l margi ns is likely to unwind as 
recovery con tinues. much of the reduction in margins is. 
in the cen tral projec ti on. assumed to be permanent. 
reflec ti ng a structural inc rease in relai l competiti on. 
That is on ly an assumption: the probable long-run leve l 
of margins is hard 10 ga uge. Fourth. the abil ity of firms 
to absorb increases in input prices has depended on their 
reducing their uni t wage costs. As unemployment fall s. 
the cyclical recovery in productivity is likely to slow 
down. leading to faster grow th in unit wage costs. This 
wou ld be exacerbated by any increase in earnings 
growth. So far. earnings growth has been encouragingly 
stable as the economy has recovered. but there is no 
certai nt y that thi s will cont inue . 

Withou l the increases in interest rates since the previous 
Repo,.t. the Bank 's central projec tion wou ld now have 
been for inflation to be in the upper half of the target 
range. As it is. the Bank is still projectin g a rate two 



years ahead o f around 2 Ih%. the mid point of the 
range-wit h the upside ris ks somewhat less than before. 
The tighten ing of monetary policy since November has 
therefore improved the prospect of achieving the lower 
hal f of the target range by the end of the present 
parliament . 
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