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Summary 

Inflation has edged up from Jun e. RP IX inflation rose above 3% 
in September. Thi s was faste r than projected in the Aug ust Report . 
primaril y because of higher seasonal food pr ices. 

Narrow and broad money g rowth stopped ris ing in September. but 
the moni toring range fo r MO (0%-4%) was exceeded and the range 
for M4 (3%-9%) nea rl y so. The ra pid ex pansion of credi t 
espec iall y to the corporate sector. con tinued. Sterling'S effective 
exchange rate rose by I . I %' in the three mon ths \0 3 Novem ber. 
Market interest rates tended to fal l. as did ex pectations of rates in 
the near future , 

Nomi nal GDP is ris ing morc slowly than the rate implied by trend 
real growth and inflation at the target level. Real GDP grew al 
around its long-fUll average nl le in the second and third q uarlcr<;. 
Expon growth sl ackencd in the fi rs t ha lf o f th is year. Domestic 
demand overseas has bee n a lilll e weake r than ex pected. 

Underl yin g average earn ings growth fe ll s li ghtly be tween May and 
August. alihough there were SOllle s ig ns of hi g her sell lemen ts in 
September. Wage drift in the services secto r in pani cll lar has been 
exceptionally low or even negati ve. Employmcnt inc reased 111 th ..:: 
s ummer. but the s ign s arc th at to ta l labour demand d id no!. 
Unemployment has contin ued to f:llL 

Co mmodit y pri ces fe ll in the third qu arte r. and produ cer in put 
prices s lowed down more than did domestic out pul prices. BUI 

manu fac turing producti vi ty a lso decelerated. 

The central projection "emains, as in the August Report, that 
there will be a teml)Orl.lry rise of RPIX inflation-as higher 
input I)rices feed IIwough to domestic inflation, and the wr~' 

low I}rice rises Of:'l yea r ago drol> out of the twclw-month 
measure-followed by ~l fall towards, but remaining just 
above, 21/1%. 

The uncerhlinties surrounding the centrall}rojection haw 
increased since the August Repor,. and the nmge of possible 
outcomes is wider. Achieving the inflation I:.lrgcl in two )'ca rs ' 
time is by no means ~lSSllred . It will depend on how the present 
uncertainties :'lre resoh'ed o\'er the coming months. 
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Recent developments in inflation 1 
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1.I Retail prices 

Inflation has incrca:-.cd since the Aug ust I/ljlalio/l Reporl. 
The Governme nt 's largcllllcasu rc of inflation. the 
twelve-mo nth c han ge in RPIX- Ihc retail prices index 
excluding mortgage interest paymcnl!>-was 3.1 o/c in 
SeplC11lbcr, lip from 2.9% in August and 2.8'k in June 
and Ju ly. The headline rate of inflation ro.<:C from 3.So/r 
in June 10 3.9% in ScplCll1bc r. 

Since the currcnl llloncl ary fnl111cwork was introduced in 
October 1992, the RP IX inflation rate ha!> averaged 
2.8%.colllparcd wilh 7.0lh inlhc I 980!>. 12.6<k in the 
1970s and 3.50/r in the 1960:-..H > Although inflation ha!> 
recently been low by hi storical :-. Iandard:-.. it has been 
higher than in the United Kingdom's major competitor.... 
Between October 1992 and Septcmber 1995. consumer 
price inflatio n in the six 1:1I'£est economies excluding the 
United Kingdom averaged 2A%- . In September. U K 
inflation was the second hi ghest among the Group of 
Seven largest indust riali. ... ed economics . 

RPIY inflation, which excludes indirect taxes as well a~ 
mortgage interest pa ymen ts, has becn lower than RPI X 
in fl ation over the past three years. It averaged 2.3'* 
between October 1992 .uld September 1995. In the three 
months to Septcm ber. twelve-month RPIY inflation 
inc reased frOIll 2.3 0/1" 10 2,6% (see Chart 1.1). 

The rise in RPIX inflation between June and September 
was entirel y :Iccoun ted for by fas ter food price infbtion . 
Excluding food prices, RJ>IX infl'ltion fell from 2.SQ· to 

2.7%. There were two main reasons for the acceleration 
of food prices, First. crop damage in the s li mmer 
drought pushed up the price of season~1 foods: annu al 
seasonal food price inflation wns 13.4'K in September. 
Second. meat prices rose s trongly, reflecting a tightening 
o f supply conditions in the European meat market. 
These red uctions in su pply arc temporary ,md pricc~ 
shou ld fa ll back as new crops become available in the 
spring and as meat producers adjust thei r li vestock herd~. 
with no effcct on the general price level- or the 
assessment of inflation-over the medium term. 
Chart 1.2 shows that the sharp increase in food price 
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inflat ion in 1993 had onl y a temporary effect on RPIX 
inflation. 

Recent price developments are better captured by 
changes in the retail prices index over the latest 
th ree-month period, Table I.A presents short-run 
inflation rates, seasonall y adjusted and annualised. It 
shows that a ll th ree-month measures-apart from Ihe 
headline inflation rate- rose between June and 
September. 

If ,ldministered prices and seasona l food prices are 
excluded, th e RPIY index ca n be spl it roughly into 
categor ies of goods and services wh ich are 
internationally tradable and those which are not. 
Chart 1.3 shows that tradables prices in the domestic 
market have been rising faster than nOll-tradables prices 
since the begi nning of 1995. for the first time si nee the 
data became av,lilable in 1987. Thi s prov ides an 
incenti ve to sh ift resources into the tradables sector 
fol lowing the fall in the excha nge rate earlier th is year. 

The GDP deflalor has been ex tremely subdued: it rose 
by 0.2% (at fac lor cost) in the second quarter. after 
increasing by 0.1 % in the first (Table I.B). Over the 
year to 1995 Q2, the GDP deflator was up 1.0%. This 
was only slig htl y higher than the 0.9% an nual increase 
recorded in the year to 1995 Q I, which was the smal lest 
four-quarter rise since the third quarter of 1962 . 
Chart lA shows that the GDP deflator has been 
decelerating since Ihe beginning of 1991 . 

In princ ipl e, the GD P deflator. which measures the price 
of domcstically produced output. offers a better guide to 
domest ical ly generated inflation ac ross the whole 
economy than does Ihe retail prices index. But it is not 
the most timely guide to domeslic price pressures and is 
subject to revision for several quarters after its first 
release. It can also be depressed misleadingly by a fall in 
the exchange rate. Domestic importers. whose margins 
are part of 10lal value added, may decide to absorb some 
of Ihe deprecialion in their margi ns, alleasttemporarily, 
depressing the GDP de flator in the short term. This 
happened after sterling le ft the Exchange Rale 
Mechanism (ERM) in September 1992, when the GDP 
deflalor continued 10 decelerate at the same time as the 
domestic demand deflator accelerated. In the IlrSI half of 
1995, non-oil import prices increased by 8.1 %, a similar 
rise to thal seen in tile first half of 1993. While bOlh the 
GDP deflator and thc domest ic demand deflator were 
subdued in the second quarter, the 0.4% increase in the 
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domestic demand deflat or wm, greater than the O. 2'n ri se 
in the GDP deflator. The increase in the domesti c 
demand deflator is like ly to give a better indicati on of the 
pressure on domestically·~et prices. so the GDP deflator 
may accele rate in the second half of th is yem. 

House prices fcll bet ween March and Jul y. but stabil ised 
in the fo ll owing three months ( ... ee Section 3). Measures 
of infl ation which use house prices to adjust RPIX and 
RP IY for the cost of owner-occ upi ed housing ~ u ggest 

that inflation is weaker than indical ed by th e unadJu ~ tcd 

figure s. But they also show thal it is inc reasi ng. The 
housing-adjusted RPIX (HARP) measure replaces the 
Central Statistic'll Office 's (CSO's) esti mate of housIn g 
depreCiation wlIh the Bank 's estimate of the user-cost of 
housing. The TH ARP measure adjusts RPIY in a similar 
way. Chart 1.5 shows thul HARP and TH ARP infl ation 
ha ve been signifi cantly lower IIHln RP IX and RPIY 
inflation over the past year. 

In October. twe lve- month RPI X infl ation b like ly to 
increase Slightl y. Thi ... partl y reflect ... the fact that sharp 
1l00H;easonal food price discount ing in autumn 199-l and 
other spec ial fac tors last year will not be repeated thi ... 
year. but a lso con tinued increase ... in seasonal food price .... 
RP IX inflation is like ly to remai n higher in Nove mber. 
before droppin g back in December (sec Chart 1.6). In 
contrast. the headline rat e of inflation is likel y to fa ll 
back in October. because of the recent reducti on in 
mort gage interest payments and as last year's interes t rate 
increase drops out of the twelve·month comparison. I1 i:-. 
likely to remain lower in November and December. 

1.2 Summary . 
Twel ve-mon th inflation inc reased bet ween June and 
Septembe r. as a res ult of faster food price infl at ion. 
Most three- Illonth measure ... o f inflati on have also rise n. 
The faster inc reases in food prices arc likel y to be 
reversed over the coming year. The rate of lI1{'rease in 
the GDP deflator remai ned at hi storic low:, in the second 
quarter, bu t it may ha ve been depressed by the 
depreciation of sterling bet ween January ;lIld May. 

7 
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Money and interest rates 

2.1 Money and credit 

Narrow /IIm/('I' 

In the twel ve months 10 OClObcr. MO grew by 5.2%, less 
than September 's rate or 5.5% and August's 6. 1%. 
Excluding the often erratic bankers' balances, however, 
narrow money growth has remained robust over the past 
three 111onlhs. Notes and coi n increased by 0.5% in 
October. broadly in line with the average monthly 
grow th thi s yea r. leaving the twel ve-month rate o f 
increase at 5.7%. 

Twelve-month notes and coin growt h has fallen only 
modestl y from its peak of 7.2% in October 1994. despite 
slowe r growth of nominal demand and ri si ng interest 
rates. both of whic h might be ex pected to reduce the 
growth in de mand for cash. The Nat ional Lottery may 
sti ll be ha ving some impact. although weekly spending 
on the o n-line game and ' Instan ts' seems to have 
s tabilised since the spring at around £ 100 million. Such 
a one-off shock to the demand for cash might take some 
time to manifest itself. if people initiall y use cash which 
they wou ld otherwise have spent on other goods and 
services. But Ihe recent stability of Lottery spend ing 
makes it an un like ly explanation of the conti nued 
strength of narrow money growth. Are there more 
plausibl e reasons? Three possibi lities are: 

(i) The cost of holding cash relative to ot her 
interest-beari ng assets-the opportunity cost-has 
not increased as much as the rises in official 
interest rates might suggest. Average interest rates 
pa id o n bu ilding soc iet y share accou nts and retai l 
ban ks' instant access accoun ts. which might be 
considered close substitutes for cash holdings. 
increased by less than half of the 11/1 percentage 
point increase in offic ial rates up to September. 
And in October. deposit rates on personal accounts 
in banks and bui lding soc iet ies fe lL 

( ii ) People take time to react to an increase in deposit 
rates. so the effect of hi gher interest rates may not 
yetlHlve fed throu gh compl etely. Bank research 
suggests Ihat the maxim um impact of interest rate 
c hanges on narrow money growth is felt at least a 
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year after the cha nges. Some in ternational 
comparisons tend to confirm that the demand for 
narrow mo ney adj usts s low ly to hig her Interest 
rates. Currency in c ircu lation in Canada a nd 
Austra lia has increased rapid ly over the past two 
years, often lit rates we ll in exce~s of UK nOles and 
coin growth . even though interest rates were rai sed 
earlier than in the United Kingdom. But narrow 
money growth now seems to be fa llin g in these 
countries . Mo reove r. the ir infl at io n rates have 
remained low des pit e the stron g g rowth in narrow 
money. 

(iii ) People may bel ieve th at the oppo rtuni ty cost o f 
holding cash- the nominal interest rate- has been 
permanent ly reduced because they now expec t 
inflati on to re ma in low, and so walll to ho ld a 
hi gher propo rt ion of their wealth in note~ and coin. 
Thi s will affec t the ratc at whic h notes a nd coin 
change ha nds-its velocity. It is not clear. howe ver. 
whether such a cha nge would shift the lewd of 
narrow money velocity (generati ng a te mporary 
effec t on narrow money growt h) or its growth (a 
permanent e ffec t). 

Evidence for the United Kingdom suggest s that there 
may be a posit ive link be tween narrow money veloc lI)' 
growth and infl atio n. Low infl ation in the 1950s and 
I 960s was accompanied by relatively low g rowth in 
velocity. In the 1970s and 1980s. hi gh in fhlli on 
coincided wi th a pic k-up in ve loc it y grow th . O ver the 
past few yea rs. both velocit y growth and infl ati o n have 
fa llen . In several other OEeD countri es, a fa ll -off or 
flattening in veloc ity has co in cided with improved 
inflation performances. For example, in New Zealand 
thi s started toward s the e nd o f the 1980s. and in Ca nada 
and Australi a it was most obvious afte r 1990 (Chart 2.1). 

Broad mOI/t'\' 

Broad money has conti nued IQ grow strongly. alt houg h it 
is no longer accelerati ng. In the twe lve mon ths to 
September. M4 grew by 8.2%. slightly less than the rate 
in August (S.4%) but well above the 6.S%- in June. 
Short- ru n measures fell in Septe mber. alt hough both the 
three and six-mont h an nualised ratcs remained above the 
tweh'e- mo nth rate ; in the three months 10 September. 
M4 grew by 9 .5% at an annuil lised rate, compared with 
10.4% in August. Moreo ver. beca use o f the small 
increase in M4 last October. the tweh'c-month growth 
rate may move back lip tow,H'ds the to p o f it s 30/('-9% 
mon it ori ng nmge. 

, 
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For most of the 1 980s. broad money grew much faste r 
than nomi nal GDI>- large ly re flecti ng financial 
liberalisation. Since the earl y I 990s, the relationship 
between M~ growth and nomi nal acti vity has been 
considerabl y closcr. Howevcr. in the reccnt past they 
started to di \'crgc again : in the ycar to the second 
quartcr. M~ growth- at 6.8%-was much strongcr than 
nominal GDP growth (Ch;lrt 2.2). The implications for 
nominal spend ing and inflation depend on why the stock 
of money has increascd. It is usc fu l lO di stingui sh 
betwecn increases reslllting from shocks to the demand 
for money ancl those to thc .wpp'-'· of it: 

(i) SllOck.\" to d{' lIwlld. T he demand for broad moncy 
may have rise n re lati vc to desired spend ing because 
relat ive rates of return ha ve movcd in favou r of 
ba nk and building soc iety deposits, or as a result of 
an inc rcase in )I,w ing. perhaps due to grealer 
uncert ainty about income and employmen t. 

(ii) Shock.\" If) .wpp/y. Broad moncy is created by thc 
banking systcm. An increase in the stock of credit 
can lead to a rise in thc stock of deposits. This may 
have happcned because banks have bccome more 
wi lli ng to lend. tolerati ng lowcr margins because 
they think credi t risk has fa llen . Or it might reflect 
an increase in the demand for credit. associated 
with ex pectations of higher fu ture incomes and 
planned investmcnt spcnding by firms. Such 
shocks arc likely to be assoc iated with increased 
nomin al demand. 

Empirica l evidence suggests that the demand for both 
money and credit varies accord ing to the type of 
econo mi c agent. It is therefore useful to look at the 
sectoral breakdown of broad money to identi fy plausible 
ex planations for incrcased money demand. Likewise. a 
scc toral ana lysis or the c redit market- and . in particular. 
the beha viour of the banki ng system- may indicate 
whether there has been a shock to the supply of money, 

SeClOm/ M4 

Table 2.B shows that nearl y hal f of the £38.7 bill ion 
increase in M4 between December and Scptember was 
in deposit s of indi vidual s. which account fo r around 
60% or the stock of M4 and around 90% of the personal 
sector's M4Jl ) The rcma inder of the increase was 
largely accounled for by the deposit s of other fi nancial 
instituti ons (OFls)- whi ch held around 20% of the stock 
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of M4. OFls' deposits rose by £16.3 bi ll ion in the 
period. sign ificantly morc than their increases in Ihe 
calendar years 1993 and 1994. The dcpo.<,its of indu.<,lrial 
and commercial compa nies (lCCs) ha ve grow n much 
more slowly and. in Ihe second quarter. were run down­
before being bu ilt li p again in Q3. 

Indiv idual s' deposi ts h:l ve accelerated over Ihe past year 
and rose by a furlher £7 .6 bi ll ion in Q3. compared wilh 
£6.7 billion and £4.7 bi llion in 1995 Q2 and QI 
respectively. £1.8 bil lion of thi s ri se probably re flec led 
Ihe paymen t of bon uses 10 deposi l ho lders with the 
Cheltenham & Glouceste r Bui lding Soc ie ly. followin g il s 
jo ini ng the Lloyds Bank Group. It is nOI c lear how far 
the increased deposi t.~ reflect a genuine increase in 
long-term desired money holdin gs. or how far Ihey have 
resulted from a shock 10 Ihe money suppl y. The sharp 
rise in personal income in Ihe firs t quarter Illay ha ve led 
10 a lemporary rise in personal ~ector deposit s. which 
will be run down 10 fi nance higher nominal spending on 
goods and services and financia l assels. 

BUI individuals Illay wan t to conlinue to hold hi gher 
levels of bank and building soc iety deposits over a 
longer period. Given the uncerta int y over employment 
prospects. households Illay have increased the ir 
precautionary savings. And the recent frag ililY in the 
hO lLsing markel may have discouraged them frolllly ing 
up their wealth in illiquid assels. This process may have 
been re inforced by changed mortgage lending criteria 
requiri ng prospective owner-occupiers to save up larger 
deposits for house purchases. 

The we ll-publicised take-overs in the building society 
sector may also have been a facior behind the ri se in 
ind ividual deposi ts. Some investors have increased their 
holdings in such accounts so as to quali fy for bonus 
paymen ts or shares in the event of future take-overs. 
Building soc iety retail inflows. predominan tly from 
household accou nt holders. have risen significantl y Ihi s 
year. The average monthl y inflow up to September­
excluding inlerest paid- was £0.7 billion. compared with 
£0.2 billion in 1994. This seems to have occurred at the 
expense of other types of financ ial assets: flows into 
uni t lrusts and national savings in the first nine months of 
the year were less than half of Iheir level in the 
correspond ing period last year (Chan 2.3). But 
individ uals' bank deposits have :llso risen rapidly in 
I 995- il1 the first three quarters of Ih is yea r they 
increased by £7. 1 bi llion. compared with less than 
£ 1 bi llion for 1994 as a whole- so this speculative 

II 



motive can be. at be~t. only a parti al explanation of the 
increase in personal sector depos its. 

After growing strong ly du ri ng 1994. ICCs' M4 deposits 
have been more su bdued in 1995. In the year 10 Q3. 
they grew by 2.3 7(' compared with over 10% in 1994. 
The fall in the second quarter was not repeated in the 
third. but the ri~e was only modest. 

Most of the ri~e in non-personal sector deposits so fa r 
thi s year has been allributable to OFls. As OFls arc the 
marginal source of fund s for the banking system. th is 
ma y simpl y reflec t liabilit y management by banks which 
finance inc reased lendi ng initia lly by biddmg fo r 
deposit s from OFls. Howeve r. OFls may be holding 
more money in b:mk and bui lding soc iety account s than 
they des ire in the long run. perhaps because they are 
ullcerwin about returns on other assets. Even so. it 
seems unlikely that these excess deposits will be used to 
finance increased fu ture expendi ture on goods and 
services. since the financial sector's holdings of assets 
depe nd largely on relat ive rates of return . The main 
coun terpa rt to the strong growt h in OFls' deposits this 
year has been their reduced take-up of gi lls. Between 
Apri l and September. the M4 private sector bought 
£6 billion ofg ilts. com pared wit h over £ 13 billion in the 
same period last year. IfOFls use their deposi ts to buy 
gilts later in the yea r. the effect could be to reduce 
aggregate M4, 

Credit dellwlI(/ 

Bank and bui ldi ng soc icty lendin g(L ) is no longer 
acce lerating. a lthough it s growth remains high. Taking 
the third quarter as a whole. lending grew by 2.0%. 
broad ly comparable wi th the rate of increase in the first 
half of th is yell r. In the twelve months to September, it 
grew by 8. 1%. 

OFls' borrowing increased by a fu rther £3.4 bill ion in 
the th ird quarter-a larger increase than Q2 's 
£2 .2 bill ion. The increase occurred despite repay ment of 
£ 1.4 billion by securit ies dea lers in Q3. As a result. 
OFls' stock of borrowing grew by 13.4% in the year to 
Q3. accounting for around a qUal1er of Ihe annual growth 
in bank and bui ldi ng society lending. 

The increased dem(lIld fo r credit by ICCs has been 
maintained. In thc third quarter, bank and building 
soc iety sterl in g lendin g to lCCs increased by 
£3.5 billion. com pared wit h £2.2 billion in the second 

( I fUnk" ulher",;,e .'I01CJ. rcierencc' 10 h''''k and hu, ld;llg ,oriel), lending cxdudc 
Ihe cCfe" of ..cWni,,,'IIOII' "n(l lo:," tron,rc'" 
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quarter. And lending was depressed in Q2 (by around 
£2 bill ion) and Q3 (by around £1 billion) by the 
repayment o f debt taken o ut in Q I by Glaxo. Lend ing to 
ICCs stood at £138 billio n in Q3, IO.S%- hi gher than a 
year earl ier. The increase may have reflected a greater 
desire 10 invest in fi xed capita l. Nomi na l investment 
spend ing by manu fact uri ng firms in the second quarte r 
was 16.8% hi ghe r than in the sa me pc riod a year earl ier. 
And the sectoml brca kdow n of le nd ing shows that bank 
lend in g to manuf:lct urers (excl udin g the chemica l 
industry. lend ing to wh ich was d istorted by Gl axo's 
take-o ver of We ll co mc) grew by around 5% in the year to 
the second quart er. th c firs t ri se s in ce 199 1 Q2. Data for 
the third quart er suggest that borrowing by no n-che mi cal 
manu fact urers strengthened furt her. 

Some fi rms. however. may be borrow ing to sustai n cash 
flow and fi n;mce the in volu ntary build -u p o f stocks 
result ing from weaker-than-expcclCd demand. SlOc ks 
increased by £4.4 bill ion (at current prices) between 1 99~ 

Q3 and 1995 Q2. In manufacturing, followi ng a 
tightening of monetary policy. in termediate and small ­
scale prod ucers o f durable goods [end in Ihe shon run to 
borrow more fro m banks than do larger fi rms to sustai n 
cash flow. But sectoral lendi ng data show that lendi ng to 
'other manufacturers'-predominant ly sma ll fir l11s­
accounting for almos t a quart er o f total ban k lend ing to 
mallu f;lC turin g. inc reased by onl y 1.9% in the year to the 
third quarter. The largest increases were in le nd ing to 

motor vehicle. mec hanical eng ineering and food . drin k 
and tobacco manufac turcrs. whi ch ;lre li ke ly to be large 
firms. Mo reove r. lcndin g to fi rms in the service secto r. 
where output growth has rc ma in ed rob ust in 1995. 
strength ened noti ccu bl y in th e second and th ird quarters. 
So cash fl ow seems unli ke ly to be the ex planati on. 

Anothe r poss ibili ty is that fi nns have been borrowing to 
fi nance more company :Icq uisitions. Again. however. the 
evidence is not compelling. Apart from G laxo's take­
over o f Wellcome. whic h occurred in the firs t quarter. the 
value o f cash-fina nced acq uisitions and mergers within 
the United Ki ngdom increased o nl y modestl y over the 
first ha lf o f th is year. And the tota l number o f take-over 
and merger transac tio ns has fa llen back (sce Chart 2.-l). 
But overseas acq uis itio ns by UK companies have 
increased this year. with funds predom inant ly raised 
throug h the UK acquirers, which could account for some 
of the increase in bank borrowin g. 

ICCs may bc switChin g to b,Hlk fin ance fro m other 
sources o f fund s. In ternal funds have continued to grow. 
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but at a much slower pace: ICCs' retained earnings were 
4.9% higher in Q2 than a year ea rl ier. compared with 
average an nua l growth of over 25% in 1994. ICCs' net 
sterling capital issues have also fallen: they averaged 
£0 .7 bi ll ion a month between January and September 
1995. compared with £ 1.1 bi llion in 1994 and 
£ 1.3 billion in 1993 (Table 2.C). This decl ine occurred 
despite a signifi cant increase in equity prices thi s year 
compared with lasl. whi ch might have been expected to 
encourage greater recourse to the capi tal market. 

Lending 10 the persona l sector by banks and building 
soc ieti es decelerated a liul e in the third quarter, 
in creas ing by £5.4 billion in Q3 compared with a 
quarterly <lvcrage inc rease of £6.3 billion in the first hal f 
of the year. The fal l largely re fl ected borrowing for 
hOllse purchase. which increased by £3.8 billi on in Q3. 
compared with £4.3 bi llion in Q2. However. loan 
approvals stabi lised in the th ird quaner---driven largely 
by banks. whic h recorded approva ls of £4.4 billion in Q3 
compared wit h 0.8 bi ll ion in Q2. Lending for 
consumption has remai ned robust: it increased by 
£1.3 bi llion in the third quarter. broadly in line with the 
quarterly increases earl ier in the year . 

The broader measure of borrowing by the personal 
sector-including that from specialist lenders, as well as 
from banks and building soc ieties-was also subdued. 
Total net personal borrowing increased by £ 1.9 bi ll ion in 
September: the twelve-mon th growth rate has now 
declined for four consec utive 1110nths (Char! 2.5). 
Shorter-run growth meas ures have fallen for longer. 
Within thi s total. consumer credit (un secured personal 
borrowing) con tinued to grow strongly. at year-on-year 
rates of over 10%. al though it was no longer 
accelerating , 

Credit s/lpply 

Cred it supply. as well as credi t demand. is importan t in 
determining overa ll borrowi ng. The narrowing of 
spreads suggests Ihat banks' wi llingness to lend has 
increased over the past year. Average spreads between 
loan and deposit rates fe ll significantl y in the first hal f of 
th is year for bot h industrial and personal customers. A 
sharp fa ll in the spreads repofted 0 11 syndicated lending. 
whi ch arc now at the lowest levels since 1989. may also 
help to ex plain the increased lending to ICCs this year . 
The latest CB I Financia l Services Survey reported that 
average bank ilnd building society spreads conti nued to 
rwrrow in the three mo nths to September, as they have 
for we ll over a year (C hart 2,6), 
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The narrow ing in bank spread~ may be related to 
developmen ts in banks' ba lance sheets. As the recovery 
has proceeded. the inc idence of bad debts ha~ fallen. 
Individual insolvencics fell from their peak or around 
10,000 in the fi rsl q uarter o f 1993 to around 7.000 in 
1995 Q2. Com pany insolvenc ies. too. ha ve fallen 
sharply-to a level broadly comparable with the 
mid-1980s. This has led to a red uction in provisions and 
higher report ed bank profits. To th e extent tha! these 
ha ve been retained, they ha ve cn:l bJcd bank reserve:o- to 
be bui lt up. In 1994. reta ined earni ngs for the largest 
nine UK banks incre,lsed by £3.3 bil lion. accounting for 
around 85% of the ri se in th eir co mbined net cap ital. 
Wit h the risk-we ighted assets of these b,ll1ks growing 
much more slowl y. thei r combincd risk-adju:o-tcd capita l 
asset ratio rose to 11 .-1. % at the end of 199~. well above 
levels at the beginning of the 1 990~ (Table 2. D). 

Bu ilding soc icties, too. have e njoyed higher profits. The 
surplus of the top 20 bui lding societ ies increased in 
1994. ri s ing as a proportion or reserves to 13.6%. from 
12.9% in 1993 and 1l.2%- in 1992. Wit h asset growth 
relative ly modest. the r<H io of reserve~ to assels has 
increased (Table 2.E). 

The key question is how much this increase III capllal has 
led banks and building societies to ex pand theIr balalK~e 
sheets. If banks arc willing to cut their margins further. 
stron ger credit g row th and inturtl st ron ger dema nd 
growth ma y ensue. BUI there arc signs that banks may 
choose to return so me of thei r excess ca pital 10 the ir 
share holders: one hig h street b,mk has already embarked 
on a share bu y-bac k. 

To sum up, there has probably been a onc-ofI' upward 
shift in the demand for broad money. (l lthough il i:o­
unclear how enduring this effect will be. But the recent 
strength in broad money growth also reflect:o- an increa~e 
in the suppl y o f money. ilS a resu lt of both an increase in 
the demand for and a greater wi llingness by bank~ to 
supply cred it. The ri se in OFls' deposits is likely to ha\c 
fewer implicatio ns fo r in fhll ion. si nce OFls often switch 
assets wit hin their portfolios with linle effect on the real 
economy. The bui ld-up of personal sector depos its may 
be less benign. If people decide to reduce liquid ity 
partly by running down deposits to buy goods and 
serv ices. nominal spcnding will accelerate. which cou ld 
lead to highcr prices. Evr.::n if thi s does not happen . 
nominal de mand m;, y still increase faster if the stron g 
growth in cred it persis ts. ICes seem like ly to contin7le 
to borrow to finance in creased investment as the 
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economic rccovery matures. despite the weakness of 
demand from the construction sector (see Section 3). 
This is part icularl y likel y if banks continue to lend more 
willing ly. trying to carn greater returns on their curren tl y 
high levels of capital. 

Div isia measures of money. whi ch we ight the various 
components of M4 according to their transact ion 
characteristics. may provide some indication of whether 
the increased money growth is likely to be used to 
finance greater spend in g on goods and services . The 
Bank 's Div isi:l measure rose by 6.4% in the year to Q3. 
compared wit h 5.4% in Q2. This is a notable pick-up in 
growt h compared with 1994. when the annual rate 
averaged 4.6%. 

The accelerat ion in Di visia money in 1995 is more 
marked in the persona l sector. Personal sector Di visia 
rose by 1.7% in Q3. to bri ng its an nual growth rate to 
5.4%. its highest rate since 1990 Q4. Th is suggests that 
the bui ld-up in personal seclor deposits is likely to 
fi nance higher consumer spending. although the 
relationship is volati le. Corporate Di visia money rose by 
9.7% in Ihe year to Q3, compared with average an nual 
growth of around 11 % in 1994. 

2.2 Interest rates and exchange rates 

Since the August Reporl. official UK interest rates ha ve 
rema ined unchanged at 6.75%. But market interest rates 
are now genera ll y lower than in August. Chart 2.7 
shows some of the interest rates paid by different 
borrowers or used as a basis fo r calculating their 
borrowing costs. 

Futures markets have rev ised down their expectations of 
UK in terest rates and now expeclthem 10 fa ll sl igh tl y 
over the nex t twelve months. Rates on LI FFE's 
December con tract fe ll from 6.98% on 28 Jul y to 6.64% 
on 3 November. They dropped from 7. 11 % to 6.49% on 
the March 1996 contract. and from 7.3 1 % 10 6.5 I % on 
the June 1996 conlract ovcr Ihe same period (Chart 2.8). 
Bu t interest rates are then expected to increase. 

These interesl rate changes have coincided with similar 
developments overseas (Table 2. F). Offic ial interest 
rates were reduced by 50 basis points in Germany on 
24 August and in Japan on 8 September, and these 
moves have led to widespread falls in both current and 
ex pected fu ture market interest !";ltes in Ihose countries. 



Chart 2.9 
Im plil'cI fUI'\\anl in l1atiun rail" 

J 1>,~<"""" 

- , 

_I , • , , , " , , I , ' • , , , , , ' 1 , , , , , , • , , 1_ 0 
IYIIS :'(0) 0\ ID 

C twrt 2. 111 
Slerli ng c\Th:lIlJ,:c r:ll t" 

O~IJ( 
H1_ 

1..., -
1 1~ _ 

1 J6_ 

1 ,,-
1'1_ 
no_ 

I S!.Il 

- '" 
- '" 
- !.~, 

_ ' h1 

- 161 

- ,~ 

• 1.1', 

- I'~ 

- 1.11 -,. 
- I)' 

- '" 
- I SJ 

1_" 1)0 

' ''~ .'1.. "'" M., I,M 1." ""~ xr' (lo;, N,,, ,., 

• 
" 

All major UK lenders Cui their variable- rate mortgages 
by arou nd 35 basis points in September. The weaknes~ 
in the housing m.arket was the reason most o ften quoted 
for the cut s. but the fa ll in the cost of attracti ng funds­
both on rew il and wholesale terms-also seems likely to 
ha ve been a factor. 

The inflation ex r)ectations implic it in g il t yields 
(abstracti ng from risk premia and other measurement 
problems) ha ve fall en further at the three-year hori zon­
the shortest maturit y at whi ch they can sensibly be 
estimated- and are now around 4%, compared with 
4.6% at the time of the previous Report (Chart 2.9). 

Longer-term yields have al so fall en since the August 
Report, althou gh mu ch of the movement has been 
concent rated at shorte r ma[urities. U K ten-year bond 
redemption yields were down 30 basis points between 
28 July and 3 November. but overseas rates at longer 
maturi ties have generall y fa llen by more than in the 
United Kingdom. As a result. the tendency for interest 
rate differentials wit h the re~t of the G7 countries to 
increase has contin ued. 

The change in UK yields over any period can be 
decomposed into the changes in expected rea l in terest 
rates and in expected infl ation over the same peri od. 
although the div ision is affected by other factors. such a~ 
term or uncertaint y premia. The average real interest 
rate expected over the followin g ten years fell sharpl y 
aft er 28 Ju ly. but this was reversed over the past month. 
Sim ilarly. ten-year inflation expectations, after falling 
back in August :md September, increased quite marked ly 
in October. But on 3 No ve mber (assumin g risk premia 
and other factors offset each other), ex pectat ions at th e 
ten-yea r hori zon stood ill 4.9%-broadly consistent with 
levels at the end of Jul y, but around 50 bas is points 
higher than at the time of the May Report (Chart 2.9). 
Th is deterioration in expec tations suggests some erosion 
of long-ru n UK monetary policy c redibilit y. 

Com pared with its level at the time of the August ReporI. 
sterl ing has strengt hened a littl e. Blit larger gains in 
August and September were partl y reversed in October. 
On 3 November. sterling's effective index was 8 .. " 3 
(Chart 2.10)-above the lowest points seen 111 the late 
spring and summer, but still around 6% lower than its 
average over the 18 month s before it started to depreci;ue 
in January. 

The May Repor! concl uded that there was littl e reason [ 0 

suppose that the dec line in the exc hange rat e would be 
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reversed quickl y. This view seems to have been borne 
out. Chart 2. 11 shows (he exchange rate paths implied 
over the fo llowi ng ten years on 4 May. 28 July and 
3 November if in terest rates adjusted for ex pected 
exchange rate changes are equal ised (,uncovered interest 
parity') . Compared wi th the August Repor/, the fu ture 
level of the UK rate is now ex pected to be slightly hi gher 
over a ten-year hori zon, although still be low the level 
ex pected in May. 

2.3 Summary 

Measures of bo th narrow ;md broad money supply have 
con tinu ed to grow strongly over the past three months. 
MO grew by 5.2% ;n the year to October. slightl y less 
than rates recorded earlier thi s year. Stripping ou t 
bankers' bala nces. annual notes and coin growth 
remained close to 6%. The effect of higher interest rates 
may not yet have fed through. Bul a move to a 
low-inflation el1\·ironment may mean that a larger 
proportion of wea lth will be held in cash. The recent 
strong narrow money growt h may be part of this 
adjustment and so need not signal hi gher future inflation. 
Experience overseas provides some support for this 
hypothes is. 

M4 growt h has increased in I 995-to an annual rate of 
8.2% in September. close to the top of its 3%-9% 
monitoring ran ge. I1 is probable that both the demand 
for and suppl y of broad money at any given interest rate 
have in creased. The shock to the suppl y of money 
reflects both increased demand for and su pply of credit. 
The implications for future in flation depend on whether 
the in crease in supply is sLLstained and how the deposits 
built up over the past nine months are used. 

Short-term market interest rates are now generall y lower 
than at the time of the August Reporf. and are expected 
to fall slightl y fu rther over the next twel ve months. But 
at longer maturities. yields have fallen by less and 
remain above rates in May. Sterling has strengthened a 
lill le from its rate at the cnd of July. but remains 
signi ficantl y lower than in January. 



Demand and supply 
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Growth in total demand- measured by total rcal fina l 
ex penditure- fe ll in the fi rst half of the year. Chart 3. 1 
shows how demand growth picked up sharpl y in laic 
1993. was high throughout [994. and then slowed to 
arou nd the same rate as a1 the beg inning of the recovery 
in 1992. Total domesti c demand (tota l final ex penditure 
less exports) followed a .~imi l ar profile. 

Output growth slowed in the first three quarters of 1995: 
in the third qu;}rter. GDP rose by 0.5%. Since the 
previolls Reporl. esti mated growth in the second quarter 
has been rev ised down by 0.1 pe rcentage poinl ~ . In the 
second and third quarters. ann ual growth in GDP and 
non-oi l GDP were around thei r long-term average. 
Quarlerly GDP growt h so far thi !'> year ha!'> been less tha n 
in each quarter of 1994. 

The United Kingdom is now in its fourth year of 
recovery. A feature of the recovery 10 dale has been the 
remarkabl y smoot h profil e of outpllt g rowth. wit h 
quarterly growth rates of total and non-o il GDP showing 
greater stabi lity than in prev iolls reco veries during the 
past 40 years-Chart 3.2 compares the latest three. 
During this recovery. [he stand:lrd deviation of the 
quarterly percentage change in GD P has been 0.3 
percentage points, less than Iwlf it s leve l in each of the 
previous two recoveries. So the slowdown in !!!"Owth 
thi s year is by no means ullll sua l during a continuing 
recovery. 

Nominal GDP rose by 0.7% inlhe second quarter and 
was 3.8% higher than a year e:l rl ier. Over the past 
40 years. real GDP grew by an average of around 2 'h% a 
year: with the Government's inflation target of 2'hO/C or 
less. the appropriate long-run nominal income growth 
rate would be around 5% a year. As Chart 3.3 show~ . it 
fell below that flue in lhe second quarter. By contrast. 
the growth rate of tota l nominal final spendi ng was 
roughly unchanged from the beginning of 1993. An 
acceleration in spending on im ports accounts for the 
difference. 

3.1 Domestic demand 

Domestic demand rose in the second quarler aher a 
sharp fall in the fi rst. The rise was broadl y based: 

" 
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conslI mption and inveSllllent rose. and slockbu ilding 
also made a large contribution to growth. Excl uding the 
alignment adjustment. slock building was equi valent to 
about th ree quarters of one per cent of GDP in Q2.(1) 
Table 3.A shows recent cOlll ributions to GDP growth 
and illustralcs the volatili ty of stockbuildi ng and net 
trade in the firsl half of this year. Because of this 
volatilit y, changes over six months provide a beller 
illustration of Irends: Table ], 8 uses such measures to 
show how growth in GDP and domestic demand slowed 
down. 

Pl'r\(}//(/ I 1('1'101' dl'/II(ll/d 

Growth in consulller spendi ng fell from I'/:% in the 
second ha lf of 1994 to h:llf that rate in the fi rst half of 
this year. Judging by the limi led evidence avai lable, 
consumption growth probably did not inc rease much in 
the third quarter. Consulller spending fell in the earl y 
I 990s following the rapid blli ld~ lI p of debt in the late 
1980s. Over the past few years, debl has been stable 
relative to incollle. whi le income gearing has fallen. 

Growth in durable goods spendi ng held up in the firs l 
half of 1995, despite low hOlls ing turnover. Private 
residential ill\'eSlmcnt has risen Illore quickly than house 
sales si nce the st art of the recovcry-in Q2. residenti al 
investmcnt rose by I % and was abou t 21h% higher than 
a year earli er. Home improvemcnts-which are 
included in residential in vestment data but not in 
housing IlIl'1lover--cx plain part of this puzzle. The 
relative price or durabl e goods other than vehicles fcll in 
the year to Q2, wh ich probably encouraged some 
spending , Spending has been financed part ly by 
consumer credit. which grew strong ly in the fi rst part of 
the year. 

The rise in consumer spe ndi ng in the second quarter was 
cOllsisten l wit h higher rctai l sales volumes and was 
fo reshadowed in the August Report. Afler data 
rev isions and rcclass ificati ons, recorded retai l sales 
volullle growth earl ier th is year was a litt le stronger than 
at the time of the previous Rep0rl. and rose 0.9% in the 

second quarter. 

In the third qu arter. retail sales volumes were flat. Sales 
of new private cars are usuall y highest in August: Ihi s 
year. privatc car registrations were roughly the same as 
in August 1994. Fleet sa les were markedly stronger. 

11) The OO~ on P"!:c 2.1 01 Ih,' /I.' I;oy /I,'p,," di,e,,,,,,d (he "I'!:nmenl 
adju,lmc nl . 
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partly because of change .... in VAT ru le~ for lea .... ing 
companies which look effect from I Aug ust. As in 
1994, there were regi .... tr<l tion .... by manufac turers and car 
deale rs in August. Ihough it is not clear whether they 
were more widespread than last year. And in Q3 as a 
whole. private car reg istrations were liute changed 
compared with a year earlier. 

House prices. measured by the Halifa x index. fe ll 
betwee n the second :met third quarte r .... . as did housi ng 
turnover (sce Table 3.C). Neverthe le ......... some stabil ity 
may ha ve returned to the market more rece ntl y: house 
pri ces rose modestl y in eilch of Au gust. September and 
October. Cuts of 'lbout 0.35 pe rcentage point s in mos t 
variable mort gage rates were announced in September. 
But demand was sti ll held back by man y of th e factors 
identified in the previous Report: unce rt ai nt y about 
employment : tax and income support changes whi ch 
inc reased hous ing costs: and adj ustment to a 
low- infl ation environment in which houses are bought 
mainl y fo r the se rvice they prov ide- liv ing space­
rather than as an in vestment. All these facto rs mean that 
the housi ng ma rket is prob,lbly adjuMing to a new 
equilibrium and that it i .... going through a period of 
'price di scovery': lower turnover during suc h a period 
is not surpri sing. 

The outlook for consumption depends on ex pectations 
about future di sposable in come. In the fi sca l yea rs 
1994/95 and 1995/96. pe rsonal ta xes inc reased by the 
equivalent of about 1'1:9(1 and '/ ,% of pe rso nal dispo .... able 
income respecti ve ly. The 1:1X ri se~ we re part of a 
medium -term budget adjustment. so they arc like ly to 
have been perce ived as perm anent and thus to ha ve 
reduced consumer spendin g. Some retai le rs did not pa~~ 
on the indirect tax increases in fu ll. whi ch will have 
lesse ned the ir effec t. Co n .... umpt ion haS ;ldj ll ~ led to the 
two Budgets of 1993 and is li kel y to return to growt h at 
around its trend rate over the ne xt year or so. 

But greater job insec urity ra ises the pe rce ived volatil it) 
of future di sposable income, and may have increased 
desired level s of liquid asset .... for precaution,lry 
reasons-sce Sec tion 2. If so. consu mption wou ld be 
held back temporaril y while savings we re built up. 

Other factors whieh wil l affect conslImption inc lude: 
real interest rates: payments fo ll owing bank and 
building soc iety mergers and con ve rsions to plc status: 
rebates from e lectrici ty companies : and. pe rhaps. T ESS f\ 
accounts maturing in 1996. Table 3, D shows the 
potentia l size of some of th e b;mk and building soc iety 



The UK construction industry 

Construction output constitutes about 7% of GDP. 
and more than half o f total im'estment is 
construction-rel ated. As Chart 3.4 on page 23 
shows. non-residential construction investment fell 
in the three years after the trough in GDP. The 
sector there fo re accounts for much of the 
weakness o f aggregate investment during thi s 
recove ry. Thi s box report s recent deve lopments in 
the constructi on sector and assesses their 
implications for total in vestment. 

The constructi on sec tor is not homogeneous: it 
encompasses the private housing market. the 
industri nl. office nnd retail sectors. and public 
sector investment. Total construction output fell 
by about 15°", from its peak to its trough in the 
most recent recession: Chart A shows that thi s 
was abou t the !i'Hne fall as in the previous 
rcce~s ion. But. in cont rnst to prev ious recoveries. 
output ha:-. not grown by much since the trough in 
overall GDP. Onc reason is that private sector 
construction out put grew very strongly in the mid 
to late- 1980s nnd . as a result. there is still much 
exce:-.~ :-.pace in completed com merci al buildi ngs. 
Accordin g to Weatherall Green and Smith. for 
example. V<leant office space in the City of 
London had fallen by the second quarter to below 
its peak in 1992. bu t was still much higher than in 
1989. 
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The Bank's Agents report that demand for 
commcrc ial propcrty-industrial. office and retail 
space-was low throughout the first three quarters 

of this year. The Building Employers' 
Confederation reported that only 27% of fi rms 
were working at fu ll c:lpacity in Q3. compared 
with around 50% in the CBI's manufacturing 
survey. Low public sector activ ity. wh ich 
accou nt s for about 40% of construction output. 
also helps to explai n slow construct ion growth thi s 
year. Overa ll public sector in vestmcnt fell by 
nearly 8% in the first half. and last November's 
Budget projected:1 fa ll in real public sector capital 
spending between 1995/96 and 1997/98 . 

Excess space. in the form of existing bu ildings, 
and low ex pected returns have affected private 
sector investment. Chart B shows how total 
constructi on in vest ment boomed in the late 1980s 
but has been fl ut since 1992: and Chart 3.4 on 
page 23 shows how investment in building and 
works was the weakest component of total fixed 
investment during this recovery. By 1995 Q2. the 
rest of investment had increased by the same 
Ulllount as in the two previous recoveries, 
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The outlook fo r constmction in vestment is 
depressed. so overall investment is likely to 
continue to grow more s lowly in this recovery than 
in the prev ious one. Overall price pressures in the 
construction sector are still low: the deflator for 
building and works fell very sharply in Ihe early 
I 990s, relative to both the total investment 
deflator and the GDP deflator. In the second 
quarter. it was still more than 10% lower than in 
1990. 
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payments and of the electricity rebates. The maximum 
size of these paymen ts will be in 1997: despitc their 
size. their impact on spending wi ll probably bc small. 
Most of these announced 'windfall s ' wi ll be transfer.'. o f 
wealt h withi n thc personal :-.ector. The deposits of 
building soc iety members represent a claim on the a~se ts 

of that soc iety. A change to plc statu.'. or take-over 
which involves a payment to depo~itors merel y con vert ~ 
some of this claim ilHo a more liquid form. But eve n if 
the payments arc treatcd as windfall gains to income. 
their direct effect on consum ption will be lessened by 
three factors: thcy were pre-allnollnced and therefore 
spend ing plans may ha ve adjusted already: their effect 
on spending i); likely 10 bc spread over a Ilumber of 
years. precisely becau);e they arc onc-ofr windfall s: and 
the cons umers receiving payments may have high 
propensities to save- they are unlikcly to be 
credit -constrained. 

Corpora/{' 1('("(Or dell/olld 

Tota l investment rose by about I I/;C'k in the second 
quarter. Overall investment. excl uding commercial and 
res idential constructi on. contin ued its gradual recovery. 
Chart 3.4 shows that. since the trough in ou tput in 1992 
QI. investmen t in buildi ng :md works has f:llkn. 
whereas the rest of investment ha~ risen. At the same 
point in the prev ious recovery. investment in bui lding 
and works had increased . The box on page 22 review:-o 
rece nt deve lopments in the construction industry: it 
concludes that there is still spa re cup;lC it y and that a 
large ri se in buil di ng investment is unlikely. 

As Chart 3.5 shows. manuf:lClUring investment. which 
accounted for about a tenth of tota l investment last year. 
rose sharply over the past year or so. By the second 
quarter of 1995, manufacturi ng plant and machinery 
invest men t had ri sen by 10% since the trough in GDP: 
over the same period in the previous recovery. it was 
rough ly unchanged. By con tntSI. growth in 
non-manufac turing business in vestment ha!:> been 
weaker. The strength of manufacturing investment is 
not surpri sing. Manufacturing out put grew strongly last 
year, boosted by strong overseas dl;! mand . and capacit) 
constrai nt s- though uncommon- became more 
widespread. Because there arc lags between changes in 
output and investment. manufacturers are probabl y still 
adjusti ng to their desired capita l stock in the light of 
higher outpu t. The CB I's October Survey reponed a fall 
in manufacturing in vestment intentions in plant and 
machinery, thou gh the bal:lnce was still posi ti ve. The 
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non-man ufact uri ng sec tor faced fewer pressures to 
inc rease in veSlmen l. 

Company profils rose in the second quarter. but less 
qu ickly than last year. Between the second half of 1994 
and Ihe first hal f of 1995. they were roughly unchanged. 
Industrial and commerc ial com panies' retained earn ings. 
as a share of their total income. started ri sing in 199 1, 
and in 1995 Q2 returned to 50%- around their average 
since 1960. Charl 3.6 shows for businesses that. over 
the past 15 yea rs, chan ges in retained earnings often 
preceded changes in investment growth . In the past few 
years. businesses used increased profits 10 repair their 
bal:mce shee ts but. wit h that process more or less 
complete. they Illay now increase in vestment (and 
pursuc mergers ilnd :Icq ui si ti ons). 

Sw('klmildillg 

During 1994. stockbui lding--excluding the al ignmen t 
adjustment- was equivalent to about 'h% of GDP a 
quarter. In the fi rst quarter of 1995 it fe ll. bu t in Q2 
slOcks rose by about '/ .% ofG DP. By the second 
quarter. stocks had contribu ted about lhe same amount to 
growth since the trough in GDP as at the same poin t in 
the prev ious two recoveries. Table 3.E shows recent 
changes to stocks. Between the beginning of 1994 and 
the middle of 1995. manufac turers and reta il ers bui lt up 
stocks the most. Wholesalers- who bu ilt up stocks al a 
slower rate in 1994- drew down stocks sharply in Q I. 
but then rebuilt them in Q2. 

The August Repol'f outll11ed the ri sk to output if firms 
sati sfi ed demand in the second half of the year by 
drawing on stocks rath er than producing more. The 
second quarter' s ri se in stockbui lding increased thi s ri sk. 
bu t the outl ook depends on the extent to which the rise 
in stocks was planned. 

Evidence from CBI surveys, the Bank's Agents and 
slOck-output rati os relat ive to long-run trends suggests 
that part of the build-up of fi nished manufactured and 
retail goods stocks was involu ntary. Chart 3.7 shows 
how the aggregate stock-to-ou tput rati o has fa llen over a 
long period. partly because of the introduction of more 
e fficient stock cont rols. Excl uding the al ignment 
adjustment , the stock-ta -outpu t ratio was roughly flat 
between mid - 1994 and mid- 1995: including the 
ali gnmen t adjustment. it rose. It seems unlikely that the 
rati o has reac hed a permanent trough: stocks, overal l. 
are hi gher re lative to ou tpu t than in the Un ited States, 
anclt hc Bank's Agents suggest that many finns are still 
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trying \0 economise further on s tock:<.. Neverthe less. 
much of the ri sc in slOcks of raw mate rial s thi ~ year wa\ 
planned. in anticipation of increases in raw material 
pnces. 

Ou tput growth is sc n~ i l i vc 10 slock changes and there 
is a risk that chan ges 10 planned stocks will cut growth 
in the second IHl lf of the year, as happened in the 
second quarter in the United States . BUI the effects of 
such a 'stock cycle' arc likely ta be temporary. as they 
turned out to be in Ihe United States. A rundown of UK 
stoc ks may explain part of the weaknes:- of 
m,ulUfacturing Olltput during the SU lllll1er. 

Pllhlic .\(fefO/" dell/alld 

In the secand quarter. general gove rnment ~pe nding 
(consumption and in vestment) fell by 1.8'*. General 
government spending i ~ volatil e: last year it rose by 
2.8%. Last November's Budget proje(~tcd thal. over the 
th ree years 1995/96 10 1997/98, rea l government 
sl>ending. as measured by the 'Control Total' - which 
comprises spending by cen tral gove rnmen t. local 
aut horities ,Illcl the financi ng of nalionali:-.ed industri es­
wou ld rise by a tOlal ofO.7<H , a fter real cUlllul ati ve 
growth of over 7<H in the previous three years. Despi te 
Ihese tigh t spending plans, the public seclor borro\\ ing 
requirement (PSBR) was about l 'U'k higher in the fin .. t 
six months of the 1995196 financial yea r than in the 
same period in the previous yea r. The Treas ury's 
Summer Forecast revised up ils PSBR projection for thi s 
financial yea r from £21.5 bi lli on 10 £23 .6 billion. large ly 
because of lower proj cr.:[ed tax receipts. 

3.2 Net external demand 

The current account defic it ro~e between the first and 
second quarter~, to 1.30/" ofGDP (sce Table 3.F). In the 
firs t quarter, the whole of the increase in GDP was 
accounted for by net export~. but in the second quarte r 
net exports fel l by the equi valent of abOlltthree quarter~ 
of a percentage poin t of GDP, as exports fell and import~ 
rase, In the third quarter, the visible trade deficit wit h 
non-EU coun tries increased, Non-EU trade is JUSt under 
half of tol<ll trade ,Uld normall y provides a reasonable 
guide to the overal l picture, if allowance is made for 
differential exc ha nge rate move ments. The cs r s 
October Survey recorded a fall in the balance of 
manufacturing firms report ing higher ex port orders over 
the previo us four 1110111 hs. Last ye,H', manufacturing 
export s grew more stron gly Ihan ou tput-see Chart 3.8. 
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Manu facturing ex port volumes were roughl y flat in the 
firs t half of thi s year. Has tile dual natu re of the 
recovc ry-characteriscd by strong ex ports and weak 
domestic dcmand--changed? 

The slowdown in export growth in the Ilrst ha lf of this 
year partly reflected the slowing of domestic demand 
growth in the United States. BUI growth there increased 
in the third quarter. as the effects of temporary 
dcstocki ng unwo und . In Q3. Ihe value of exports 10 

North America rose by 4%. after a fall o f 10% in Q2: 
total ex port volumes to nOll-EU COUlltries also 
recovered In Germany. demand growth slowed down IQ 
around ils tre nd rale over Ihe summer. Last year. strong 
demand growth ove rseas. espec ially in Ihe United Stales. 
contributed IQ buoyant UK ex port demand: the world 
economy is likel y to provide less of a stimulus over the 
nex t year. 

The fall in the exchan ge rate in 1992, and subsequent 
improvemen ts in price competiti veness, are sti ll 
stimulating export growth. The fal l in the rea l exc hange 
rate Ih is year (by about 31h% to September. the latest 
month for which comprehensive data are avai lable), was 
much smaller th ,1I1 in 1992 (sce Chart 3.9). Overall , net 
external demand may add a little to growt h over the nex t 
few quarters. but the dual nature of the recovery is likely 
to become less acute, as consu mer spending and 
in vestment grow further. 

3.3 Output 

Output growth fell in the first three quarters of Ihi s year. 
Whol e-economy and non-oil output rose by 0.5% in the 
third qU<lr!er and services output rose by 0.7% (the same 
as in the firs t two quarters o f the year) . Manufacturing 
output rose by 0.2% in Q3. 

The prev ious Rep0rl highlighted the divergence between 
weak manufacturing and strong service output growth, 
ev ident since about the fourth quarter of last year. 
Services accoun ted for about two thirds of GDP in 1994. 
During this recovery, growth in services output has been 
a little s tronger than in the two pre violls recoveries. as 
Chart 3. I 0 shows, though changes to the nature of the 
service sec tor during the past 15 years lessen the value 
of such compari sons. Most of the main service sectors 
grew at broad ly simi lar rates during the recovery. though 
transport and comm unications- which grew by 5.4% in 
the year to Q2, compared with 3.3% for total service 
sector output- was an important exception. Much of 
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this growth was ge nerated by innovation in the 
te lecommunieation~ sector. The !'. trength of tran.)port 
sector output last year wa!. consistent with the s trength 
of export growth . 

The slowdown in ma nufacturi ng outpu t growth this year 
was al so re flected in C BI and Clps survey!'.. and reports 
frOlllt he Bank 's Agents. A!. growth :-.Iowed down. 
manufacturing capac ity util isation ~ topped risi ng. The 
October CB I Survey reponed that manufacturing 
capacity uti lisation was virtua ll y unc hanged o vc r th e 
previous four months. after a fall in the pre viou:-. survey. 
Chart 3. 11 shows tlwt uti lisation wa!'. s till high by 
hi storical standard s. and the Bank' s Agents reponed 
capacity pressu res al somc export-orientated 
n1<lt1Uf~\cturing firms. Ove rall though, firms faced with 
hig h demand press ure!'. are abl e to use labour and capital 
more fl exib ly Ihan in the pa~L for example by pUlling on 
extra shirts. and lIsi ng contract and part -ti me ~ta ff. 

3.4 Summan . 
In Ihe second ,lIld Ihird quarter:-.. GDP grew at arou nd il !'} 
long- run a verage rale. It i:-. :-.Ii llmore likel y than notlhal 
economic growth wi ll increa:-.e over the ne xt two year:.-. 
narrowing the remai ning o utput gap and reducing 
downward pressure on inflatio n. But the dowll:-.ide ri :-.h 
to output. especial ly in the short run. ha ve increased 
since thc prev iolls Repor/ : stoc ks were built up further 
in Q2. inc reasing the risk of a temporary destockin!! 
cyc le; the hOlLsing market co ntinu ed to be weak: and 
net exports fell. 
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The labour market 

4.1 Earnings 

Underl yin g annual nomin al earnin gs growth has been 
remarkably stable at around Jl/~% to 4% for most o f the 
past 18 months. Bu t it fell unex pectedl y from 3'h% in 
May to 3'/,% in July lInd rem;li ncd at 3'/ .. % in August. 
Underly ing ca rnil1 g~ in (he serv ice sector were 
particu larly subd ued. ris ing by onl y 2'h% in the year \0 

Au gust: underlying manufacturing earnings increased 
by 4'/:o/c. Actml l an nua l earnings growth. on a 
three-month moving average basis. declined steadily 
from 3.9% last December 10 3.0% in Jul y. but then 
increased to 3. 1 Ok in August (sec Chart 4. 1). 

The rece nt decli ne in nom inal earnings growth has n OI 

been d riven by lower pay sClIleme nlS (see Table 4.A), 
Industrial Re lations Serv ices ( IRS). for example. 
reponed that the median wage settlement across all 
industries was 3.0% in the twelve months to the end of 
September. unchanged fro m the twelve months to the 
end of Ju ne. And in the three months to September. 
selllemcn ts were s li ghtly hi gher than in the three months 
to June . So earnings growth has fallen as a result of 
lower growth in the compone nts of earnings other than 
basic puy. According to the New Earn in gs Survey, basic 
pay consti tutes o nl y 75% of gross pay: overtime pay 
accounts for 6% and bon uses 4 %. with the rest 
accoun ted for by shift payments and grad ing increments. 
T he gap betwee n annua l average earnings growth and 
sen lc ments-called 'wage drift' - is normally positive. 
and avemged 1.7 percentage poin ts between May 1984 
and August 1995. But it has virtually disappeared since 
the begi nning of the year. In part icular. the CBI Pay 
Databank-which spli ts sell lements by sector-suggests 
Ihal wage dri ft in the manufacturing sector has fa llen 
over the past 18 months but remained positi ve, whi le 
wage drift in the service sec tor has fa llen even more 
sharply and was negative in the second quarter. 

The faclthat Ihe dec line in average earnings growth in 
the serv ice sector can be accounted for entire ly by 
negati ve wage drift may mean the decline is temporary. 
Wage drift can be negative for three reasons. First, a 
shift towards part -li mc or lower-paid work would reduce 
avernge earnings per worker. Second. bonus payments 
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may increase more slowly than seltlemen t ~. Chart 4.2 
plots seasonall y unadj u ~ ted eafl1 in£~ in rinanc ial 
in termediation industries-such a:-. banki ng and 
insu rance. It !'.ugge:<.t:<. thal large bon use~ wcre paid out 
in bOlh February and March 1994. but in 1995 payJllen l~ 

were made only in March. In total. bon u:-. payments in 
financia l i11lermediation i ndu:-.trie~ were a round 209'r 10 

30% lower in 1995 than in J99-l . Third. there may be a 
decline in the proporlion of overti me payment~. 
Whichever was the reason for the recent ep isode or 
negative wage drirt. ra~ te r inc rease~ in bonuses. o r a 
pe riod of stab ilit y ill part-time work o r overtimc. cou ld 
in crease wage d rift signific'H1 tl y. 

In the past. wage drift has not remained negati ve for 
long. Chart 4.3 shows when wage drift In the whole 
econom y pre viously became negati ve in 1993 Q4. it 
quickl y rebounded by over one and a half percentage 
points. At tlwt time. selll elllen t:-. were on a downward 
trend. so there was littl e e frect on average earnings. 
Other periods or negati ve wage d rift ha ve ended with an 
even sharper recovery. Ir a sh;u"p rebound were to occur 
aga inst a bac kdrop or fl at :-.e lll elllen t~. average earn ings 
growth would also rise. 

4.2 Demand for labour 

Employme nt has increased ~t ron g l y this year. according 
10 data released si nce the Augll ~t Rl'I'orl. The Labour 
Force Survey recorded a 107,000 in crease in 
employment between the spring and th e slimme r. 
compared wll h an inc rease of 25.000 over the previolls 
quarter. The CSO's empl oyer-based survey showed a 
smaller 14.000 inc rease in the number of jobs between 
March and June.<I) In the past. the two se ri es have 
di verged signifi ca ntly. but substant ial revis ions to the 
estimate or the workrorce in employment ~i nce 
December 1992 have reduced some of the discrepancie<, 
(see Table ... LB). The CSO eSlimate~ that the workforce 
in employment has risen by 37-1-.000 si nce the trough in 
em ployment, compared wit h the LFS estimate or 
564.000. 

Job surveys indicate that the employ ment situation has 

been steadil y improving. The October CB I Industrial 
Trends Survey found that. ror the first lime since July 
1989, manuractu ring firms had taken on st alT over the 
previoLls four mont hs. A balance o r Y7r reponed Ihat 
they had hired worke rs. compared with a balance or-1- <7c 
in Ju ly ex pecting to shed staff. The Chartered Institu!e 

(I) Da!a arc for (ire,,, Bm"", 
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of Purchasing and Supply-which also covers 
manufacturing finns-suggested that there was no 
increase in labour demand in October. According to its 
latest monthl y survey. employment had increased for 20 
consecutive months, but there were some net job losses 
in October. But the latest Manpower Survey- which 
covers all ma in sectors of the economy-was positi ve. 
\( showcd thM more employers wcre expecting to take 
on staff than to sec staff levels fall over the following 
four months: retailing was the most optimistic sector. 
and banking and insurance the most depressed. 

A more accurate measure of labour demand is the total 
number of hours worked in Ihe economy. According to 
the LFS. seasonally adjusted tOlal hours worked per 
week were 1.7% higher in the summer of 1995 than in 
the same period a year earlier: manufacturing hours 
were up 2.0% over the year. while service sector hours 
rose 1.5%. This secloral breakdown contrasts with the 
employment data. which showed that the number of 
service sector jobs rose by 329.000 (1.9%). compared 
with just a 54.000 ( 1.1 %) increase in the number of jobs 
in manuracturing industry. But there were signs tha! 
labour demand weakened in the summer. when both rull 
and part-time employment were ris ing strongly. 
Whereas total hours worked increased in each quarter 
between spri ng 1994 ilnd spring 1995. the number of 
hours worked per week fell by two mi llion between last 
spring and sum Iller. 

There are two ways in which the rail in total hours 
worked over the summer could have accompani ed a rise 
in both full and part-time employment. First. overtime 
working could have been cut back severel y. Second. the 
average work ing week could have been shortened. by 
more people working fewer hours- resulting, fo r 
example. rrom a temporary surge in summer jobs. 
Indeed . seasona ll y adjusted average week ly hours fell 
from 33.5 hours a week to 33.3 between the spring and 
summer of 1995 (see Table 4.C). 

There is some ev idence that employment has become 
more sensiti ve 10 changes in demand during the most 
recent economic cycle. In part icular, Ihe size of the 
response of employment to out put appears to have risen 
(Chart 4.4). This may be a result of the labour market 
re forms in the I 980s, whic h made it easier and cheaper 
for firrns to hire and fire workers. Chart 4.5 shows that. 
alt hough employme nt rose Sli ghtl y earlier in the current 
cyc le. it in creased much less quickly over the past year 
than at a sim ilar stage in the prev ious upturn. 
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4.3 Unemployment 

According to the latest LFS. une mpl oyment was down 
by 18.000 between J une :lIld Aug u)o, t. after rising by 
28.000 in thc prcvious three months, Claimant 
unemploy ment started to fall faste r. aft er )o, lowing for the 
first six mon th s of 1995 and stabilising in Jul y. The 
claimant coun t fe ll oy 2 1, 100 in August and a further 
27.200 in Septcmbcr (see Table 4. 0 fo r the quarterl y 
ehanges),1I ) The average three- monthl y fall in the 
claimant eount is stilll owcr than atthc e nd of 199-1.: it 
was 16,200 in thc three months to Sc ptember, com pared 
with 47,900 inthc three months to December. 

Unemployment started to fall mu ch earli er in the current 
recovery than in pre vi ous cyc les. It has also fallcn 
much furthe r. Si ncc the most recent trough in GDP. 
cla imant uncmployment has dccli ned by a total of 
390,000. This compares wit h a ri.w' 01'952.000 in the 
first thrce and a ha lf years o r thc rccovcry in the earl y 
1980s. 

4.4 Supply of labour 

The suppl y or labour increased betwee n J une and 
August. Indeed. the popula ti on of working age rose by 
arOllnd 25.000 in the quart er to spring 1995 and by a 
rurther 25.000 in the fo ll owing quarter. Since thc star! of 
the recovery. it h;ls grown by ovcr 225.000, however. 
compared with a rise of approxi mately 700.000(2) during 
the first three ;md a quarter yea rs of thc carly 1980s 
recovery (see Chart 4.6). Thc change in the population 
of working age a lonc amount s to ,u'ound a third of the 
differenee in the level of unemploymcnt betwecn the two 
recoveries. a lt hough there is no re:lson to suppose that 
demographic factors should affect signifi cantl y the 
long-run equil ibrium rate of unemploymcll t. 

Labour suppl y in the curren t recovery has also becn 
reduced by a ri se in the number of people not actively 
seeking work- partly as a result of young people 
entering higher ed ucati on. Dcspitc falling bctween last 
wimer and this summer. the number or peoplc of 
working agc not acti vely seeking work rose by 326.000 
in the fi rst thrcc ycars of the recovcry (~ec Chart -1.. 7). In 
the early 1980s rccovery. the LFS suggcsts that the 
number or peoplc of working age not actively seeking 
work rose even more strongly, 

(I) Tht' i"l rodu~ I1"" "r ""'"p,,.-U) h,:"dll " c'"m:OI,',II" h:o,,' "" ',-.." .,,,d 
d,umanl uIIClIl l'lo)""' " 1 h) J"" o'er 2.00IJ ". ;''' O:U ' I. ,,,,d lo, .. h,nh", 
3,500 III St'I",'mher; 11 Imd " ''''g,I'!l,hk ""1'''''1 .11 Ihe I"e"";,, mO"lh, 

(2) E,limall'd !'''''III a"m".1 d:Ol:o 
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The number of people who would pOlellT;ally seek work 
as labour markct condi tions improve is important fo r 
fu ture wage pressure. The Employment Departmen t 
expects the population of working age to increase by 
250.000 duri ng 1996 and 1997. Alt hough this is more 
than in 1994 and 1995. it is sti ll much less than the 
370.000 increase in the pool of labour between 1984 and 
1986. However. the fact lh,1I inactivit y has yet 10 fall 
signifi can tl y cou ld mean thal the labour fo rce cou ld 
expand quite rapidly with little prcssure on wagcs-if. 
for example . people were easily tempted out of fu rther 
education and into jobs. 

4.5 Measures of labour market tightness 

The effecti ve excess supply of labour depends on the 
composition of unemployment as well :.ls on it s overall 
leve l. The longer ]>eople arc out of work. the le ss 
downward pressure they are likely to exert on wages. 
e ither because they search less intensively fo r jobs or 
because employers hccome progressive ly less wi ll ing to 
hire people wi thou t recent work experience. As a result. 
the number of short-term unemployed may be a more 
imponant determinant of wage pressure than the overa ll 
num hcr of people out of work. The recent declines in 
unemployment have been broadly based. The number of 
people out of work for less than 52 weeks fell from 
1.95 million al its peak to 1.49 million in September­
the same proportionate amount as the fa ll in total 
uncmployment. 

Vacancies are an other use ful measure of labour market 
tightness. As slack in the labour market lessens. there 
should be more vacancies per unemployed worker. 
Vacancies reponed to Jobcentres rose by 10.300 in 
September. after increasing by 2.600 in August. They 
were flat in each of tile prev ious two months. Although 
vacancies are not ri sing as fast as they did in 1994. 
Chart 4.8 shows a sharp fall in the ratio of short-term 
unemployed to advert ised job vacancies to just under 6% 
in July-around it s level at the beginning of 1987. 

So fa r. there has been liu lc cv idence of ski ll shortages. 
The October CB I Quarterly Trcnds Survey reported that 
a balance of 10% of firms thought a shortage of ski lled 
labour was likcly to constrain ou tput over the following 
four months-a fi gure which has been practically 
uncbanged in each of thc past five quarterly survcys. 
This is not surprisi ng . During the I 980s recovery. skill 
short ages started to pick up rapidly on ly in 1987-six 
yea rs inlo the upturn. It is poss ible therefore that sk ill 
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shortages wi ll soon become a much greate r constrai nt on 
output. 

4.6 Explaining the beha viour of wages 

There are two main puzzles in rece rl! wage behaviour. 
The fi rst is [hat rea l wage~ have been much more 
subdued over the current cycle than expected. give n that 
unemployme nt is falling and in Septembe r was around 
its level in the middle of 1988. Nom in a l wages 
increased by 3. 1 % in [he year [ 0 Aug ust. less than th e 
3.6% increase in retail pri ces over the same period. In 
other words. rea l wages fe ll over the year to August. 
The puzzle is intensifi ed whcn taxes are taken into 
account. Increases in tax es over the past two years 
wou ld . ot her things being cqu:11. have tended to push up 
earnings for any given unemployment ratc . The Tax and 
Price Index (TPI) measures the increasc in gross inco me 
requ ired fo r ta xpayers to mainta in their spendi ng power. 
taking account of direct taxes as well as prices. 
Chart 4.9 shows that the TPI has been increasing fa~ter 
thtlll the GDP deflator since the beg inni ng of 199-1. Th is 
increase in the 'wedgc' betwecn the consumption wage 
and the prod uct wage would have exerted upward 
pressure on wages if employees allemptcd to recoup 
some of the ir lost pu rc hasi ng power in higher real 
wages. Chart 4.9 a lso decornpose~ the wedge into terms 
of trade effect s and changes in the tax and price index 
relative to RP I¥. Bot h have tended to redu ce the 
consumpti on wage relative to the product wage since th e 
beginning of 1994. Chart 4. 10 co rnpares the 
consu mption wage in the curre nt upturn with its path in 
the previous recovery. 

The second puzz le is th e continued d l\'ergence between 
the growth of nOlllina l l11an ufactllring and service sector 
earnings. Underl ying se rvice sector annua l earn ings 
have increased particularl y slowly during the recovery. 
as a resu lt of falling wage d rift in the service sec tor. 
whi le underl ying manufactu ring alln ual earni ng:- ha\'e 
risen more strong ly. Yel service sector employment 
increased from 17.2 mi llion to 18.0 million between 
spri ng 1992 and summer I 995- a peri od during which 
the number of jobs in manufact uring industry fell from 
5.0 milli on to 4.9 milli on. 

There are three poss ible ex pl :lIlat ions for the rea l wages 
puzzle. First. f!xpecfed rea l wages Illay have started to 
increase, offset by a sharper fall in infl ati on 
expectations. Thi s does not seem to ha ve been the casc. 
Because inflation ex pee t,IIions are volatile. Chart -1.11 

J) 
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takes a six-month moving average of the in fl ation rate 
ex pected in tweh'e months' time by employees surveyed 
by Gallup. On this basis, expectations fe ll between 
January and September. but not su fficiently to accoun t 
for the behav iour of nom inal wages. The Ga llup Survey 
also suggested that workers ex pec ted a CII! in real wages 
over the comin g year. Prices we re expec ted to rise by 
-l.5%. whi le wages were expec ted [0 increase on ly 3. 1 %. 

Second. there could be a time lag between a fal l in 
unemployme nt and an increase in real wages . so real 
wages ma y be about to increase sharply- wi th a 
consequent acceleration of nominal earni ngs . [n the 
past. there have been epi sodes in whi ch nominal wage 
growth inc reased suddenl y with litt le change in 
unemployment. Between 1984 Q2 and 1985 Q 2. for 
example. wage inflation increased by about four 
percentage points at a time when unemployment was 
actually illClWISil1g (Chart 4. 12). The course of 
settl emen ts over 1996 will becollle clearer in January. a 
month in which a significant proport ion of all an nual 
settlements is implemented. Higher settlements. 
accompan ied by a rebound in wage drift. wou ld be 
consistent wi th this expl;mation. 

T hi rd . average hourly wages-more relevant when 
measuring inflationary pressure than total earnings­
may be increasi ng more quick ly tha n suggested by the 
average annual earnings fi gures. A shift towards 
part-time work would both reduce weekly earnings per 
worker and- if part -t imers earn less per hou r than 
full- ti me workers because. for exa mple. they have less 
bargaining power- would depress the average hourl y 
wage. The first o f these effects can be in vestigated 
usin g LFS hourly earnings data for full- time workers. 
These show that nominal hourl y earn ings increased by 
3.5% in the year to the spring. much the same as the 
headli ne earnings data suggested. So the hourly real 
wage of full-time workers had not at that time started to 

increase. 

More remarkable is the cOlurasting behaviour of hourly 
earn ings of fu ll· time workers in manufaclU ring and 
services. Nom inal hourly earnings for fu ll-time service 
sec tor workers rose by 4.6% in the year to the spring. In 
rnanufaclllring. however. nom inal hou rl y earni ngs fe ll by 
1.0% in the year to the spri ng. This is consistent, 
however. wi th d<lta fo r total hou rs worked in the year to 
the spri ng-they increased by 2.4% in services. 
compared wi th 2.0% in manufact uring- and provides a 
parti al resolu ti on of the second puzzle. 
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None of the abo ve possibil it ic!. i ~ able to explain the 
subdued beha viour of real wages so far in the recovery. 
In particular. the decli ne in nominal hourl y wages in 
manufacturi ng over the past year ~uggest~ sharp cuts in 
real wages. Service scc tor hou rly nomina l pay rose for 
fu ll -time workers-but since servicc!. is the sector whi ch 
saw thc greatest shirt towards pan-ti mc work. earnings 
in that sector arc most likc ly to be exaggerated by the 
full-time hourly pay data. Either real wages arc about to 
pick up. or unemploymen t remains sig nificantl y above 
its natura l ra te and traditiona l indicators of labour marke t 
tigh tness are underes timati ng the degrec of slack in the 
economy. 

4,7 Productivity and unit wage costs 

Thc growth of productivity pcr head has becn slowing 
since 1994 Q2-it increased by 1,8 0/(" in the year to 
1995 Q2 , Estimate!> or productivi ty growth in the 
manufactu ring sector show an even more marked 
decline: productivity increased by 1.7Cfc in the year to 
1995 Q2. down from 5.5 Cff in 199-1. Q-I. . The fa ll in 
productivity growt h is largely a cyclica l phenomcnon. 
Mirroring thi s fall. uni t wage cost:- have picked up 
sharply. inthc year to 1995 Q2. whole-economy unit 
wage costs increased by 0.7%. And manufac turing unit 
wage costs were up 3.0% in thc year to 1995 Q2- after 
fal li ng through most of 199-1. (Table -I. .E) . 

4.8 Summary . 
Employ mellt inc reased between the spring and the 
summcr-and LFS unemployment resumed it s 
downward trcnd- I:u·gely as ,1 result of more pcople 
working in part-time jobs, But there was no sign of an 
increase in thc dem:md for labour over the summer when 
measured by total hou rs worked. There has been lillle 
sign of any increase in rea l weekly or rea l hourly 
earnings sincc the start of the upturn. so unemployment 
probably remains above its nat ural ralc. 
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Pricing behaviour 

Since the August Reporl. producer in put prices have 
continued to risc . though at a slower rate than earl ier in 
the year. The twelve-month change in manufacturing 
unit wage costs rose in the summer. And producer 
o utput pri ces con tinued to ri se much faster than retai l 
prices. suggestin g tha t retai lers' profit margins have 
been squeezed. The exc hange rale has ri sen a litt le s ince 
the prev iolls ReporT. and il s effec ti ve index is abollttbe 
samc as it was in May. whcn second-round effects from 
tbe deprec iation in ea rl y 1995 were identified as a risk to 
achievi ng the inflati on target. The cost and pric in g 
dc\'c\opmen ts asscssed in this section should affect 
inflati on only in the short run , unless they reflect 
monetary developments or affect expectations and 
become embedded in fu ture wage and price selli ng. 

5.1 The exchange rate and import prices 

Ste rl ing'S e ffec ti ve exchange rate index rose from 83.4 
to 8-tJ betwee n the August and November Reporl.~. bu t 
ended the period at abou t thc same level as in May (sce 
Chart 5. 1). The direct (or first-round) effect of the 
deprec iatio n in s terl ing over the past year has already 
affectcd import <uld in put prices. Chart 5. 1 shows that 
the recent deprec iat ion coinc ided wi th a sharp rise in 
import pri ces and tlUl t. in contrast to 1992 (when 
sterlin g 's me mbership of the ERM was s llspended). 
im port prices rose by mo re than the fall in the exc hange 
rate. Th is was probably because the ri se in import prices 
reflected not onl y the fa ll in sterli ng in the first quarter 
of thi s year but also the strength of impol1ed commodit y 
prices last year. 

In the short run. the extent to which impo rt price ri ses 
arc passed through to final prices depends. among ot her 
things. o n the ex tent to which prices are fi xed in 
long- term contracts and whether the rises are expected to 
persisl. Over the long term, the response of fi nal prices 
wi ll depend o n the reasons fo r the rise in import prices 
and the stance o f monetary policy. In the short run. 
however, price increases due solely to higher import and 
in put prices mi ght be misinterpreted as signs of higher 
domesti ca ll y ge nerated inflatio n. Bul. as yet, the 
pote ntia l second-round effects from the fall in the 
exchange rate, such as a rise in earnings growth , have 
not occ urred . 
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5.2 Raw material and commodity prices 

Commodity pri ces. as measured by the Bank's index . 
fel l in the third q uarte r and we re no hig her than in the 
middl e o f last yea r. as ill us trated in Chart 5.2 . whic h al<;o 
shows that a crude proxy for im ported commodit y price~ 
has ri se n over the past year. The di ve rge nce bet ween 
these two in di ces re flee t.~ diffe rent co ve rage ,md 
we igh ting: the Bank 's index is de mand -we ighted and 
co ve rs do mestic commoditi es tOO,II) Growth in world 

demand has slowed by more tha n e xpected this year and 
thi s has reduced th e demand pressure on ind us tri al ra w 
milterial prices. In Oc tober. the IM F's World Ecollolllic 
Oil/look projected a rise o f 2.5 9'r in G Dr in the ind ustrial 
countri es in 1995: s ix mont hs earli e r. it had projec ted 
3%. Last year. in response to .<; tronger-than -expec ted 
demand pressures, meta l and non-food agric ulwrill 
pr ices in the Bank's commodit y index rose by 2 1 % and 
17% respectively. In the first ni ne mo nth<; of thi s year. 
they fel l. while food prices-which accoun t fo r about a 
tlm d of the Bank index-were roughl y unchanged. 

5.3 Input and output prices 

Prod ucer in put prices. like commodity pr jce~ . 
dece lerated in the three months to Septembcr: 
Chart 5.3 shows ho w th e twel ve- mo nth rate fe ll from its 
ratc in Jan uary. But. in te n OU[ of the twel ve month ... to 
Aug ust. the initi a ll y re ported r ise in in pu t prices was 
lat cr rev ised up. Hi ghe r import prices acco untcd for 
abo ut three q uarters of the risc in produ cer inpu[ prices 
in the year [ 0 Septe mber. re fl ect ing the s trengt h o r some 
commodi ty an d imported scmi -ma nu factured goods' 
pri ces. such as chemicals. metal s and ot her imported 
inputs. 

What arc the prosl>ccts for in put prices? The eff~c t i \'e 
exc hange rate has increased a lill lc s ince the prcvio lls 
Reporr. so import price press ures may easc. COllllllodity 
prices fe ll in Q3. suggesting that the annual rate o f input 
price rises will probably fOI l I furt her. Th is is supported 
by the erps Survey (which measures price pressures 
wit hin the man ufacturing sector and is therefore 
probably more close ly re lated to input prices than output 
prices), Chart 5.4 confi rms thi s wea ke ning o f input 
price press ures and shows Ihat in October the errs index 
fe ll furth er. 

( I) An :",[d e ou 1'''1:'.' ~HO .... H~ 01 Ih,' AUI:'''' <l"lIm" '/\ HllltN'" <.l~'cnh<'J 11l,­
COl",WcUo n 01 Ihe lJ "u~ .. , !!I<.l~, 
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Over the long term, producer in put prices are not well 
correlated with outpu t prices , Materials and fuels 
(including semi· manufactured imports) account for only 
abou t a quarter of prod ucers' variable costs, according 10 

input -output data. whereas labour costs amou nt to 
around a half So it is probably more important to look 
at output prices and un it wage costs as ind icators of 
potent ial shorH'un inflationary pressure-and there is 
little evidence that pressures from these sources have 
eased since the previous Reporf. 

The twelve·month rate of producer output price inrtation 
rose from around 1% in mid· 1994 to 4.5% in September 
1995, During the summer, the monthly rate-exclud ing 
food, drink , tobacco and petroleum prod ucts---continued 
at around 0.4%, Chart 5.5 shows that gross output prices 
rose re lati ve to net outpu t prices in the second half of last 
year, as price pressures built up within the 
manufac turing sector.( 1) In the ri rst nine mon ths of this 
year, gross prices Slopped rising rc!ati ve 10 net. but there 
may still be some price rises to work through. 

Survey data indicate that producer output price 
pressures are no longer increasi ng: Chart 5.6 shows that. 
in the October C BI Survey, alt hough a positive balance 
of rinns were still expect ing 10 ra ise pri ces over the 
coming four mont hs. the balance had fa llen from a peak 
ea rli er th is year. The Bank 's Agents reported that. over 
the past three months. some manufacturers were still 
ha ving success in raising prices, but that retai lers were 
still ha ving diffi culty in passing 011 Ilon·food price 
increases tQ price·sensitive consumers. By contrast, 
food ret,li lers were having more success in passing on 
price rises, consistent with the evidence reported in 
Section I. 

Table 5.A shows recent changes in costs and prices in 
the manufacturing sector. Alt hough the twel ve· month 
rate of input price inflation fell and output price inflation 
levc! led ofr. productivity growth slowed and the 
twc!ve· month growth in unit wage costs rose. 
Manufact uring producti vity growth fell from an annual 
rate of more than 60k in the second half of last year to 
less than 29(- in Q2. Between 1992 and 1994, uni t wage 
cost pressures were very subdued: thi s hel ped to offset 
some of the squeeze on profitabili ty from higher raw 
material pri ces last year. In contrast to 1993 and 1994, 
all of the main element s of manufacturers' costs were 
increas in g in the yea r to 1995 Q2. 

( I ) Gm" ""'I'''! I'rlC~' i"cI"d ~ (h~ pn~c' paid lor go"," ex,' han ged willl", 
(he "",,,,,bc( unll g ,c,'u": "~1 <H"pull"iec, d" nOl, 



Tahle 5.n 
Rate!> or rt'lurn uf indll!> lri:.1 1Uld comme rcia l 
l'om pan ic!>'" 

TOI al N,..,hw., -.:,'" \,~!h 'k~ ,"~llkh 
"~""",, ... , "·"1"""" "t""kfikt"n"~ 

"" IU.4 '" WO 7.1t 
I~~~ ,., Ih2 '1.1> " ,.~ ... 11>4 " " 'W, , .. 12 (\ " " 19')2 U 131 " 4.~· ,W, .. , , .. " ", ,W, IU.O ,Oh 'I ~ 6.9 

s<, "'" ,,' 1<1"," "" ",,,,., <o,~~"),,J . oJo..",,,," " ,I", rn,,, " .. 1"'~ "'....-,,' fr."" I K 
..,...". ~." ~I" , """ "«",,, """ '"~~ "'~I.W"." ..... , .,.. .. , ,,,"'U".,.,,, ... ,""e"' «pI .... " " ~"' ,'m, .. I .. " , ,,, "" ~"'" "<"¥< "," .. , " .... ~ ",,~I")'J le., 
""'",",' "r".1 """"u.,.,,,, .. , '''''' '" " I" """~'"' "<'" 

5.4 Profita bility 

As Table 5. B shows, the profitability of non North Sea 
ICCs rose last year-to its hig hest rate since 1989. In 
the first ha lf of 1995. ICCs' profits were roughly 
unchanged, so profitability probably ~Iopped rising. lo 

Equi[y pri ces react [0 changes in ex pected future 
di vide nds and Ihe inlerest rate at whi ch [hey are 
di scounted. Changes in the di sco llnt rate are like ly [0 

affecl all equ ity prices similarl y, so cha n ge~ in secto ral 
share indices rc lati ve to th e tota l Illarkel index reflect 
news aboLlI fUlUre pro fil s of the sec tor. Lasl year. the 
engineering sector of Ih e FT-S E A II -Share index rose 
rclali ve 10 Ihe tota l- li nked prob"bly 10 the strength of 
engineering ex port s and expected future di vidend 
payments, By conlrasl, Ihc index for Ihe consumer 
goods sector wa~ roughly unchanged relati ve 10 Ihe 
market. In the fi rst ninc month~ of this year. bOl h 
sectors increased relati vc to the market. Profitability has 
also di verged wit hin the retailing seClor. with larger 
fi rms genera ll y doing belief than small retai lers. Small 
ret"ilers' sales values fell in [he year to July, cOlHrasling 
with a fise of 7% for large retailers. 

Those sectors where profit s are being squeezed most are 
likel y to experience upw:lI"Cl press ure on prices, as the 
we'lkest firms leave Ihe .~CClor. reducing the ex tent of 
compctition. In somc cases. rema ining finns Illay be 
able 10 push down unit eost~ as well. depcnding onlhe 
degree of co mpelilion among Iheir sllppl iers. Firms wi ll 
be tempted to cnler Ihe most profitable sec lors, pUlling 
downward press ure on Iheir prices bUI also. in sOllle 
cases . bidding lip unit costs. 

5,5 Administered pr ices 

The previous Repon ou tl ined some of the an nounced 
changes in ut ilit y prices which wi ll affect RPIX inflation 
over the nex t two years. Since the August Reporl. 
electricity companies havc announced Ihat Ihey will 
offe r customers a £50 payment e<lc h when the Nationa l 
Grid is sold, The payme nts will be made du ring the fir~1 
half of 1996. If they are trcated as a price cu t by the 
CSQ, Ihe arit hmetic e ffect on quarterly projections of 
annual RPIX inflation-assumin g no second-round 
effects- will be to cui it by around three quart ers of a 
percentage point on average in the first half of 1996. _)nd 

(I) TI", pm!i,-, d,m, <1""ICo! ,'\<"I""e {hl' "hgullt"", .,01)""""·,,,. "",d,;, "dd,'d 
'" "'''' N""h Se" ICC,' 11",1,,, I" ,w{'"ei", Ill<" i,,,"ome ~n,1 outpul 
m,:;""",,, on (I", ".11",,",,1 ,,,'C<1 UIII , 
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to increase it by Ihe same amount in the first half of 
1997. as its clTeel drops oul of the twelve-month 
comparison. No allowance has been made for this in Ihe 
projections shown in Section 6. 

5.6 Summary 

Since the previolls Report. the rate of increase of in put 
prices has fallcn. thou gh over the past year initial ri ses in 
input prices have tended to be revised up. Output pri ce 
rises ha ve rema in ed roughly constant. but unit wage 
costs have accelerated. Beca use wage costs have sllch a 
large weight ill total vari'lb lc costs. overall COsl pressures 
have probably increased since the August Reparl. So 
domestic profit margins have probably been squeezed. 



Prospects for inflation 6 

6.1 The economic news 

The following salic rll facts e merge from Ihe pre vious 
sections: 

• Inflati on has edged up from June. whether 
measu red 0 11 a three o r a [wc/vc-mo nth basis. RPIX 
inflation rose above 3o/r in September. This was 
faster than projected in lhe Aug ust Report . 
primaril y because of hi gher seasonal food pri ces 
(Secti on I). 

• Narrow and broad money growth stopped ri sing in 
September. bu t the mo nitoring range fo r MO 
(00/1"-4%) was exceeded and the range for M-J. 
(3%-9%) nearl y so. The rapid expansion of credit. 
especially to Ihe corporate sector. con ti nued 
(Section 2). 

• Sterling's e ffec ti ve exchange rate rose by I. l o/r in 
the three months tQ 3 November. Market interest 
rales tended to faiL as did expectations o f rates In 

the near future (Secti on 2). 

• Nominal GDr is ri s ing more slowly th an the rate 
impli ed by tre nd rcal growth and inflation at the 
larget level (Section 3). 

• Real GDr grew at around it s long -run average rate 
in the second and {hiI'd qU:lrt ers. :Iltho ugh 
manufacturing and the retail sector were weak. and 
the markets for hous ing and constructi on showed 
few signs of recovery. New infonllatio n about the 
compos ition of demand in the second quarter 
revealed that domestic demand rose sharpl y after a 
large fa ll in the firs t. Stoc kbuilding was eq ui valent 
10 about threc quarters o f a percen tage point of 
GDr. even mo re than in the first q ual1cr (Section 3). 

• Export growth slac kened in the first half o f thi s 
year. largely becallse of lower domest ic demand 
grow th in the United States. The visible trade 
defici t with non-EU countries incre:tsed in the third 
quarter. Domestic de mand overseas has been a 
little weaker than expected thi s year (Section 3). 



• Underly ing average earnings growth fe ll sligh tl y 
betwcen May and August. although there were 
some signs of higher settlements in September. 
Wage drift in the se rvices sector in particu lar has 
ocen exceptionall y low or even negative 
(Scction -l ). 

• Employme nt increased in the summer. but the signs 
are that total labour demand did not. 
Unemployment has continued to fall (Section 4). 

• Commodity prices fell in the third quarter. and 
produccr inpu t prices slowcd dow n more than did 
domcstic out put prices. But man ufac turing 
producti vity also decelerated. so the profit ability of 
domestic mark ets probabl y did not increase 
(Section 5). 

6.2 The Bank's medium-term projection 

There has not been ,lilY major inflation surprise since the 
August Report. Between June and September. RPI X 
increased by just over 0. 1 percen tage points more than 
projected in August. If food prices arc excluded. 
infl ation fe ll. 

Industrial production was unchanged between March 
and September. and manufacturing output fell by 0.3%. 
Total GDP in the third quarter is estimated to have been 
2.4% higher than it year earlier. bu t services ex panded by 
3.2% while the rest of the economy (accoun ting fo r just 
over onc third of output) grew by only 1.0%. 

At first sight. this pattern of growth is inconsistent with 
the pi cture painted in past Report.\·, in which the sectors 
producing inte rnati onally tradable goods and services 
were ex panding st rongly and the non-t radables sectors 
were much weaker. Bu t the di stinction between 
tradables and non-tradables is not the same as the 
distinction between goods and serv ices. The incenti ve 
for firms to produce bot h goods and serv ices for export 
is st ill greater than it was last year. Manufacturers' 
export priccs have risen faster than domestic prices. Net 
ex ports have probably not full y responded to the 
depreciation of sterling earlier in the year. Un less the 
growth of domestic demand in the rest of the world 
relative to the United Kingdom's fa lls, the tradables 
sec tors-but not necessarily goods production- arc 
like ly 10 remai n the more rap id ly growing part s of the 
economy in the short fUll . 



Thi s short-run picture i~ complicated by the behav iour of 
s tocks. An increase in SIOC k-OUl PUI nll ios and Ihe rece nl 
weak ness of manufact uri ng ou tput .<. ugge~t that some of 
the exte ns ive s toc kbuildin g in the first half o f tb is yea r 
was involun ta ry. Do mes tic dcmand-cxcluding 
stocks-may 11<I vc incrca~ed ~u ffic ie ntly rapidl y in the 
third q uarter to cou ntcrac t the effect~ of any au empted 
destocking. But until the composi tion of de mand in the 
th ird quarter is known. a cont inuing overhang of 
unwanted s toc ks-and a future dow nw;ml in ventory 
correc tion-canno t be rul ed out. If such a correcti o n di d 
occur. it wo uld have on ly it small downward impact o n 
inflation in the mediulllterm. unl e .... ~ it tri ggered a 
slowdown in the unde rl yin g growth o f domest ic 
demand. 

In the lon g run. infl ation i .... de termined by mo netary 
growth. but in the short run the s tate of the bLl~i ness 
cycle is also import ant. When ou tpu t i ~ be low its 
lo ng-run poten ti al path . and unemp loy ment is above it!. 
nat ural ra te. there i:. downward pressure o n in flat io n 
rela ti ve to its ex pected ra te. A ri:.e in inflation 
ex pecta tion~ pu t ~ upward pre!.~ ure 011 wage senl emenb 
and prices. If it were accommodated by monetary 
policy. act ual infl ation woul d also rise. So al ong a 
spect rum of shorter to lo nger-run inflllence~ on inflation. 
the key issues for the inflation o utlook arc: 

• How will the component s of de mand evol ve? 

• Will earnings accekrate signi fi cantl y? 

• Is the rapid g rowth o f mo ney and c redil a 
temporary phc no mcnon. reflec ting c hanges in the 
rela tionship between de:-;ired hOldi ngs of mon ey 
and no minal inco me. or is it a s ig nal that no mi nal 
demand wi ll acce lcr;lIe ? 

Firs t. it scems likel y that consumcrs havc now largely 
adj usted Ihei r desi rcd consumption to the fi scal 
consolidation of thc past threc years. So consumpt ion i:-. 
ex pectcd from now on to g row somewhat f<lste r. at 
around ils long-run Irend ralc. In vc~tment may be held 
back relative 10 past recoveries by low de mand for new 
commerc ial bui ldings and works. and busi ness 
confidence and in vestment intc nti on!. arc weaker tll;ln at 
the time o f the prc\' iolls Rl'lwrl. Publi c spending growt h 
is expec ted to fal l. On baillllce. growt h in total do mest ic 
dcmand is lik ely to increase a littl e over the next couple 
of yea rs. The depreciation o f s terl ing since 1992. and 
subsequent improvc ments in pricc competitiveness. arc 
still stilllulnting expol'! grow th . There arc. however. 
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clear risks on both sides o f this central view. especiall y 
in respect o f investment and net exports. 

The second issue for the inflatio n outlook is the 
behav io ur of earni ngs. Some ri se in earnings growth is 
expected, and is incorporated in the central projectio n. 
Will this exceed the rate compat ible with target inrlation 
and falling unemployment? There are three main 
reasons why th is might happen. First. pay settlement s 
might pick lip in response to adverse su pply shocks. such 
as the increase in seasonal food prices . The price ri ses 
that such suppl y shoc ks bring about might be 
misinterpreted as a sign that underlying inflation had 
increased. thus pushing lip wage bargainers' infl at ion 
expectations. Second, wage drift might reappear in the 
service secto r. The factors, such as an increase in 
part-lime work. which ha ve suppressed the usual drift 
cannot be relied upon to do so in future. Third, given the 
fall in unemployment. the growth of real earnings has 
been slower than ex pected. A return to the relationship 
seen in the past could be triggered by a few high-profile 
pay settlements. These risks ha"e 10 be balanced against 
the possibi lity that the lo ng- run natural rate of 
une mployment has fal len. increasing downward pressure 
on the growth o f real wages. 

The third issue-the rapid growth of money and credit­
turns on whet her there has been a change in the 
re lationship between money and nominal demand. The 
centr;!! view-based on the discussion in Section 2-is 
that broad money growth will soon begi n to fa ll back 
somewhat. If it does not , then nomi nal demand growth 
mi ght accelerate leading to higher inflation in the future . 

The Ban k's central projections for twelve- month RP IX 
and RP IY infl ati on twO years ahead are shown in 
Charts 6.1 and 6.2. It is assumed that official UK 
interest rates remain unchanged over the nexl two years 
and that the exc hange rate evolves according to 
uncovered interest parity from its level of 84.3 on 
3 November. No adj ustment has been made for next 
year's elect ric ity rebates. the treat ment of which in the 
RPI has yet 10 be determined. The centra l projection is 
the Bank's judg ment about the sing le mosll ikely 
o utcome for infl ation. or course. a wide range of other 
outcomes is poss ible. but the Bank's view is that the 
ri sks surrounding the cen tral projection are now more 
evenly balanced than earlier in the year. The central 
projections are si mi](lr to those made in August-albe it 
s li ghtl y lower- with RPIX inflation in two years' time a 
fraction above 2 '/:%, the fi gu re specified in the 
Governme nt 's t<lrget. 
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The shape o f the projectcd path for RP IX a nd RPIY 
inflation over the nex t two years is largely determined 
by the exchangc rate depreciatio n :.een ea rl ier thi s year. 
This led to an increase in import pri ces and hence in the 
prices o f domestic goods and services using import" in 
thei r producti on. Most o f the firs t-round impact of the 
deprec iati on on the re wi! price level has probabl y come 
throug h by now. but thi:. s till has the erfec t of pushing up 
the twel ve- l11onth inflation rate for ... ome month s to 
come-leading to a peak in annual RPIX inflation 
around the middle o f next yea r. 

The centr<ll projec tion for inflation over the ne xt two 
ye,lrs stans OUl a !iule hi gher th:m in August. largely 
because o f the s li gh tl y hi ghe r-than -expec ted OUllurn for 
inflation in the third quarte r. But the seasonal food 
price increases responsible for thi s should unwllld over 
the next year, so RPIX and RPIY infl:ui on are both st ill 
proj ected to peak in the middle o f 1996. Thereafter. the 
new cen tral proj ection has s lightl y lower in flation. 
because of a downw:lI·d revision to output prospects over 
the next year . 

6.3 Other inflation projections 

The dis tribution of forecasts o f RPIX inflation for 
1995 Q4 and 1996 Q4 collected by the Bank arc shown 
in Cham 6.3 and 6.-1.. The median forecast fo r 1995 Q-' 
has increased froI11 3. 1% t03.2%, butth ;)t for 1996 Q-' 
has fallen from 3.2% to 37(": tlm is s till above the 
Bank ·s centrul proj ecti on. Unlike the Bank. man y o f the 
other forecas ters assume changes in int erest rat es in the 
next two ye'lrs. the majorit y ex pecting some in crease. 
Re fl ecting the greater uncertainty. the spre,l(1 of roreca~t ... 
for 1996 Q4. as measured by the illlcrqu arti Jc range, ha ... 
widened a little. Neyert heless.:1 hi g he r proportion than 
in August forecast inflatio n to be at or below 2 'f:C7(" by 
1996 Q-'. and most o f these also incorpo rate some fal l in 
interest rates . 

T he red uction in medium -term inflation ex pectations can 
be seen in bond yields also. Chart 6 .5 show~ the average 
twe lve- l11omh RPI inflation ex pected o ve r the following 
three years, as deri ved from a compari son of 
conventional and index- linked gilts and expres~ed as a 
calendar-month average . The average fel l by aro und 
half a percentage po int around May thi s year and then 
dropped further in September and October. Implied 
expec tations over the longe r term have be ha ved rather 
differentl y. Chart 6.6 shows how the twe lve- month rate 
of RP] inflation expected in te n years· time has 
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increased since May. AI the fi ve-year horizon. the 
improvemen t ev ident up \0 around June has ceased. 

6.4 Conclusions 

RPIX inflation is now above 3% a year. but the risc in 
inflation can largely be accou nted for by a fise in 
seasonal food prices. Monetary growth-both narrow 
and brmKI- has fallen back slightly. although broad 
money growth remains hi gh. Nominal demand and 
output me growing relatively slowly. The growth of rcui 
demand and outpul has slowed from around 4% a year in 
1994 to half th;ll rate by the middle of Ihis year. Output 
is now ri si ng at. or jusl below. its trend rale . Few 
immediate sig ns of domestic inflationary pressure arc 
apparent. The sharp ri se in the price of imported goods 
in Ihe fi rst half of Ihi s year- which has 110W stopped­
has not yet fully pa~sed thro ugh to domestic prices. As 
yet. few second-rou nd inflationary effects arc visible. 

Despite the slowdown in growth as a whole. the dual 
nature o f the economic recovery cOlltin ues. with net 
export s and manufacturing investment stronger than 
other compone nts. The slowdowll in output growt h over 
the past year may persist through nex t year. or may 
prove only temporary. reflec ting an unwinding of 
involun tary stoc kbuilding earlier in the year. 

The ccntnll projection remains, as in the August 
Report, that there will be ~l tem porary rise of RPI X 
infl a ti on-as higher input I)I-ices feed through to 
domestic infl a ti on, and the very low price rises 01' a 
ye~'r ago drOI) out of the twelve-month mcasure­
followed by a rail towards, but remaining just above, 
21/:%. The uncertainti es in this outlook-just as 
importa nt to monetary policy as the central projection­
arc more evenl y di stributed around the central projection 
than earlier in the year. Consequently. alt hough not the 
most likely ou tcome. there is now a somewhat greater 
chance that inflation will be below 21/:% in two years' 
time. Earlier. the main risk to the inflation outlook was 
that second-round effects of higher import prices would 
push up inflation. So far there have been only limited 
signs of that. But the risk has not disappeared. The 
probabi lit y or weaker demand and ou tput in the short 
term has risen. Nevertheless_ an acceleration of demand 
is quite possible_ particularly in the light of the 
behaviour of broad money_ 

The uncerl<linties surround ing the cent),<ll projection 
IHlve th crcforc incl-c~lScd since the August Re/JOrl , and 



the range of poss ible outcomes is wider. Achievi ng 
the inrlation target in two years' time is by no means 
assured . It will depend on how the present 
uncert ainties are resoh'ed over the coming months. 



Glossary and other information 

C lossary of sclcl'ted terms 

R I~ I inn .. tiun: inllat;on me:lwrcd by the re t .. iI prices index. 
RI'IX inlla lion: inl1,1tion mC:Nlred by thc RPl excl uding mongage 
intere't p:lymcl1l,. 
RP'" inl1;.liulI: inllation me:l~ lI fed by the RP' exduding mOrlgagc 
inlal"t payment .. and the following indirct·t taxcs: counci l tax. 
VAT. dutlc" car Ilurdw,e I:lX and vehide exc il>e duty, insurance 
tax and a; l"po!"t lax. 
HA RI' ind ... ,,: ;1 price index which rcplacc~ Ihe morlgage interest 
paymellt .. in the RPlwith a Bank e~li1llat e of the user-cost of 
hou,ing. 
TIlAIII ' illdt' >: : the H,\J( I' index exduding indirect l:l.~e s. 

MO: now, and coin in circu lalion olll ~ide the B;mk of England and 
b,mker,· operational depo,ih at the Ban!... 
i\I4 : UK non-b,m!.. non building ~oc i elY private seclor" s holdings 
of note, and coin. cogether wi th a ll ~Ierli ng deposit~ (including 
ccrlifit· .. le, of depo,i t) he ld with UK b:mks and bui lding societie, 
by the non-t-oank non buildi ng ,ociety private ~ector. 

Dh·ish. 1ll001l'Y : a mea,"re of thc llloney ~tock in which c;tch 
('omponelll i, weighled according 10 an e~timate of the transaction 
,cn ice' il provide,. 

Ices: indu, tri,11 ,md t·oml1lercial companies. 
OFls: other fin:tncial in,lillllion,. 

"fhre ... -month annualis ... d : the percentage ch,mge in a ~cries 

between onc period :lIld Ih,ltthree month, earlier. expre~scd as an 
anlllwl rate. 

S~'mh()ls a nd convc nt ions 

Excep1 where ot h e!"lvi~c s\illed. lhe ~O\lrtc for the data 
u~cd in clwrh and t'lble., is Ihe Ccntntl Stali~tiea l Officc (CSO). 

The mea,ure, of inn atioll inc luded in this R ('f/IJ /"I have been 
adj u~led by the Bank for 0\ CSO error in underrecordi ng RP] and 
RPIX intlatioll between February and May 1995. 

not aV<lilablc . 
_ ni l or le~, than h;tlf the final digit ~hown. 
Becau,e of roundi ng. the 'Utn of thc ~ep;lfate items may 
sometime~ differ from the tOlal , hown. 

On the hor;/onlal axes of graph~. larger licks denole the first 
ob'>Crvalion within the relevant period. eg data for the fi rst 
qUlIner of the year. 

Othcr information 

Em .. il : dh9S@eity~c;lpe.co.\lk 

The Summary of th i ~ RI'p0/"/ i~ avai lable at: 
htlp:llwww.coi.g.ov.ukleoi/depts/G BElGB E.html 
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