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Summary 

Most measures of inflation increased a liul c over the past quarter. 
The GOVCfl lIllCIl['S targcl lllcasurc o f inflation- Ihe twel ve-month 
rise in the retail prices index exc luding mort gage interest payme nt;. 
(RPIX )- was 2.8% in M'If(:h. up from 2.5% in December. The 
RP IY measure of underlying inflation. which excludes indirect 
taxes. has also edged up . 

Output growth in the economy as a whole was strong in the year [0 

1995 Q I. Ahhough il slowed in the second ha lraf 1994. it has 
shown no clear sign of moderating since the n. Evidence of the 
dual nature of the economic recovery b compelling. Sector:­
dependent on Imdablc goods and services. which include 
industries as diverse as manufacturing and business services. have 
experienced strong growth in Olltput over the past year. [n the 
nOll-tradab[es sectors. however. the pi cture i:- very differe nt. 
parti cu lar[y for those industric:- depcnde nt on domest ic consumcr 
demand. 

Taking the evidcnce as a whole . it is like ly that tht: growth of GDP 
remains significa ntl y above any rea lis ti c assess ment of tre nd. But 
the principal change in the central projcction for RPIX inflation 
since the February Repot'1 is the in crease in inflation over tile nex t 
year or so resulting from a lower exchange rate. There is no 
mechanical link between changes in the cxchange rate and the 
inflation rate. Different assumpti ons about the reasons for th e fall 
in the exchange rate lead to different conclusions about the speed 
and extent to which the fall wi ll feed through to hi gher domesti c 
prices. G iven the 8~mk 's asscssmcnt of the rC.lsons for the fall 
in sterling, the new centra ll)rojcction shows a temporar)' risc 
in inflation-taking the twelvc-month rate of RPIX inflation 
close to the top of its I %-4 % target runge next year and 
rcmaining in the ul)l)er half 01' the I<lrgel range two years 
ahead. 

Given the uncertainties. the risks to the inflation outlook are large. 
Although the centra l project ion for infla tion two ycars a hc:'ld 
has risen only modestly since the February Report, that 
revision is in the ul)wards direction, and thc risks remain on 
the upside as they wcre then. In these ci rcumsta nces, a lthough 
the projected rise in inflation does not I)ersist, it is I)articularly 
important that monetary policy does not :.\ccommodate any 
second-round elTects on wagcs and prices. 

J 



Recent developments in inflation 1 
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1.1 Retail prices 

Both short -rull and twelve-month l11ea~ure~ of inflation 
have ri se n since th \! time of th e February IIIJhilioll 
Repon. (I) The GO V\! l'Illll l!nt\ target meawre or 
inflation- the twe lve-month ri se in thl! retail prices 
index exclud ing mort gage interesl pa yme nls (RPIX)­
was 2.8'7r in March. up fro m 2.5 °/1"' in December and 
above the mid-point of the target range of l iJr-4'i( . The 
increase In headline ret,l il prices wa~ greater: RP( 
inflat ion ro~e from 2.91J'r- in Dece mber to 3.5'ft: in March. 

As ex pected. increases in indirect taxes. such a~ excbe 
duti es. added 10 in flation in the fir~t quarter. Bu t the 
RPIY Tllea~u re of unde rl ying inflat ion. which excl ude ... 
indirec t taxes. ha~ a l~o edged up on a twelve-month 
bas is. It W:l~ 1.9/ff in March. compared with 1.8%- in 
Dece mber ( .... ee Chart 1. 1). 

Change~ in twe lve- month in flation r;lles reflect pri ce 
changes a yea r ago as mu ch a:- more recent 
development s. Although twel ve- mont h RP[ X inflation 
rose signiri cantl y between December and January. the 
act ual index was unchanged on the mon th The increase 
in twelve- ll1on th infl"ltioll was the reslllt of a largc fall 111 

the index betwee n December 1993 and January 199-1-. 
By contrast, between Febru.lry .md March 1995. RP IX 
increased by O.4 o/r . whil e twelve-month inflation ro:-c 
only sli ght ly. 

Short-run measures o r inflati on can provide a beuer 
gui de to recelll develop ments- if adjusted properl y for 
seasonal cffects-occause they arc una ffected by event'> 
a year earlier. Ta ble I.A shows how shon -fun measures 
or underlyi ng inflation dipped in the middle of \99-1-. but 
have since pic ked up. The seasonal adjustment to RPIX 
will not fu ll y account for the impact of indirect tax 
changes. since these have recent ly OCClltTed at different 
limes of the yea r. as a resu lt of changes in the timing of 
Budgets. and differ in amou nt from onc year to another. 
RP IY inflation is probabl y a better guide to inflation in 

( I) Therc h",·c heen ,e,,'ml ch""gc, rc(,,(mg to rCI.,,1 pm'c, ""I,,·c, "mcc the 
I'cI'n""y /"/1(11 ,,," R~/p(,,,, , h "I.lile CCIIII":II Sldli,I ,,',,1 on;,·c I' ",m 
rc.' p",,,,blc ror c:ok ul almg RPIY Sc~ond . thc rcc,'mmcnd.,II{)I" <If 111,' 
RI>I/\dvisory Committee On ItlC In'mmC"( "I' ,'a" and h""' ''I ~ co,l> h,,,"c 
been imp lcll lc ntcd Th ird. d:'I:' ["," 11\,· RI'I ,,'" """ ,'OIlCCICd h) Rc..ea",h 
InICrM3Iim",1 L,nlllcd. 
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the shon run . O n short-run measures. RP IY infl ation 
rose signi ficantl y in January, bu t has re mained broadly 
stable since then. 

It is clear that consu mcrs remain bargai n~conscious. A 
breakdown of thc rcta il price data shows that clothing 
and foo twear prices fell by 0.7% over the year to March. 
with the result th,I[ the volu mc of sa les was pushed up by 
al most 3. 1 %. By contrast. in the household goods sector 
prices rosc by 2.7% over the year ,md sa les volu mes 
were up only 1.5%. 

RP IY can be separated into com ponents for those goods 
and services which can be traded int ernatIOnally 
relatively easily and those whi ch cannot. Chart 1.2 
shows that since 1988. as a result of faster productivity 
growth in the tradable sector, nOlHradablcs inflation has 
been highcr than Iradables inflat ion, with the gap 
averagi ng around two percentage poin ts. But. since laIC 
1991. the gap has been narrowing. Until the middle of 
1994. thi s was because of fal ling non- tradables inflation, 
but since then increasing tradables inflation has been 
more important. The latest data show that there is now 
litt le difference between inflation in the two sectors ,C l) 
The ratio of tradable prices to non-tradable prices 
(seasonally adjusted) has increased a little since late 
1994. 

1.2 Output prices 

Domestic man ufacturing output price infl ation has also 
ri sen si nce the end of 1994. For severa l months, output 
prices-excluding the food. drink. tobacco and 
petroleum-refining sec tors-have risen by around 0.4% 
a morllh. As a result. the twelve-month inflat ion rate 
increased from a recent low of 1.9% in the midd le of 
1994 to 3.0% at the end of 1994. and 3.9% by 
March 1995. All -industry output price inflation was 
3.8% in March. compared with 2.8% in December. 
Shorter-run measures of output price inflation. excluding 
food, drin k, tobacco and petroleum. have increased more 
rapid ly, and the three- month measure now stands at 
5.0%. 

1.3 Expenditure denators 

The annual rates of increase in thc implied price 
deflators for the main expenditure component s ofGDP 

(r) Tnl:'! RI' !Y ",flal;"n ;, nl)'" h' gher tha n both I,..~dahle, and nO'Hmd:,~Ic, 
",n:uion; ,I ,"ch,de' renl . waler charge, and ,c ,,,,,,,:,) fo",!>, "'hkh are 
cxcll,,)cd fmm "oth . I,h.",dice,. 
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are shown in Ta ble I.B. These arc comprehensive 
measu res of in n ati on. but are less timely and more prone 
to revision than othe r series. The rate of im.Tease of the 
GDP deflator rose from 1.7% in the year to 1994 Q3 to 
1.9% in the year to 1994 Q4. in li ne with RPI Y in fla tion . 
The consumers' ex pend itu re deflalOr rose by 0.6<if in 
each of the third and fou rth quarters : indeed. its an nua l 
rate of change remai ned a lmost constant throughout 
1994. The domestic demand deflator has been 
inc reas ing faster than the GDP deflal or on a four-quarter 
basis. The ex port and import deflators ha ve been 
particularly vo lati le. 

In recent year.". there has been a substantial fa ll in the 
impl ied deflator for fixed investmen t relati ve to that for 
GDP. largely as a result of th e sharp drop in const ru ction 
prices. both residenti al and- parti cu larly­
non-residenti al. Since the fi rst quarter of 1990. the GDr 
deflator has risen by 20%. whil e the defl ator for 
investmen t in new building and works has fallen by 
almost 17% (see Chart 1.3). The defla tor for ot her 
non-residential investmen t-in plant. machi nery and 
vehicles-has increased by 14%. six percentage points 
less than the GDP defl ato r. This rehui ve movement 
means that the investmen t-to-G DP ratio measured in 
current prices has fallen much more than that measured 
in const,lIlt pri ces. 

1.4 Other measures of inflation 

The Bank has calculated two price indices whi ch 
account beuer than the RPI for the cost of 
owner-occupied housing. The housin g-adjusted RPI 
(HARP) replaces the CSO's estimate of hOllsing 
deprec iation with a Bank estimate of the use r-cost of 
housing. The TH ARP index adjusts RPIY in a similar 
fashion . As house prices ha ve been subdued recent ly. 
HARP and TH ARP inflation rates have been a lilll e below 
those for RPIX and RPIY (see Chart I A). 

Inflation measured using RPI X and RPIY excludes the 
effect on prices of changes in inlerest rates and indirect 
ta xes. Howeve r. some of the component prices that 
remain are eit her particularl y volatil c or change by large 
amounts at ilTegular intervals. disrupti ng the relationship 
between measured and underl yi ng inflation. Two 
measures which atte mpt to correct for th is are the 
weighted median and the trimmed-mean inflation rates. 
The mcdian inflation measure uses all the componell\ 
series of RPIY to compute 11 media n inflation rate. 
whereas the trimmed-mean rate exc ludes the largest and 

7 
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smallest 15% of price changes . Chart 1.5 shows these 
measures: both show a more marked pick-up since 
Octobe r 1994 than does RPIY, bu t from a lower base. 
At low levels of infl ati on, it is 110t surprising that the 
distri bution of price increases across the components of 
RPI Y is skewed upwards, with several large price 
increases but few abso lute price cuts. In these 
circumstances, the mcdian pri ce increase will be lower 
than the mean price increase. 

Twelve- Illonth RPI X inflation is li ke ly to fa ll slight ly in 
Apri l. The dTec t of the in trod ucti on of VAT on fuel will 
drop Oll t of the in dex, more than offsettin g increases in 
Council Tax and rents. RPI X infla ti on will probably 
then be broadly stab le in May and Ju ne (Chart 1.6). 

1.5 Summary , 

Twelve- month inflation rates rose through the fou nh 
quarter of 1994, and edged up further in the first three 
months or 1995. Twe lvc- Illon th RPI X inflation is now 
in the upper ha lf of the Govern ment's target band: it is 
expec ted to decl ine sli ghtl y in April. as indirect tax 
increases in April 1994 drop out of the calculation. 

Short-run Illeasures or infl ation arc higher than 
twelve-month measures and have increased since the 
time of the February Rl'/)()rf. 



Money and interest rates 2 
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2. 1 Money and credit aggregates,,, 

Short-run measures of narrow money growt h have 
turned up since the lime of the February Report. and the 
twelve-month growth rate of MO has continued IQ be 
above its 0%-4% moni toring range . Broad money 
growth has also inc reased since then. but the 
twelve-month g rowt h mic has remained in the lower ha lf 
of ils 3%-9% monilo ri ng ran ge. Credit growth has 
continued \0 rev ive: M4 lending inc reased by 6.1 % In 

the year to Marc h, the hi ghest rale for three years (sec 
Table 2.A). 

Narrow mOl/el' 

Sh0l1-ru ll measures of narrow money have increased in 
each month since the FebrLt:lry Hepar! . On a 
three-month annua li sed basis. notes and coi n increased 
at 6.0% in April. compared wit h 3.4% in January. MO 
rose <It 7.8lff in April 011 a similar basis. more than 
doubl e the 3.3% rate recorded in January. when it was 
the lowest for 20 months. The twelvc- mont h g rowth 
rate of MO was 6.2% in April. down slight ly from 
6.5% in January. 

The reducti ons in int erest rates betwee n Septe mber 1992 
and Fe bruary 1994 had been expec ted to incrl.:!ase narrow 
money growth by red uci ng the opportunity cost of 
holding non interest bea ri ng money. a nd hence to slow 
the rate at wh ich cash changes hands. Thi s seems to 
have happe ned during 1993 and 1994. but the effect of 
lower interest rates on narrow money velocity probabl y 
started to wear off towards the cnd of last year. when 
short-run measures of narrow money growlh dropped 
sharpl y. 

Recent movements in notes and coin have tracked the 
value of relail sales quile closely. rc-establi shing a 
historica l paltern . Thi s suggests that interest rate efrecls 
on narrow money veloc ity arc cu rrentl y neutral. It coul d 
be that the effects of previous c ut s in interest rates are 
now bei ng fully offsel by the more recent interest rate 

(IJ U~lc" Olh~", '-": "m~d . rdC'CI1<."c' '0 /1.'1.1 a"d M.j lendlll); nd\l,k thl' 
Cfl~Ch or .cc"ru i,a'"'''' ""d loa" u·a",rc". The GI.lxol\\'dlcome 
u'~c·,,,"cr HI Ma.dl "llhlcd ~· I .j. /<oH k"d,,,S Ii);un;, .lIld D"''',,, 
~c"' I,oranl y: 10' Ih" rc""m. ,hc' e," ",,,tcd ""1,,,,'1 or thc' (; ""0 u,k," '" "r 
""I", cxdudcc! ,,,,d M",,: h d, L'" ;In: ,."""ded '" the "e""" 1 {J"an,'r of " 
IICf("'11l"se 1>0"" ()' '!u.orll"f or" h,II,,,,, I,,'und, 
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rises. If this is the case. narrow money growth shou ld 
soon d rop agai n. as recent increases in o ffic ial rates start 
to have a greater effect and in vestors switch from cash 
into higher-y ield ing deposit accounts. In the past. MO 
growt h has been a better stat is tical leadi ng indicator o f 
inflation Ih;m have retai l sa les . perhaps because MO 
measures economic activi ty more acc urate ly. However. 
at the moment. one reason why MO growth might exceed 
that of retail sales is the introd uction of the National 
Lottery- and Ihis activity is unl ikely to be inflationary. 
as Sec tion 3 exp lai ns. 

Brood 111011(\' 

Broad money has started 10 increase more rapidly on 
short -run measures. The March data are particularly 
difficult 10 interpret as they arc inflated by Gla xo's 
take-over of WelJcome: bu t even if the e ffect is stripped 
out. the three-monlh ann ual ised rate of M4 growth was 
6% in March. compared wit h 5.2% in December. It is 
now clear that. on short-run measures. broad money 
growth reached a trough in the summer of 1994. The 
twelve-month rate of M4 growth has re mained at around 
4.5% since November. 

Broad money is used both as a s tore of value and a 
means of paymcnt. Increases in M4 deposits may 
indicate hi gher fu ture spending. because Ihey signal 
ei ther increases in wea lt h or a ri se in plan ned spending . 
A breakdown of the data between differen t types of 
age nt is helpful in disenta ngli ng Ihe mot ives fo r hold ing 
money in bank and bu ilding soc iety depos its. and ca n 
shed light on what will happen la economi c growth and 
future inflation. Chart 2 . I shows Ihe proport ion of M4 
deposits held by different sectors. 

Ind ivid ual s' holdings o f bank and building society 
deposits rose by £4 '/1 bi llion ( 1.3%) in the first quarter of 
1995, the strongest quarterl y increase fo r three years; 
thi s was significantly higher than the £3.1 billion 
increase recorded in the fourth q uarter of last year. In 
the past, a rise in personal deposits has prcsaged a 
pic k-u p in spe nding on durabl e consumer items. 
However. the Slrong rise in bui lding soc iety deposi ts 
suggests that depositors are reluctan t to ru n down thei r 
sav ings in case they gain financ iall y from their society 
bei ng taken over or becoming a public limited company. 
Alternative ly, they tllay be switc hing out of other 
assets. such as un it trusts and Nationa l Sav ings (see 
Chart 2.2). 
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Ind ustrial and commercial companies (ICCs) dec reased 
their hol dings of M4 deposits by £: I bi ll ion (1.4%) in the 
firsl quarter. the first reduction for more than two years. 
It could be that companies have d rawn down their bank 
deposi ts to finance investme nt. Indeed, as Section 3 
notes. in vestment in manufacturing has already picked 
up strongly. 

Bank and building society hJlldillg is increas ing more 
rapidly than M4 deposits, and rose at a three-month 
ann ual ised rate of 8'1:0/1' in March, up from 7.1 % in 
December (see Chart 2,3). Part of the rea son for strong 
credit g rowth is because the dell1imd for credit wi ll have 
increased as the recovery matured. Falling debt ratios in 
the corporate sec tor have reduced the incentive to repay 
debt: there was substantial stock building during 199..J. : 
and in vestment has begun to accelerate. At the same 
time, commercia l banks may ha ve become keener to find 
good new lend ing opponu nities. 

A seclOra l analys is of bank and bui lding society lending 
is lIse fu l. Chart 2.4 breaks down lending by sector. 
Total net personal sector borrowing from banks and 
building societies inc reased by £6.8 bill ion ( 1.6%) in the 
first quarter o f 1995 to £433 .1 billion, slightly greater 
than the rise recorded in the fourth quarter of 1 99..J.. Of 
this, around 90% is lending to indiv iduals-some of 
which is for house purchase ancl the rest for other 
consumption- and around 10 0/(' is lending IQ 

unincorporated businesses (wh ich are part of the 
perso nal sector for statistica l purposes) . 

Lending to individuals by ba nks and building soc ieti e:o. 
increased by £6.2 billion ( 1.6%) in the first qU:J.rter of 
1995 to stand at £397.0 billion. Th is was slightly less 
than the £6.6 bi llion ri se recorded in the fourth quarter. 
which was a three-year high. A signi ficant in fluence on 
individuals' borrowing is the state of the hOll sing market. 
As Chart 2.5 shows, the personal sector's gross debt fell 
slight ly as a proportion of income between 199 1 and 
1993. as it was afrected by one-o ff rl!payments of 
mortgages and possessions by mortgage lenders. Since 
then. it has increased modestl y. Borrowing for house 
purchase (or secured aga inst housing)-which account s 
for 90% of all individua ls' borrowing- has grown 
relati ve ly slowly during the upturn . During the firs t 
quarter of 1995, mortgage lending by banks and bui lding 
societi es was onl y slight ly down on 199..J. Q .. t. but 
sign ifi can tl y lower than in the fi rst quarter of 199..J.. 
refl ec ting the cont inued weakness of the hOLlsin g markc l. 
Given recent fa ll s in hOLlse prices (sec Section 3) and the 

" 
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effects of weak prices on the amount of available 
collateral. mortg;\ge lending is unlikel y to pick up 
sharpl y in the short term. 

The other component of indi viduals' borrowi ng­
consumer credit-increased by £ 1.3 billion (2.9%) in the 
first quarter of 1995 to st and at £46.0 bi llion, compared 
with a £ 1,4 billion ri se in 199404. Unincorporated 
businesses borrowed an ildditional £0.6 bill ion from 
banks and building soc ieties in the first quarter, 
compared with £0. 1 billion in Ihe fourth quarte r of 1994. 
To the ex tent Ihat un incorporated businesses are small er 
firms or sel f-employed indi vidual s. they are likely to be 
predominantl y in serv ice industrie s. The increased 
borrowing is therefore consiste1ll with the increase in 
serv ice-sector OlHPU I recorded in the first quarter. 

If lenders ol her thall banks and building societies are 
included. the picture looks more subdued. Although 
total net personal borrowing increased by £6,4 bi llion in 
the first quarter of 1995, thi s was less than the 
£6.7 billion increase recorded in 1994 Q4-largely a 
result of a sma ller increase in consumer credit. But the 
increase in t01il1 personal borrowing in the first quarter of 
1995 was still greate r tha n in the fi rst th ree quarlers of 
1994. 

There has been a breakdown in the re lationship bet ween 
total net personal sec tor borrowi ng and the saving ratio. 
which Illay reflec t a shift towilrds financing consumption 
from inco me r;llher than from borrowing. Th is is 
illustrated in Chart 2.6: the sum of the personal sector 
borrowing and sav ing ral ios dropped suddenly in 1992, 
implying that the re was less financial intermediation. 
Unti l last Apri l' s ta x ri ses. this was corroborated by very 
slow growth in bank and building soc iety lending for 
consumpti on (that is. lend ing whi ch is not secured 
against housing). But suc h lending has picked up 
sharply since then: it grew by 11.3% in the year to 
March. morc than double its rate a year earl ier. 
Although consumer credit growth dropped slightl y in the 
first quarter. it could increase more quic kly after the 
second round of ta x increases in April 1995. if people 
agai n increased their borrowi ng to maintain their 
consumption levels in the face of a sudden drop in 
di sposable incomc. 

Le nd ing data may also shed light on behav iour in the 
corporate sec tor. A freq uent ex planation for subdued 
in vcstmen t growth is that industrial and commercial 
companies (ICes) have pre ferred to repay bank debt, 
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rather than borrow to finance new capital projects. 
Certain ly. there is ev idence that thi s balance-sheet 
adjustment is now completc: ICCs· borrowi ng frOIll 
banks and building soc i c tic~ rCf-umed in Ihe fourth 
quarter o f 1994 and incrcased by £2 '/, billi on in the first 
quarter of 1995. Chart 2.7 shows thal some o f the rise in 
bank and bui lding soc iety borrow ing was offset by lowcr 
net capital issucs. Thi s hi ghe r borrowing does not 
neccssaril y impl y a pick-up in in vestment. In Ihe pa~t. 

an inc reasc in ICCs' borrowing has bee n linked no l so 
much with hi gher investment. but with an inc rease in 
mcrgers and acqui sitions. S in ce muc h of thc increased 
activity has bee n overseas-net cross-border acqui siti ons 
rose just over 50% in valuc term s in I 994-this would 
not necessari ly impl y any corresponding ri se in M4 
deposit s. And if capital issllc:- pi ck up over the coming 
months-announccment s of issues wcrc strong in 
1995 QI - ICCs' borrowing from banks and building 
societies may fa ll back . 

Dil'isi(lll/{JII('.\' 

Thc Bank ·s Di vis ia measure of money. whic h we igh ts 
the various com ponents of M4 according to thc ir 
transaction characte ris tics. rose by I. J % in the fi rst 
quarter of 1995. compared wi th 0.5% in the previou~ 
quarter. This gavc a four-quarter grow th rate of 
2.7%. As wi th broad Illoney. a sect om I breakdown of 
Di visia money provides a grc;ltc r in:- ight in lo economi c 
activit y and fulure inf)'lt ioll . 

Personal sec tor Di visia money rosc by 1.0% in th c fir st 
quarter of 1995. up from 0.2% in 1994 Q-l. In the pasi. 
changes in personal sec tor Di visia money have tended to 
signal futurc consumer spending. although the 
relationshi p is volatil e. And corporate Di visia money 
has tended \0 track fut urc in vestmen t acti vit y fa irly 
closel y. It rose 1.6% in 1995 Q I. compared with 1.59'c 
in 1994 Q4 and O. I % in 199-l Q3. 

2.2 Interest and exchange rates 

flllere.H rllie.\ 

UK official interest rates have re mained unchanged at 

6.75% since the time of the February Reporr. Although 
one key French interest ratc has ri sen. o ffi c ial interest 
rales in a number of ot her Eu ropean count ries fc ll. 
following the 50 basis-point c ut in the German discount 
rale announced on 30 March (sce Table 2. B). Japanesc 
offic ial interest ral es werc cut to 1 % on 14 April. 

J3 
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Three-month market interest rates in the United 
Ki ngdom fe ll below UK base rates a fter the February 
increase in orfic ial rates, largel y because of techn ical 
factors. At the same ti me, there were temporary 
increases in short-term interest rates in several of the 
United Kingdom's trad ing partners, partly because of 
he ightened pressures in the European Exchange Rate 
Mechanism. Chart 2.8 shows that. as a result , there was 
a marked narrowing of the interest rate di fferential 
between the United Kingdom and its trading partners in 
March. 

Short-term UK interest rates affect the short-run cost of 
borrowin g and have some direct impact on variable-rate 
mortgages. The average variable mortgage rate has risen 
by 10 basis point s si nce the 50 basis-po int increase in 
official rates on 2 February, Those major banks and 
bui ld ing soc ieties that did nOl initially increase the ir 
mortgage rates in response to the SO basis-poi nt rise in 
base rates in December have now done so, but it appears 
that lenders have not yet responded to the February 
increase. 

However. a delayed reaction is not unusual. Past 
experience suggests that mortgage rates are likely to 
increase by around 35-40 basis poin ts followi ng a 50 
basis-poin t ri se in base rates. For example, mortgage 
rates increased less than official rates when the cost of 
borrowing started to ri se in June 1988, and often after 
long delays. And conversely, lenders lower their 
mortgage rates less than offic ial rates when base rates 
turn down in order to rebui ld their margins. A major 
influence on the pass-throu gh of base rates to mortgage 
rates is the state of the housing market. the weakness of 
which meant tlmt the two years of monetary loosening 
start ing in October 1990 fed through to mortgages fairly 
prompt ly. Indeed, Icnders cut rates unilaterall y in 
February/Marc h 1992 and a few lenders have sharply 
reduced thei r rates on two-year fixed-rate mortgages in 
the past quarter. 

The contin uing weakness of the housing market in the 
current recovery means that lenders have continued their 
prev ious strategy of not passing on base rate increases in 
full. There are also other factors keeping mortgage rates 
relati ve ly low. First. margins are hi storically high, 
suggesting that there is room for lenders to absorb higher 
costs. Second , fixed-ra te mortgages and annual re view 
schemes are morc common than in the late 1980s 
(although th e use of fixed-rate mortgages has dropped 
sli ght ly over th e past year), and this wi ll lengthen thc 
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delay between changes in interest ra te~ and mortgage 
rates. Around 40% of mortgage!'o are on annual rev iew 
sc hemes and most lenders adjuMcd the ir ralC~ for these 
borrowers at the beg inni ng of 1995. too early to capture 
the 50 bas is- point ri se in il1 tere~t rates on 2 February. 
However, variable rates for ot her borrowers !nay be 
pushed up more strongly if i n te re~t ra te~ increase again. 
Chart 2,9 shows some of the i ntere~ t fines paid by 
different borrower~ or used as a basis for ca lculating 
their borrowing costs as of 4 May. 

Futures market" show that traders are ex pecting lower 
UK interest rat es over the next e ight months than at the 
time of th e February Ne{Jol"/ . Rates on LlFFE's June 
contract fe ll from 7.68% on 2 February to 7. 16% on 
4 May (see Chart 2. 10). They dropped fro m 8. 12% to 
7.60% on the September contract and were down from 
8.43% to 7,90% on thc Deccmber con trac\. The 
53 basis-point reduction on the UK December contract 
compares with a drop of 149 basis poin ts on the German 
December con tract. 155 basb poi nts on the US 
December con tract. and 142 ba"b poinb on the Japane:-.e 
December contrac t. 

Long-bond yie lds can a l ~o affect the outlook for 
aggregate demand. For instance. a decli ne in long yield:-. 
is like ly to increase plan ncd invcstment. if it reflects 
lower ex pected rea l in terest rates rat her th :m lower 
expected infl ation. UK long-bond yields fell between 
2 Febru ary and 4 May. Chart 2, II ~ hows th at onc-year 
expected real in terell t rates fell sligh tl y at a ten-year 
hori zon, Thc rca l int crest rate ex pec ted on average over 
the nex t ten years a lso fell. 

E\c/ltlllge m ll',1 

Sterlin g has fa llen since the February Repor/. On Itll 
trade-weighted index. it fel l by 4.7% between 
2 February and -l May. laking it olltside the 
ri ve-poi nl range it had traded in since April 1993: 
against the Deutsche Mark. it fe ll by 7.8 'k . but against 
the dollar it rose by 2.3% (Chart 2. 12). 

If the fall in the exc hange rate were to bc reflected in 
higher imparl prices, the UK retai l price level woul d rise 
in the short run , si nce UK monetary policy cannot ea:.il y 
and qui ckly ensure that the hi gher prices of goods 
imported from abroad are offset by lower domestic 
prices-that is. domestic pri ces are 'sti cky'. The 
short -run response of UK /'inns to hi gher import costs is 
di scussed in Sec tion 5. However. it ill c lear thal a 
decline in the pound- if it means hi ghcr imporl prices-
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Exchange rate movements and inflation 

If a count ry'!> exchange rate is free to floa t agilinsl 
othcr currcncie!> and sudden ly changes. it is necessary 
to under,tand why thi, has happened in order to work 
out the implieation5 for domestic inflation. Floating 
exch;lIlge rale~ move because of changes in demand 
and ~llp pl y in [he market for foreign exchange. brought 
about by flow~ of capital and trade. and should not be 
treated a:.. exogcnou~. This box outlines how the 
cffet' li vc exch;lllge rate i~ likely to change in response 
[ 0 a selection of econo mic shocb.II' and shows that 
there i:.. no si mple rc"ltion~hip between cxchangc ratc 
c h;1l1 ge~ and sUb.,cqllcnt inflalion. when domestic 
wage!> and price~ adju~t slowly. To simpl ify the 
exp()~i tion. monctary policy i~ defined in terms of 
changc!o in thl' moncy :-uppl y: in practice. it is 
normally i nlcrc~ t Tiltcs which arc u~ed to achieve a 
de'ired path fo r money and inflati on. The first 
example i, given in :.ome dewil to illu~trate Ihe 
ec{)n{)rnic~ of adju~tmenl. 

( I ) A onl'-off incre:ISc in a country's mont'~' 

SUI)pl)': if pricc!> o f good:. ;lIld .;;en'ices adj u!ot :-Iowly 
rel;IIive to inter!,!sl rate~ and exchange rates. the 
nominal intereq rate IllU~t fall in order to persuade 
pcople to hold the increased stock of money. 11' 
nominal imere:.1 rate~ are lower than in Ihe resl of Ihe 
world. peopl e will onl y hold the coulllry\ fin;\l1c1al 
a'~eb if the country\ excha nge ra te is e,~ pected to 
apprcciatc; the exchange rate mu~t (Imp far enough 10 
over .. hool ib new long-run leve l. to which it gradually 
apprec iate,. Domcstic outpul prices arc bid upwards 
a:- cxces:- de nwnd develops. responding to temporaril y 
low inleresl rates and increased competitiveness: as 
they ri se. nominal interest rates and Ihe exchange rate 
ri~e. Eventually. price:- will ri ~e by as much ,IS the 
initial increa,e in money suppl y: nominal interest 
rates wi ll rcturn 10 their origin;ll level and the 
exchangc rate wi ll ~ tabilisc below its origi nal leve l (so 
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a ~ to maimain the country's competi tiveness given ils 
new higher pricc Icvel). The pmhs of the exchange 
rate. prices and nomi nal interest rates arc given in the 
chart above. 

II is worth noting three points ::lbout thi s sequence of 
events: 

(i) although a fall in the exchange mte is associated 
with subsequelH increases in domestic prices. it is 
mislead ing to regard Ihi s associil li on as causal: 
the shock I'e~ponsib!e is the increase in the money 
supply (the sa me pmhs wou ld be followed by all 
the variables. except the money supply. if the 
shock were an increase in Ihe mte at which money 
changed hands- its veloci ty of circulation-as a 
reMI!t of financial illllovmiol1): 

(i1) Ihe ex planation holds for a change in money 
!>uppl y (or ve locity) ::lnd price levels rI' /mil'e to the 
country'!> tr::lding partners. A sim ilar exchange 
rate p;lth would be observed if other coulltries had 
reduccd their money supplies. Yet in this case 
there need be no inerea!>e at all in the prices of 
dome~lic<lll y produced goods and services. on ly an 
inc rea~e relative 10 the new. lower level of prices 
abroad. Hence a fall in the exch::lngc rate need not 
be fo llowed by (/11.1' increasc in domestic output 
prices: and 

(iii ) the relative price of imports first jul11ps and [hen 
gradually relurns 10 its previous level. Thi s will 
increase measures of relai I price inflm ion relmive 
to underlying domestic inf1:nion in it iall y. but 
reduce thcm SUbsequent ly. 

Thc path followed by (relative) retail price inflation­
taking aceou llt of thc import content of retail sales­
would look like this: 
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(2) An increase in Ihe growlh rale of a country 's 
money sUPI,ly: this leads to pennantently higher 
inflation (see the chart below). Again. the exchange 
rale moves down sharply, sti mulating competiti veness 
and begi nn ing to push up domcstic prices by 
increasi ng nominal dcmand . Nom inal intercst r;lIes 
begin to increase: cvcntually. along with innation and 
the rale of exchange rate depreciation. they are 
permanently highcr and real money balances lower. 
After the initiHI sharp drop. the ra te of depreciation is 
low and then picks up. while domestic price inflation 
fall s back a litlle. The size of thc initial drop depcnds 
more on how rapidl y prices respond 10 excess dcmand 
than it does on the new growth rate of the money 
supply. A si mi lar exchange ra te path would be 
obscrved if other countries reduced the rate of growth 
of their money supplies. reduc ing their average 
inflat ion rHle. bu t nOt :.lffecting the inflation rate at 
home. 
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The path followed by (relati ve) retai l price inflation 
would look like this: 
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(3) A perm,menl fa ll in lll'Ounl ry's potentia l 
oulpul : suppose an cconomy starts off with demand 
ilnd output eq ual to potcnti:1I output. and then suffers 
an adverse producti vi ty shock which reduces potel11ial. 

If actual output ini tially rcmai n~ unchanged. domestic 
prices will sl:ln 10 increase. bec:luse output is 
temporarily greater than potem ial. EvenlUHlly. 
domestic prices go up enough to reduce real money 
balances 10 the level appropriate 10 the new. lower. 
level of potenti .. l outpUI. Actual outpUt comracts to 
Ihi s level. reduced by a tempor:try loss of 
competitiveness and temporaril y highcr interest rates. 
The next chart sketches how variable ~ will change: 
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The path followed by (relati ve) rel;lil price inflation 
would look like thi:.: 
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(4) A delerion llion in 11 counlry's rea l terms of 
trade: in the examples given above. illlpon and 
domestic prices diverged only temporarily. l mpon~ 

and exporls were treated as perfect ~lIbsti lUles in the 
long run. But this need nOt be Ihe case: the real 
exchange Tate can change permanently. Suppose 
improvemenls in ei ther the quali ly or re liabil ity of 
fore ign-produced good~ enable the price of imponed 
goods 10 be raised relative to the price of domestic 
export ~. The nominal exchange rale wi ll fall to re~ torc 

competit iveness. There is a onc·off rise in the retail 
price level which will affect the published inflation 
Tate for twel ve Illonth ~. Domestic wHges and prices 
will not rise ir interest ratc!'> arc held constant and only 
the firSHound effect on retail prices is accolllmodated. 

" 



( 'hart 2. 13 
l J.i. ;Uld Inldc-\\ c ij.:htcd \Iurld inlcn~'it rate 
\ il'ld tun c, 

---

I~ 
- J. ' 

- -' 

_ 0_' 

" 

is likely to be accompilnied by a rise in the UK price 
leve l and hence. iltleast te mporarily. a rise in UK 
measured in flation. In the longer run, however, it is 
important to unde rstand the causes o r an exchange rate 
move in order to understand the consequences ror prices 
and inflation. T he box on pages 16--- 17 explains how the 
relationshi p between exchange rate changes and 
subsequent infl ation depends entirely on why the change 
happened: a sharp depreciation may be roll owed by a 
pick-u p in domesti call y generated infl ation--or no 
change at all. Wheth er UK retai l prices end up higher or 
not after a decl ine in tile pound depe nds on the reason ror 
the exchange rate raIl and, cruc ial ly. on the response of 
monetary pol icy. 

At the time or the February Report. market participants 
ex pected the exchange rate to fal l. but only sli ghtl y. 
Chart 2.13 shows the short end or the UK and 
trade-we igh ted world yield curves on 2 February and 
4 r-,'Iay. Assuming that the financial returns expected 
after currency movements are eq ual ised (the so-called 
"uncovered in te rest rate parity" condition), di rrerences in 
the yield cu rves reveal the expected path ro r sterli ng. On 
2 February, the yield curves impl ied that sterl ing was 
expecled to deprec iate by around 0.2% over the 
rollowing three mont hs. In ract, the pou nd reil more 
than 4%. However. it is more userulto consider how 
expectations h<lve changed since 24 January, the date on 
which sterling's errective exchange rate peaked- in 
order to iden tify any 'news' which may have caused 
ma rket perccpti ons to change and, hence, the exchange 
rate to fall . Chart 2. 14 shows the exchange rate paths 
expected over th e following tcn years on 24 January and 
4 May. Chart 2. 15 shows the d ifference between them­
the impact or 'news' embodied in the changes in the spot 
exc hange rate and the yield curves. The e frect of the 
news has been to lower the en tire path ror the expected 
rate by over five percentage points. The path derived 
rrom the yield curves does not suggest that this is the 
path sterli ng will rollow, it merely renects the views that 
market participa nts appear to have held on IWO pan icular 
dates and he nce helps identiry any change in perception 
that may have occurred. 

There are broadl y three main possible explanati ons ror 
the rai l in the exchange rate between 2 February and 
4 May: 

(i) UK ll10netary co nd itions are ex pected to be looser 
in the fut ure, e ither permanentl y or temporaril y: 
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(i i) markcts bel ievc that ot hcr countric~ have adopted 
toug her ant i-infl ati on po licies. e ither permanentl y 
or temporari ly: and 

(i ii ) potential out put in the United Kingdom is lower 
than previously though!. 

The first case. in which UK monetary conditions are 
expected to be looser in the future, is hard to reconcile 
with the ev idence up to 4 May. A perm anent los~ of 
credibi lity should ha ve rai sed inflatIon ex pec tations ovcr 
the long term. But C I1<11't 2. 16 show s th:,t. co mpared 
with when thc ste rlin g effective exc hange rale peaked in 
January, inflatio n over the next 15 yea rs or so IS 
ex pectcd to be Iowel' th an it had becn. 

If s te rlin g has f"lI en because the markcts bel icve that 
other countries ha ve adopted permanen tl y tougher 
an ti -inflation po licies-a vers ion of the scrond casc­
they should ex pect il to continue depreciat ing more 
rapidl y after Ihe initial sharp j ump downwards. 
A lthough thcrc would be a one-off increase in the UK 
price level as a result of higher imporl prices. thi s e ffect 
wou ld weal' o ff as forcign inflation turned o ut lower than 
had previously bcen ex pected. But there is lillle 
evidence to support the view Ihat monetary condilions 
abroad arc in fact expected to be much lighter in the 
fu ture. In particular. Chart 2.15 shows Ihatthe increase 
in long-bond differenti a ls-and hence the expec ted rate 
of future deprec iation- has bee n insuffic ient to support 
this exp lanat ion . 

Thc change in yield curves means it is more plausible to 

see the fall in the e xchange rate as a step j um p 
downward s which does 1/01 refl ect any expected 
permanen t increase in the inflation differential between 
the United Kingdom and ot her countries. For instance. it 
could be that market perceptions of the current tightnes~ 
of overseas monetary pol icy have c hanged . There i~:1I 
leasl some news which support s this in terpretation. The 
yie ld curve in Germany shift ed down fo ll owi ng two 
consecuti ve announccments o f drops in the German 
money slOck-suggcsting that the futu re profiles of both 
interest rates and inflat ion in Germany are expectcd to 
be lower. That would be consistent with a one-off f~lll in 
the German price le vel relat ive 10 thal in the United 
Kingdo m and would imply onl y a temporary increase in 
the s terling price o f imports. 

Chart 2. [4 is also consistent with a reapprai sal of the 
level of poten tial output in the United Kingdom. If the 
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market had reassessed the o utput potential of the tradab le 
sector of the economy fo llowing publ icat ion o f data 
showing a red uction in productivity growth combined 
wit h s ign~ of capac it y constraints. nominal exchange 
rates wou ld need to fall to restore the relative price of 
tradable and norH r:lClable goods and services consistent 
w ith long-run eq ui librium. Tradable goods in the Uni ted 
Kingdom wou ld increase in price relative to no n-tradab le 
goods in slIch circu lllstances. The c han ge in relati ve 
prices coul d be achi eved by a s lower rate o f increase in 
non-tradable goods prices rehlli ve to tradabl e goods 
prices. And indeed. as Section I no tes. the prices of 
no n-t radab les have bee n increasi ng mare slowl y than 
tradables rece ntly. But monetary po licy cannot ensure 
that the pri ces o f non-tradables fa ll in abso lute terms 
im medi ately. sO the overall pri ce level is like ly to 
increa~e by an amoun t which de pe nds on the importance 
of tradables in fi nal dem and. 

Of course. it remain~ possib le that the fa ll in the 
exchange rate i ~ merel y a symptom of internationa l 
cu rrency upheaval. Since it l. sllspension from the 
European Exchange Rate Mec hanism. the pound has 
tended to decline when the doll ar has fallen. possi bly 
reflecti ng a market bel ief that deve lopments in the UK 
and US economies are highly correlated . Or it coul d be 
that holders of US dollars and sterling have dccided to 
readj ust their portfolios in favour of yen and Deutsche 
Marks. But. if either of these ex planations is true. it is 
d iffic ult to see any reason why the fa ll in sterling should 
be reversed. Even in these ci rcum stances. it wo uld bc 
reasonable to in terpret the fa ll as a one-o ff step change in 
sterlin g 's exc hange rate. and the co nseq uences for UK 
pri ces would be si mil ar to those in the preceeding 
paragraph . 

2.3 Summary 

Both narrow and broad money growth have turned up 
since the ti me of the February Report on short-run 
measures. Higher narrow money growth is probab ly not 
signall ing fu ture inflationary pressure; it shou ld drop as 
in terest rate increases mean people desire to hold less of 
the ir money as cash. Increased M4 deposi ts in the 
personal sector may signal a fut ure rise in d urable 
consu mpt ion. Stronger borrowi ng by ICCs o ver the past 
two quarters may re fl ect an increase in take-over 
activ ity. 

Markcts still ex pect UK short -term interest rates to ri se 
over the ne xt twe lve months. but the expected path has 
been revised dowllwlU"ds. The fa ll in the pou nd between 



2 February and 4 M<lY is unl ikely to h<lve bccn cau~ed by 
percept ions Ihat monet<lry pol icy i~ going to be 
perma nentl y loo~e r in the United Kingllom or lighter 
abro<ld . It is mo re appropriately interpreted a~ a ~ ICp rail 

in sterl ing. 
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Demand and supply 

3.1 Total demand 

Rea l G DP is estimated to have grown by 3.9% in the 
year 10 1995 Q I . Exc lud ing the North Sea sector. Olltput 

grew by an estimat ed 3.7%. Since the February Repurt, 
the estimat e for growth in the year 101994 Q4 has been 
revised up frolll 4.0% to 4.2%-lhe la rgest increase over 
four quarters si nce 1988 Q4. Qlmrterly growt h nlles 
suggest that rea l GD P decelerated between the first and 
second hal ves of 1994. but has nOl moderated since .'" 
Real G DP grew at an average of 1.2% a quarter in the 
fir st ha lf o f 1994. but al ,Ill average of 0.8% a quarter in 
the second ha lf. In 1995 QI. G DP is prov isionally 
estimated to ha ve increased by a further 0.8% . 

Nominal GDP grew by 1.5% in 1994 Q4. slightl y higher 
than the average growth of 1.4% per quarter in the 
recovery so far. In the year to 1994 Q4. nominal GD P 
grew by 5.8%, As Chart 3.1 shows. it has increased 
morc slowly in the current recovery than in the prev ious 
two upturns. The subd ued growth of nominal output is a 
conseq uence o f low inflation: there has been litt le 
difference between the evo lution of real output in the 
prev io lls IwO recoveri es and the current upturn (see 
Chart 3.2). 

3.2 Domestic demand 

Do mestic demand increased sharply in the fourth quarter 
of 1994. and was up by 2.4% in value and 1.7% in 
vo lume. These were the fastest seasonally adjusted 
q uarterly growth rates for six years. One surprising 
featu re in the q uarter was the deteriorat ion in net 
external trade. Net trade made a major contribution to 
output growth in the second and thi rd quarters of 1994. 
bu t reduced g rowth in the fourth quarter (Table 3.A). 

Personal .\eclor dell/(llId 

Consumpti on grew by 0.8% in the fourth qum1er of 
1994. compared with a t01<1 1 increase of 1.2% in the 
previolls three quarters. Most of the growth in Q4 was 
in the serv ices sector: in parti cular. spending on 'other 

(I) Itltcrprcl;t llOrl "I' tll C m, I"",,,1 "cco""" " c""'pil,'alcd by udju'tmcnt< 
"wde by the (SO tD brut!; ,he \",,"'u< e,tima{c, ofGDI> into li!lc (<cc thc 
box o r! p;'gc 24). 
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services' was up 4.5%. This includes spending by UK 
residents abroad- for example whil e on holiday-and 
spending on the National Lotte ry, whic h began in 
mid- November. 

Monthly dma on reta il sa les cover on ly about40o/c of 
total consum ption, but in the past they ha ve been a good, 
ti mely gu ide to aggregate con~umption . However. retail 
sa les volumes rose by onl y 0.2% in th e fourth quarter of 
1994, whil e consumer spend ing increascd by 0.8%­
keeping it s annua l rate of growt h constant (sec 
Chart 3.3). Retai l sa les in the first three months of 1995 
were 0, I % down on the fourth quart er or 1994. 

One reason for subdued reta il sales may be thal their 
relationship with agg regate consumption has been 
altered by the introducti on of the National Lonery. 
which- like other gambling-is not covered in retail 
sales. About £-100 mi llion was spent on lonery tickets in 
1994 Q4, of which half was returned as pri ze money. 
The other hal f counts as consumer spending: over a fu ll 
quarter, this would be equ iva lent to abou t 0.4% of total 
consumption. Reports fro lll foot bal l pools companies 
and some charit ies suggest that spend ing on the lotte ry 
has partly been financed by lower spending on other 
forms of gam bli ng and lower direct donations 10 charil Y. 
But there ma y also have been a onc-off eITect on the 
saving ratio if lo tlery tickets arc financed ou t or 'loose 
change', as we ll as a direct effect on retailer~ as some 
expenditure is sw itched from them. 

The weakness of the retai l sector is confirmed by recent 
CBI Distributive Trades Surveys. Retail sales in the fir st 
quarter of 1995 were reported 10 be below normal for the 
time of year, although trade was expected to increase 
moderate ly in April. Single outlet s are reporting a 
weaker position than large stores. supportin g the 
suggestion Ihat a structural shift away from high st ree l ~ 

to ollt-of·town shoppi ng cen tres is laking place. In the 
same surveys, the wholesale sector- much of whose 
business is suppl ying to the busi ness sector-conti nued 
to report a buoyan t position. 

Since consumption accounts for over 60% of domestic 
demand, it s futu re development wi ll have a major 
influence on the course of 10lal demand and ou tpu!. 
Spending by consumers depends on their di sposable 
income. the ir wealt h, and thei r expectations both about 
the progress of the econom y and their ow n prospec ts. 

Real persona l di sposable income rose by an est imated 
0.6% in 1994 Q4, and estimates of disposable income in 
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Statistical adjustments to national accounts data 

The 1994 Q4 nalional aCCOlLnh recorded ~ I ockbu i l di ng of 
( I.J.n mil lion al t990 price,. Of Ihi,. C74~ mil1 ion­
;.buu' 80q· oflhe ch:l11gc in real GDP-was an 'alignmc ll1 
adju,lmenl· . Thi, box de,cribe, how Ihe,e and other 
'I:lli, ticat :,dju,lmenh ari\(' .... hen the nalional account, 
are compiled. 

qUilrterly palh, of the expendilure and income totals so 
that they fo llow the pil lh o f the output mea:.ure-which in 
the CSO', view i, thc bc~t mea,ure of volume changes in 
Ihc 'hort lerm-~ubjcclto the eon'ol ra intthm ol·cr a 
c.tiendar year the al ignmcnl adju ~lmc lll s sum 10 zero, In 
the expenditure ilCCount . the adju ~ tllle nl is ildded to 
Mockbuilding. :md in the incoTlle accoullI il is added to 
gro,~ Ir,lding profih of c011lp:mies. since these arc 
believed 10 havc the g rcate't margins for error. 

Gro" u()11Ie'lic prod ucl mea,,,re, tOlal economic ;'(:Iil' il ), 
in Ihe Uniled Kingdom. [I can be mC:N,red in three \\ ay,: 

• by ,ummi ng Ihe income, earned fro m lhe production 
of good, :lIld ,erl'k e, (ill{"(1/I1(' mClIJllrt'): 

• b)' ' umm ing Ille amuunl 'pe nt e ilhcr on final goo(b 
:IIIU ,erl'll-e, or on incre;I\ing wealth (net of impurt\ ) 
(I'.rp/' lIdiwI"/' 1I11'rI'Un'): or 

The oulpul e\ li m:11e and Ihe aligned expenditure and 
income mea,urc\ arc then averaged 10 gil'c the GDP 
e~ t i lll a t c, ,lilt! three ~ Ill:tll \ lali ~ ti c al balancing ilems arc 
\I',ed 10 l'cc(l1l\:ik Ihe thrce acc{)unt~ wilh Ihis average 
lolal. 

• hy 'lIl11mi ng the 1';llue added in all actil'ilie~ producing 
good, ;md ,en' ice, (mll/llIll1l('mllr/,). 

Align ment ,luju,tmenh and ~I ati , t ica l balancing items do 
nOl mean that dome~ ti c demand i ~ a less re liable figure 
Ih.m total outpu t. A~ new infortu' ltion becomes available . 
c,ti mate' of lhe component , o f aggregate demand change. 
Thi, re,u lts in rel'i,ion, 10 Ihe alignmcnt adjus tmenLs­
.-.cc below. 

The'e three mca,ure, ,hould be identical: but in pract ice 
difference, are ine\itable. Inpul-oulPUI balance .. are u\ed 
10 produce b'llanced n:l tion.11 accoull1'. blllthe,e balance~ 
arc onl) avai];lble aboul I g month~ a ft er Ihe end oflhe 
)ear to \\ I" ch Ihe) re late. In the inte rim. the level i~ 

proje(' tcd fOr\\ard u,i ng IIIUIC l11ellh in the output. 
c;"\ pcndlture ,l11d income lotah. In order to make the tOI;ti<; 
eon,i,tent in qU;lner, beforc input-output balan('CS ;I re 
a\',ti b blc, the CSO m,tl..e, a .'>CriI.', of adju~lnlell1s 10 Ihe 

d'lIa. 

\li),:I1I11Cl1t adju~tl11('nh to ,Irn:kbui lding 
1990 m.lrkcl pricc~ 
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th e first th ree quart ers of 1994 have been revised up by 
0.4 percentage poinl s from the le ve l estimated in 
December 1994, This gives a growth rate of 1.4% in the 
year to th e fourth quarter. Nominal di sposable income 
grew by 4.0°/(" With in this lotal. non-employment 
inco me-from state benefit s, interest. d ividends and so 
on-grew by 7.5%_ whi le income from employmen t 
rose by 3.8%. Section 4 examines Ihe state of the labour 
market and suggests Ihat employ ment will contin ue to 
increase, boosti ng income from employment fUl1her, 
And slrong employment growth is likely to outweigh the 
reduction in di~posable income of around I/~% which 
will re~ u l t fromlhe tax increases introduced in Apri llhis 
year, 

Owner-occupied housing accounts for about 50% of 
total net we;,lth in the personal sec tor. Of tile remainder, 
the main compone nts of personal weahh are financial: 
holdings in li fe assurance and pension funds account for 
about 50% of lotal financial asse ts, bank and building 
society deposits ,u'oll tl(1 25%, and direcl holdings o f unit 



trusts and company sccurities around 15 <fr (Table 3. B). 
Between the cnd of 1993 and the e nd of 1994. net 
finnnc ial wea lt h fell slightl y. both absolutely and ill 
relation 10 di sposable incomc. because of falls in the 
value of direct eq uit y holdi ngs and of life as~u rance and 
pension funds. Eq ui ty price~ recovered ~ I ightly during 
the firs t quartcr of this year. but remai ned be low their 
1994 Q4 level s. A lthough dat a on the val ue of the stock 
of owner-occ upi cd housing at the cnd of 199-l arc not 
available. house values MC un likely to ha vc ri sen much 
from the cnd- 1993 level. so lota l net weal th probably 
also fel l. Thi s is likely to restrai n the growt h of 
consumer spendin g. although chan ges in wealth resulting 
froll) mo vement s in house prices Illay simpl y reflect a 
chan ge in the va luation of the fl ow of benefit s that 
homeowners deri vc from owne rshi p and so have no 
effect on othe r co nsumcr spendin g. 

The state of the housing ma rket may ha ve OIher 
important e ffects. Mov ing house often leads to spendin g. 
0 11 durable ite ms such as carpet s and furnitu re. as well a~ 
on a variety of scrvice!'>. But recent data show no sign of 
an upturn in housing activity. The number of pat1iclllar~ 
de livered-a measu re of turtlo\'er-has ge nera lly 
re mained in the range 104.000 to 106.000 a month since 
May 1994. com pared wit h an average of about 150.000 a 
month between 1982 and 1988. Housebuilder:-. reponed 
falling net reservations in the three months 10 February. 
but th is was reversed in Marc h. They appear to have 
responded to weakening dcmand for new homes by 
red ucing housing start s: private-sector start s were down 
by 8.2% in thc three months to Fe bruary compa rcd with 
the previous three 111 onth ..... Private-sector housi ng 
completi ons have :11.';;0 begun to turn down. and fell 1.19C 
in the same peri od. 

House prices confirm the subdued state of the market. 
Accordi ng to the Halifax Build ing Society measure. 
house prices in April were about 1.5% lower than a year 
earl ier. though the Nationwide Building Soc iety measure 
showed a I. I % increase. The prices of new homes held 
up better during the recess ion than those of ex isti ng 
homes: the prices of ex isti ng homes fell by I ~%. 
compared with an 8% decline in the cost of new home:-. 
New hOllse prices h,lVe also risen slightly Ics~ in the 
recovery-by 3.3%. compared with 3.79c for ex isting 
houses. 

Consumer confidence rema ins weak. Consume rs arc 
more pess imisti c aboltttheir prospects over the coming 
yea r than on average since 1988. and the balance of 
respondents ex pecting to increase .... pending on major 



Chart .'.-1 
t'tlll'U IllCr 'clll im(: lIt and c\ pclulilurc 

. "', ... , ... "" .. ,''''.... 8 ..... "'.'.' 

'" 

'-
- .. 
- , 

":..--------''''=::::7~:::::~ - '" 
. -. - ," ,. -

c .. "" ... '" ... "'' '' ~ ''' IS " ', 1111, ..."".",·, 

'.' 1'."" •• ,< ,. f<, ... ~ol.."" " ..... ,,,"J ,'" '''' ..... ,., ,", ...... ,. OIl<" 

h, .. "·",.,, h""'r""" "" ....... ""0. "., " ... ,.' ro·"·'.'¥ ..... ""n~ 
"'" ~.~"." 

,b, I:>'>, .. " .. ", .. , ••• , It,~ ... ,,, .... ,,,",,....~,,,,, ,'" ""to" I"'" QI I.,.., Q.l 
'" I~, , ••• , ", ... 1", f'I_" 

lahll' .tt' 
(,r()\\lh in Ihct! in\c,>llllcnl 

T,~.,I " 
,. 

" .. ,,,./,,,/, 
!''''.IIe ..-,,,., " "' " "I"',,,I,,,.~, '~"'/"'''h'/ 6.0 ·a/ " I'.hlo, ,""I", " " l5. .1 

.. ( "/,,, I, ",~, "",/,.,,,~,/ " 17 U, 
~,·"d,·"".,1 " ." " 
1'1.((\,.,,,.) ",." 1"",,,) " ~b i:! 

\I.'IHII ." "" ",~ " (1'/ " 0,1 "",I ~ ." ,·' I' .~ ,,, '" " · I !.I ·6.2 

Charl 3.:; 
rolal ilHc,tnrcnl a~ :1 .. hart: uf GDI" ·' 

- !! 

- ,! 

- . 
- . 
- . 
- , 

_I V 

",,, , " '" 1<1, '" ", ~l 9. 

,., \, , 'Of, ", "'"~,, "' ,", 

'6 

purchases is also be low its average o ver this period. 
However. there is little evidence that these measures are 
use ful prediclOrs of recent aclual spend ing (see 
Chart 3 .... ) 

Corpom!e .H'clOr del//(/I/(/ 

In the fourth quarter of 1994, real total fixed investment 
grew by 2.2%. contri buting 0.4 percentage point s to 
GDP growth . A breakdown of the data shows that there 
was a 6.5% increa~e in private-sector in vestment in 
hou ~in g. Pri v:l te-sector non-res idential investment 
excluding oil and gas ex traction was up 1.7%. 
Manufact urin g in vestment was particularly strong: it 
increased by 4.4% in the fourth quarter of 1994, the 
largest q U:lrterly rise since the second quarter of 1989. 
The ent ire incre;lse in manufacturing was accounted for 
by plant and machinery. which in ge neral accounts for 
around 80% of the tota l. The other components of 
man ufac turi ng investment-new buildi ngs and 
vehicles-both fe ll in the quarter. 

Fixed investmen t has so far grown relatively s lo wly in 
the curren t recovery (sce Table 3.C). From the trough in 
1992 Q I to 1994 Q4, ou tput rose by 8.0%. al most 
exactl y the same amount as the increase in the three 
years followi ng the previous trough. However. although 
tota l fixed investment grew by 16.6% in the earl y 19805 
recovery. it has grown by only 4 .5% in the early 
I 990s- despite the fall in the relative price of 
investment goods noted in Section I (sce Chart 3.5). 

Onc reason why in vestment has not picked up more 
sharpl y is that. in the 1980s, firms used bank borrowing 
to suppl ement their own internal funds to finance new 
cap ital projects (sce C hart 3.6). During the current 
recovery. many compani es have preferred to use 
undistributed profi ts to pay back the resulting debt. 
rather than to invest in new equipment. Balance sheets 
have now largely been repai red . If demand con tinues to 
be buoyant. further constraints on capacity will emerge 
and investment will ri se. 

Pllblic sec((}r dell/alld 

General government consumption rose by 1.5% in real 
terms in the year 10 the fourth qu art er o f 1994. Si nce the 
trough o f the recession. it has fallen as a share of GDP 
from 25.7% to 24 .8%. as a result of a steady fall in the 
share of local government spending . As a percentage of 
GDP. central governmen t consumption has increased 
from 16.0% to 16.2% over thi s period. General 
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governme nt in vestment has risen by 1.9<k in rea l term!> 
since the trough of the recession. almost exactl y keeping 
pace with consumpti on. Strong growth in in vestmeni by 
publ ic corporat ions in the second half of 199-1.. coupled 
with weak ge ne ral governmcnt in vestment In 1993 Q-I.. 
produced growt h of over 25% in pu blic-sector 
investmen t in thc year to 1994 Q4. 

The Public Sector Borrowing Req uirement for the 
1994/95 financial year was £35.6 bill ion. compared wit h 
£45.4 bil lion in 1993/94. This was £1. 3 billion above 
the forecast made in the 1994 Budgc\. Cen tral 
govcrnmcnt cash recei pt s we re £3.2 billion below 
forecast. becausc of lowe r-than -ex pected receipt s of 
income and co rpor:lIion taxes and VAT Cash outlays 
were al so below fo recas\. by £ 1.2 billion. 

3.3 Net external demand 

Although net ex ternal trade made a major contributi on to 
output growth in 1994 Q2 and Q3. it reduced ou tput 
growth in the fourth quarter. Nationa l account s data 
show that the volume of ex ports of goods and scrvices 
grew by 2.6% in 199-1. 04. but this was olltwe ighed by a 
6 .1 0/(' increase in the vo lullle of import!'. of good!'. and 
services. Nonethe less. over 1994 a!'. a whole. there was 
strong enough trade performance to record a visible 
trade deficit of £ I 0.5 billion. compared wit h 
£ 13.4 billion in 1993. A surp lus on investmc nt income 
of £ 11.2 billi on reduccd the curre nt account deficit for 
the year as a whol c to £0.2 billion- thc smallest since 
1985. In the second half of the year. th e cu rren t account 
was in surplu s. he lped by an improve me nt in the visible 
balance compared with the fir st half (sec Table 3.0 ). 

Demand in the Uni ted Kingdom's m:ljor trading partners 
showed SOme moderati on of growth in the fourth qU:lrtcr 
of 1994. However. prospccts are good for the ri:.e in 
thcir demand to continue abovc trend. as an y slo\\'down 
in growth in the Unitcd States should be offset by fa:o.ter 
growth in Weste rn Europe. In Japan . the real 
appreciation of the yen wi ll moderate the pace of 
recovery. 

Between 1992 Q4 and 1994 Q-I.. stcrling's real effective 
exchange rate-measured using relative unit labour 
costs- appreciated by 8%. hav ing depreciated by o\'cr 
17% between th e first and fourth quarters of 1992. At 
the same timc. the ope nness of the UK economy has 
increased. with imports and ex port s both increasing thci r 
share in GDP. ~ 

" 



(harl.l7 
(, rm. Ih in real {: 1)1' ~'I fal·ln .. ClI,t 

, . 

I ahtl' J.E 

1\",",. ,h ... "", .... >0'- ,.-1 .. , 
- , 
- , 

1 I , , , " " 
." ,,' 

()lIll'lIt l'"m l'"lll:llh "t {; ni' at 11)1)11 faclor l:osl 

\\"')'Iu, ,., 

I'~f~ 

(",,,,,nu,,,,,,, " '~,'ll ... ",., ~ill 
'~bf",h 

If"""',,,",,,,,~ .h, 2'· 
If",,,, ~ ,,,,,I ("~'''' ,,,. 
"" 1",IIIIt (~I ,,,~I ~'" 

.. """ '''''' 22 
~c,,'"'' f>~9 
,1 .. h,d, 

I",,,,,,,,,I,,,,,II~,,,,', " /'<;(' 
1)"",/>,,,,, ... , /,,"d, 

"",'''''~ No' 

I """I"" "","c'-
" .. ,,"""'" ,11".' ," 

Gil l' I,I"W) 
N,,,,,,, I 'fgl 

I." I"" ~., . ~I ." ' .. (")" ,"U, ,. ',"" ,. 
~"""',' ",-,,,",,'" 

(hart -'.X 
t' lIgimx'ring ~atc .. 

O<,,"e,1> hore qu>"e, 
"""c",age """,c"'a~< 
,!"",~", d""'t<, 
Q' '" Q' '" "' '" " ! ~ 

" "" " " 
" ",- ~,.1 5; 

,,- " 17' " ,,. 
'" " 1.~ 

,1.7 I." " -",~ 

" '" " " 
'" " H " I)') II, iI " , ' 
"'I '" ", '" 

''!'lO _ '00 
_ 1«1 

. ,. 

.,. 

- I!O 

- JlO 

_ lor) 

_ Cl ,.,e, u, "'':'' ,",", ", I.,e, U.CU""-,-"U.::""""' ~! ', _ so 
I'~)~ 'l' 'H ~l 

3.4 Output 

From the middle of 1993 to the middl e of 1994. growth 
in the production indust ries led overall growth (see 
Chart 3.7 and Table 3.E). But offic ial statistics suggest 
that in the firs t quarter of 1995 output shifted towards 
the service sector. 

According to the prcliminary estimate of GDP in 
1995 Q I. se rvices output grcw by 1.0%. contributing 
0.6% percentage poin ts to the overall growth rate. 
Industrial production was flllt. Taki ng the January and 
February data togcth er. both tota l production and 
manufacturin g ou tput were 5.0% above their levels in 
the first quart er of 1994, but estimated manufact uri ng 
ou tpu t had barely ri se n since September 1994. 

Survey data support the pic ture of broadl y based growth 
in services indust ries in the fi rst qu arter of this year. The 
main puale concerning ou tput growt h in the first 
quarter of 1995 is the conflicting pict ure painted by the 
month ly manufact uring ou tput statistics on the one hand. 
and buoyant survey .md anecdotal evidence on the other. 

There is a wide dh'ergencc between home and fo reign 
markets for man ufac tured goods. For example. sales of 
engineering products for export have risen by almost 
50o/c since the trough of the recess ion. while home sa les 
h;lVe risen by on ly 13% (sce Chart 3.8). The vehicles 
industry is II good example of thi s phenomenon (sec the 
box opposite). 

Surveys both for manufacturing and services are 
buoyant. OutPLlt and domestic orders are growing more 
slowl y than <It the end of 1994. bUlthe level of demand 
remains high- espec ia lly in ex port markets. The 
Chartered Institu te of Purchasing and Supply Survey 
report ed Ihat in April manufacturing ou tput expanded 
for the 291 h consec uti ve mOl1th . although not at as fast a 
rate as seen at the end of 1994. The British Chambers of 
Commerce reported that ou tput in manufacturing and 
services expanded in 1995 Q I: the reported rate of 
growth in manufacturing slowed. whi le that in serv ices 
was roughly constant. The Bank's Agents report simi lar 
deve lopments. Furthermore. the CSO's coi ncident index 
of economic activ ity continued to inc rease in the fi rst 
quarter. 

The April CB I Quarte rly Trends Survey was broadly in 
line with other surveys. It rcported thal manufact urin g 
output growth slowed in the first part of 1995, but was 



The UK vehicle industry 

A CliI'i ly 

The UK vehicle industry epitomises the marked 
contr:l ~t between strong exports and weak domestic 
demand curre ntl y seen across Ihe econo my as a 
who le. I! <lbo show~ how dcltHlnd in the corporate 
sector i~ incrca~ing morc rapidly than in Ihe 
consumer sector. 

Productio n of passenger cars and commercial 
vehicles accounts for abOtll 4'11% of total o utput 
from production industries. or ]'/,% of olltput-based 
GDP. It 1I1so gcncnLlc)' much of the demand for the 
outpu t of vehic le-re lated industries such as 
mac hinery. component manufacturers and a range of 
related services. Expenditure o n vehi cles accounb 
for aboul 5% of lOIn 1 conSlllller spend ing, equiva lent 
10 j ust under 4% of GDP. 

Recent passenger car production data re fl ect a weak 
domestic consumer ~ector. coupled wi th buoyant 
busi ness ,md ex port demand. Production increased 
strong ly in 1993 and 1994 (sce Chart A). Its 
strength came from production for export. which 
row by over 16% in 1994. while production for the 
home market was bro:ldly flat. Some of thi), export 
strength was the result of the continued bu ild-u p of 
production from Japanese implant~. 
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in new vehicles. Production o f commerc ial vehicles 
for the home Ill;trket rose by 29.4% in 1994. while 
production for export was up by 5.3 %. 

Growth in new car reg i ~ trat i on), j), strong ly 
correlated with growth in dome..,tic demand. a~ 
Chart B ~how),. )'0 the recent downturn in 
regi stration, .. 1),0 ind ic,lte)' wcak ne~~ in the dome~t ic 

sector. 
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Rccent incrc",c~ in rcgi .. tr:uio n ... have derived 
primarily from corpor:ue/fkct buycr)' (up 15.2<K in 
199-, ) while rcgi), trat ion~ to pri vate COIblllllcr:r. have 
been weak (up 1.0% in 1994). Howcver. there i~ 
)'o llle cvidc llcc that activily may be ~tronger in the 
lJ:o.cd-car nl;lrkc t. particu larly in the nearly-new 
market. ADT AlIction~ c), timate that the ll~cd - c,\I' 

market ex panded by 12.7%- in volumc tcrlll.\ 
bClwco,:n 1992 :md 1993. rc fl ecti ng some ~hift in 
consumer prcference~ ,md a fa,\tcr turnover of new 
vehicles by cont r;lct-hirc, ,'ent:11 and flect purcha:r.c ... 
Anecdotal cvide llce ),ugge~l~ th:u thi ~ trend 
conti nued througho ut 199-'. Neverthdes,. there is 
little doubt th"t dome),tic demand for car~ remain)' 
weak. 

p,.in' \ 

In 1995. car price:r. h:lve:1 weight o f -'.6~ in the 
re tail price~ index ( RPI) and other ,'ehicle-related 
i t e lll ~, suc h as petro l. mai ntenance. imurance and 
lax. :lCCOUIll for a fu rther 7 .9~. The RPI c:lr price 
series is b:l~ed on two :lnd three year old car pricc:r.. 
which givc a more accurate reflcction of act ual 
priccs paid in the marketplace than do new c ar 
prices. Used-car price inflat ion has been below 
RPIY inflation since January 1995 . 
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stronger than fi rms had been ex pec ti ng. Export orders 
over the P<lst fOll r months grew at the fas test rate on 
record . The ba lance expecti ng higher output over the 
next four months was ,11 around the same level as in 
January 1995 and October 1994. 

Capaci ty uti li sation in manufacturinglll in 1995 Q I was 
at its highestlevcl for al most six years. at about 18 
pe rcentage poi nt s above its long-run average (see 
Ch:lrt 3.9). Because of changes in working practi ces. 
such as an increase in 'j ust in time' del ivery. 
subco ntracting and ou tsourcing. manufacturers may now 
be more comfortable workin g at hi gher levels of 
capacity. It is also likely th at firms define capac it y in 
terms of the ir curren t labour fo rce which. in present 
c ircumstances . is easy to adj ust. However. there arc 
sig ns that capacity constrai nts are being hi t. In 
particu lar. both the CBI and Clps Surveys report 
lengthening delivery ti mes. 

The int roduction of the National Lottery has boosted 
measured output by up to 0. 1 percentage poi nt. But it 
generates litt le or no additional pressure on capac ity: the 
increase in out put large ly re flects profi ts arisi ng from an 
innovation va lued by consumers. h is best interpreted 
simply as a one-off increase in both measured GDP and 
potential output. 

Over the med iu m term, the growth of productive 
potential is brought about by the growth of the capit al 
stock. the labou r force and total factor producti vit y. 
Since 1980. the non-residenti al capitlll stock has grown 
by abollt 2.5% a year and the labour force by about 0.5% 
a year. Initial estim ates fo r 1994 suggest that the capital 
stock may have grown by a litt le more than 2.5%. but 
that the labour force was constant. On ba lance . 
productive potential will probabl y have grown at abou t 
its trend rate. 

3.5 Summary 

Real OUlput growth in the economy as a whole was 
strong in the year to 1995 Q I. Although it slowed in the 
second half of 1994. it has shown no clear sign of 
moderati ng since then and remains above its long-run 
trend . Domestic demand started to increase more 
strongly towards the end of last year. Weakness in the 
rea l economy is becomin g more concentrated-and is 

(I) A, onc:"urcJ by the pwporl lon of firnh lUll repon irl g that they wcr~ 
wur~,ng below c"p:,eliy In the CBI Quarterly Trend, Survey. 
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particula rl y affecting the housing market. constructi on 
and parts of rctai ling. Prospects are beller for producers 
of intcrnationa lly-tradabl e goods and services. 
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The labour market 

4. 1 Earnings 

The annual growt h rate of nomi nal earnin gs has fa ll en in 
rece nt months. despi te further increases in e mpl oy ment. 
[n February. underly in g :lverage earn ings growth was 
3'11%: alihollg h un changed from January. this was a 
q uane r o f a percentage poi nt be low its Dece mber leve[ 
(C hart 4. 1), Actua l ",vc rage earn ings growth fell more 
s ll<l rp ly. and decli ned from 4.50/ ... to 3. 1 % over the same 
pe riod . 

One reason fo r the rece nt dow nturn in wage infl ation is 
that bon uses and overt ime pay ments were unusuall y high 
in February and March of last year. particularly in the 
banki ng. fi nance. insurance and business services sector 
(Chart 4.2 and Table ..l .A). This year, bonus pay ments in 
this sector fe ll back to more normal levels. pushing do wn 
the twelve- mon th growth rate. This may mean that 
earni ngs growth wi ll soon start to increase on 
twelve- mon th measures. However. actual average 
earnings data are highl y volati le . so even though the 
short -term growth rate-the change between the average 
fo r the latest three 1110nths and that for the prev io us 
three-has increased sharpl y since August. a pi ck-u p in 
the twelve-month rate is not certain . 

Withi n the Febru ary lot al. underlying manufacturing 
earni ngs increased al <l twelve- month rate of 5'1.%. 
unchanged from January but a q uarter of a percentage 
po int up from November and Dece mber. The growth 
rate in services was on ly 2 'h%, Thi s diffe renti al in 
g rowth rates is high by historical standards. but not 
exception al. Si nce 1980. the d ifference between the 
levels o f average earn ings in manu facturing and services 
h a~ increased by around I I %. There are three possi ble 
reasons fo r thi s. 

First. manufactu ring companies are increasingly 
subcon tract ing out services such as cleaning and 
cateri ng: between 1984 and 1990. the proport ion of all 
inputs purchased by ma nufacturing industries that were 
supplied by serv ices sector industries increased from 
20% to 27%. S ince such jobs tend to be lower paid than 
trad itional man ufactu ring jobs. thi s has tended to push 
do wn avemge earnings in the services sector and push up 
average ea rnin gs in th e manufacturing sector. 
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Second. movements in relativc labour dcma nd . 
Although workforcc- in -cmploymen t data suggest lhal. in 
the year to 1994 Q4. more jobs were created in the 
services sector than in manufaclUring (0 .8% and O.4lff 
increases respecti vely). it is necessary to cons ider 
changes re lati ve 10 trend . Over [he pa:-. t 20 years. 
manufaclllring e mployment has decl ined by an average 
of about 150.000 a yell !". while service·sector 
employ ment has increased by roughl y the same amount. 
While th e Labour Force Survey (LFS ) and 
workforce-i n·employme nt data di sag rec about the extent 
of employment crea ti on in the two sec tors (sec 
Section 4.2), both suggest that manufacturing 
employment growt h is cu rre ntl y above trend and 
service-sector employ ment is inc reas ing at around it s 
trend rate. 

A ri se in demand for labour will increase earnin gs by 
rai si ng the numbers of hour!>. worked , In the year to 
winter 1994/95. a verage weekly hour!>. worked in the 
manufacturing sec to r rose by 1.7C;c and hours of 
overtime worked increased by 5.6%. By contrast. in the 
services sector. average weekl y ha ms worked rose by 
only 0.1 %. 

Third. manufacturing wage:-. may have pic ked lip in 
response to skill shortages. The evidence here is mi xed. 
The latest CBI Industria l Trends Survey indicates that 
skill shortages in manufaclllring are increasing. but are 
not signifi ca ntl y greater than US U'11. In th e second 
quarter of this yea r, 11 o/r of firms said that a shortage of 
ski lled labour \V,IS the factor most like ly to limit their 
output. up from 30/1' in 1993 Q I. Chart 4.3 shows that 
th is increase is s li ghtl y g reater than that seen following 
the 1980-81 recess ion. but that the extelH of sk ill 
shortages is siill below the 12% a\'crage see n over th e 
past two decades. Accordin g to the Briti sh Chambers of 
Commerce 's Su rvey. however. in the first quarter of 1995 
a ba lance of 34% of manufacturers were having 
difficulties in securing skilled manual workers. 
substam i<llly hi gher than the 19!ff balance recorded a 
year earl ie r. In the service sector. a balance of 13ea of 
firms reported skill shortages. compared with 8ea in the 
first quarter of 1 99-l . 

The pic ture of an improvemellt in m;lIlufacturing labour 
demand and an increase in ski ll sho rtages is consistent 
with th e stronger increase in demand for tradable goods 
than for non -tradabl es disclIssed in Section 3. Such a 
dichotomy in demand could push lip inflation if it 
reflects grea te r difficult y In reallocating resources 
between sectors tl1:-1n in the past. However, since man y 
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other labou r-marke t indicators suggest that labour 
nexibi lity has increased over the past decade, the gap 
between e'lrni ngs growth in manu ractu ring and services 
is likely to prove tellll)Or;:uy 

Average earnings st at istics are based upon figu res ror a 
firm 's total wage bil l. whic h incl udes overtime and shi rt 
payments, grading incremen ts and bonuses. as well as 
basic wages. By contrast. sett lement data generally 
cover onl y basic wages. Despi te this nalTOWer coverage. 
it is usefu l to co nsider wage agreement data. since basic 
wages make up by far the largest sing le component of a 
firm's overall wage bill . 

Industrial Re lations Scrv ices report th at the median level 
of settlemcnt s for th e three months to March was 3.0%. 
unchanged from the prc\lious rour months (see 
Chart 4.4). Simi larly. Income Data Services (IOS) ha ve 
round that the moda l range of wage agreements moved 
up to 3.0%-3.9% in the rourth quarter of last year from 
2.0%-2.9% in the th ird quarter. and that agreements 
implemen ted in January were in line with those in the 
fOll rth quarter of 1994, Most of these pay deals were 
determi ned against a background of RP! inflation of 
2.6%-2.9%. The jump in the headl ine RPI inflation rate 
to 3.3% in January was an nounced in mid-February and 
was therefore too late to have affected many of the 
agrcements. But there are early indications that 
pri vate-sector pay awards with April implemen tation 
datcs m"y have moved upwards. in line with the rise in 
headl ine RP I inflat ion: IDS report that the proportion of 
wage seu lCl11c nts at 3% or hi gher increased from 67% in 
January to 70% in April. 

Earlier fears of a large step inc rease in Jan uary proved 
unfounded. howcver. Furthermore. although current 
headline inflation cou ld have an important impacl on 
pri vate-sector agreement s. many publ ic-sector 
agreements with April implementation dates have 
already becn fi nalised at levels similar to or lower than 
last year's awards (sec Table 4.B). If these major 
agree men ts arc used as benchmarks. the median wage 
sett lement could st ay close to 3% ror a few more 
months. The importance or such deve lopments is 
underscored by the fact that roug hl y half of all wage 
agreements ha ve e ither January or Apri l implementation 
dates. 

In spite of public-sector restra in t. the above evidence 
suggests that the close corre lat ion between movement s 
in private-scctor wage sett lements and head line RPI 
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inflation w ill conli nue. So. give n that inflation is 
ex pected to be hig her in the fo urth quarter of this year 
than it was in 1994 Q4. W<lge sculemcn ts are likcly to 
risc fu rthcr. This increase in bas ic wagcs is likely to 
result in a highcr g rowt h rate of average earni ngs. 

4.2 Labour demand 

Labou r demand has con tinued to increasc st ron gly. The 
workforce-i n-employmcllt seri es. based upon a survcy of 
employers. rose by 107.000-01" O.4%-ovcr the quarter 
to December 1994. foll owing a ri se of 124.000 in the 
previous q uarter. In <lddition. the Employment 
Departmcnt has rev iscd the data goi ng back to December 
1991. with the resu lt th at the new fi gurc for September 
of las t year is 89.000 hig her tl1an previously recordcd 
(see Chart 4.5). These developments have helped to 
reduce the divergence bctwee n th e two measu res of 
employ mcnt. but the LFS measu re.( Il based upon a 
su rvey of househo lds. con ti nues to show a greater risc in 
lotal employment since the trough in Dece mber 1992 
(see Chart 4.6). 

Not only has labour demand increased. but employers 
now secm to be more confiden t that the recovery w ill be 
sustained. Whereas the initial increase in employ ment in 
1993 was concentrated in part -time work and 
self-e mpl oyment. there is now evidence that full-timc 
employment is ri s in g and that grcater numbcrs of 
workers are bei ng taken on by co mpanies. The !lumber 
of full-tim e jobs, as measured by the 
workforce- in -e mploymcn t se ri es, has now ri se n in two 
successive quarters for th e first time since 1989 (see 
Chart 4.7). LF5 data show that total employment rose by 
296.000 between wi nter 1993/94 and winter 199-1./95. 
186.000 of whom were full -time c mployees. In the 
prev ious year. by comparison. there was a 129.000 
increase in towl cmployme11l . despite a 93.000 fall in 
ful l-time jobs. 

Thi s shift towards fu ll-ti me work has pushed lip total 
hours worked- the IllOSt comprehensive indicator of 
labour demand . LF5 fig ures indicate that in the winter 
of 1994195 the average weekl y hou rs worked by those in 
e mployment was 0.7% above the level a year earl ier. 
Total empl oyment rose by 1.2% over the same period. so 
that total hours worked increased by 2.0%. suggesti ng 
that labour demand is growin g more strong ly than It was 
s ix months ago (see Table 4.C). 

(I) All Lt'S figure, '1IIQ"'oJ ""h~ 1nl I\:(~r hl (;1\:;'1 Bm.",, : till" 
wor~r"rcc_ "' ·~ "'pl")' I1I~nt ,'''t,,',,·, rcr,·, 1<> Ih~ UnlteoJ K"' goJOOl. 
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The rise in labour demand has been concentrated in the 
sen' ices sector. The LFS rcporls that. in the year to 
wi nter 199 .. /95. empl oy ment in financ ial intermedialion 
and busi ness services(() increased by 193.000 (5.7%), 
and that in di stribut ion. hotels and restaurants by 
106.000 (2. 1 %). Although smaller in absolute terms. 
employmcnt in transport and communications has also 
inc reased strongly : it wus up by 3. 1% in the year to 
winter 1994/95. rvhHlufacturing empl oy ment dcclined by 
70.000 ( 1.5%). however. But morc recent monthl y data 
from the workforce-in -cmploymcnt survey show that 
manufacturing empl oy ment rose by 32,000 (0,8%) in the 
year to Fcbruary, fo ll owing fall s in each of thc previous 
five years. As no ted earli er. thi s modest increase in 
manufacturing empl oy ment represents a very strong 
performance re lati ve to the sector's trend decline over 
thc past 20 years. In fi ve of the nine major sectors, 
avcragc hours worked increased by at least 0.9% in the 
year to the winter of 1994/95. 

Indirec t indicators of labour-market activity confirm thi s 
pictu re of incrcasing labour demand and suggest that it is 
likel y to cont inue. Although the stock of unfi lled 
vacanc ies al Jobcentres fell in each of the four months to 
March, the ratio of vacancies to thc number of people 
unemployed remains above its average level for the pasl 
15 years, and notifications of new vacancies are at 
hi storicall y high level s (see Chart 4.8). Furthermore, the 
CBI's January Industrial Trends Survey found that the 
net balance of manufact urin g firms expecting to increase 
employment in the following four months increased 
sharply, to its highest level since 1989 Q I-a year in 
which total cmployment increased by 2.7% (see 
Chart 4.9) . Although the balance fell back slightly in the 
April Survey, it remai ns e ight percentage points above 
it s average for the past 20 years. suggesting that labour 
dcmand is likely to contin ue to increase in the first half 
of thi s year. The latesl Manpower Survey of 
empl oy men t prospects p<linted a simi lar picture. It found 
that 24% of empl oyers plan ned to take on staff over the 
three months to June. while 12% said they were likel y to 
shed workers. The 12% l)Qsiti ve balance compares wit h 
10% in the second qU<lrler of 1994. 

4.3 Unemployment 

Claimant unemploymen t fell by 72.300 in the first 
quarter of 1995. fo ll owing a drop of 143.600 in the 
previolls quart er. It is too early yet to say whether there 

( I) The I"" i"",, '~n' '';c' " "'"gory C",,,,up:,,,c, ,eal·e,tatc aClivil ic •. 1c11i"g 
"n,i "'nI ing "CI " " ('C' ""d other hu,,"e,s ;'CI; \',(ic, . 
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has been a slowdown in the rate of dcc linc. C hart 4.10 
shows tha t when unempl oyment j ~ fa ll ing. ib rate of 
decl ine can vary signilica ntl y from quarter to quarter. 
The LFS measu re o func mpl oymc n[ fe ll by I 27.CXlO 
between au tum n 1994 and wi nter I 99-U95. and by 
533.000 in the two year!-. to thi )' wintcr. we ll above thc 
424.000 increase in employ me nt ovc r [he same pe riod . 

The reduction ), in claimant unemploymcnt are the re~uJt 
both of more people leaving the count and fewer people 
joinzng it. In th e eigh t quarter:-- [01994 Q-L the numbe r 
of people joini ng the count as a proportion of lotal 
empl oyment (the inflow rate ) fc ll by 0.1 perce ntage 
points to 1.2%. Over the same period. the number of 
peop le leav ing the counl as a proportion of total 
unemployment (t he ou tflow rate) rose by 1.7 percentage 
points to [4.1 %. Une mploymcn t among the long-term 
jobless has falle n by the ~i.lIllC proportion as for tho~e ou t 
of work for shorter pcriods. In thc year to January 1995. 
the num ber of people who h"d been unemployed for over 
six months decl ined by 1-l.4W· (232.000). while the 
number out o f work for six month:-- or l e~s fe ll by 1-l.2 '71-
(sce Chart 4. I I). 

As well a~ reflecting reduced in flow~. decl i ne~ in 
long-term unempl oy me nt may be be ing caused by more 
effecti ve job searchi ng. Th is Illay ha ve come about as a 
result of: (i ) the greatcr number of une mployed people 
who have compl eted work-relatcd government training 
programmes: (ii ) the dec lines in unemp loymen t benefit 
relative to income from empl oy ment ( increasi ng the 
incen tive for the unemp loyed to take Jow -paid Work): 
and ( iii ) the more even grow th of output acro~s region)' 
in thi s recovery. whic h has hc lped to red uce loca l 
mi smatchcs between del1l:md for and suppl y of labour. 
However. there is onl y limited evide nce to suggest any 
improve ment in job search. In theory. more effective 
searching should result in a lower Icve l of unemployment 
for a given number of vacanc ies. Chart 4. 12 plots the 
relationship between unemployment and vacancie~ 
(k nown as the ' Beveridgc curve'): it ~ugge~b that 
although searc h effecti vene!-.~ has improved since 1985. 
it has dete riorated since 1990. 

As a result of the improvemen t in la bour-market 
conditions. the seasona lly adjusted une mpl oyme nt rate 
fe ll from a peak of 10.5 9'1" at the bcg inning of 1993 to 
8.4% in March. In spite of Ihi s. th e percentage of people 
aged 16 and over who are e ith er e mpl oyed or actively 
seekin g work (the acti vit y rat e) has continued \0 decline: 
it began to fall in 1990. In thc winter of I 99-l/95. the 

)7 
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acti vity rate was 62 .6%. 0.3 percentage points lower than 
a year earlie r and 1.7 percentage points below its 1990 
peak (similar to the two pe rcentage point drop that 
occ urred between 1980 and 1983). It is likely that the 
improv ing economic situation will now stm1 to draw 
some prev iously 'di scouraged' workers back into the 
labour force. Also, from April onwards. the 
unemployme nt fi gures are like ly to be pushed up by the 
introduction of tougher eligibility criteria for incapaci ty 
benefit: some people who previously received 
incapac ity benefit will now be reclassiried as fit and able 
to work. and will have to register as unemployed in order 
tQ obtain any social securi ty payments, The Department 
of Social Secu rity estimates that around 160.000 wi ll be 
added to the unemployment count by the end of 1995- 96 
as a result of the change. 

4A Price and wage expectations 

According to the April Gallup Survey. employees expecl 
prices to ri se by 3.8% o\'er the coming year. well above 
the current le vel of headl ine RP I infl ation. but below the 
average of 4.5% recorded in the previous six months. 
However. Chart 4. 13 shows that workers are much less 
optim istic about wage increases. Wage expectations 
ave raged 2.3% in April of thi s year. compared with over 
6% at lhe start of 199 1. The latest Barclays Basix 
Survey indicates that ge nera l secretaries of 
TUC-affiliated trade unions expect prices to rise by 3.6% 
over the twe lve months to March 1996, approximately 
the same as their average ex pectation in 1993 and 1994. 

4.5 Explaining the behaviour of wages 

In seven or the prev ious nine Report.I'. stronger average 
earnin gs growt h has been ci ted as an important upside 
ri sk 10 the in fl ation projection . However. the rise in 
nominal earni ngs growth has been fairl y modest to date. 
So what has been happening? 

In analysi ng wage growt h. it is often assumed that 
empl oyers and employees bargai n over the level of 
nomi nal wages. whi le employers are free 10 hire as many 
or as few workers as they choose. Within such a 
framework, nom inal earnings depend largely on the 
trend rate of labou r productivity, some measu re of the 
state of the labour market. the price increases expected 
by employers and employees, and taxes, The trend in 
labour productivity is used to ex plain the long-run trend 
increase in real earn ings. Unemployment or economi c 
activity measu res are inc luded because employees arc 



less like ly to push fo r large pay increases if the prospects 
for alternati ve empl oyment decline. Inflation 
expectati ons are a measure of the rise in money wages 
workers think they need to maintai n a g ive n standard of 
living. 

The impact of tax c hange~ is less certa in . In the ~hort 
run. worke rs Illay attempt to offset higher taxes by 
bidding for hi gher wage incrca:-.e:-.. However. over the 
longer term. chan ges in ta xes have not been found to 
have a signifi cant impact on the labour sllppl y of 111 0:-.t 
groups. particularly prime-age males. and real wage~ 
must absorb the full burden of tax changes. But some 
tax es change the ba lance of incenti ves to work. For 
instance. higher direct ta xcs (inc luding national 
insuran ce contributions) red uce after-t ax incomes for 
those in work relative to unemployment benefit le ve l:-.. 
increasing the incentive fo r the low-paid not to work and 
so tend ing to raise both bargai ned pre-tax nominal 
earnings and unemployment . 

Most of these factors ~uggcst earni ng!> should now be 
picking up: the unemploymen t rate has fallen sharply 
since the begi nning of 1993. RPI inflation ha:. IIlcreased 
by 2.3 percentage points since J une 1993 and taxes. both 
direct and indirect. have ri~el1 over the past two year~ 
(prod ucing at least some short-term upward pre~sLLre 
upon wages). [n addition. labour prod uctivi ty increa~ed 
by 3.5% in 1994. up from 3.2% in 1993 and 1.9% in 
1992. and we ll above the long- run trend of2o/c-2 '/H" a 
year. Current productivit y improvements may ha ve an 
impact on wage senl ernc nts by boosting firms' profit 
margins: finns are likely to be more generous in wage 
bargaining when profit s arc hi gh. Hence. it seems 
reasonable to conclude that this ycar 's w"'ge !>enlemenb 
are subject to the same. or slightl y hi gher. upward 
pressure from productivity growth a:-. last year·s. 

So is the explanati on that el11pl oyce~ are expecting lower 
inflat ion? Not according to the latest price expeclation:-. 
data in the Ga llup Survey. However. infl ation 
ex pecl;Hions are difficult to me:t:.ure. It is pos~ib le thal 
the decl ine in eX I>ccted wage increases recorded by the 
Gallup Survey gives a belief indicat ion of the impact of 
expectations upon cu rrent wage bargaini ng. Indeed. if 
thi s is the case, inflation expec tations ha ve fa llen sharply 
since 1991 -a reducti on which is key to the ~, ch ievement 
of a sustained period of low inflation since. when 
expectations are hi gher than actu:,1 inflation. inflat ion 
will tend to ri se . 
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Anot her poss ible explanati on fo r muted wage inflation 
is that the relat ionship between earn ings and the 
'mllura r rate o r une mployment has changed. This could 
be the result for in stance. of trade union legislation, 
recent changes in the tax and soc ial security system, the 
deregulation of the product and labour markets, the 
abolition of Wages Counc ils. hous ing market re forms or 
inc rease~ in the proportion of total e mploy men t made up 
by pan-t ime :Hld temporary jobs. If the 'naturar rate 
were to have fallen. this would tend to push down wages 
for a given headl in e unemployment rate. Some evidence 
of this is prese nted in Charts 4. 14 and 4. I S. which show 
movements in unemploy me nt and the average rea l wage 
paid by employers. Unemploymen t began to fa ll muc h 
earlier fo llowing the latest recession than in the prev ious 
one and is now at a lower rate tlmn its eq uivale nt poi nt 
in the 1982-83 recovery. But despi te th is evide nce of 
stronger relative labour demand. the increase in the 
average real wage cmployers have had to pay has been 
substantially less than in the 1982-83 period. prov iding 
c ircumstanti al evidence that the labour market has 
become more flex ible. 

4.6 Productivity and unit labour costs 

The ability of firms to keep prices down depends on 
their costs and their margins (see Section 5 fo r a 
discuss ion of price-sett ing) . For many firms. the single 
biggest variab le cost is their wage bill. This helps to 
explain why output price inflation in the man ufacturi ng 
sector has o nl y inc reased by 1.9 percentage poin ts sin ce 
its tro ugh in July of lust year. despite a 15 perce ntage 
point increase in input price infl ati on in the year to 
January 1995 (sec Chart 4.16): firms were able to offset 
much of the increase in the price of their inputs because 
of strong productivity growth. In the year to October 
1994. increased productiv ity meant manu facturi ng unit 
wage costs fe ll by 1.9%. A pick-up in productivity 
growth is not unusual in the early stages of a recovery. 
as firms have spare capacity and can meet increased 
demand for ou tput by increasing hours worked. 
However. following the recent growth in manu facmring 
employment. it is likely that much of Ih is spare capaci ty 
has now been absorbed. As a result. the Iwelve- month 
mic of change of manufacturi ng producti vity fe ll to 
3.1 % in February from 7.0% in October. and un it wage 
cost growth increased to 2.5%. 

[I' SlIslained, this tu rn around in unit wage costs wi ll 
make it d ifficu lt fo r man ufact urers to absorb further 
large increases in in put pri ces. Firms probabl y base 
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the ir pric ing dec isions on movcment s in input pri ce~ and 
trend movements in their unit wage co~ts . that is. on 
movements in average earnings and some measu re of 
trend prod ucti vi ty. Underl ying average enrni ngs in 
man ufac tu ring ha ve been creeping upward s s ince 
November 1993 and prod ucti vity growth has been 
falli ng. Chart 4.17 SlIggcMs that thi s mea~ure of variable 
costs is very im portant in the determination of 
manufacturing output pr ice~; the latest peri od appear~ 
unusual. in that variab le input pri ce~ arc ri~ing fa ster than 
outpu t prices. However. it is diffi cu li to reconcile the 
flat profile for industrial production over the past six 
months with the in creases in IllwHlfacturing el11ploymenl. 
optimistic reslllis from surveys of production and output 
expectat ions. and repon~ from the Bank'", Agenb of 
st rong Ilwnufacturing out put and order~. A s~ ullling that 
the published producti vit y d:ua are correct. the 
twelve-month growth rate in un it wage costs reached;1 
trough in October 1994 and hallll ince increJloed 10 2.Sq-
in February of this year. 

As yet. there is 110 ev idence of a !>imi lar turnaround in 
whole-economy unit labour costs. in part because data 
for whole-economy producti vity arc available on ly 10 the 
fourth qUal1er of last year. The pick- li p in the growth 
rate of total employmen t ha", led to a sligh t slowing of 
measured prod ucti vit y growth. a~ in prev iou:-. cycles. 
Figures based upon employment data from the 
work force-in-employment serie~ suggest that 
producti vity growth slowed to 3.5°/(' in the fourth quan~ r 

of 1994 /"roI114.0% in the second quarter. Over the same 
period. unit wage cost growth in creased by 0.3 
percentage points. bu t was still dow n by 0. 1 %. the third 
success ive quarter to show a fall in year-on-year ler11l~ 
(Table 4.0 ). Figlll'CS derived from the LFS empl oyment 
data present a si mi lar pictu re: productivity g ro wth fe ll to 
3.0% in 1994 Q4-down from 3. 1 % in Q2- and unit 
wage costs were unchanged from a year earli er. 

4.7 Sum mar\' . 
Labour demand increased in 1994: the growt h rate of 
employ ment (on the LFS measure) rose to 1.2t;T in the 
year to winter 1994/95. up from 0.5% in the prev i ou ~ 

year: average hours worked arc ri sing; and claimant 
unempl oy men t fell 172.000 in the year to 1994 Q I. but 
by 399.000 in the year to 1995 Q I. However. these 
developme nt s have as yet produ ced onl y a s111all upward 
moveme nt in wage settlemen ts and average earnings 
growt h. This impli es ei ther that price ex pectations have 
fallen sharpl y or that the slack in the labour market is 



exerting greater dow nward pressure on real wages than 
expec ted. Despite these factors. the projected rise in 
infl at ion is likel y to cause both wage settlements and 
average earn ings growth to increase in the second half of 
the year. 

As a resuit of stronger employment grow th and a 
moderati on in the rate of inc rease of outpll!. productivit y 
growth appears 10 be slowin g. There is. as yet. no 
suggesti on that this slowdown is faster than is Llsual at 
Ih is stage of the cyc le. 



Pricing behaviour 5 

5.1 External influences 

The February Report noted [hat the sterling exchange 
rate index had been stable against a bac kground of 
intermHiona! currency turbulence. and [hat comlllodity 
pri ces had been relatively fl a! when weigJlIcd by UK 
use. Since then. sterl ing has fallen sharply. import 
prices have risen and commod it y prices have edged up . 

The consequence of sterling's depreciati on for UK 
inflation hinges on it s causes and on whether the weaker 
pound will push imporl prices li p faster. This sect ion 
examines the short-run dy namics of a decline in the 
sterling exchange rate. 

The eXc/lllIIge rlllc' (lIId imporl I'riCl' 1 

Sterling fel l 4.7% on a trade-weigh ted basis between 
2 Febluary and 4 May. and was down 5. I % from ils 
most recen t peak on 24 January. The fal l has not been 
even across currencies. Aga insl the Dcutsc hc Mark. the 
pound declined 7.8% since the February Repor/: against 
the dollar. il was up 2.3% (sce Section 2). 

Non-oil import prices rose 0.60/(' in the four th quarter of 
1994. but there are sig ns that import prices have started 
10 risc fastcr. [n Decembcr, whole-economy import 
prices rose by 3.7%. and thcy were up a further 2.sck in 
January. Non-EU non-oi l import prices, the statist ics on 
wh ich are released more quic kly. increased by 2.-I-%' in 
February. but were flat in March. 

The fa ll in sterl ing will lead to a rise in import costs and 
hence wi ll have a d ircct. or 'first-round'. effect 011 the 
UK retail prices index-that is. before taki ng account of 
any potential response from wnges and domestic prices. 
In the longer run, firms' responses 10 n fa ll in thc 
exchange rate will dcpend on whet her hi gher import 
costs are permanent o r te mporary, and on the stance of 
UK monetary policy. 

[n Illarkets with rapid price adj ustment. such as 
wholesale commodity market s. the fall in the pound 
should be refl ectcd immediately in higher import price~. 
Most traded com mocii ties are priced in dollars, and thcse 
prices arc likely to ri se as the dollar exchan!!.e rate falls. 
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And. as sterling has tended to move with the dollar since 
the February Reporr. the sterl ing price of commodities 
shoul d also incr~ase . In other markets. prices may take 
longer to react-but import prices usually respond fairly 
q uick ly to a change in sterl ing's trade-weighted 
exchange rate . Chart 5. 1 shows that there is a very close 
re lationship between moveme nts in the pound's 
trade-we ighted exchange rate and changes in import 
priccs relati ve to domcst ic costs. In order to understand 
how a fa ll in the exchan ge rate affects domesticall y 
determined pri ces in the short rUIl. it is necessary to 
consider how finns react to the change in their costs 
whIch result s frolll hi gher import prices . 

It is possible to set an upper bound for the first-round 
effect o f a ri se in import costs on UK retail prices . 
Around 15% of the RPI consists of imports sold direct to 
the consumer. so a I % ri se in import prices wou ld be 
expected 10 lead almost immediate ly to a 0. 15% ri se in 
U K pricc~. In addition. however. imports feed directly 
into the supply cha in . and rising import prices wi ll 
therefore put pressu re on fi rms to raise their own prices. 
Around a quarter of final demand is accounted for by 
imported materials-a rough guide to the import content 
of the retail prices inde x. In total. therefore. the 
first-round effect of a I % increase in im port prices 
wou ld be to raise UK prices by a maximum of 0.25%. 

Th is analysis suggests that the f,111 in the pound will lead 
to an increase in import prices in the short run. Some of 
this may have a lready come through: so me shou ld come 
throug h over the rest of thi s year. Firms may not yet be 
conv inced that the ri se in import costs is permanent. and 
may try to smooth ou t some of the ri se in costs by 
narrowing their profilmargins. However. there is likely 
to be some pass-th rough of higher import costs to UK 
prices. If import prices were 10 rise by the full amou nt 
of the dec line in the exchange rate. a 5% fa ll in sterli ng 
wou ld lead to a first-found increase in the UK price leve l 
of up 10 about 1'/.%. 

ComJllodiry price,\ 

Although changes in the exchange rate have a significant 
impact o n those commodity prices traded in world spot 
markets, many com modi ties are subject to regulation. In 
particu lar. the prices of a number o f foods produced in 
the European Union are parti all y insulated from world 
price moveme nts as a resu lt of the Common Agricu ltural 
Pol ic y (CA P). Conventi ona l commodity price ind ices 
overestimate the pri ce movement s faced by British 
co nsumers. 
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The Ban k has developed a commod ity price index which 
is weighted by UK demand: it a lso takes account of the 
fact that the prices o f many agricultura l product ~ are nOl 
determi ned in world markets. Alt hough agricul tu ral 
products are no t an imporli.lnt component o f 
manufacturing inputs. the demand -we ighted index is. by 
its nature. a more acc urate indicator than conventional 
indices of ove ral l in fl at io nary pre~sllre ar i~in g from 
commodity markets. The indl!x. however. i ~ ~ till 

provisio nal. At the momen t. it ~uggest s that non-o il 
co mmod it y prices rose by around 1'/:% in January, and a 
further I % in February. The non -oi l index ha:.. show n a 
l1lllch flalter profil e th an othcr cOlllmodity i n di ce~ over 
the pasl year : il increa:..cd by less than look in Ihe year 
10 Febru ary. Th is co mpares wilh a 22% inc rease in Ihe 
Ecollomist index, whi ch places a muc h grea ter weight on 
mctal prices (sec Chart 5.2). 

Will commodity price~ ~t art to pick up faMer? 
Agricul lltra l pr icc~ arc key to the o utlook for commodity 
costs facing UK con!>umer~, ~ince they make lip 
one third o f the Bank ':-. index. De~pite the 1992 CAP 
re form agreemen t to cut cereal ~upport price~ by around 
7% betwee n su mmer I 99~ ,lIld sum mer 1995. 
agricultural market pri ce:.. i ncre;l~ed by around I I q, in 
the year 10 January. There were also :.. tro ng increases in 
the other components of the index . becau~e ag reed cub 
in in terve ntion rates were dominated by exc hange rate 
movements , Indeed. the 'green po und' has bee n 
deva lued by around 8% since I July !99~. compared 
with a fall in ste rl ing's Ecu exchange rate of 5.6 <71: and a 
fa ll in sterl in g's Irade- weighted index of 4.6%. 

The box on page 46 shows Ihat the syste m which 
determines 'gree n' rates o f exc hange 'Kross EU 
countries has an in-built inflat ionary bia:-.. wilh 
weak-cUlTe ncy economics deva luing more o ften than 
stronger-c urrency coulllries reval ue. For Ihe United 
Kingdom. dev<lluat ions of the green pound push up the 
mini mum price Ihat fanners arc gua ranteed for their 
products. Although recent deva tuation~ ha ve rai ~ed the 
in terventi on price of wheat. the effec t o n the market 
pri ce has been small. because strong demand for U K 
wheat ex ports-because of high harvest qualit y and a 
weak pound- means that the marke t price is hig her than 
Ihe illlerventio n price. By conlrast, after ste rl ing' s 
suspension from the Exc hange Rate Mechani sm in 1992 
wben Ihe g reen pound was deval ued by 19 9C . the 
wheat market pri ce ho vered arou nd th e intervention 
pri ce. In Ihat si tuation, the deva luation of the green 
pound had a signifi ca nt impact on the mark et price. 
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'Green' rates of exchange and agricultural prices 

On I hnu;lry 1993, " new !'.y!>tem for controll ing 
;lgrlnl1tur.ll \)rk'e .. W<l, introduced. T he new system ha~ 
no t worked entirely ;I~ planned. De~pite the programme of 
"upport-price reduc tion .. agreed in the 1992 Common 
Agrinl1tur.ll Policy pricc reform ... it has built in a tcndency 
toward .. rbing agricultur.l1 price~ in the European Union. 

The new .. y~tcm intcnded Ihat r.,·lembcr St;lles ~hould adj u ~ t 

their 'green' r;lte~ of exchange against the Ecu-u~ed to 
determine the own-currency ~ uppon pricc for their 
:lgrio.:ul1ural produce- in line wi th o.:hanges in market r<l te~. 

according 10 a 'et o f ru l e~. Under the rules o f the ~yslem. 
exc1l<1nge rate .. in Membcr State~ were to Ix monitored 
over a number of (ten -d:IY) reference period~. 
Rev;ilu;llion, or de\alualion .. lo green rate~ were to be 

made alltolll;ltk'ally at the cnd of the~e p<:riods if the g;lp, 
bctw~'en market r;l te, and green rate, (known a .. lIIol//'lltry 

}:"fM) e ... t·eeded o.:ert;lin trigger level ... Green rate~ could be 

:ldJu\led more frequemly if curreno.:ie, wcre very \ oi<ltile. 

Table I ,ho\" thal. dc .. pite the-.c rules. there h:l\'" been 
124 r/1'I'(llmtliQIU .. ince the beginning of 1992. bUI onl} 17 
1"/, , ·(lllItlli()II~ . Furthermore, the revalu:nion, haw been in 
eou11lrie .. (Ponug;iI. h ;lly. Sp;lin and the United Kingdom) 
that ha\ e e)(perienced green-rate dcvalu;nion .. overall. The 
,tronger.currCIWY coul11ries. who,,; market r:lI;;:, have 
:Ippreci:lted "f.!IIificantly ,inee 1992. have not rev,lIucd 

their green rate ... 
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A~ ~terling ha, moved .. h,.rply downward~ agai nslthe Ecu. 
dev;lluation .. o f the green pound h;lve pushed up the 
d()mc~t ic ,upport prices which farmers in the United 
Kingdom arc guaral11eed for the ir produce by roughly the 
amount of the devalua tion. However. strong-currency 
countric, h .. ve avoided revaluing their currencies, 

Germany. for instance. has maintained its green rate of 
exchange ;1I i l ~ 1992 level, despite Ihe revaluation of the 
Dcut\(he Mark againo.;tthe Eeu of al most 10%. The 
eumu1:Jtive effect of devaluations has been to increase 
"upl>ort price, signi tic:lIItly in a number of EU coul11 ries, 

There is a ~imple e)(plana tion for thi, bias. Dev:l lualions 
o f green ra tes increase agricultural support prices 
denornirmted in dO l1l e~t i c currencies. whereas appreci;llions 
reduce these prices. So devaluations please farming 
lobbie ... whcrens green rate rev.,luations may be polit ically 
d iffic ult. Strong-culTe ncy countries have Ilwnaged so far 
to avoid rev;duing by winning a number uf re laxations to 
the rules. A country recurding <I positive monetary gap of 
more th,m 5!)'.o duri ng the reference period now hils its 
green wte frozen for:l fu rther five reference periods and 
then, in the fifth period. rcvaluation should be 
implemented. By contra,t. any we<lk·currency country 
with n negative monelnry gap dc\'a lue~ by the amount of 
Ihe gap:lt the cnd of each ten-day period. The result is th:l t 
agricultuml pril~e~ are higher on average across the 
European Union than if stronger-currency countries 

fCv"lued autolll<l1ically. 

Till' ill///(II/ (Jr~rcell · m/I' dl/l"~I" ()J1/iIe Ulli/ed Killgdom 

The new- rela)(eu-,y!>telll ha~ two effects. First. the 
\\ eakne,~ of the pound has led 10 a lower 'green· rate. and 
hence higher ngriculturnl prices. S ... 'tond. the distortion 
caused by the ,,~ymme t ry of the syslem means that 
eon,ider"ble profit opportun ities exisl for fa rmers and 
traders to ,ell1hcir produce in lhe countries with the 
highe~t intervent ion prices unless agricultural market 
price~ arc equalised ~.eros~ o.:ountries: this tends to drive 
pric..::s l oward~ the highest level in the European Uniun . 
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Looking ahcad. if stcrling rcmai ns wcak agai nst EU 
currencies, the green pound Illay be deval ued aga in . The 
weakness of the pound, together with initia l indications 
of a good qua li ty crop in this coun try in 1995, suggests 
that agricult ural prices will remai n buoyan t. It is likcly 
that the Bank's commodit y indcx wi ll increase further 
over the coming ycar. 

Crude oil prices have risen strongly since the time of the 
February Report and were up about 8% in sterl ing terms 
by the beginning of May. 

5.2 Profitability 

Profits continued to inc rease strongly at the cnd of lasl 
year. In nom in al terms, ind ustrial and commercial 
companies ' (ICCs ') proli ts rose by 1.2% in the fourth 
quarter of 1994: Ihey were up 10.8% on a year earlicr. 
Profi tabi lity-the ralc of return earned on capi lal ­
depends on how prices move relative to costs and on the 
ex tent of capac ity uti lisati on in the economy. Chart 5.3 
shows that profitabi lity is now approachi ng rates lasl 
seen in Ihe mid 1980s. There has been a stark conlrast 
between profi tabi lit y in Ihe domestic market and thal in 
ex port markets. Bank calc ulati ons suggest Ihat whereas 
domestic profitabilit y in manufacturi ng has been 
sq ueezcd in recent monlhs. export profit s have risen 
fa irly steadil y ovcr the past two years : they picked up 
parti cularly sharply at the beginnin g of 1995. Overa ll 
pro fit levels in ICCs probably fla ttened off in the first 
quarte r of 1995. 

M(/l/l/fiICl ll ril/~ 

AI the limc of the Fcbruary Repor!. in pu t price inflati on 
appeared to have fall en markedl y all short -run measures . 
Subsequen t rev isions to the dala have shown, howe vc r. 
that on a three-mon th anll ual ised basis seasonall y 
adjusted input prices were ri sing at 9.3% in December. 
There are signs of some recent moderation. and 
short- run input price in flation was 8.3% in March. 
However. there is litt le reason to be sanguine. Input 
price infla ti on has been runn ing at a rate Which, if it 
contin ues, is much higher than that consiste nt wilb 
long-run price stabi lit y. And, if import prices continue 
10 increase fas ter than domestic priccs, th is will put 
additi onal press ure on man ufac turers. Indeed, over the 
twclve months to March, imported met'll s. chemi cals and 
other non-food materials-whi ch make up aroun d half of 
the index- together accoll ll ted for more th.m lwo thirds 
of the 10.9% ri se in input prices (sec Chan S. -l). 
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In additi on. survey ev idence from the Chartered Institute 
of Purchasing and Supply (Cl PS) pai nts a pict ure of 
strong price pressures in the supply chain. In the May 
Cl pS Su rvey. a seaso nall y adj usted positive balance of 
81 % of purc hasing managers reported that prices had 
risen during the month. up six percentage points from 
76% in March (after rou nding). a level around which the 
balance had remained since the begi nning of 1995. 
Purchasi ng man:tgers said that the recent weakness of 
sterling had driven up the price of imported raw 
m:lIerials (lIld compon ents during Apri l. They noted that 
many price ri ses were a res ult of capacit y constraints 
and short ages o f supply- in parti cular. of many raw 
mat~r i a l s and semi-man ufac tures. includi ng metals. 
plastics. electronics. chemica ls and paper. This led to a 
further lengthening of suppl iers' delivery times. 

Other surveys support the picture of manufacturers 
fac ing persistent price pressures. Although the latest 
CBI QU;:1I1erly Trends Survey reported that a 
seasonall y adj usted balance of 17% of manufacturers 
ex pected to ra ise prices over the coming fou r mon ths. 
down from 24% in January. firms are achieving more o f 
their plan ned price ri ses. In the past. there had been a 
considerable gap each mont h between those firms which 
had planned to raise prices fou r mont hs earl ier and those 
wh ich in the event did so . But the gap between the two 
has almost di sappeared: in Apri l. there was no evidence 
that firms' abi lity to push through price increases had 
been particu larly fr ustrated by weak demand (see 
Chart 5.5). 

As yet. th ere is littl e s ign of a sharp pick-up in output 
price in fl ation. S hon-run measures of man ufac tu re rs' 
OlltPll t price inflation stabi lised in February and March 
(see C hart 5.6). pushing up the twelve-mon th rate of 
increase s lightly to 3.8%. Since July 1994 the mon thly 
rise has been relativel y steady at around 0.4%. If 
transactions betwee n man ufacturing firms are included . 
the cost pressu res fac ing compan ies appear to be greater. 
The latest producer pri ce data showed that gross output 
price infl ation was 5% in the year to March. compared 
with 3.9% in December (sce Chart 5.7). The di fference 
between the gross and net measures was 1.4 percentage 
points in Marc h. only s lightly higher than December.(I) 
However. the fac t that gross outpu t price inflat io n still 
exceeds net output price inflation shows Ih at pressures at 
lhe intermediate s tage of the supply chain are slill 
intense. 

( I) Gm" OlllPlll price tI"t" arc onl y """il,,blc "' ing SIC (~O) wcillhh, n'e 
r,,,~rc ror the CI'I' bCIWCCII nCI "nd OUl]1l11 price inn:'lion lI ,C_ cO nSiMCnI 
" ciJ; lu- . 



As a result of cost pressures-particul arly ri sing input 
and unit la bour costs-margi ns have been squeezed in 
recent months: the Bank's estimate of domest ic 
manufacturi ng margi ns as a share of total ou tput fell 
sharpl y between January and February. The pressure o n 
margins is particu larly ev iden t ill short -term measures o f 
costs. In February, unit labour costs rose at a 
three-month annua lised rate of 8.61)}. material s and fuels 
at 12.5%. and fini shed manufactured import s at 27.2o/c.!]f 
II is clear Ihat profits per unit of output so ld in the 
domestic market ha ve fallen in recent months, even if 
profitability 111 export markets ha s been supported by the 
fall in the pound . 

Pro fitabi lity in the manufacturing sector also depends on 
capaci ty utili sat io n. According to the latest CBI 
Quarterl y Trends Survey, th e proportion o f firm s 
working below capacity fell from ,",9% in January to 
42% in April. boostin g profit level s. Howe ver. as 
pressu res o n margins increase, so do the pressures on 
prod ucers to increase o utput prices faster. 

Uliliril' .\ 

Uti lities charge prices wit hin limit s set by the official 
regulators. Du ring [994, uti [it y prices added to 
twelve-month inflation rates. primaril y because of 
increases in wilter charges and the introduction of VAT 
on fuel. [n April [995. the effect of th e introduction of 
VAT on domestic fue[ and power will drop out of the 
twelve-mon th calc ul ation o f the retail prices index . 
reducing Ihe contributio n to th e annual RP[ X inflatIon 
rate made by both electricity ilnd g'IS. Regional 
electricity compani es ha ve also agreed to Cllt distribution 
prices-whi ch account for around a quarter of a typical 
consumer 's bill- by between [[ % and 170/(' by 
March [996. And the power industry regulator is 
cons idering reviSin g the e lect ric ity di s tribu tion price 
controls which were agreed last August and come into 
e ffect in Apri [ [996. 

Most water companies set prices in April. Water bill s 
are expected to ri se faster than the rate of inflation. as 
the costs of qualit y improvemcnts continue to be passed 
on to the consumer. Bill s rose by ?Cl" in [99,",. but the 
rise is likely to be less in 1995, followilH! a rcview of the 
priCing formula. 

(I) Ul1i, I"!>our ,·0" d.01.1 .nc h, ~ hl) ,il-pcmJcn, ,", nli",ul",·tu"'''g , 'UlrUI 
figure, . I r m"""facHtru, ~ I""p'" i, rev,...:,1 "I' . un" I"h-u"r c .... ', dau " Qu it! 
b... rc, i...:d dn,,"n 



RerailillR 

Retaile rs' margins are estimated to have fallen over the 
year to the fou rth quarter of 1994, continuing the 
downward trcnd seen over the past two years. Bought-in 
goods account for the majority of retailing costs and 
their prices rose at almosl twice the rate of retail goods 
inflation. Unit labour costs have been subdued over the 
past year, allevinti ng some of the pressure on margins. 
Despite fierce competiti on in the high street over the 
past two years ;md price wars between su permarket 
chains, company nccounts data for 1993 suggest that the 
operating profits in the food sector and in department 
stores in the Unitcd Kin gdom wcre su bstantially higher 
than in Fmnce or Germany. That suggests that th ere 
may still be scope for large retailers to absorb cost 
increases resulting from higher factory output prices. 
Bu t small retailers may find it harder to refrain from 
passing on hi gher costs to consumers. 

5.3 Summary 

The sharp decli ne in the pound's trade-weighted 
exc hange rate is like ly to lead to a temporary 
pick-u p in import price inflation. Some im ports are 
sold directly to the consumer, so there will be an 
immed illle effec t on retail price inflation. Other 
imports are bought by UK companies. In the short 
run, firms wi ll probably absorb some of the rise in 
import costs in their profit margins, alt hough they 
arc like ly to pass on some of the increase to their 
customers. Other costs in the mmmfac turing sector 
also appear to be increasing. This suggests that 
profitability per unit of output in the domestic 
market is being squeezed. As a result. output price 
infl ation. which has remained stable on short-run 
measures, is likely to start to increase. The extent 
to wh ich highcr output prices feed through to retai l 
prices will depend on the stance of monetary 
polic y. Reta il margins have been falling since the 
beginning of 1992, but internati onal comparisons 
suggest that there is scoI)C for them to be squeezed 
further. 



Prospects for inflation 6 

This section assesses the implications of the economic 
news of the past three months for the inflation outlooK . 
It preserlls the Bank's medium-term projections for 
RPIX and RPIY inflati on. and offers the Bank 's 
conclusions aboll l current infl ati onary press ures. 

6.1 The economic news 

The inflat ion assessment takes account of the mai n news 
rcpOIted in prev ious sections: 

• Most measures of inflation increased a little over 
the past quarter (Sect ion I). 

• Money and credit ha ve been expa nding at a fasler 
ratc than in the previous quarter. despite hi gher 
short -term interest rates: sterl ing's trade-we ighted 
exchange rate fe ll by 4.7% between 2 February and 
4 May (Section 2). 

• According to the preliminary estimate, GDP growth 
in the first quarler continued at the same rate (over 
3% annua li sed) as in the second half of 1994. 
Revised data indicate that output g rew faster than 
previously thou gh t in the year to 1994 Q4: 
domestic demand. in parti cular. was stronger in the 
fourth quarler than first estimated. Retail sa les 
were more o r less flat. although non-retail 
consumption appears to have been stronger. 
Surveys of fi nn s' ex pectations abou t future sates 
continue to suggest that output g rowth will be 
buoyant. although perhaps lower than last year. But 
offic ia l data . rat her surpri singly. show industrial 
production and manufacturing ou tput to have been 
fl at since September (Sec tion 3). 

• Underl ying earnings growt h has fallen. despite 
cont inued reductions in unemployment and 
increases in labour demand. But Ihi s fall is likel y 
to be tem porary (Secti on 4). 

• The prices of manufacturers' inputs (incl uding 
commodities and ilnp01'l s) continued to increase 
rapidl y. sq ueezing domesti c margins . In the first 
quarter of 1995, morc firms ex pected 10 be able to 

" 



charge higher prices. accordi ng to the CBI. than in 
the prev ious quarter and purchasing managers said 
they had paid hi gher prices (Sect ion 5). 

6.2 The Bank 's medium-term inflation 
projection 

What does this news reveal about infla tionary pressures? 
The labour market is tigh tening and the ou tput gap in the 
economy as a whole is narrow ing. Money and credit 
re flec t these deve lopments. whic h bring nearer the time 
when the press ure on domestic pay and prices is upward. 
So far. any increase in domesti c infbtiollary pressure 
has been muted. 

Ev idence of the dual nature of the economic recovery is 
compel ling. Sectors dependent 0 11 tradable goods and 
services. wh ich include industries as diverse as 
manufacturing and business services. have experienced 
strong growth in out put over the past year. More 
recentl y. investmen t dema nd has grown rapidly. Plant 
and machinery investment in manufacturing rose by 
over 10% during 1994. ex port ,'olumes increased by 
al most 10% duri ng last year. and the latest CBI Survey 
showed the balance of firms ex pecting export orders to 
increase at the highest level ever. The fa ll in the 
exchange rate is likcly to increase their competitiveness 
furthcr. Earnings in manufact uring are rising at over 5% 
a year. and employment has increased unusually rapid ly. 
Output of tradable se rvices is in creasing. 

In Ihe non-tradables sec tors. however. the picture is very 
different. parti cularl y for those industries dependent on 
domestic consumer dcmand. Housing market activity is, 
if anythi ng. fallin g. Retail sales fell in the first quarter 
of 1995. and ha ve grown at an annual rate of only 0.6% 
over the pasl six months. Earnings growth in serviees 
fell in the latcsl month. and the gap between the rates of 
increase of earnings in man ufacturing (with a high 
proporti on of tradable output) and services (with a lower 
proportion) was. at al most 3%, very hi gh. 

The analys is is compli cated by two puzzles which have 
emerged since the February Repol"I: 

• First. since September. manufacturing out put 
grow th has bee n c lose to zero. according to the 
offic ial statistics. It is not easy to reconcile this 
with survey ev idence and the reports of the Bank 's 
Agen ts. both of whith ind icate continuing stren gth 
in the demand for manufactured goods. 



• Second. the e rrective exchange rate has ralle n 
signi fi ca ntly. during a period in which inflation 
expectatio ns have ralle n s lightly. 

On the fi rs t. the orfic ial output d ;:lIa arc e ither incomplcte 
(eg March data ror industrial prod uction and its 
components arc not yet availabl e) or preliminary (eg the 
provisiona l GOP estimate ror the firs t quarter). 
Recorded manuracturing output has been Illore or l e~~ 

flat s ince last summer. despite 1110st or it being 
internati o nal ly tracJ'lble. but manufacturing em ployment 
has increased signifi ca ntl y compared with it s trend- and 
so have indicators of industrial ac tivity such as the 
registration of commercial vehi cles. Order books. 
particularly ror export s. are doing well and finns report 
exceJ!eJl( prospec ts. In vestmen t has increased sharpl y. 

Onc possi bility is that recorded manu fact uri ng output is 
s imply unde restimating the true level o f activ ity and Wi ll 

later be revised up. This woul d impl y that the ou tput 
gap wi ll close faste r than suggested by the GD P figure:--. 
and inflation would be hi gher. A second possibility is 
that man ufac turers have run into capacity constrain ts as 
they have tried 10 increase production. Thi s woul d be 
consistent wit h the lengt hening o f delivery times 
reported in surveys. Ir thi s is the case. the prospect:'. ror 
industry wi ll depend on whether I1rms are able to 
mobili se additional resources quickly. Capacity 
constrai nts mi ght reflec t a lower-than-ex pected level of 
potent ial o utput. A third poss ibility is that dcmand is 
wea k and that lllan uracturcrs do not wis h to increase 
prod uct ion. 

There are severa l poss ib le ex planations for the fall in the 
exchange rate-all imply a temporary ri se in the 
inflation rate . but they d iffer in their implicati ons for 
inflati on in the long run . Section 2 cons idered three 
possi bi lities which appear to be broadly consiste nt wit h 
deve lopments in bot h the exchange ratc and interest 
rates; 

(i) UK monetary conditi ons ace expected to be looser 
in the future. ei ther permanently or temporarily: 

(ii ) markets believe that o ther countries have :ldopted 
tougher anti - inflatio n poli cies. either permanentl y 
or temporarily: and 

( iii) poten tia l ou tpu t in the United Kingdom is lower 
than previous ly thought. 
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The possibilit y that an easing of monetary conditions in 
this coun try caused the exchan ge ra te to fall s its uneas ily 
wit h the fact that between 24 Jan uary, when sterling's 
effective exchange rate peaked, and 4 May, ex pectatio ns 
o f inflatio n implied by bond yields, fe ll s lightly (see 
Chart 6. I). 

It is more likely that the markets believe monetary 
conditions abroad are tighter than they had thought. M 3 
growth has been unexpected ly low in Germany, and 
prices have fallen in Japan over the past year while 
activity there has been weak. Short-term forecasts of 
inflation in these countri es have been genera lly revised 
downwards. despite reductions in interest rates. A 
li ghlening in monelary condit ions overseas would imply 
no change in the U K price level in Ihe long run: import 
prices and measured inflation wou ld be higher 
temporarily, but th is effect would be reversed (ie import 
prices wou ld fall and measured inflation would be 
temporari ly lower) as foreign prices adjusted to Ihe 
postulated monetary tightening, 

The third poss ibi lity-a downward revision of estimates 
o f potential olltput- is worth considering because of the 
fall in recorded prod ucti vity growth in manufacturing. 
the more frequent reports of emergi ng capacity 
constrai nt s from the CBI and the Bank's Agents, and the 
rise in the price o f tradables (including manufactures) 
re lati ve to non-tradables in the domestic market (see 
Chart 6.2). If estimates o f potential output were revi sed 
down, then the real exchan ge rate would depreciate as a 
conseque nce, and the relalive price of tradables would 
go lip. Thi s would enlail an increase in the overall price 
level. given that monetary policy cannot be adjusted fast 
enough to push down the price of non-tradables to 
compensate, so that there would be a temporary increase 
in the rate of inflation. 

All three ex planatio ns en tail at leaSI a temporary 
increase in import prices and 11 temporary increase in 
twel ve- Illorllh measures of retail price inflation. The 
first explanation impl ies a bigger increase in the price 
level in the lo ng n1l1 than does the third ex planatio n: the 
second impl ies no long-run inc rease at a ll. Which 
explanation is adopted for the purposes of the projection 
wi ll affecl how rapidly the projected twel ve- month 
measure of inflation falls back (,md whether it 
tempo rari ly fall s below its previous trajectory at some 
point). None of Ihem can be ruled out as at least a 
parlial explanat ion of tile fall in sterling, given current 
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data, bu t. equally, none is completel y con vincing. 
Considera ble uncerlai nty there fore remains about the 
reasons for the fall in the exchange rate . The Bank 's 
cen tral project ion is for the long-run price level to be 
higher than in the February Ri'I)(N'. The extent to which 
it is higher depends on the relat ive importa nce of the 
three ex planat ions. The Bank projecti ons give most 
weight to the second and th ird. In the short term, the 
increase in prices wi ll be domi nated by a ri se in im porl 
prices- a feature common to al l three explana tions. The 
different ex planations become importa nt further out. If 
short-term interest rat es rema ined constant (as is 
assumed, by conve nt ion. in the Bank projections) there 
mi ght be rurther increases in domest ic costs and prices 
as act ivity increased. 

The Bank 's cen tral projections for twel ve-month RPIY 
and RPIX inflation are shown in Chart s 6.3 and 6.4 . 
Officia l in terest rates arc assumed to remain unchanged. 
and the exchange rate is assumed [ 0 move to reflect the 
di ffe rent ial between UK shorl-term in terest rates and the 
trade-weighted in terest rate overseas. The sterling 
effect ive exchange rate closed at 84.4 on 4 May, when 
the projections were fi nal ised . 

Chart 6.3 shows that RPIY inflation is likely to rise 
further and for longer than prev iously projected, but then 
to fall back. At the two-year horizon, RPIY inflation 
is now expec ted to be higher th an in the February 
Report. Chart 6.4 shows th at the projected path of 
twelve-month RPI X infl ation is very similar to that of 
RPIY inflation: the increase between the last quarter of 
1995 and the first of 1996 is less pronoun ced because 
indirect ta x increases in 1995 Q 1 drop ou t of the 
calc ulation. The projection ror RP IX inflation in 
1997 QI is a little higher than it is for RPIY inflation, 
and . at around 3%, is above the mid-poin t of [he 
Government's I %-4% target range. 

The projection reflec ts the Bank's judgmen t that the 
output gap will cont inue to close and the labou r marke t 
to tighten. The fall in the exchange rate is the main 
reason why the cen tral projection has been rev ised 
upwards since February and now shows a pronou nced 
peak in twelve-month rates in 1996. Chart 6,5 illustrates 
how quarterly rates of increase in RPI Y are projected to 
fall below thei r previous project ions by 1996 Q4. Thi s 
implies that the change in the projected price lel'el as a 
result of the news of the past three months is likely to be 
com plete by the e nd of 1996. 
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6.3 Private sector infhltion forecasts 

Thc distributions of private sector forecas ts of RPI X 
infl ation for 1995 Q4 and 1996 Q4 are shown in 
Charts 6.6 and 6.7. Ex pectations of infl ation in 1995 Q4 
have cdg~d up a litt le sincc the February Reporr: the 
median forecast h:1s increased by O. 1 perccn tage points 
102 .9%, T he spread of forecas ts has narrowed , as one 
would I!x pect. The media n forecas t fo r 1996 Q4 is 3.1 %. 
the same as in February. so recen t developments have 
tended to lead fo recasters to rev ise up their projections 
of infl ati on ove r 1995 by more than their projec tions 
over I 996- a patt ern sil1l il(l r to the Bank 's rev isions. 
Th is pattern of upwa rd rev isions is also ev ident In the 
Bat'c lays Basix Survey of inflat ion expectati ons. 
Table 6.A shows how onc-year pred ictions by all th e 
di ffe rent groups surveyed have gone up since December. 
and in most cases by more than the ir two-year forecast s, 

The forward infl ati on rate curw is shown in Chart 6, I; 
it shows inflation ex pectations were lower on 4 May 
than on 24 January- when sterl ing peaked- but similar 
to those on 2 February. the latest date which was 
available for the February Rl'I)()"t. Chart 6.8 shows that 
expec ted in flati on at the fi ve-year hori zon . alt hough 
volatile . fe ll over the period. bu t at the ten-year horizon 
there was litt le change. 

6.4 Conclusions 

Infl ati on, espec iall y on the shorte r-run measures, 
increased sl ightl y over the past quarter. A cycli cal 
upturn in inflation at thi s stage of the recovery is no t 
surprising. Nor wou ld it be surprisi ng if the fa ll in the 
exchange rate were to result in a temporary ri se in 
twe lve- month measu res of in fl ation. The cha llenge for 
monetary po licy is to ensure Ihatthe cyclical upturn in 
inflation is modest. with in fl ation remaining withi n its 
targel ra nge. and that the fall in the exchange rate does 
not lead to second-rou nd increases in domestic costs, 
The sharply contrasting fortunes of those sectors in the 
economy focused on export markets. on the one hand, 
and on domestic sales. on Ihe ot her, poses a di le mma fo r 
monetary policy, There are clear signs of inflationary 
pressure in the man ufacturing sector, with higher rates of 
both input and out put price inflation, faster earnings 
growth and hi gher rates of capac ity utilisation. The 
oppos ite is true in many parts of the non-tradables sector. 
Thi s dilemma is e xacerbated by the two most significant 
developme nts since the February Report. These are, 
fir st, the di vergence between o rfi cial and survey data for 
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manufac turing output. and. second. the fa ll in the sterli ng 
effect ive exchange rale index of over 5%. 

Taking the evidence as a whole. it is likely that Ihe 
growth of GO!> remains significan tl y above any rea listic 
assessment of trend. Blit the pri ncipal change in the 
cen tral projection for RPIX inflati on since Ihe Februa ry 
RepOrT is the increase in infl:lIion over the nex t year or 
so resulting from a lower exchange rate . There is no 
mechani cal lin k between changes in the exc hange rate 
and the inflation rate . Differe nt assumptions about the 
reasons for the fall in the exc hange rate lead 10 difTereJ1( 
co nclusions i.lbout the speed and ex lenl to which the fall 
will feed through to hi gher dOlllestic pri ces. Gi ven the 
Bank"s assessment of the reasons for the fall in sterling. 
the new ccn tral projection shows a te mporary rise in 
inflation- taking the twelve-month rate of RPI X 
inflation c lose to the lOp of its 10/('-4% targel range next 
year and remain ing in the upper half o f Ihe target range 
two years ahead. 

Given Ihe uncertai nties. the ri sks to the inflation outlook 
are large. Although the cen tral projection fo r inflation 
two years ahead has ri sen onl y modestly si nce the 
February Reporl, thal rev ision is in the upwards 
direction. and the risks rema in on !he upside as they 
were then. In these cirellmsl.mces. alihough the 
projected riM! in inflation does nOI persist. it is 
panicularl y important that monelary policy does not 
accommodate any second -round effects on wages and 
pnces. 
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