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Summary 

Rea l GDP ha». grown at a rate o f around '/lfl in eac h quarter ., incc 
the beg innin g of 1995. a lilt! c below the long-run trend . S pare 
capm.:it)' .and ullcmpJo)'lllcnl in th e eco nom y have been 
exerting downmlrd I)rcssurc on inllatioll . The t"i.,c" in Ihe 
relative pri ces of impo rl cd comnloclil ics ancl..,emi-manLJfaclurc~ in 
1994. fol lowed by a deprec iat ion or lh c nominal and real exc hange 
rat e al th e beginning of 1995. led to a temporary ri<;c in the 
twe lve-month inll al ion rate. A:. Ihal effec t began to wear off. 
RPIX inflatio n fell sli ghtly. T he short-term pros pect is for a 
further fall in th e intl at ion nltc . 

Following depart ure fro m the ERM in September 1992. a 
reba lancing of monetary and fisca l po licy-an easier monetar) and 
a tigh ter fi sca l st'H1cc-lcd to a lower real exchange rate and a ..,hift 
of resources from grow th o f dOllle:-t ic con:-umption to Ilet export~. 
and an export-led recove ry up [0 1995. Over the pa.<.t year. that 
pattern of recovery ha:.- been rever:-ed. Excludin g s tockbuilding, 
domestic demand , CSI)ccially l'onslImption. is growing strongly 
and net trade is no longer making a signifi cant contribution to 
ou tput growth. The picture of accelerating domest ic dema nd i~ 
reinforced by continuing rapid monetary growth and the oUll ook 
for Ihe public finances. Neverth eless. the shon-term ri:-.ks to 
ac ti vity identified in recent I?eporrs-a run-down in stocks and 
continuing weak demand on the Continent-held back growth in 
the first pan of the year and have nOI yet disappeared. 

The Bank's latest view on inllation two yea rs ahead shows a 
central projection for RPIX inllati o n ~' littl e a bove 21/:% and 
rising, with the risks more on the UI)sidc th:'lI1 the downside. 

Of course. it is difficult 10 know when the upturn in money and 
demand growth wi ll lead to inllalionary pressures, and the major 
uncerta inty abou t the central projection is the question of timilH! . 
But the implication of the projection is that a tight ening of 
monetar)' I)olicy will be necessa ry at some point to achieve a 
beUer-than-e\'ell chance of kCCI)ing inflation below 2 1/~% in the 
medium term. With such a favourable short- term outlook-of 
faster growth and falling intl ation- therc is a lways a temptat ion to 
ignore the consequences of fasle r growth of money and activity for 
inOation until intlntion it se lf has started to ri se. By then. however. 
it wou ld be too late to prevent a sharper policy correction that 
wou ld be more damaging to stabilit y than an earlie r pre-em pt ive 
move. 

.' 
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1.1 Measures of retail price inflation 

RPI. RPIX (11/(/ RPI Y 

The twelvc-month inflation rate targetcd by the 
Government remained a littic under 3%- in the second 
quarter of thi s year; it has been around thi s level since 
the beginning ot" 1995. The targeted ral e- the change in 
retail prices excl udin g mortgage int ere~t payments 
(RP IX)-was 2.8%- in June. down from 2.9%; in March_ 
The twelve-mont h change in RP[ Y (w hi ch excl udes 
indi rect taxes as well a~ mortgage interest payment:.. ) fe ll 
from around 2.5% in Ma rch and 2.6£K in Apri l to 2.39'c 
in June. The headli ne rate (RP I) fe ll by more. from 
2.7O/C in Ma rch to 2. 1 %- in Ju ne: [he component for 
mortgage interest payments fell by over 3'k. 

Chart l.1 shows that the fall in RPI X infl ation. which 
started in late 1990. was rever~ed in the fourth quarter of 
1994. The relati ve price of imponcd commodities and 
semi- manufactures began to ri se in 199-L imposing an 
adverse supp ly shock on the economy. and the crfect was 
compounded by the depreciation of sterling in the first 
quarter of 1995. 

Nevcrtheless. It looks as if the effects of the suppl y 
shocks in laIC 1994 and early 1995 are beg inning to die 
away. On a three-month ann uali sed basis. RPIX and 
RP IY inflation had both fall en bclow 2.5% by June 
(see Table I.A). Measu ring changes in price indices 
over less than twe lve months gives a bctter ind icat ion of 
more recent developments in inOation. but temporary 
shocks to the price leve l make such measures more 
volati le. as Chart 1.2 demonstrates for RPIY. In the 
period covered by the cha rt. the standard deviation o f 
month ly changes in the twel ve-month rate is about one 
third of the corresponding figure for the three-momh 
annualised rate. 

UK inOat ion has been much lower over the past three 
years than it s average Over [he past 30 years. of 8%. BUI 
[his has been aga inst a background o f low inOation in 
most other ind ustri ali sed count ri es too. Such 
internat ional compari sons show the United Kingdom's 
recent performance to be less remarkab le: in June 
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inna[iol1 was lower in th ree other countri es in the G7 
(sce Table I.B). 

Over Ihe five years 10 JUl1e 1996. RPI X rose by around 
17f'k. Thai was the lowest increase over a five-year 
period for nearly 30 years. The variability of innatiol1 
from mon th to month has also fa llen 10 around its lowest 
since the laic I 940s. as Chart 1.3 shows. That should 
have made it easier 10 distingui sh relative price changes 
from changes in the ge neral level of prices. and hence 
improved resource al location . 

Oilier rel(lil pr;Cl' ;1/(/;('('\ 

RPIY can be sp lit into indi ces for goods and services 
which enter internati ona l trade and those which usuall y 
do not: tradables and non-tradab les. The inna[ion rate 
for tradables started to increase in [he final quarter of 
1994. re necti ng the rise in commodity prices mentioned 
above: since the beginning of thi s year. it has tended to 
fall (see Chart l A). The innation rate for non-tradables 
has been steud ier. varying by less than 0.4 percentage 
points from December 1994. Its di vergence from 
tradables inflation a fter sterling's deprec iat ion in spring 
1995 shows that the change in the exchange rate did not 
have significant second-round effects on domestically 
set prices and wages . 

The Bank has constru cted ve rsions of RP IX and RPIY 
wh ich rencct owner-occupi ed hO Llsing costs: the HARP 
and TI-I AH P indices re spec tively.CI) The twelve-month 
HARP and T I-I ARP measures of infl ation have been lower 
than the correspond ing' RP IX and RPIY rates since the 
end of J 989. But house prices began to rise last 
summer. clos ing the gap (see Chart 1.5): indeed. 
according to three-month measures (see Table I.A). 
HARP and TI-I ARP innation rates overlook RPIX and 
RPIY ratcs in March and February respec tive ly. As the 
former are more comprehensive indicators of 
innalionary pressure. thei r increases give some cause 
for concern . House prices are more volat ile (han 
many other prices. because housing provides both 
immediate services and is al so an investmen t which 
depends on expectations about the futu re . HARP and 
TI-IARP ind ices ren ec t the dema nd for owner-occupied 
housi ng as an asset. so they react 10 expectations of 
future dcmand for hOll sing services, providing an early 
warning of the impact of hi gher nominal demand on 
prices. 

(I) Tt\<' l iAR!' mu) TII ,\Rl' Uld ,c'c, the Hulif"x B,"lding Soci~ly ho~'c prk~ 
d:,ta. 
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Even when fi nn :-- and cono;.,u me r:-- cx pccl lhc ge neral price 
levcl to ri sc at a Me,ldy rat e. the irregular revi ... ion o f 
particular price:-- can lead to volatil ity in mea.<.ured 
in l1 at io l1 . C hanges in relative price ... ca n affect the 
ge neral price leve l temporaril y if adju.'.l ing indi vi dual 
prices i:- cO.'.lly. Th,lI make:- it d ifri cult to interpret the 

monthl y pricc stati stics. 

To deal with that problcm the Bank ca lcu lates IwO 
measure:- of rct ail pri ce inflation- the median and 
·t rimmed mean ' rates-which exc lude the impac t of 
part icularl y large relati ve pricc changc:-. Onc-month 
intl ation ratcs arc c'l lcul atcd for 77 co mpon ent .'. of RPI X. 
These rat es arc then weighted according to th e 
corrcsponding cOl11ponell l \ we ight in RPIX and ranked 
by size. The mea n of the resulting di stribut ion of price 
incrcase~ is the increa ~e in RPIX in the mOl1th. The 
Bank 's trimmed-mean measu re is the mcan of the 
distribution a fter excl ud ing both the largest and smalle '> t 
15% of price changes. The trimmcd mean and the 
med ian are shown in C hart 1.6. As expec ted. these 
measures o f Iwel ve- month in fl ation tend 10 be less 
vo lati lc than RP IX: lhey al ~o tend 10 be lower. because 
the di stribution of price increases is skcwed upwards 
(hence the mcan lies above the med ian). One d rawback 
of such measures i ~ that they ig nore the large price 
changes wh ich are an earl y warning of a stcp change in 
inflation . 

Reall/ price ~lIock.\ 

Shocks to th e suppl y of. o r demand for. particular goods 
and se rvices can affec t the gene ral price leve l and hence. 
temporarily. the measured inflation rate. Disaggregati ng 
the rct ail prices index ca n he lp to identify such sh ock~. 
In the second quarler. conce rn ove r the safet y of beef led 
to a fall in the supply of. and demand for. UK beef and a 
rise in demand for othe r meat prod uc ts. The price of 
beef fe ll by 2.5lJc betwee n March and April. but the price 
index for a ll me.1t produc ts (includ ing beef) increased by 
2.7%. The ne t e ffec t wus an unexpec ted step increase in 
the genera l price level of O. 1%. In May and Ju ne. meal 
pri ces rose by about 1% and 'h% res pectively. broadl y in 
line wilh seasona l norm s. so the Bovine Spong iform 
Encephalopath y (BSE) effec t appears to have come 
through full y in April and pe rsisted thereafter. 

Excluding meal. twel ve- month food price inflation has 
been fa lling. partl y because of beller harvests and lower 
paper and metal s prices (two main elements of packag ing 
costs). Also. the ri se in seasona l food prices in May this 
year was much lower than the seasonal norm. Several 

1 
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imporlall ( adm ini stered prices we re pu t up in April: 
coullc ilta,xes. for example. rase by 7.4% on average . 
The rapid increase in world cerea l prices between March 
and May (subsequcll tly mostly un wound) is unl ikel y to 
ha vc:1 significant impact on the UK price level. The 
short -run outlook for reta il price in ll ation depends 10 a 
large ex tent on the degree of discount ing in summer 
s:,lcs: last year. it was greate r than usual. 

1.2 Expenditure deflators 

T he GOP detl ator is an index of the implied price of 
domestic value added. so in prin ci ple provides a broade r 
measure o f infl ation for do mestica ll y produced goods 
and services than the RP!. But the GOP dei1ator is less 
ti mely. less frequent. and prone to rev ision. As 
Ta ble I.C shows. it rose by 0.6% in 1996 Q I, compared 
with 0.5% in 1995 Q4 (revised up from the first estimate 
o f 0. 1 %- ). In the year to the fi rst quarter. the de tlmor for 
domestic demand rose by more than the GOP de llator. 
because the te rlllS of tracle swung agai nst the United 
Ki ngdom. That has been going on for some time and 
explai ns why the consumption dell ator has been rising 
faster than the G O]> de llator (see Chat1 1.7). 

1.3 Summary , 

Short -ru n measures of RPI X and RPIY inll ation have 
begun 10 fa ll. alt hough by less than suggested by the 
headl ine RPI rate. The impact of commodity pri ce 
increases and ste rling deprec iati on ex pe rie nced from 
arou nd the beg inni ng of 1995 is start ing to wear off. 
However. price ind ices whi ch include estimates of 
ow ner-occupi ed housing costs arc beg inni ng to pick up . 
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Broad money and lend ing growt h were broad ly 
unchanged during [he fi rst ha lf of the year. Borrowing 
by industri al and commercia l compan ies (ICes) and 
consumer credit we re still strong: persona l sector 
borrowing for hou ~ in g rose a liltl e in the second quarter. 
Broad money trends still po int 10 ri sing nominal demand 
growth thi s year and nex !. 

2.1 Monetary aggregates 

Broad II/Imer 

The growth in broad money (M4) remai ned high in the 
second quarte r. It s twelve-month growlh mic. shown in 
Chart 2.1. was still above the Government 's mon itoring 
mnge in June. The three-month annuali sed growth rate 
was 9.0OK in June. lower than in March and December 
(see Table 2.A). As Ihe previous Report ex pla ined . Ihe 
introduction of Ihe gi lt repo markel at the beg inn ing of 
the year led 10 a rise in the demand for. and suppl y o f. 
money with no d irec l impli cati ons for economic acti vity. 
Adjusting for the estimated effec t of gilt fepos. the 
twelve-month rat e of M-l growth was around the top of 
it s monitoring ran ge. By contrast wit h Q I. gilt repos 
included in M4 fe ll sli ghtl y in Q2. 

Personal M' U a r 

Individuals' bank and bu ilding society de posit s grew 
quickl y in 1995 and in the first half of 1996. The annual 
growth rate. shown in Chart 2.2. rose from less th an 3o/c 
in 1994 to 6.8% in 1996 Q2 . As the chart shows. in the 
past. growth in deposits was closely linked with growth 
in nominal consumer spending. But. between 199-l Q4 
and 1995 Q-L deposits rose rel ative to nominal 
consumption. That bu ild-up of deposits is consiSlent 
with the view that consumer spending wi ll acce lerate in 
the second half of 1996 and in 1997. 

Indi viduals also increased their holdings o f other. less 
liquid. forms of financial assets, as Chart 2.3 shows. Net 
nows into retail unit trusts and na ti onal savings products 
in Q2 were more than twice as high as in the same 
period last year. Three main factors lay behind these 
increased flows into less liquid non-M4 assets . Fi rst. 
\olal personal disposable income growth has increased: 

9 
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it averagl.!d 1.71}r a qua rle r betwee n 1995 Q I and 
1996 Q I , compared with I . I I}r a quarter in the prev ious 
two Yl.!a rs. Second . the firs t tra nche of Tax Exempt 
Spec ial Sav ings Accou nts (TESSA .. ) matured in Ihe earl y 
part of th i!. yea r. Most of Ihe maturing capital was 
probably placed in fo llow-up T ESSA< but the 
lax-free in terest cou ld not be re invested in Ihem. Th ird. 
low intcre!.t rat es all deposit accounts probab ly 
enco uraged pl.!opl e to invest in potentially 
hi ghl.! r-y idd in g instrument s such as unit tru sts and 
nati ona l sav ings. 

I lId 1111 ria { ({I/(/ COl IIl1/ercia { CO/ll P( 11/ it'.1 ( / C C.I) 

ICCs' bank and building soc iety deposits rose further in 
Ihl.! second quarter. The four-quarter growth rate was 
12. [ 0/('. As Chart 2.4 shows. growth in ICCs' depos its 
was !. ubjec t to la rge swings unti l the late I 980s. Bank 
researc h shows that. in the past. changes in ICCs' 
depos it .!. tl.! lldcd to precede changes in invest menl.0) 
Si nce the beginni ng of 1995, ICCs ' nomina l 
investment- which accoun ts for about a half of tota l 
fi xed investment- has inc reased. The rise in ICCs' 
depos it growt h in 1996 Q2 suggests that nomina l 
invest ment growt h coul d re ma in high. 

Offll'r./illw/('ia/ ilHlilllfio//\ (OFh )121 

In the fi rst quartcr, OFls' deposit s rose sharpl y beca use 
of the int roduction of the gilt repo ma rket in January. In 
th e second quart cr. OH s' dcposits rose by just under 
3%, with little e ffcct from gilt rcpos. The second quarter 
rise was th e lowcs t since the cnd of 1994. But OFls' 
depos its are volati le from quarter to quarter: it is too 
soon 10 suggest th at the sharp ri se in their deposi ts over 
the past year and a ha lf is comi ng to an end. 

D il·i.lia mOl/er 

The Divisia meas ure of money aggregates the various 
compone nts of M4, we ighti ng them by thei r esti mated 
liquidity. High-interest deposit accoun ts are often less 
liquid than low-i nte rest accou nts. because of restric tions 
or charges 011 the immedialc wit hdra wal of money. and 
so ha ve less wcight in the Divisia measu re. Divisia 
money rose by 2.2% in the second quarter, wit h the 
four-q uart er growth rate riSing fu rther to 10%. Chart 2.5 
shows how growth in Di visia money has usua ll y been 

(I) Scc ,\'Iky. /<. 1 S ,,",d Jh,ld,,,,c . A G ( 1995). '(', Ionc)" a, an ", dic~1<>r·.IJ",,~ 
"f 1;1I1'1"'l(ll1'OI"~l/Ig l'''IJ<'f No .15. Jul y. 

(2) L"ok,n ~ "I ' ~:I(IIO Ihc Ih"J 4(';,,1cr. 11,,· ,·,Iahh.,honenl of E<Jui!a, i, likd )" 
In h",c a" ""I",cl "" Ihe ,e~l"r,,1 b,..,,,ldown of M~ ,,,,d. p,h,ibly. M~ 
Icn d i n~. I!<.IU;t:" w,11 re ,n'ure Ihe Imhil",", of l.I0ld·, ')'nd ,eaIC, (or 
bu"nc,> 'n 19'12 nlld c..rloer 
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close ly. but not prec i .... cl y. retated to growth in nominal 
demand . Between 1992 and rnid- I 995. Di vi .. ia grew le<; .... 
quickl y than nominal demand. In contra"!. over the pa~ t 

year. whi le Di v i~ i a money growt h picked up. nominal 
domestic demand growth remained .... teady at around 
S'/Hr in the year to Q I. Part o r the recent ~treng t h or 
Di vis ia money Illay repre .. ent a recmery rrom that ea rlier 
weaknes~. Overa ll though. the continued :. trength or 
Di vi~ia i .. con:.i .. tenl wi th th e Bank ', centra l view Ihat 
nominal demand wi ll accelera te later thi , year and next. 

Perso nal secto r Div isia money grew by 1.90/, in the 
second qu art er. and H.5% ove r the yetl f. Growt h in 
personal sector Divis ia ha .. bee n c losely related to 
nominal con"lImplion growth in the pa .. !. a .. C hart 2.6 
shows. During the earl y I 990s. nomi nal co nsumpti on 
grew more quick ly than pe rsonal .. ectal' Di visia. but over 
the past year Div i~ia growth has exceeded con<; lImption . 
In the fiN qua rter. nomi nal consumpt ion grew by 1.8<J'c. 
it s highest rate ror 2'/ year<;: that could be early 
ev ide nce or the build-up in pe r.,onal .. ector liquid ity 
leadi ng to highe r consumer .,pending. 

VarrOl\' /lWlll'\, 

Narrow money growth picked up a liHle in June and 
J ul y: the ri se in June co incided wi th the Euro '96 
rootball tournament. The twel ve- month growth ratc or 
narrow money. 7. I % in Jul y. ha:-. been above the 
GovernmcllI 's monitoring ran ge orO%---l% ror the past 
three and a h.llf yea rs. Falling interest ratcs and low 
innation have reduccd th e opport unit y cost of holding 
cash, partl y explaining th e recent ..... tron g growt h of 
narrow money. 

2.2 Credit demand 

M-I lendi ng-bank and build ing society lend ing to the 
non-bank private seetor- w,IS £15.9 bill ion in Q2. 
compared with average quarte rl y lending o r £ 1-1 .... bill ion 
throughout 1995. The twelve- month growth in bank and 
bu ild ing society c redit was 9.5% in June, compared with 
8.70/1' at tile end or 1995. 

P{'r.\(l/lClf WC(( lr 

Total lending to indi viduals . whi ch incl udes lending 
rrom instituti ons ot her than banks and building societies, 
continued at arolllld its rate or the past year. I; s 
twelve-month growth rate was 5.4% in June. Lending 
secured on propert y. which makes up about 85% or ~ 
lending to ind ividual s. continued to grow slowly. By 

" 
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contra!>.!. !>. hon -run meaMlrc!>. picked lip. in line with 
risi ng tu rnover in the housing marke t in the second 
qu arter. Con!<> ulller c redit- lendi ng whic h is not secured 
011 propert y-con tin ued 10 grow quickly. at a 
twelve- mon th rale of around 14%. 

A~ Cha rt 2.7 !>. hows, mortgage lending has g rown more 
slowly th an o lher per~onal sector lendin g over the past 
2'/: years. There a rc two main reasons. First. al though 
lend ing seclIrt!d on propert y is mainl y for house 
purc hase, it ca n a lso be used (0 finance consumpti on. 
'EqulIY withdr'lwa l' . the differe nce between net 
mo rt gage bo rrowing and housing investment. is a 
measure of thi s lendi ng. During the late 1980s. whe n 
consumption grew quic kl y, both equity withdrawal and 
consumer credit grow th wcre strong. O ver Ihe past th ree 
years, however. the subdued housing market has mea nl 
that equ ity w it hdrawal has been neg lig ible. so 
cOlbumpli on has been fi nanced large ly by income or by 
non-mortgage borrowing. Second, reca lling the ad verse 
ex perience of hi gh indebtednc!<>s duri ng the early 1990s, 
people have been more re luctan l to comm it to long-term 
mortgage borrowing, favouri ng instead consumer cred it. 
wh ich ha!>. a short payback period. 

/II(/I/I/rill/ lIlIt! ("()II/lII('I"dal COIIIP{lIIit-S 

ICCs' borrowing from banks and bui lding societies was 
£5A bil lion in Q2. similar to the previous two quarters. 
Until th e middlc of 1994, ICCs were repaying bank de bt. 
as they atte mptecl to rcpair bala nce sheets damaged by 
the rise in bo rrowing in the late 1 980s. In the 18 months 
to June 1996, ICCs' M4 borrowi ng tota ll ed arollnd 
£29 bi ll ion. 

Banks ilnd building societies are not the only source of 
ICCs' fi na nce. At the e nd of 1995. about a quarter of 
ICCs ' sterling debt was with capital markets-i n the 
form o f bonds, no tes and commercial paper. Chart 2.8 
shows the rece nt profile of ICCs' sterling fi na nci ng. both 
debt and eq uity. O ver the past two years. ICCs' ban k 
borrowi ng has increased relati ve 10 capital market 
fi nance- partly because of lowe r short~ lerm interest 
rates, to which much bank borrowing is linked. and a lso 
because of an increased willingness of banks to lend . In 
the first half of the year. ICCs' ste rling bank and 
building soc iety bo rrowi ng was £ 11 .7 billion, compared 
with £5 .7 bi ll ion rai sed from cap ital markets. 

Strong borrowin g by ICCs over the past year and a half 
has been linked to increased mergers and acquisitions. 
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Mergcr ... ,lI1d acqui ... iti on .... in the United Kingdom by UK 
com panie ... lotall~d 02. 1 billion in 1995, about four 
time ... hi ghcr than in 1994. Nearl y gO%- of thi .... merger 
and acqui ... ition activity wa ... financed b) ca ... h---eithcr 
th rough bank borrowing or drawing down (JcPO,>ib. 
And in the lir ... t half of thi ... year. act i\ ity wa.., ~ imilar to 
that in 1995 . 

OlherfiIlOl/ciallllllilll/IO//1 

Borrowing by OFt:-. from bank ... and building ~oc i e ti e.., 
ro ... e by 16.59'(' in the year to Q2. It :-. '>!rength in thc rir~t 
half of thi~ year p<lr!ly renected the lIHroduction of the 
gi lt repo market. But growth in OF]·: borrowing wa ... 
high in 1995 too. a ... Table 2.B :-.how .... 

Borrowin" by OFI ... i ... often thou\!ht to be le ... .., directly e _ 

linked to economic acti vit y than borrowing by 
indi vidual:- or Ice .... That need not be ..,0. In the year to 
the :.econd quarh!r, about a quarter of OFh' borrowing 
wa~ accountcd for by lea ... ing companic..,. Chart 2.9 
~how ... how bank lend ing to lea..,ing companie:. ha~ 
increased :-i nce the beginning of 1995, And. according 
to data collected by the Finance and Lea..,ing 
A:-.:-.ociat iotl, £1'0:':- lending by lea"ing companie:-. to 
finance :.pending on pbnt and machinery ro~e by about a 
quarter last year. and ro ... e further in thc fir'>! three 
1110111h:- of 1996. So :-ome orthe .., trength in OF ] ~' 

borrowing may be linked dircctl y to higher planned 
investme nt by ICC:-.. 

2.3 Suppl) of credit 

The su pply of credit i ... determi ned nO{ only by the 
dema nd for it but abo by bank~' and itl\'e~tors ' 

wil ling ne:-.:-. to Icnd. Lending ... preacb are one measure of 
this: falling :.prcad:-. indicated that banh became morc 
wi ll ing to Icnd over the pa:-t fcw year:.. Chan 2.10 
shows average spre;ld:-. 0\ er Libor paid b) ICes on loan~ 

from international bank ... yndicate:.. Spreads on loans 
made ~olely by UK bank:-. are not readily a\ai lab lc, but 
are likely to fo ll ow :-.imilar trend!.: ~eparate data, 
collected fo r the Bank· ... Representati ve Interest Rate 
sltrvey, suggest that the gap between lending and depo:.it 
rates for ICCs fe ll over the year to 1996Q I. As the 
chart shows, spreads were low in the expansion of the 
late 1980$, but widened in 1990 and early 1991 a:- banks 
retrenched and sought to improve their asset quality. 
From about mid-1991, spread:-. narrowed as banks' 
ba lance sheets improved and competition increased, 
especiall y for high-quality corporatc borrowers. 

L' 
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Banks probably becamc more wi lling to lend to rcl ail 
customcrs too. Betwecn Jul y 1995 and July 1996. 
avera£e variable mortgage ratcs fell by about 1.3 
percc ll tage points: ovc r thc same period offi ci al inte rest 
rates were cut by one perccntage point. start ing in 
Dccember. So persona l sector borrowers bene fi ted by 
more than the cut in o ffi cial int erest rates impli ed. 

2.4 Interest rates and the exchange rate 

S/wrl-te}"1II illfl're.\/I"{I/('.\ 

Official short -term interest rates in thc Un ited Kingdom 
were cut by 25 basis points on 6 June. The cut had not 
becn di sco unted in the financ ial marke ts: the day before 
the cut. the short ste rlin g futures market suggested that 
the next move in interes t rates would be up. 

Chart 2. 11 compares the latest im plied path of 
short- term inte rest rates. deri ved from futures prices. 
wi th those at the time of the prev ious three IlIjlalio/l 
Reports. Bctween the May and August Reports. market 
partici pa nts revised down the ir average expectations of 
inte rest rates this year. By 2 August. when the data were 
fina lised for th is Repor!. the March 1997 contract 
implied a thrce-month interest rate of around 6% 
compared wi th 7% at the timc of the May 1996 Report. 

The 1110st wi dely quoted measure of interest rate 
expectations is the rate implied by the short sterling 
future. That corresponds to the expected or mean future 
inte rest rate . But it is also possible to use option prices 
to deri ve the market's view of the probab ility 
di stributi on of future interes t rates. as the box on pages 
16- 17 exp la ins. As Chart C in the box shows. betwee n 
the May and August Repo}"ts. the probability- implied 
by options prices-that interest rates will be higher than 
6 1/~% by March nex t year has fa llen. And the probabil ity 
that three- mollth inte rest rates wi ll be )3/.% or less by 
next March more than doubl ed to around 38%. The 
market is now more confi dent that interest rates will 
remai n around curren t leve ls. 

Official in terest rates were also CUi in Canada. France 
and Italy over the past three mOll ths. as Table 2.C shows. 
Chart 2. 12 shows how mean ex pected shorl-te rm interest 
rates in the United Kingdom and overseas have changed 
between thi s Report and the prcv ious one. The mean 
expected gap between UK short-te rm interest rates and 
overseas rales at the cnd of thi s year has narrowed, but 
UK and world rat es arc ex pected [0 ri se in the short 
term. 
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Long-term intcrc~ t ra te~ in the Uni tcd Kingdom fel[ by a 
[ill[c more than ~horl - t erm rate~ over the pa~t three 
months, So the yie ld curve ha .. shifted down. A change 
in long- term inte r-CM rate~ can be interprelCd as a change 
in the ex pected path of ~horl- t erll1 i ntere~ t rates, 
assllming that inllation and rea l interc~t rate ri sk premia 
are unchanged . The fall in long-term rates !-. ince the 
prcv ious Report mean:;.. th ,tI the market cxpect!-. that 
short -term in terest ra te!-. in lhe United Kin gdo m wi [lnow 
be lower 01/ (/\ '('/"{/.1!l'- though not necessarily at a [1 
points- over the nex t ten yea rs. From the yield curvc, it 
is poss ible 10 ca lculate thc implied l evcJ ~ of short -te rm 
in terest rates at vario ll s point s in the future. These show 
that short-te rm rates arc ex pected 10 be lower in the near 
term than at the time of the May Report. but the level 
expected in ten years' ti me is [ittl e changed. as Table 2.D 
and Chart 2. 13 ShOW,l l1 

The gap between ten-year gilt and bund yields narrowed 
by around 20 bas is poi nts to 156 bas is points between 
the May and August Reporls. So the bond markets still 
expec t UK short -term intere~t rates to be higher on 
average than those in Germany over the nex t ten years. 
In part. these ex pecll.lIions rellec! different short- term 
cycl ical posi tions. Look ing at longer- term nominal 
implied forward rates avoids that problem. The markets 
expect the level of nominal short -term interest rates to be 
closer in ten years' lime th an th ey arc now in the two 
count ries, as Table 2. 0 shows. In other words. Ihe gap 
between ten-year gi lt and bund yields is mainl y due to 
different views about inte rest rates in the short run. The 
gap between inte rest rate expectations over the short run 
narrowed (see Chart 2. I 3): the UK implied forward 
inte rest rate curve shi fted down by more than the 
German curve. Bul. as the table shows. the gap be tween 
UK and German short rates ten years ahead rose 
betwee n the May and Aug ust Reporr.\· from 20 to about 
70 basis poims. 

The l'xch{l/I~e ra/(' 

The sterl ing effcc ti ve exc hange rate apprec iated sharply 
in late May and towards the end o r June. but [ater 
depreciated. clos ing at 84. 1 on 2 All!!USt. 0.-1-% lower 
than a1 the timc o f the May Reporr. Chart 2. l-l puts 
recent llloveme11ls in a longer-term contexi. 

( t) EXp..'C,"lion, of (mu,"" ,h"n·lcnll "IIC,"",' nll..- ,::1" be c alcut.ot~d from 111~ 
)·,,·Id curl'e . h,r cX'''''pk. ,·oI11Jlmin~ Ihe ~ U"""nl len-)c;or imcrc·" n",' 
"i'h.'he ':"C t"IJr I,'n )'car.,.;u,J ,ix """11th. il " p<''' ibk to ,'"kul;tIC iUl 
IInpltcJ " ., -momh "nnUi,\i,,'d mic .... ·,' n ,l<· lor len w .• r, ahc;od . An article 
,n Ihe Aup'" Q",,,,,' ,,/, /J,,/I"/III rc, IC'" ~ Xpc"cJ inlcrc·,' nil, 
'·''''\"Cr~cm."c """'~cn G7 i:ounlric, 
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Short-term interest rates in the United Kingdom 
and Germany: estimating market expectations 

t\lar!..I!I":'(>\!(."tation, of :-hon -tcrm interest ralc!> 

pro\ Ide polic) -11,..I..cr, wi th use ful inform:llion. 
Inlcrc,' nul' fUllIn.:, :md bond marke t!> (from which 
Implied fo rward inh':rr.:, ' rate\ call be de ri ved) 
come) in formation only on market particip.ulI!-: 
mean. or ,I\eragc, ex pectation for interest r:llc !> in the 
future- they re\l.~alnOlhing itbOlll the probabilitie", 
Ih:1\ Ihe 111:11'''CI all;I('hc" 10 o ther pos:-.ible olLtcome ... 
(or ri,b,) either ,juc of (he mean . Those 
probabililb, Ill;iy prov ide additional import,lIlt 
informution- for ex ample. "bout whether the 
market aUadlc" relatively high probabilities 10 the 
,hOrt-lcfm in(crc\1 rale be ing e ithe r sharply higher 
or :-.harpty I()w~r than the pr~!'>ent Icvd in the near 
term . 

Informat ion on the market'~ comple te probabili ty 
d i:. tribution for a future ~hoI1- term intere:.t ratei:. 
implicit in option~ price!'>. The prices at which 
option, tntde contain info rmat ion about the 
probabilitie~ the market ;lI tache~ to future even!:.. 
So the prk'c of a n intere~t rate fUllIre c;m be used to 
a!'>),e~), the market'~ lIIellll ex pcct:ttion of Ihat 
inte re,t mle \\ hell thc con tract ex pire!'>. But option .~ 

on that futu rc can be u~ed to as:.es~ thc 
probabilitie~ ;lI t<lched by the market to (I range of 
OIl/COlIIl'.1 fo r that illlere~t rate whe n the option!'> 
ex pire.OI I Imagine;1I1 optiol1 that give:. it~ holder the 
right to buy an interest rate futlll'e at a particular 
price- thc exercise price- and on a particular dale 
in the fut ure. Now imagine a s imilar option with it 

slightl y higher exe rc ise price. The difference in the 
pri ce of the~e two options reneets the vlll ue a\lached 
to the ;Ibi li ty to exerci se the options when the price 
of the underly ing future lies between the two 
exerci ... e price!'>. That in turn depends on the 
probabili ty of the underl ying futures price lying in 
thi:. interval. 

The c harb below show probability di stributions':' for 
"hon -Ierm intcrest rate~ at various future d:tles. 
They are implied by options on the LlFFE short 
sterling fu ture and thc euromark future ., I) The 
information contained in implied d istributions can 
be illustrated by various SUIlllllary statistics. For 
example, Chart A shows how the mean. mode. and 

the lower and upper quartile!'> of the probability 
dist ribution for the three-month !'> te rting interest r .. tc 
in Septe mber 1996 changed between 9 Muy :tnd 
2 Augu!'. t (whcn the daw were fina lised fo r the MlIy 
and Augu!'.t 1I,j1(1/ioll R('porr.\·).(~I Chart B shows the 
prob:lbili ty di!'>tributions for both dates. 

Chart \ 
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Chart A ~hows that the CUI in offi cial intcrest rates of 
25 bal>i:'l points on 6 JUIlC 1996 resul ted in a fall in 
thc mC'1Il three-month interc:'It mte for September of 
about the ~ame amount. Bul. at the :'lame time. the 
g:lp between the me:ln :lnd mode of the probability 
distribution cloiocd, suggeiot ing that there was a 
lesser degree of ;\~ymmctry in market expectat ionio 
after the cui Ih:1I1 before. Thiio iio abo evident in 
Charl B, wh ich io how1> that the decrease in 
asymmetry between the probabilit y di stri bution al 
the lime of Ihe May II1j7mioll f?q)()rt and 2 August 
aro)'e from a shift in probnbility from rates between 
6% and 8% (0 r:\les between 5'/.% and 6ck. Chart B 
1l lso shows that market parti cipants were less 
unce rtain on 2 August than they were on 9 May 
about where three-month inte rest nlles would be in 
September. The reduced time to the cont rac t\ 
maturi ty datc accounts for a large part of that 
change. 

Chart C show1> the change in the prob:lbility 
di stribution for the three-month l>terling interest mte 

Chart C 
Change in the implied pr'Ill;Ihilil) di ~ trihlltioll 

for \II(' thn 'e·munth ~ lcrlinA inlcre .. ' rtdle in 
\ Iarch 1')'}7'" 
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in M:lrch 1997 betwcen 9 May and 2 August. It 
shows that the fall of 87 basis points in the mean 
inte rest rate between these dates renected a move in 
probabilit y away from outcomes between 6'h% and 
I I % and towards outcomes between 3'/:% and 
6 '!J%. Thi s wal> a move from a rela ti vely broad 
range of rates, some of which were very much 
higher than the then current rate, to a narrower range 
of rates arou nd or below the level of 5.75% on 
2 August. The probability of three- month 

I'",,,,, ""d Im,·r .. ,' "",., 
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ilHere~ t ralc~ being:11 or below 5.75'« in March 
1997 mOfC than doubled fro m around 16% 10 
arou nd 38ck bel\\een the two datc!.. while the 
probability or Ihree-month illlerest fates being at or 
below 6'* increa,cd from around 23Ck to around 
53%. 

Chart 0 ~how~ the change in thc probability 
d i ~tr i buti on fo r the !.horHerm Deut~che Mark 
i nterc~t rate in March 1997 between 9 May and 
2 AlIgu~t. [I ~how), <l fall in the mean interest rate of 
[6 ba~i~ point~. whi(' h wal> underpinned by a move 
in prob:\bility from outcome1> between I '/:% and 
2'U"'m. and betwcen 4'/Sr and 7%. to Olltcomes 
be tween 2'/.% and ~ ' I.%. 

Th:!t ~ lIgge~ t ~ that the narrowing gap between 
expected ~terling and Deuts('he M:lrk short-term 
intere!.t ratc~ in March 1997 since the May Inflation 
Report wal> underpinned by different ~hi ft s in 
expectations. The fall in the expected short-term 
sterling interest rate re fl ected . in part. the market 
attaching a lower prob:lbility to high T:lte~ in the near 
future (that i!>. rates some one to five percentage 
points above the level on 2 August). But the smalle r 
fall in the expected short-te fm Deutsche Mark 
interest ratc o\'er the same pcriod fefl ected a smalll'/' 
io hift in probability from both tail~ of the distribution 
to outcomes within onc percentage paim e ithe r side 
of the level of 3.25% on 2 Augul>1. The charts also 
show that the market is more confident about the 
leve l of German shorH enn rates some seven months 
from now than it is about UK rates. 
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It is poss ible to ca lcul ate an implied path ror the 
exchange rate ove r the nex t ten years by comparing UK 
and oversei.l ~ interest rates and assum ing that currenc ies 
move to equa lise ex pected ret urns across countries 
(uncO\Iered inte rest rate parit y). Although the spot 
exc hange rate depreciated between the May and August 
Reporls, Ihe 'ex pected ' exchange rale in ten years' time 
rose by about 'h% or so (see Charl 2.15): interest 
differential s now imply nless steep depreciat ion of 
ste rling. That is bec;lllse UK int erest rales are ex pected 
to be a littl e lower rela tive to lhose overseas Ih an at the 
lillle of the May Report, pa rti c ul arl y in the near term . 
The change in view abolll interest rates may refl ect a fall 
in ex pected UK inll ali on re la[i ve to Ihat overseas: 
average RPI infla ti on expectations derived from the gilt 
market have fa llen- parti cul arly for the nex t lhree and 
fi ve ye.H·s, as Cha rt 2. 16 showS.i l) 

1 • 
-.~ Summary , 

The continued slrength of broad money signal s higher 
nomi na l demand growl h this year and next. Althoug h 
that relationship is imprec ise , Ihe furt her build -up in 
pri vate ~cctor liq uidil y poses risks to inOalion: broad 
money is growing faste r than is compatibl e wit h the 
in Oation largel in the long r UIl. Sh0l1-term in terest rate 
and innati on ex pectations deri ved from financ ial 
markcls have fal len since Ihe May Reporr : longer-term 
ex pect:llions were littl e cha nged. 

/ 1) Tho,,, .h"n·.crm c~ jJeclI"i on' of RPl ;nnallon arc· "rreeled by imcrc,. 
ra. c ch" n~c,. !>cc:II"e mOr!J:~se nll erC.1 p~y nJC n1 s arc included ",illl;n th" 
..., ... ;! price, ",dc.~. 



Demand and supply 
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3.1 Oven ie\\ 

Real GDP. al factor co:-.\. i~ C~li lllalcd to have grown al 
around 'j.o/r- in c,teh of the ~ i x quarters since the s tart of 
J 995, a lilllc below its long-rull trend. A nnual GDP 
growth rose between J 992 and 1994. peaked at just over 
4% al the cnd of 1994. then fclll0 jU~1 under 2% in J 996 
Q2 (see Chart 3. 1). Domesli c demand growlh al so 
peaked <lllhe cnd of 1994, then fell. but ro:.e agalll in the 
firs t half o f 1996. Net ex port:. inc reased a nnual GDP 
growth throu ghout 1110:.1 of 1993 to 1995. but reduced il 
in Ihe fi rst q ua rter of 1996. 

Rea l M-l- broad money denated by the increase in retail 
prices excl uding mortgage inte rest paymenb.-grew by 
7o/c in the year to 1996 Q2, Change~ in real M-l growl h 
have typica lly prcceded changes in real domestic 
demand growth over the past 30 years. so Ihe recent ri se 
in real M4 g rowth suggesls a rise in real domestic 
demand growt h ovcr the next year o r so. 

Nominal GD P g rowlh was around -l lff in Ihe fOllr 
quarters 10 1996 Q I. less than would be consistent 
with innatio n al 2 1h% a nd rea l GDP growth at its 
long-run trend rille. But Il om inal domesti c demand 
was around 5 '/.% hi gher inlhe fir sl quarter of Ihi s 
year Ihan a yea r earlie r ilnd was accele rat ing 
(see Chart 3.2). 

3.2 Domestic demand 

Real domestic de mand is estimated 10 have increased by 
0 .9% in the firs t quarter of 1996. twice as much as in the 
prev ious quarter. In partic ular. both consumption and 
investment accelerated . Table 3.A shows the 
contribu tion 10 GDP growth over the past two years 
made by the ma in expendi lUre components. Despite 
growing below its lo ng- run tre nd rat e la st year. 
consumption was the mai n so urce o f GDP growth. 
According 10 the ONS. direc tly measured s tockbuildin~ 
was equi valent 10 around '/1% of GD P in the year to 
1996 QI. only the second time it had been thal h igh 
since 1980. 

19 



Chart J.J 
(; rim th of ituli\ i du :ll ~ , holdin l:~ of real ' 14''' ' 

_ 11' 

_ 11>0 

_ 7 ' 

- " 

• .-I---\J- ----- ----""'- - " 

-' , ' , , , 

20 

PenO/wl \('('(01' dC'lI/alld 

Consumer spe nding accelcrated in the lirst quarter o f 
1996, when it mHoun ted to £ 11 6 bi ll ion. The real 
increase in the first quarter is estimated to have been 
O.99r. Personal income was boosted by the regional 
electricity compan ies' (RECs) rebate of around £50 to 
each of its customers and by a special dividend payou t 
ari sing from the merger between Ll oyds Bank and the 
TSB. Togcther these were worth around £2 billion. 
Consumption of durable goods rose by 2.1 %. much 
faster than in the previous quarter: spe nding on 
non -du rabl e goods tlccderatcd o nl y sltghtl y. Thc 
previolls f?epOrf argued that a smal l proportion of thc 
'windfa ll ga ins' from buildi ng society notations and 
takeovers in 1996 and 1997 (see Table 3. B of the 
previous f?eporr) and of maturing TESSA accounts was 
likel y to be spellt ove r the nex t two yea rs. primaril y on 
consumcr du rab les. 

Consumption is inlluenced by households' expectations 
of their future disposable income. wh ich is unl ike ly to 
have been affected by onc-off payments in 1996 Q I. So 
why did consumpti on accele rate? First. di sposable 
income is affected by taxes. The tax culs an nounced in 
the November 1995 Budget were equivalent 10 around 
'h% of pcrsonal income. These cou ld have been 
cons idered 'IS an addition 10 expected future as well as 
c urrent income. Second. underly ing average earnings 
growt h increased in Ihe firs t quarter of Ihis year. while 
RP I I11l1ation fel l. At least pari of the hi gher level of real 
earnings migh t have been expected 10 persist. 

Third . co nsumption is al so affected by people 's ne t 
wea lth- that is. Ihe d iffercnce between theIr assets and 
th eir liabi lities. Gross financ ial wea lth has increased 
since the beg inning of last year: gross financial 
liabilit ies have increased less quic kl y. The FT-S E 
All-Share index incrcased by 3% in 1996 Q2. Although 
it fe ll in J uly. it was sti ll 10% higher tha n a year ea rl ier. 
Last year. 18% o f the personal sector's gross fi nanc ial 
wealth was he ld directly as equit ies. 

A not her importanl c le ment of households' wealth is thei r 
money. e ilhcr in cash or in bank and bui lding soc iety 
accou nts. These holdi ngs rose rapidly last year and in 
the first half of Ihi s year, btu the growth rate is nOI 
hi slori call y unusual. Indi vid uals' ho ldings of rea l M4, 
after taki ng in to accoun t increases in retail pri ces. rose 
by 4% in Ihe year 101996 Q2. Thi s was much slronger 
than at any lime in the past five years. as Chart 3.3 
shows. but lowe r-than -average growth in the 19805. 
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Pcrsonal ~CC lOr gro~s inlcre~t paYlllc rm have fa ll en 
rece rlll y. p(l rtl y hccau'>c of lower inte rc<,t rate~. Chart 3.4 
shows that inte re'>' payment ':I''> a proportion of 
di spo'>ab le income were 10\\ in 1996 Q I rel ati ve to the 
prev io lls twelve year<'. and the ratio i<, like ly to ha\e 
fallen furthe r in 1996 Q2. The debt-to-i ncome ratio. too. 
has fallen '>ince 1991. a:.. ... hown in Chart 3.5. So 
con:..u mer,> may be more willing to borrow now than in 
the prev ious fi ve year:.. 

In summary. hou~eholds' we(l lih has improved. th e ir 
ex pected future income ha :.. a"-o prob,rbly ri sen. and debt 
burdens have falkn. Thi s sugge ... ts Ih at con:" Ul1lptlOll j~ 
like ly 10 continue grow ing at above it ~ long-ru n average 
rate over the ne xt two ye<lr~. 

Retail :..alc:. volume .... g rew hy 1. 3'k in 1996 Q2. more 
than three tillle:. a~ fa:.t as in the prev iolls quarter. 
Alt hough in the lir:..t quarter retail ... ale:. g rowth was 
much weaker than consumpti on growth. the pictu re may 
have been di~ torted by a changing spending p:.Jttern 
around Christma!). so it is u:-efu lto look at growth o\er 
two quarter:- together. Between 1995 Q3 and 1996 QI 
retail sa le~ volume~ grew by 1.2%- whil e consumpt ion 
grew by 1.6<#. Ch(ll'l 3.6 shows tha t O\er the past 20 
years there was a close corre lation between consu mption 
growth and retail sa le:. growth . And there has been no 
long-ru n trend change in the proportion of consumpti on 
represented by retail sal es. so the re j<; liHIc reason to 
think that the link ha:- chan ged (although it was 
temporaril y distorted by the introcl ucti on of the Nationa l 
Loltery at the end of 1994), Average quarterl y retail 
sales grow th in the first half of th is year was 0.8o/r: thi s 
is co nsistent wit h consumpt ion growth in 1996 Q2 
remaining above its long- run ave rage. 

Retail sal es and consumption in the second quarter may 
have rise n exceptionall y because of the European 
football championship : ret ail sa les volumes rose by 
1. 3% in June. Alcohol and clothing sales were 
espec iall y high. But the ne t e ffec t on do mestic 
consumption was probably small: other expe nditure. 
suc h as goi ng to the c inema and theatre. may have 
fallen . The biggest effect was probably on spendin g by 
tourists. which is ass igned to exports in the National 
Accounts. The Eng lish Tourist Board est imates that an 
extra 250.000 tourists ente red the United Kingdom in 
June. spending an ave rage of at least £500 each. Thi s 
wou ld have added ' /~% to ex port s. 
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Real pri vate investment grew by 3% in the fi rst quartcr 
of thi s year- it s fastest growth for seven years. It was 
3 '/,,% higher in 1996 QI than a year earl ie r. valued at 
1990 priccs. but was 8'1.% highcr in currcnt priccs . The 
nominal pri v(ltc sector invcstmcnt-ou tput ratio rose, and 
by more than the ratio mcasured in rea l terms. 

In vestment behaviour has varied eonsiderably across 
sectors recentl y. Manufac turing, mining and quarry ing 
investment fel[ for the second consecu tive quarter in 
[996 Q1. But investmen t by utilities grew rapidly. The 
patte rn of growt h has cha nged since the midd le of last 
year (sce Tab[e 3. 13 ). The recent increase in investment 
ex penditure has been entire ly due to spending on plant 
and machine ry and on vehi cles. ships and aircra ft. 
Residential and non-residcntia[ construction-rclated 
investment fe ll in the year to [996 Ql. In 1995 as a 
whole. tota l investment valued at 1990 prices fe ll by 
0. 1 %. accordi ng to the latest ONS estimate (com pared 
with an esti mated fa ll of 0.7% at the time of the 
May Report). The estimate of private investment 
growth in 1995 was revised down. but thi s was more 
than offset by a higher estimate of genera l government 
investment . 

The relati ve price of investmen t goods is estimated 10 

have ri sen since 1994. bUI is historically low (see 
Chart 3.7). That should act as an incentive to in vest. 
But the investment-output ratio, both in current and 
COl1sta11l prices. has fa llen si nce the end of the [9805. So 
the incentive from relative price changes has not yet 
prompted strong real inves tmen t grow th , The market 
va luati on of capital relative to the replacement cost of 
capital is known as the val uation rat io or Tobin's 'q' ,t IJ 

That ratio was considerab ly higher than one in 
1996 Q [, accord ing to the Bank's esti mate, which means 
that it should have been profi tabl e for firms to issue new 
cquit y to fi na nce the purc hase of capital goods . Bu t 
firms ' non-physical assets may be becoming increas ingly 
importan t (for example, intellectual propert y ri ghts in the 
computer industry). These assets would not be picked 
up in the Bank 's measure ofTobin'S ''1', which measures 
the replacemen t cost of phys ical assets onl y. So the 
Bank's measure may be exaggerating the incentive 10 

invest in physical assets : purchases of non-physical 
assets arc nol included in the stati stical definit ion of 
investmenl. 

( I) Scc ·Savin):. ""'Cl lmenl and rcal imere>1 r~l c<·. IJ{lIIk "I EII!!I{IIul 
QII(lrtrri, 11,,/1/''''' , Fcbnlary 1996. pages 5 1-62. 
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Firms have an incenti ve to inve~ t when a shortage of 
capac ity i:-l ikcly 10 limit future output growth. The 
number of manufacturing firm ... expecting plant capacity 
to limitthci r output over the next fOll r mon ths wa,> 
above its long-run average in the cs r, Indu <; trial 
Trends Survey for Jul y. In the :-e rvice sec tor. where 
recentl y out put has been growing more ... trong ly. ,>urvey 
evidence o f capacity ulili:-ation ~ugge~t !. thal finm have 
a strong incen tive to incrca:-e inve~t menl. 

Not al l the data point 10 stronger investment grow th. 
Retained earni ngs of industrial and commercial 
companies (ICCs) wc re lowcr in the fir st quarter of 
1996 than the average of 1994 and 1995 . Annual gro!.~ 

elm f ' 3.H trading profit grow th has slowed since 1994 while 
Hnu.,l' pric:l''' and Iwu ... inl-( hlrl1f1H'r dividend and intcrest paymenl~ have risen sharpl y. 
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Pri vate residenti,,1 construc tion activ ity wi ll probab ly 
pick up in the !)ccond half of th is year. House prices 
have risen recen tly bee Chart 3,8). and net lending 
secured on dwe ll ings rose in the fi rst hal f of this year. 
Housi ng turnover rose a little in the first ha lf of thi s 
year. bu t pri vate housing starts and comple tions together 
were weaker in the three mon th :- to June than in the 
previou~ three months. 

SfOckl)/fildil/~ 

The August 1995 Repor, suggested that some 
destock111 g in 1995 could lead to a general slowdown in 
GDP growth in the second half of that yea r and the 
beg inning of thi s. In the even\. stock bui lding remained 
very high for most of last year. But lower stockbuilding 
probably depressed growth in the lirst half of thi s year. 

Around a third of the large increase in stocks in 1995 
Q4 and 1996 Ql was accoun ted for by the stati stica l 
align ment adjustment. That adj uslment is made by the 
ONS to the expenditure measure of GDP so as to make 
it lall y with the outpu t measure.H ) The a lignment 
adjustments between 1993 QI and 1995 Q-I were 
rev ised by an absolute average of £-12-1 million a 
quarter. in 1990 prices. betwee n the fi rst estimate made 
by the ONS and the latest esti mate made in June th is 
year. The eq ui ,'alent rev isions fo r di rectly measured 
stockbuilding (t hat is. excluding the alignment 
adj ustment) were £35 1 million a quarter. So in the 
recent past. bOlh the align ment adj ustment and directly 
measured stockbuildi ng have been subject to large 
rev isions. The al ignme nt adjustmen t is inc luded in 

(1) A, further ill fonnallOfI h.""",,.., \t\ ,,,I,,hk, m..r(' wc,~ll1 L' )J\;o~cd on lh,' 
c~)JClldllUtC 1tI"·\"Ur~ . scc th~ bo.,~ olll'ag.e 1J "r,hc "' la} 199511111<1''''" 
R,.,lUrt, 
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stock huildin£ data onl y because of the diffjcult ie~ in 
lIlc;,IMlring ~ t och-Ilot because the ONS have additi onal 
information that lead il [ 0 helieve that stocks data are 
bei ng undcr or overrecordcd. So it is probably best to 
anal y~e ~ tocks excluding the a lignment adjustment. bUI 
there i ~ a po,s ibility Ihat di rectly measured stockbu ilding 
has bcl;!n undcrrecorded. 

Table 3.C shows th at ~lOck huilding in manufact uring. 
which accou nted for most of the rise in stocks last year. 
was considc rabl y lower in 1996 QI than in 1995. 
Stockbuildillg in Ihe distribution indust ri es (which hold 
abou t a third of total stocks) was around its long- run 
:lvcr,lgl;! last ycar. but increased sign ifi ca ntl y in 1996 Q I. 

T he significance of the rece nt incrc<tse in stocks fo r 
future OUl pLlt dl;!pcncis on whether it was vol untary or 
not. Finm W,lI lt 10 hold slocks 10 avoid losing revenue 
ilnd potenti al customers. as Ihey would do if they could 
not ~at i s fy orders. and to avoid di srupt ions 10 proouclion 
through in~u rnciell l raw materi<tl s or components. The 
amount of stocb they need to hold for these purposes is 
li kely to increase as sa les or output rise . Char! 3.9 shows 
Ihe ratio of stocks to sa les. Over Ihe long term. stocks 
have fall en relative to sales. rellecti ng improved stock 
manage ment tec hniques. However. stocks rose relati ve 
to sal cs bctween 1995 Q I and Ihe Ihird quarter of that 
yea r. but subsequcntly stabili sed . 

A fil'l11' s dcsired holding of stocks will depend also on 
finan cial constra int s. A rinn may be willing 10 hold 
more stocks re lative to sales beca use it has excess cash 
holdings. Al tern ative ly. if a firm faces cash-flow 
difficulti cs. it may liquidat e it s stocks-it may not wa nt. 
or be able. to borrow more. One meas ure of a firm's 
cash surplus is ils undisl ributed ea rnings a fter capita l 
expenditure. Chart 3. 10 shows Ihal in Ihe past there has 
been a close re lations hip between this measure of cash 
surplus and stockbuilding for ICCs (which hold aboul 
three quarters o f a ll stocks). Some of the large cash 
surplus in 1993 and 1994 was lIsed to repay bank 
borrowings wh ich had ri sen rapidl y in Ihe late 1980s . 
The rest may have been used 10 bui ld up slOcks relati ve 
to sales. Recentl y. ICCs' cash surplus has fallen sharply: 
in 1996 Q I it was £0.7 bill ion. compared wi th 
£4.1 bill ion a year earli er. so the ri se in the stock 10 sal es 
ratio since the beginning of last year may ha ve been 
involuntary. But firm s' cash surpluses were still positi ve 
in the firs t quart er o f this year. so there is not stron g 
pressure 1'1'0111 thi s source to reduce the total level of 
stocks. 
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CB I survey~ include a que ... tion about the adcquacy of a 
firm 's s tock~. The am.wcr~ C,1Il be lI' .. eful in ident ifying 
parti cu lar ~ectors whi ch miglu have built up "tocb 
involuntaril y. There j ... a contra<,t between \\ hole~aler<, ' 

and manufacturer .. ; respon ... e ... to ~ uch qucstion .... as 
shown in Chart 3. 1 I. Over the "~ X m{)nth~ 10 June thi ... 
year. the ba lance of llli.lIlUfaClurer ... reporting that their 
present stocb. o f nni~hed good~ were more than 
adequat e was hi gher than il' long~run average. But in 
who lesaling. firm ... reported that their ~tocb. in relation 
to ex pec ted sa les were lower. So. alt hough it seelll~ 
likely th at nw nufaclurer ... wi ll :-.eck to reduce Ihei r 
holdings of stocks in the immed iate future. wholesa lers' 
stocks may be lower than dc ... n ed. 

Taking all these factors toge ther. it is not ent irely clear 
why firtns ... hou ld ha ve chosen to innease stocks <;0 

quic kl y in the year to 1996 QI . Excl uding the a lignment 
adjustment. the ... Iock to ... a lc!o. ratio rose init ially in 1995. 
then stabili sed in 1995Q4and 1996Ql . 
\Veaker-I han~exr)ected demand wa~ probably the main 
explanat ion fo r the bll ild~up of ~ toch in 1995. Looking 
ahead. stocks in man ufac turing may fa ll as firms seek to 
improvc thei r cash now. 

Public I('CIOI" (/('I/Iw/(/ 

Real ge nera l govern ment consumption rose by O.l lk in 
tile first quart er of Ihi ~ ye~l r. General government 
investment fe ll by nearl y 159( . but investment by publ ic 
corporat ions rose strongl y. In real terms. overall public 
sector demand fell in 1996 Q I. and was 2't/le lower than 
a yea r ea rli er. HM Treasury's Summer Economic 
Forecast. publi shed 011 9 Jul y. projected furt her declines 
in public sector demand relati ve to GDP over the next 
two financial years (sce Chart 3. 12). The projected large 
fal ls in government invest ment are planned to be part ly 
offset by private invcstment under the Private Finance 
Initiativc. 

Fi scal consolidation has been much s lower tban 
ex pec ted at the time of the November \994 Budge!. 
This was renectcd in rev isions to HM Treasury' s 
fo recasts fo r the defic it in the Budget lasl year. and in its 
latest Summer Economic Forecast (sce Chart 3.13). The 
revisions were mainl y due 10 higheHhan~expected rea l 
expendi ture last year. partly because cash spend ing was 
close to projections wh il e innati on was lower than 
ex pected. The amount of tax paid in the financial year 
1995/96 was also un expectedl y low in relation 10 IIle 
level of ac ti vity-e.ffecril·e tax ral es were lower. HMT"s 
Summer Economic Forecast projected that they would 
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rc nHlin lower Ihan anticipated al lhe time of Ihe 
Novcmber 1995 Budget. 

3.3 Net external demand 

The cxte rnal curren t account deficit was rough ly 
unchanged in the first quarler or 1996 compared 10 Ihe 
previous quarter. Import s grew much more quickly than 
ex port s but transfers 10 the European Union were lower 
than in the previous quarter. Demand in Ihe Un iled 
Kin gdom's Il),lin overseas tradin g partners grew more 
slowl y than UK domes ti c demand in 1996 Q 1 . 

Exports. in constant prices. rose by 1.3% in 1996 Q 1. 
a fter inc rcasi ng by 0.6% in the last quarter of 1995. The 
increase in export volume growth renected In part 
stronger grow th in Ihe United Ki ngdom's main overseas 
tradi ng partncrs. The share of UK ex port s goi ng (0 other 
members of Ihc G7 was less than 50% between 1990 and 
1995. so it is use ful to cons ider a larger range of 
countries. For example. Belgium and the Nethe rl ands 
together account ror the second largest share o r UK 
exports (after Germany) over the same period . 
C hart 3. 14 shows that real GDP growth in Ihe G 10( 1~ 

mm·kc ts. excluding the United Kingdom. was weak in 
the final quarter of last year. bu t rose to around its 
long-run Irend rate in 1996 Q 1. Gi ven the growth in 
overseas dcmand. the increase in UK ex port s in the 
rOlll·lh quarte r or lasl year and in the first quarter of thi s 
year was strong. The ri sk to demand fo r UK ex ports 
from weak overseas activ ity d id not materiali se in 
1996 Q I: jUdgi ng by the ex port goods daw available so 
far for the seco nd quarter. export vo lume growth 
rcmained robust. 

Com pared with the previous 15 years . real in terest rates 
in France and Germany were ve ry low in the first ha lf of 
Ihis yea r. And real broad money growth in the major 
overseas economics has rise n since the middle of last 
year. Changes in broad money growth have often 
preceded changes in output g rowth , as Char! 3. 15 shows. 
So the recen t acceleration in real broad money is 
consistent wit h a recovery in overseas demand over Ihe 
nex t year or so. Demand in conti nental Europe wi ll be 
a rfec ted by the connic ting influences of monel<lry and 
fi sca l po li cy. The ini tial impacI of fisca l consolidation to 
meet the Maastri cht c riteria could offsel the 
ex pansionary e ffec t of current monetary policy. In the 

(1) The G 10 c<)lIlpn-..!, cI~,'cn c<)unme" Ihe G7. Iklgium. the N~lhcrl ~ nd,. 
Swd~n :md Swillcrland. 
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Un ited State~. dome"t ic demand grew by an annuaJi sed 
rate of 4.2lff be tween 1995 Q4 and 1996 Q2. Growth 
there may ~ Iow down to il .... long- run trend ra te of 2.89,. 

Net external demand depend" on import '> a" we lt a" 
ex port ..... Import volume .... g rew by nearly 3Cff in 
1996 Q I. compared with 0.9SC growlh in UK dome"tic 
demand . Inc reased internat iona l .... pcc ia li .... ation has led 
to a trend inc rease in import pene tration ~ ince 1980. But 
import penetration ha .... increa~ed ullll .... uall y quickly ... ince 
the beginning of lasl year. de~pite the rea l exchange rale 
depreciat ion at that lime. Weak dome~ tic demand 
overseas cou ld have prompted fo re ign firms to seek 
volume growth in Ihe United Kin gdom at the expense of 
reduced profitlllargins. 

3A Output 

Whole-economy annual output growth. valued at 1990 
pri ces. is estimated to ha ve slowed from a recenl peak of 
4.3o/c in 199.t Q.t 10 I.S%- in 1996 Q2. Whole-econo my 
output is esti mated to ha ve inc reased by OAo/r in 1996 
Q2. but excluding oi l and gas extraction. output rose by 
onl y 0.3%. Service :>.eclo r ou lput increased more 
qui ckly than manufacturing OutpUI hlsl year- thi s 
pattern of growth continued in the firsl half of 1996. 

According 10 the initial estimat e by the O NS. the effect 
of BSE reduced growt h in GDP by about 0.1 percentage 
point in Ihe second quarter. and growth in agricultural 
output by between li ve and tell perce ntage poinb. The 
effects of BSE arc like ly to be larger on agricultural 
suppl y than demand . The overall demand for 
agricultural products is ll11likely 10 have fall en. even 
though the composition of that demand wi ll have shift ed 
away from beef to olher food. Blit the suppl y of 
agricultural products. in the short run . Will have bee n 
reduced by the slaughter of cattle . 

Manufacturing output may remain weak in the near term 
if firms in that sec tor seek to reduce their holdings of 
stocks. Thai could slow output growlh in the rest of the 
economy if. for exa mple. manufacturing finns demand 
less output from serv ices o r construction industries or if 
lower manufacturing employment red uces consumption. 
Chart 3. 16 compares growth in manufacturing output 
with outpu t in the rest of the economy over the past 
35 years. Although both have tended to move together. 
manufacturin g output growth has been more vola~il e and 
there have been periods when manufacturing has been 
much weaker than ot her sectors of the eco nom y. 

17 
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The degree of spare capac it y will innuence whether 
finns decide to respond to increased demand in the short 
run by raising the ir prices or increasing the ir output. 
C BI surveys suggest that the number of man ufact uring 
fi nn :-. expecting pJan t capac ity to limit outpu t over the 
nex t four months was above its ten-year average in Jul y. 
But capaci ty constrai nts Illay be Illore pressi ng in the 
se rvice sector. The number of service sector firms 
worki ng at full capaci ty in 1996 Q2 was at it s highest 
since the questi on was first asked in 1989. according 10 

Ihe Briti sh Chamber of Commerce. So short-run price 
press ures Illay be illore preva lent in the serv ice sector. 

3.5 Summary 

GDP co ntinued to grow at a lilll e below its long-run 
trend rate in the tin;! half of 1996: in Q I, domesti c 
dema nd <lcceleratcd as consumption and investmen t grew 
strongly. Consumpt ion growth is likel y 10 remain strong 
over the nex t two years. Debt burdens ha ve falle n and 
wealt h has increased. Ta x cut s and a rise in aggregate 
rea l earn ings may have raised households' ex pected 
future income. And building socie ty wi ndfa lls and 
maturing T ESSAS should prov ide a small temporary 
boost to consu mption of du rables. 

Last year. investment in manufacturing grew by more 
than in any other indll ~try. But more recently. total 
investmcnt has grown des pite lower man ufacturing 
investmcnt. Investment in other industries could grow 
more quickly than in manufacturi ng ove r the next two 
years. Capac ity cons traint s are probably more pressing 
in the service sector than in manufacturing. and 
constru ction-related investment should be stimulated by 
the recent recove ry in the hous ing market. Although 
government investmen t is planned to fall over the nex t 
two years, ove ra ll investment should grow more qu ickly 
than GDP. 

Stocks. excludi ng the ali gnment adju stment. rose re lative 
to total final sales over the year to 1996 QI. Although 
the absolute level of stocks may not fal l. GDP growth 
may be restrained by lower stockbllilding for the rest of 
this year. 
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Clai mant unemployment continued to fall in the second 
quarter. at almosl lhc )<'<I mc rate a!'> in the fi r !> \lhrcc 
months of the yea r. But 11 rough c!'>limate of Ihe gap 
between [owl hour!'> worked and the potential number of 
hours peop le wou ld be wi ll ing (0 work ha~ rem<lllled 
fairl y constant over the pa~( yeaf, suggesting that the 
labour market ha ~ not ti12htened much over that period. 

Post- tax annua l real hourl y wage growt h- the 
'consumption wage '11 )-picked up to 0.6'k in the first 
quarte r. (he latest quarter for which data are available. 
afte r no growth in the year to the l a~t quarter of 1995. In 
the second qua rter of this year. the consumpt ion wage 
probably ro~e ~ha lvly a~ a re~u lt of personal tax CLlts in 
the Novem ber Budget which took effect in April. The 
consumption wage fo r manufacturing workers was -I.29r 
higher in May 19961h<ln in the same month a year 
earlier. The rea l hourl y pre-Iax wage-the 'product 
wage' (!I-increased by 1.2ea in the year to 1996 Q I. 
after r i ~ i ng by 0.61h over the year to 1995 Q-I. 

~ . l Demand for labour 

Accord ing to the Labour Force Survey (LFS). the 
number of employees fe ll by 34.000 in spring 1996.1') 
after increas ing strongly over (he prev ious three monlh ~ 

(see Table 4.A). The Work force in Employment (W IE) 
measure of employment fell by 71.000 over the quarter 
10 March. al most reve rsi ng the 79.000 fisc in the 
prev ious quarter. The dec line in (he I1 rst quarter on the 
W1E measure wa:. the la rgest quarterly fall si nce 199-1 
Q4. The dilTerence between the two measures may be 
explained by the fact that tile LFS. a survey of 
households. covers a greater proporti on of part-l ime job:
and jobs in the hidden economy. whil e the W1E is based 
on a sUfvey of employers. 

The LFS shows tll;)t part -time jobs have accou nted for 
a lmosl Ihe entire increase in employment since the 
Irough in output (see Table -I . B), In spring 1996. the 
number of full -time employees!..\) fe ll by 8.000. whil e 
part-time employment was up by a furth er -1.000, The 

«() Deflated "" '\g the !:\x UlHJ pri,'c, Index. 
(2) Dcn"lcd u,jng lh~ GDP den"I"r:" f"nor '0'1. 
1.\) Spring" ddi, 'cd ", ,," larch (" ~b>' ,ndu,"c. 'UII)lII,'r", June 10 t\ugu-t 

,nch"i,·c "I~ 
(..\) Th i, b,,·al.do\\n cwludc, Ihe ,clf·employ,·d 
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\V IE data show that the numbe r of people in full-time 
employmen t fe ll by 56.000 in the fi rst quarter. while the 
number of part- ti me jobs rose by 32.000. 

The di vergence between the nu mbers of fu ll and 
part -li me jobs means that a better measure of labour use 
is total /tollrs worked. Chart 4. 1 shows LFS and WIE 
measures of to[(l1 hours worked. Both measures show 
that labour Ll se has been roughl y unchanged over the past 
few qu arters. 

Surveys of employment int en ti ons suggest some job 
growth . The June Milnpower Survey of employment 
prospects showed a pos iti ve balance of 15 for 1996 Q3. 
compared wit h 16 recorded in the same period a year 
carlicr. P1 According to th e Brit ish Chambers of 
Comlllerce Survey. service sec tor employ ment is 
increas ing at its fas test rate since 199 1 and the 
manufactu ring sec tor has been hi ring sl ightly more 
workers than it has been shedding-although the rate of 
growth of manufacturi ng jobs has been fai rly stat ic over 
the past year. 

The Jul y C BI Quarte rl y Ind ustria l Trends Survey 
recorded a negative ba lance of 17 of manufact urers 
planni ng to recruit sta ff. Accordi ng to the survey. 
manufac ture rs' employment intentions improved 
stead ily fro m l\ negati ve balance of 49 in spring 1991 to 
a balance of minus one in spring 1995. but subsequentl y 
decl ined . 

4.2 Supply of labour 

The LFS provides an est imate of the number of 
economically (lcril'e people-that is. those in work and 
those acti vely seek ing work. That is one measure of 
la bour suppl y. but the re are olhers. The potemial supply 
of labour could. in fact. be larger as some economica lly 
inactive people of working age could be drawn into the 
labour market were su itable vacancies to arise. Potentia l 
supply m<ty be more relevant ove r the medi um term. 
Chart 4.2 shows the population of working age by labour 
marke t status. Thai is an upper bound on potential 
labour supply as some economi call y inactive people of 
work ing age. such as the long- te rm sick. do not 
contribute to potential suppl y. But others. including 
some of th ose in educa tion and all th ose di scouraged 
from seeking work by the state of the job market , are 
potcntialmcmbers of the labour force . 

(I) A 1)Q'I'''·c bJI'HIC,· or around ten 0< con"dcrcd to he !1cutrnL 
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As when mca ..... uring labour demand. the total potential 
suppl y of hour.\ i ~ more rel evant than the number of 
workers avai lable. There arc different way!l of 
mea~lII'ing potential hour ... <;u pplied. One simple way i .... 
to add actual hour ... ~upplj ed to e<;tim:tte!-. of the 
addit ional hour~ whi ch tho~e in voluntaril y in part -l ime 
work wou ld be prepared 10 work and of the hour ... which 
those who are act ively ~eek i ng job<; would be will ing to 
work (sce Chart ~.3).(l J Al though the approximalion of 
hours offered i ~ crude. it ~ugge~t~ that the number of 
hours people would potentiall y be prepared to work 
Increased in 1995. before ..... tab ili s ing in the first half o f 
1996. The chan al so pre~ent~ an alternative indicator 
that includes 'di~couraged worker~' in the estimate of 
th e potential supply of h o ur~. Di!-.couraged workcr~ arc 
people who wOlild like to work but have not looked for a 
job in the past four weeks. because they believe that 
none is avai lable. That ... how~ a ~i milar picture. 

Higher education affects the potential labour supply. 
The proportion of people between 16 and 2-' in full-time 
education rose on ly gradua ll y from l7 .2t;'c in 198-' to 

19.9~ in 1988. but then increased sharpl y to 33.~%- in 
1995 and stayed at that rate in 1996. The Department 
for Education and Employment (DEE) projects thal Ih is 
proportion will remain ~teady until 1998. so the suppl ) 
of labour will probably not be affected much by c hange~ 
in the number of student ~ over the next rew years. 

Dcmographic trends also innucnce potcntiallabouf 
slI ppl y. These arc estimated by the Govcrnment 
Actuary's Department and the DEE. These sources 
project a ri se in the popUlation of working age of 0.36o/c 
a year between 1996 and I 998-in line with it s 
long-term averagc, but not as rast as the ri se between 
1985 and 1987, the same stage of the previolls cyc le . 
when it rose by 0.53% a year. So potcntiall abour suppl y 
is unlikel y to expand as fast over the nex t two years as it 
did in the mid I 980s. 

~.3 Measures of labour market tightness 

In the short ru n. the interaction between the suppl y and 
demand fo r labour determines the tightness of the labour 
market. In the longer run. it determines real wages. 

(I) In 1995 . ..,;("ruing h' LFS dal~. <JY .. 01 elllplu}ed men """led full ' IUll<' 
on,] 8'1 01 Cll1plo)cd men "or~cd P;IIHIl11C. In "ddulon. 55'1 of 
employed WOIlIoCII ,,,,,l"d lull . llllle all<.I.15,. ,,"u.le,] p"n·lim,· . Among 
pan'lImc",.25'1 "r Illell alld 10'·, of ",.men 'Jld the} "oulJ p,l'fcr 10 
worl f"II -1 ,nl<' ,\ ",ul,\h ",lIn1,<l" ollhe p01el1ll.,1 ,uppl) "f hour, 
"ufli)ule, 39 hour';1 ""c,,l 10 ":,~h full ' lIn", empk')n' and r"n-limc 
cmplo} ce ,dl" would "le t" "'",k full ' lIm" ,,,,d L'i hour, lomher 
pan'lime " orl~r.,. a, Ih",e ;If,' Ihe .",·rJgc \\orling "e~b of each 
calcgo,) 11\ addluon. lhe lLO uncmploy':d (;111 I~ ,·"ullled :1' \\illing,,~ 
wpply hour, 11\ 'LlI\\I •• r I'ropomon, 
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Clairnantunemployrnen t fe ll by an average of I 1.600 a 
month in the three month:-; to June to reac h 2.152.000. In 
Ihe th ree month:-; to March- the latest data avai lable al 
the time o f the May /1Ij1a1iOIl Ri'porl-unemployment 
fell by ,Ill average o f 16.300. However. that is nOI 
suflicie ll t to prove that the labour market has been 
ti ghtening. 

Unemployment on the LFS measure rose by I 1.000 in 
spring 1996. <tfter falling steadil y over the previous three 
yea rs. And as Clwn 4.4 shows. Ihe total number of 
people of workin g age who arc not in work- another 
ll1o.!aSllre o r I"bour Illarkcttighlness based upon Ihe upper 
limit of estimates or labour suppl y noted earl ier-has 
r"lIen by less tha n c laimant unem ployment. Thai 
suggests th al e ither more people have been dropping out 
o f the labour market. discouraged by poor prospec ts of 
find ing a job. or that more people have entered further 
ed ucation. Chart 4.5 shows that the proportion of the 
population of worki ng age without employment has been 
falling over the past three years. It a lso shows that 
non-employment is still significantly higher than it s 
eight -year average-another measure of labour market 
tightness. 

A beller ind ication of the state of the labour markel is 
the es timated balance between the poten tial suppl y of 
hours and those hours worked. shown in Chart 4.6. The 
chart suggests that the labour market tightened between 
the begin ning of 1993 and the mi dd le of 1995, but has 
not ti ghtened si nce then. If discouraged workers are 
included as poten tial supp li ers of labour. the res ult ing 
picture is s imi lar. 

Whil e the esti mated balance between hours worked and 
hours offered shows no tighten ing over the past year. 
there are two indicators which lead to a differen t view: 
ski ll shortages and vacancies. Neit her piece of ev idence 
is particu larly strong. Ski ll shortages in manufacturing 
rose between aUlUllln 1992 and spring 1995: they 
subsequent ly fell slightl y before rising in the latest 
quarter according to the CBI July Quarterly Industrial 
Trends Survey (sec Chart 4.7). Bu t the Brit ish 
Chambers of Commerce Survey suggests recru itment 
difficulti es arc more of a concern : in services and 
mmlllfac turing. they arc <tttheir highest since 1990. 

The ratio of vaca ncies to the number of unemployed also 
sugges ts thalthe labour market is light. wi th the ratio in 
June a t the same level as recorded in late 1987 (see 
Chart 4.8). when inflationa ry pressures in the labour 
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market had been bu ilding up .. trongly. The relation"hip 
between unemployme nt and vaca ncies ha!o. changed. 
however. and i:-. no longer a good mea .... urc of labour 
market ti glulle!<l .... That i .... di !<lcu" .. cd later. 

On balance. therefore, the labour market probab ly 
stopped tightening at the beginning of 1995, whe n GDP 
growt h .... Iowed 10 below trend. 

4A RccO\ eries com pared 

Table 4.C compares chan ge:- in employmellt. 
unemployment and inacti vi ty :I." a .. hare of the total 
worki ng-age population in th e fir:-I four years of the 
recoveries of the I 980s and I 990!<l. I n the 1990s 
recovery, claimant un employment!ell by 1.2 percenlage 
points of the working-age population. compared with a 
rise of 3.2 percentage point !<l between 1981 Q I and 
1985 Ol - a simi lar period over the previous cycle. 
Employment fell in both recoveries. but by a linic less in 
the I 990s. However. the proportion of people ncither 
employed nor ac ti vely seek ing work- the inactive-rose 
sharply in the I 990s. aftcr falling by 1.3 percentage 
points during the previous recovery. Al most the entire 
net improvement in unemployment performance in the 
1 990s compared with the 1 980!-. wa .... accounted for. 
therefore. by the rise in inactivity. 

The structure of employme nt also changed. J n the 1990s 
recO\lcry to date. se rv ice sec tor jobs Increased by 3o/r . 
while th ose in m,lI1l1factllring dec lined by -I- 9'c. This 
compares with an increase of 40/c in service sector 
employment over a sim ilar period in the early 19805. 
which was more than offset by a fall of I-I-~ in 
manufacturing employment. 

This shift into serv ice sector jobs may have depressed 
measured aggregate prod lKtiv it y growth . as service 
sector productivity-as measured-is lower and 
increases less quickl y. Between 1983 and 199-1--that is. 
between years which came two years after the previous 
troughs in output-average prodm:tivity in production 
industries inc reased by 66%. while average service 
sector productivity increased by 13%- . 

4.5 Nominal earnings 

Nominalllnderlying average earnings growth per worker 
increased from 3'/,% in December to 3'1/70 in February. 
where it remained in March and April. It fe l! back to 
3'h% in May, as ex pec ted. 
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The pic k-up in average ea rni ngs g rowth in February ca n 
bc aCCOlllued for by an increase in wage d rifl rather than 
setll cmellls. Wage drin captures facto rs such as bonus 
paymc nts. overtime. shift pre mia. gradi ng incrcmen ts 
and changes in the composit ion of the work force. 
Chart 4 .9 sho ws that. between January and April 1996. 
wage drift contributed all of the 0.8 percen tage poin t 
innca).e in avcrage ea rnings growth . The three-month 
employment-we igh ted mean sell lement recorded in th e 
Bank 's database was 3.4% in June, up fro m 3.3% in 
April. but lower th an it was at the start o f 1996. 

A bre(lkdown of earnin gs by sec tor suggests that the rise 
in wage drift in Februa ry was concelllrated in serv ices. 
Bonus payment s in the linancial sec tor we re much 
highe r in spr ing 1996tl1<ln spring 1995: income in 
fi nanc ial companies rose by 3% in 1994 and the n by 
19% in 1995. The e ffect of higher wage drift then 
dropped out o f the twelve- month nverage earnings 
calcu lation in May. One factor pushing up bonus 
payments- and wage d rift- o ver the longer term cou ld 
be the rapid increase in profit-related pay (PRP) over the 
past few years (sec Table 4 .0 ). Many of these sc hemes 
pay o ul in the spring . 

Expectations o f future inflat io n are central to the outlook 
for nominal ea rn ings. Pri ce expectati ons. measured by 
the Ban::lay s Basix Survey. have fallen by around ha lf a 
percentage point among most groups questioned over the 
past year- the ge nera l pUblic. econom ists and trade 
unioni sts. The latest data arc di sc ussed in Secti on 6. 

4.6 Explaining the behaviour of real 
earnings 

Real wages per worker have grown less over the curren t 
recoveryfl1 than over the corresponding part o f the 
previous upturn (sce Chart 4.10), even though 
unemploymen t s tarted to fa ll Illllch earlier in the current 
cycle . 

Onc possible explanati on for subdued wage behav iour in 
the curren t recovery is a lower natural rate of 
une mpl oyment than d uri ng the previous cycle. At the 
natural rate of une mpl oy ment . the demand for labour 
equa ls the 'e ffec ti ve' supply of la bour: that is. the 
number o f ho ms of work demanded by firms at a g iven 
rea l produ ct wage eq ual s the number of hours firms 
believe is being o ffered to th em. The effective suppl y of 
labour is less th an the total supply on offer because the 



Charl ·t 11 
Th~ Inl:11 ·\\ ~dJ.:('· and Ih~ I~rlll ~ nf Irad~ 

M ... ~, 1'1~1 . 100 
on· - - ,," 
0 1'1/)- _ 10' 

onl -

ll><~ ... ·".d,,',h, 
01</'·"''''' .... Io, 

o~s -

0600 - ' , 1 , , 
I~I' Ii(l " !.;.un". 0" "'" B>tIl '" I· ........ 

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

.. I , .... ' ...... "","" '" """". <>f"< ...................... U"" , ...... -.1<, 
f •• ''"1'''''' 

'h' 11>< r"",,~ ,"" "'. 1 ........ "'1''', ........ kO,,,,, ",.1 1"'-'''''' r'<' 
"",k . !lo< "' .. '"''''''''f''''' ".,., .. <1<100<4 •• , ... , ... ,....,,""', "mpIo>}..., .. '''Il.0<.l .., ,1><." ..... 1".,,,, ' .... ' n., , . ...... <10 ....... '" 

" 

" 

.... 1 ,,"opI.>}«. ,. """"''1'''''.' Tb< ... , 1"' ...... , ".,., .. <l<r,""" •• 1>< ,,,,,, 

labour marke t is not perfectl y com pet iti ve- giving ri..,e 
10 involuntary uncmployment. Factor .. whic h may affec t 
the natural rate include the leve l of unemployment 
benefi t compared with Ihe earning!- of those in work (the 
' rep lacemen t ratio ' ). the dcgree of mi ..,match between 
workers and job~. the institution ... of wage bargain ing and 
the perce ived job security or tho..,e in work . 

Severa l factor:-. in the 1980s tended to incrca<;c the 
effec tive labour sllppl y.1t any given real product wage. 
:-.uggestin g that the long- run natural rate of 
unemployment should ha ve fall en. According to the 
Departmen t for Soc ial Securit y. the proportion of the 
working population whose replacement ratio was below 
0.7 increased from ahollt 859', in 1985 to over 95% in 
1996. By redu cing the income ava ila ble outside the 
labour market. a fal l in the replacemc nt ratio is likely to 
increase the nu mber of people prepared to work at a 
given rea l product wage. and hence the number of hour~ 
effectively offered. 

Other st ruc tural and in!-titutional changes in the 1980<; 
also tended to promote nex ibil ity in the labour market 
by reduci ng trade union power and maki ng it easier to 
hi re and fi re worker:-. (:-.ee February 1996111flarioll 
R('I)(JJ'r). 

A ri se in the consumption wage re lative to the product 
wage-th e 'wedge' between them- wou ld tend to 
increase the Ilumber of hour:-. people are effectivel y 
prepared to a lTer for a given rea l product wage. because 
the bene fit to an emp loyee of an extra hour' s work wou ld 
ha ve inc reased. Chart 4 .1 I shows that the ratio of the 
consumption wage to th e prod uct wage rose fairly 
steadi ly O\'er the 1980:-., so that might a lso have reduced 
the natura l rate. Two main fac tors affect the ratio: Ihe 
terms o f trade and taxes on income. The improvement in 
the terms of trade in the second half of the I 980s merely 
reversed the deteriora tion in the fi rst half of that decade. 
and so is unl ikely to have pushed the natural rate in one 
direction. 

Increased job insecurit y would al so have tended to 
reduce the natural rate. If job securit y had fallen- that 
is. if the ris k of losing one's job had increased-that 
might al so have increased the number of hours peop le 
are effecti vely prepared to offer for a given real product 
wage, It depends on what employees perceive the ir 
opportunit ies to be if they are made redundant. The 
ev idence on job securit y is mixed. One way of 
measurin g job securit y is 10 look at the proportion of the 
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work force that ha:. been unemployed at some po int in 
the past five year:..!H Table .. LE :-.hows that the total 
number o f peop le who ex pcrienccd at least o ne spell o f 
unemploymen t wa:-. at it:. lowe:-.t du ring the period 
1986- 91 and highc:.t during the period 1983- 1988. 
Although both the level and the percelllage have been 
ris ing :-.incc 1986- 91, they arc still lower than in the 
carly 1980:.. 

The nUlllbr:r of rcdundwlcies per 1.000 cmployees is 
,mother indicator of job sec urity. Table 4.F shows that 
the redundancy rate or wh ite-colla r workers rose s lightly 
between winter 1994 and winter 1995, particularly 
.1I11ong managers and administrators. Th is helped push 
up the ,lver:lge redundancy rate from 5.5 per thoLlsa nd in 
winter 1994 to 10.2 in win ter 1995. Bu t the rate is st ill 
llluch lowcr th:m the most reccnt peak of 17.8 recorded 
in :.pring 1991. 

Althoug h the~c mca:-.ures of job security do nOl suggest 
any dra matic c hange over recent years. the penalty 
attached to los ing a permanen t job lllay have increased. 
The minority o f people who lose thei r job face a labour 
market inc rea:-.i ngl y characterised by part-time and 
tcmporary jobs. On ly 20% of unemployed people who 
found jobs in 1992/93 found permanent full .. ti mejobs.(2f 
And real earnings in new jobs taken by those o ut of work 
have barely risen si nce 1980. So even those wi th 
permanen t jobs may feci that wages and cond iti ons in 
alternative employ men t are less attractive. and so may be 
wi lling to accept lowe r wages for a g iven une mployment 
rale. In othe r words. the c hange in the structure of the 
labour market may a lso have increased the effecti ve 
labour sLlppl y al any real product wage. 

In addition. the proportion of the e mployed po pu lation 
w ith ~tatutory e mployment rights fe ll from 55.5% in 
19751035.9% in t993P) Much o f the fall was due to 
the increasc in the qualificati on period for e mployment 
rights frol11 s ix months to two years over the period. The 
lates t LFS suggests that the number of people not 
covered by employmen t rights increased sharpl y over the 
year to spring 1996. wit h a 3,0% rise in the number o f 
people laking jobs on tem porary cOll tracts. 

There was. however. one facto r whi ch might have 
pushed up the natural rate or une mpl oyment. at least 

( I) Th" can he d"ne 1""'); Ihe ONS l{)nglludm~1 (!"("IM,~.lUVOS. "h,eh 
""'lIai l" r~,',mh ur jlk (,I' all ,-hllm, lor unemployment·relaled b.'lI l'f,,, 
'"K~ 191\2 . 

(2) Grc~g. 1'. :lI1d Wad,""rth . J. 'A Short lII'lory or L~brmr TurnO\'<"f, Job 
TCllIlfC ~II(! J"b Security. 1975-93'. O"f/mlll ... ,;,·", <1 Ecolw!!IU' /'o/il'l'. 
'prin); 1'.195. 

(3) Ol'cil, 
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temporari ly-a fa ll in the e ffec tive ne ... s with whi ch the 
unemployed look for job .. , The re hllion~hip bet wee n 
unemployment and vacanc ie .. i .. known a ... the 'Severidge 
Curve' . More effec tive job .. earchin g reduce::, the 
number o f vacanc ie~ for any gi\ en leve l of 
llllemploymenl and vice ver .. a. The effecti ve ne .. " or job 
search depend .. not on ly on the job .. eeker. but abo on the 
recruitment pract ice .. ofelll ployer::,. In the I 960s and 
early 1970 ... the rciati on .. hip between unemployment und 
vacanc ie .. wa .. fairly .. tab le. but. in the .. eco nd hai r of the 
1970 .. and I" u·ti cularl y the tir .. t half of the 1980::,. the 
curve appear .. to have .. hit"h.:d out ( .. cc Chart 4.12 ). 
suggesting that the c ffecti venc .... of job .. earch declined. 
It Ihen .. Iancd to .. hift back in 1993. The increa .. e in the 
vacancy rate for any given unemployment rate wa~ 
probably linked to Ihe proportion of long-term 
unemp loyed.n ) Thc re lat ion::, hip be tween rea l wage') and 
s!lOrHNIII unemployment wa .. rea ... onabl y .. table 
between 1983 and 1993 ( .. cc Chart 4.1 3). That migh t 
have been becau" employer .. were le .... likel y to hire 
those who have been out of work for long periods. The 
proportion of people OUI o f work for more than a year 
rose from 3-1 71" at the beginning o f 1983 10 -13<4.- in 1987 
Q3 before falling .. lightl y. Indeed. the inc rease in the 
proportion of long- term unemployed over the 1980" ma) 
have overwhelmed the e ffec t of :-truct ural reform .. . 

4.7 Summan . 
Demand for labour- Ill easured by hour .. worked-has 
not increased over the past few quarter ... Mea~lIfe .. of 
labour markcttighlness which take into accoullt hour .. 
worked suggest that the labour markel ha::, not tightened 
since the middle of la~t year. 

Nominal underl ying earnings growth increa .. ed to 3'U7c 
in February and stayed Jttl1at rate in March and Apri l. as 
bonuses were higher thi s spring than in spring 1995: it 
fell back to 3'/:%- in May. as ex pected, But real earnin2s 
growth has been lowe r over the current recovery than 
over a si milar period during the previoll ~ upturn---evcn 
though unemploymcnt started 10 fall much carlier in the 
current recovery. It is possible that the natural rate of 
unemployment is lower now than it was in the late 
1980s. That explanation would become more plausible 
if the subdued growth o f real product wae:e~ were to 
pers ist. 

( I) s~c Budd. A. Lcv'ne . I'. and SI1l1lh . I' (1'))(81. 'Unl.·"'lllo) ((I,-Il!. Vacanc;e , 
and Ihe Lo(\~"crm Uno.' mpl'»),cd·. "-""""'''1<')''''''1<1/. V"I. 9S, 
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Pricing behaviour 

This section report s on pricing behaviour in various 
sec tors o f the economy. It is im portant [0 recognise Ihal 
the suppl y-s ide factors di scLLssed here primarily afrect 
rela ti ve pri ces. They onl y have an effect on the ge ne ral 
price kvel in the long run if monetary policy 
accommodates them, and in the short run if there are 
nominal wagt.: and pri ce rigidi1ies. 

5.1 Import prices and the exchange rate 

Import pri ces accele rated in the earl y part of last year, 
but subsequent rises ha ve been modes!. The 
twelve- mon th rate of increase was just 1.7% in May. 
compared wi th a peak of I 1.0% in August 1995 . 
Move ments in the price of forei gn currency arc part of 
the ex planation (sce Chart 5. 1): ste rl ing deprecialed in 
1995 Q I. but the effective index has changed little since 
then. It averaged 85.6 in Marc h 1995 and 85.7 in J ul y 
1996 . 

5.2 Raw material and commodity prices 

Following the ir sharp rise du ring 1994. ste rling 
commodit y prices have not been a source of up ward 
inflat iona ry pressure (see Chart 5.2). In the year to 
December 1994, the Bank 's UK demand-weighted 
commod it y pri ce index rose by 9. I %. Over the next 
18 months, the ann uali sed ra te of increase was just 
1.89'0, below RP l. RP IX and RP[Y measures of re tai l 
price infl ation. 

Non- perishable commodities-pri nc ipa lly meta ls, fue l 
and tim ber- make lip arouncl 60% of the Bank 's index. 
Chart 5.3 shows how their relat ive price has tended to 
rise and fa ll wi th estimates of GDP growth in the G7. 
But market ex pectati ons of future supply and demand 
condit ions are al so relevant. because investors who 
anticipate an inc rease in price will aim to buy addi tiona l 
stocks now, evcn though storage costs mean their time 
horizon can be short. The May Report noted that 
commodity pri cc pressures mi ght re-emerge following 
news abou t strengthenin g acti vit y in the United States 
and Japan. [n the eve nt. copper prices fell sharpl y, 
following the di sc losure of unex pected losses by the 
SUlllit omo Corporati on. This accounted for most of th e 
rece nt decline in the Economist index (see inset chart). 
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US whcat rrice~ ro~e hy 20lk or "0 in March and Apri l 
and were notcd:l ' an up ... ide ri'k 10 retail prices. in the 
May Rep()rl. Sub:-.equenll y. weather cond ition ... 
improved ~o that. by the cnd of July. the price of win ter 
wheat had fa llen a littl e be low level, .. ce ll arou nd the 
turn of the yea r. Bakery product' arc onl y a "mall part 
of the RPI X ba!>oket and the impact o f Ihis temporary 
price ri se on me:l !>o urcd inl1 (1 ti on ha" bee n , mall. 

5.3 Pricing h~' production industries 

Manufac turer!>.' input C()~ t ~ fel l by 2.0 lff in thc twelve 
months to June- a tlwrki.::d chan ge from the hi gh ra t e~ of 
inc rease seen at Ihe beg inning of la~ 1 yea r ( .. cc 
Chart 5.4). When purcha !>.c!>. oflhe food. drin k. tobacco 
and pe troleum industri es. arc exc luded. the level of input 
prices has dec lined for e leve n cons.ec uti \ie months . 

A survey by the Charte red Institute of Purchasing and 
Supply (ClPS) al ~o reported Ihat raw materi al costs 
have fallen thi s year. It s price indicator fell to 37.7 in 
Jul y. the weakest num ber since the survey began fi ve 
years ago. The index i:- ca lcul ated as the pe rcentage 
share of manufaclUrer:- reporting an increa .. e in the 
price of their purc hase:-. piu :.. ha lf the "hare who 
experi enced no clHulge-so outlurn:-. below 50 su gge~t 
fallin g prices. These dat a arc a useful ind icator of input 
price inl1alion prior 10 the publicati on of the O NS se ries 
(see Chart 5.5) . 

Annual output price in11alion was stabl e at around 4 '1/'l'c 
in the second half of 1995. but fe ll slcadil y during thc 
early part of 1996. reaching 2.6o/c in June. In May. the 
ONS introduced a new output price seri es that excludes 
excise du ties-analogous to Ihe RPl Y measure of re tail 
price in l1 ation outlined in Secti on I. The new output 
price series rose a littl e more slowly in Ihe earl y part of 
this year Ihan the headline index (see Chart 5 .... ). Taxes 
increased faster than the prices charged by 
manufacturers fo r the ir output. 

Table 5.A provides short -run inl1ation measures. which 
illustrate the recent weakness of cost press ures in 
manufac turing industry. Output pri ces barely rose in the 
fi rst ha lf o r 1996. It seems like ly that man y firms. raced 
with weak demand and poss ibl y an overhang of 
unwanled stocks. decided not to charge more- a view 
expressed in report s from Ihe Bank's Agent s. More 
evidence is provided by Ihe CBI Quarterly Industrial 
Trends survey. in wh ich ma nufacturers are asked 110\ 

only to desc ribe pric ing dec isions over the past four 
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mon th~. but also to outline plans for the future. 
Cha rt 5.6 ~how~ that respondents, on balance. had more 
di ffi cu lty than u~ua l in aChiev ing desired output price 
ri :-.es from the middle of la :o. t year. 

l '"il ('(1\/1 ill J//lIlII l ll/l'lImllg 

In put -outpu t tables can be u ~ed to al locate the variabl e 
costs of production in manufacturing to one of four 
... ources. In 1989 labour costs represented around one 
half of the total. and were the single most important 
category. Raw materia l and fue l input s accounted for 
around one quarter. Import s of finished manufactures 
and bought -in services. such as transport costs. m,lCle up 
the remainder. In 1995. weighted unit costs rose more 
rapid ly than output prices (see Table 5. B). Bul the 
reverse was trlle in the th ree months 10 May. compared 
with the prev iou~ three months. Manufacturers Illay 
have see n a modest improvement in margins. as 
prod uctiv ity growt h inc reased and raw material costs 
corui nued \0 fal l. 

5.4 Pricing by retailers 

A proportion of retailers' costs is accounted for by 
purchases of UK-manu factured products. That ex plains 
why rates of output and retail pri ce inflation so met imes 
move togelhe r. But there is no mecha ni ca l link from one 
\0 the other, Retai l pri ces also reflec t other cost 
components- notab ly labour and imported goods-and 
the pricing beha viour of individual finns. 

The Bank 's ccntral projection for inflation assumes Ihat 
inc reased compct ition has led to a struc tural fall in retail 
marg ins, But there is a ris k that finns may try to expand 
the ir margins as cons umer demand continues to rise. thus 
offse lli ng weaker cost pressures from manufac turing 
ind uslry. 

5.5 Summary 

Despite signs of greater act ivity in the world economy. 
there is no evidence of a general rise in commodit y 
prices. Cost pressures in manufacturing industry have 
eased further- partl y because of sterling' s temporary 
apprec iation- and a littl e more rapidly than ex pec ted 
three months ago. Output prices barely rose in the firsl 
six months of 1996. in part a refl ection of weak demand. 
Lower retail pri ce inflation Illay follow, bUI only if other 
cost component s do not <lcce lerate and retailers' margins 
remain unChanged. 



Prospects for inflation 

6.1 

6 

Dc\'clopmcnts in priceo;, aggregate 
demand and suppl) 

Real GDP ha.<- grown al a ralc of around 'hCJc in each 
quarter ~ ince the beginning of 1995. a little below th e 
long-run trend. A~ a re~ u[1. the ou tpUI gap may have 
widened a li tll e. Spare capaci ty and unemployment in 
the economy have been exert ing downward pre~sure on 
inflation. The ri se~ in th e re lati ve price" of imported 
commodilie~ and ~c llli -manufl.l(:t LLre" in 199-1.. followed 
by a depreciati on o f the nominal and real exchange ralc 
at the beginning o f 1995. led \0 a tem porary ri ~e in the 
twelve-month intlat ion rate. fro m 2.0lff in October 1994 
to 3. Io/c in September 1995. A~ Ihal effect began 10 
wear ofr. RP IX infl'H ion fe ll ~ Iig htl y: in June. it \\'a~ 
2.8%. Prodllcer~' input price ... arc no\\ fall ing and thei r 
domestic output price!\ arc incrca..,ing ver) ... Iowl). 

The ev idence of a change in the pallern of UK growth 
mounted in the pa~ t quarte r. Although rcal GDP gre\\ 
by 0.4% in each of 1995 Q.l, 1996 QI and 1996Q2. real 
domestic demand accelerated. It .., quarterly growth r<lt e 
doub led between the la~t quarter of 1995 and the fir!\l 
quarter of 1996. and the ~ i gn ~ arc that Ihe pick-up. 
particularly in co nsumpti on, co ntinued in the second 
quarter. Retail s~l l e~ volumes grew by 1.3% in Q2. more 
than three tim es as much a~ in Q 1. Consumcr 
confidence impro\'ed in the quarter. and the CBI 
Distributi ve Trades Survey co nfirmed the pi ck-up in 
retail demand. The strength of con ~ullle r demand wa~ 
reflected in furthe r incrca!\e!\ in hou~e pr ice~ and a ~ 1i ght 

pick-u p in act ivit y in the housing market: turnover. net 
lending secured on home~. ncw rnon gage commitments. 
and reservalion!-o on new hornc~ we re a ll hi gher in Q2. 
Private invcst ment. like con~umption. accelerated in the 
first quarter of thi s year. 

Looki ng ahead. it is like ly that domestic demand growth 
will increase further ~lIld will beg in 10 be reflected in 
higher outpUI g rowth-abovc Ihe long-run trend- in the 
second half of Ihi s year and into 1997 . Co nsumption 
growth is likely to be stimulated by severa l factors. 
including faster growt h of rea! pre-Iax eurnin gs. lowcr 
income tax rates and income gearing on personal seC lOr 
debt. and a hi gher leve l of linanc ial wealth in rclation to 
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income. The ex tent to wh ich individuals treat such 
r~lctors a~ pennanerll wi ll vary. and is uncertain. bu t even 
inc rease~ in income regarded as te mporary-for 
instanc\!. windfa ll gai ns such as the payou ts by building 
societ ie~ giv ing up thcir mutual st atus-are likely to 
boo:-t :-pending on du nlble goods thi s year. The ri se in 
house prices and the rapid growth of real money 
balances held fo r tnlllsac tions purposes-personal sector 
Divisia-corroborate the view that consumer spending is 
likely to accelerate. 

Investmen t is also like ly to increase. although it is 
normall y more vo latil e Ihan consu mption. and the tillling 
of any furth er recovery is uncertain. Although the 
profitability o f ICCs has probably fallen thi s yea r. the ir 
stock market va luation has increased faste r than the 
prices of index- linked gi lts. imply ing that hi ghe r profit 
rates-and a higher return on investment-arc expected. 
not just lower real interest rates (sec Chart 6. 1). More 
manufact urin g fi nns than last quarter ex pect plant 
capacity to constrai n their out put. Some ind ustries may 
not share in the ex pansion: HM Treasury·s Summer 
Forecast projects general gove rnment investment to fa ll 
further. and there is little sign yet of any recovery in 
in vestment in non-housing buildings and works. But the 
rapid growth of corporate sector M4 deposit s, like that of 
personal sec tor deposit s. is consistent with an 
accelerati on of spending . 

Acceleratin g domestic demimd will stllllulate activity 
and narrow the output gap. Net trade is likely to make a 
lower contributi on to grow th tlw ll it did earlier in the 
recovery. [I' Ihe increase in the pace of growt h persists in 
the medium term as expected. upward press ure on 
inflat ion wi ll deve lop and the output gap will close. 

In the near term. the two main risks to that outlook 
remain the behav iour of stockbui[d ing and ex ports. as 
pointed out in earlier IlIjlllfioll ReporfS. First. a lthough 
recorded stockbu ildi ng has fall en back since 1995 Q3. 
there is still a downside risk to output because the 
aggregate stock- to-sales rat io has risen. agai nst the 
downward trend seen since the earl y 1980s (see 
Chart 3.9), Increases in consumption might be sati sfied 
from existin g stocks. leav ing output growth temporaril y 
subdued. and investment may be postponed until 
stock-Io-sa les ratios have been reduced. The ri sk is 
exacerbat ed by th e poss ibilit y that stockbuilding has 
been underrccorded- a potential ex planation for the 
ONS ' stati sti ca l adjustment whi ch al igns output-based 
and ex penditure-based measures of GO? But many of 
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the stoch may now be held will ingly. in anticipation of a 
fu rther accele r<lti on of dome ... !ic demand. Surveys and 
report s from the Bank .... Agents do not .;, uggestt hat 
unw.ulted ~ tocks arc a wi de ... pread problem. Thu~ far. 
slOckbui ldi ne has been cOIl'.i.;,tent with Ihe central 
proj ecl ion ar;d outpu t growth ha.;, not been depressed 
much bclow trend . The down,ide risk is l e~s than in 
May. but is neven hele ...... still present. 

The second near-te rm ri ... k conce rn ... UK ex port marke ts: 
prospecls for demand growt h in continent al Europe 
remain unce rta in . A recovery is likely thi s year. but th e 
dow nside risk- less than in May- i ... Ihal it mi ght take 
101l!!er 10 arrive. A ... wilh :-.Iockbuilding. evidence about 
net ex ports in the first quarte r was broadly consistent 
wi th the cenlral projecti on in the May Report . GroS5. 
ex port ... grew more rapidl y than ex pec ted. partl y because 
fi rst-quarter GD P growth in the G 1 0 (U K 
trade -we ighted) was stronger than ex pec ted. Bu t import 
growth was surpris ingly high. too. given the stocks of 
goods held by UK manufacturer .... 

Those short-Ierm ri~h affec t the timing of the 
acceleration of dema nd. Two medium-Ierm risks affec t 
the im pact of demand on il1l1al iol1 . 

First. real wages have grown more slowly in th e 1990s 
than the 1980s. One o f Ihe ri sks 10 the central projection 
is that a change in the relati onship between 
unemployment ilnd real wage growth might. for a give n 
monetary sta nce. lead in the short ru n to lower wage and 
pricc infl ati on. Real product wages-the cost to the firm 
of employ ing a worker (defla ted by the G DP dell at or al 
factor cost)-ro!>e at an ann ua lised rate of under 19(" 
between 1992 Q4. when un employment peaked. and 
1996 QI. des pite a fall o f over 700.000 in c laimant 
unemployment over that period. If the risk materiali sed. 
wage settl ements would fa ll. domesticall y generaled 
inl1 alion would be lower than ex pected, and the scope 
for non-inll ati onary OUlpu t ex pansion would be greater. 

A second supply-side issue is the behaviour of margi ns. 
Changes in margins can lead to onc-off changes in Ihe 
general price 1c\'el when there is imperfect competiti on 
in product markets. Margins depend on three main 
factors: the degree of product-market competilion. the 
state of the business cyc le and finns' tende ncy not to 
adjust sell ing prices as soon as particul arl y vo latile costs 
change. Increased competiti on alllong rctai lers has 
helped to bring dow n reta il margins in the past four 
years: they started out higher th an in most olher 
countries . so th e decline will probably be sustai ned. But 
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the risk is Ihatlhe decl ine has been wrongly a1tributed to 

a lasting increase in competition and instead took place 
because levels of demand were low or selling prices 
were adjusting slowly 10 cos t increases. Neither of those 
two factors arc expected to persist. 

6.2 The Bank 's medium-term inflation 
projection 

The Bank's medium-term projection of twelve~mon th 
RPIX inOation is shown in Chart 6.2. next to last May's 
projection. shown in Chart 6.3. Official interest rates are 
assumed to remain unchanged over the nex t two years, 
and the sterling effective exchange rate is assumed to 
evolve according to differences in nominal intercst rates 
across countries. Real public spending and effecti ve tax 
rates arc projected to foll ow the profiles set out in HM 
Treasury's Summer Forecast. Chart 6.2 shows the 
Bank 's assessmen t of the probability di stribution for 
inOation OlHt urns, in order 10 emphasise the degree of 
uncet1ainty surrounding them. The centra l projection 
li es in the central band- the one with the darkest 



shading. In the Bank ·" judgme rll.lhere is abou t a IOlk 
chance that in flati on will be wil hin that band at any time. 
The probability goes up in step'" of ten percen tage pain!". 
as successively paler band .. arc added on both sides o f 
the central onc. The Illore uncerta int y there is about 
in fla ti on at any parti cular time horizon. the wider are the 
bands and the more graduall y the colour fade~. If the 
risks arc 1110re on onc side than the other. the bands are 
wider on that ~i de. 

Chart 6.2 shows that. accord ing to th e Ban k·..., 
assessment. the most likely path is for twelve-month 
RPI X in11ation 10 fa ll until around the middl e of next 
year. and then to increase graduall y. It is likely to fall 
below 2'h% some time later th i~ year. but to return above 
that lcvcltowards the end of the forecasting period. The 
fall in inflat ion in the nea r term is cons istent wil h the 
current degree of spare capac it y and unemployment in 
the economy. and the unwi ndi ng of suppl y shocks from 
imported input prices and the exchange rate around the 
begi nning of 1995. Infl ation is ex pected to increase 
subsequen tly. as the result o f the above-trend growth first 
of nominal domestic de mand. and then of ou tput. in the 
second half of thi s year and continuing into 1997. 
Compared wi lh that presented in the May ReporI. the 
current centra l projection-whi ch is ex tended by onc 
quarter to 1998 Q3-is for slightl y highcr intlation. 
The main reasons for that increase are lower interest 
rates since May. the new Treasury fo recasts for taxes 
ancl public spending. and the s li ghtl y 
bette r-than-expcc tcd gross ex port performance in the 
first half of the year. 

The ri sks around th\! central projecti on arc di stributed 
differen tl y in the short il nd medium terms. as the shadi nQ 
in Chart 6.2 indi c~lIes. In the short term. the downside 
ri sks slill just outweigh the upside ones. even though the 
uncerta inties about stockbui ldi ng and recovery in Europe 
have dimi nished somcwhat si nce the May Reporl. 
Furt her ahead. the ri sks are skewed towards the upside. 
as they were in May: it is more likely that several 
componen ts of domestic dcmand wi ll pick up strongly at 

the same time than thal some components wi ll not 
inc rease at a ll. The supply-s ide factors discussed 
above-the natural rale of unemployment and margi ns
increase uncertainty : the former ra ises the downside and 
the latte r the upside risk:". On balance. the chances of 
hitting the Gove rnment 's intlation target have fall en 
since May. and it is somewhat more likely than it was 
then Ihatlwel ve- monlh RPIX inflation will be above 
2 1h% in two years' time if offic ial rates remain 
unchanged during that peri od. 
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6.3 Other inflation projections 

Most mC<I!\ures of inllati on expec tations monitored by 
the Bank have Ilot changed much since the May IlIjlal ioll 
Report. The med ian forecasts for twel ve-month RPIX 
innation in 1996 Q-l a rc still 2.7% and. for inflati on in 
1997 Q4. 2.9% (see Chart s 6.-1 and 6.5) . Those are 
hi gher than the Bank 's ce nt ra l projections , The 
inlerqua rtilc ran ge- the ra nge of central projections 
exc lud ing the hi ghest and lowest quarters of the 
di stributi on- narrowed to 2.5o/r- 2.8% for 1996 Q4. 
Unusuall y. the spread of views for 1997 Q4 has not 
narrowed despit e th e reduct ion in the forecasting 
hori.wn: th e interquartile range has widened sli ghtly to 

2.5%-3.37('. 

A subset of forecasters prov ided the Bank with the 
probabilit ies they attach to variolls possible in flation 
outcomes (sce Table 6.A). The range of ullcerta inty 
a round most forecasters' central projections remains 
simi lar to the range around the Bank 's . The average 
probabil ity auached to RP IX in flation being 2'/:% or 
be low in 1996 Q-l is 45% (up from 40% in May): for 
1997 Q-l . the corresponding fi gure is 33% (up from 3 1 % 
in May). Those probabi lit ies are lower than impl ied by 
the Bank 's projec tion in Chart 6.2 . 

The innation expectati ons reported in the Barclays Basix 
Survey of diffe rent groups and the Merrill Lynch-Gall up 
survey of UK fund managers have changed very little, as 
Ta bles 6. Band 6.C show. The onl y change of more th an 
0.1 percentage points si nce the prcvious Reporl is in the 
cxpectations of trades union general secretaries about 
inflation in two years time. which have fall en. 

Expectations about intlati on in the longer term have 
fall en a little since the May Report. judgi ng by the 
measures deri ved from a comparison of conven tiona l and 
index-linked gilt prices (Chart 6.6). The measures may 
overestimate expec ted innation if there is a substanti al 
innation risk premium in the yield on conventiona l gills. 
Bu t they arc suffic iently above 21h% to suggest that there 
is still considerable sceptic ism about the determi nation 
with which price stabi lity will be pursued in [he long 
te rm. Even over a two-year horizon. other intlation 
projec tions and surveys suggest that the innation target 
is more likely to be missed than hi!. 

6.4 Conclusions 

Retail price infl ati on remains above the Government's 
target. But cost pressures are very weak- input prices. 
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excluding tho .... e of the food. drink . IObacco and 
petroleum indu .... trie ..... have fa ll en for e leven con <;ec lIt ive 
month:-;. and earning .... growth i .... unchanged from the time 
of the May Report. The .... hort -term pro<; pec t i<; for a 
further fa ll in the inOation rat t;. A .... the incrca <,e<; in relail 
prices la:-; \ :-;unU11cr drop out of the twelve-month 
compari:-;on. RP IX inOation i .... likely \0 fall bclo\\ 2 Uk 
to within the target o\'er the nex t :-; ix month <; or ~o. 

Since th e beg inning of the year, the changing pallern of 
economic ex pan ~ i on ha~ become apparent. Foll owing 
departurc from the ERM in September 1992. a 
rcbalancing of monetary and 1i ~ca l poli cy- an easier 
moneta ry ,me! a lightcr fi ~cal ..... lallce-Ied 10 a lowcr rea l 
cxchange rate and a ~ hift of !"c .... ourcc~ from growth of 
domest ic consum pt ion to ne t ex po!"h. and an export-l ed 
recovery lip to 1995. O ver th e p" .... t year. that panern of 
recovery ha~ been rcvc r~cd . Excluding ~ tockbllilding. 
domestic de mand. e!.pec iall y consumption. is growing 
strongly and net trade i ~ no longer mak ing a <; iglll fi cant 
con tri bution to outpllt growth . A~ a result. se rvice sector 
output has ri sen at about 'I,e;,. a quarter and 
manufacturing output ha .... been broadly Oat over the p""t 
year. The picture of accelerating domest ic demand i ~ 
reinforced by continuing rapid monetary growth and the 
out look for the publ ic finance~, 

For the curre llt financial ye.u'. the general gove rnment 
defi cit is projec ted to be 4% of GDP, nearl y two 
percentage points more than anti ci patcd onl y 21 m011lhs 
ago in the 199-1- Budget (sce Chart 3,1 3). In part. that 
renec ts the fact that output remains below Irencl. In th e 
longer term. however. such deri c it~ cannot be reconCIled 
with hining the illl1:1tion target as well a~ maintaining a 
sustainab le fi scal pos itIon. 

Faster demand growth will. after a lag . stimulate 
domestic output. Consumpti on probably grew at an 
annual ised rate of -1-9' ... or mare in the first half of 1996 
and there is every prospect o f further rapid growth for 
some time. Business optimism has ri sen and other 
sllf" ey responses signal an increase in orders and 
acti vity. Annual real broad money growth has now been 
above 5% for four quarte rs, Looking ahead. output 
looks set to accelerate, Neverthcl ess. the short-term 
risks to activity iden tified in recent Repvrls- a run-down 
in stocks and continuing weak demand on the 
Con tinent-held back growt h in the firs t part of the year 
and have not yct di sappearcd. 

Hence the Bank 's latest view all inflation two years 
ahead shows a central projec tion for RP IX inOation a 



liHle abovc 21/:0/£: and risi ng, wi th the risks more on the 
ups ide tha n thc downs ide. T hat is a slightly worse 
prospect Ihml in May. In the near term the outlook for 
inl1ation is be ni gn. But rapid money growth will 
stimulate demand and outpu t. reduce spare capacity and 
lead. ult imately. to higher inl1at ion. Of course. it is 
diffi cul t to know whcn the upturn in money and demand 
growth wil l lcad to inllalionary pressures, and the major 
unccrtaint y about thc central projection is the question of 
timing. But the imp licati on of the projection is that a 
lightening of monetary policy will be necessary at somc 
point to ach ieve a better- than-even chance of keeping 
inn atio n below 21//7,.. in the med ium term. With such a 
favourable sho rt -term ou tlook-of fas ter g rowth and 
fa ll ing inllation- there is always l.Item ptation to ignore 
the consequences of faster growth of money and act ivity 
for intlati on unti l inl1 ation itse lf has started to rise. By 
then. howeve r. it would be too late to preve nt a sharper 
po licy cOITect ion that wou ld be more damag ing to 
stabilit y tha n an ea rlier pre-em pti ve move. 



Glossar,Y and other info rmation 

Glos~ur~ or ... e lected term ... 

RPI inllal ion : 1I1ilallon mca~urcd by the rcta,l pncc, index. 
RPIX inllatiun: inllatlun rnea~ured h~ the RP] cxcl uding 
mortgage inlere't payment'. 
RI'I\' inflatiun: infl<llion lIle'l, ured h~ Ihe RPI cxc luding 
mOTlg<lge interc,1 p'l} nWllh ,lIld Ihe fol1c)\\ ing indirect laxe,: 
cou nci l lax. VAT, Uutic,. C<l r purch,N:: I:lX and lehicle cxci,e dut~. 
in,urance tax .mu aiq}()f( I'IX . 
II AIU' index : a price index which repla,'c, the mortgage intcre~t 
p<lymenh component of the RPI with a ]3.lIll e' timate of the 
u,er-co't of hOI" ing. 
TllAlt l' index: the H,\KI' index excl lldinl,! indirect laxc,. 

1\10: note, and coill in d rculalioll ouhidc the Ban]... of England 
and b:lI1ker' · oper<llional depo,il' :Ltlhe B;1I1l . 
1\ 1-': UK lion -bank . non-bui lding 'o<:i..::1) prhate ,ector", holding' 
of nOle, and ,·oin. IOgelher \\ ith all ' terling dCP(hlt\ (including 
cert ificate, of dcpo,it) held \\ 11 11 UK ban]..., and buildmg ,ocietic, 
by the non-banl . non. building ,ociet} "rilatc ,ector. 
Di,·is ia mono:~' : :I me:l,ure of the mone) ~tock III \\ hich each 
component i, I\cighlcd ",,·ording to all e,limale of hOIl u-.eful are 
the I ran ~:lc tion , erl in." it prOl idc". 

SDR: ~pccial dr:lI\ ing fi ght . A ba,]...et of fil c currencies-the 
dollar. )en. Dcuh che M:lrl. 'Iefling :lI1d fr:lnc. Weights are 
re"icllcd periodi,·:! lly by Ihe IMF. 
ICCs: indu,lri al .md commercial comp.mie,. 
oris: other financial in\ tilution, . 
HSE: bovine 'pongiform encephalopathy. 
'n :SS,\ : tax·excmpt bpecial '''v in),!' :KCOUIlI. 

Th .. ee·rnonlh annua liSl'd : the percentage change in a "eric, 
between onc period and that three monll" earlier. expre~~ed a, an 
annual ra te. 

s~ mbols and com entions 

Except wherc otherwi'e '''lted. Ihe ,ource for the data u"cd in 
chans and table, i, the Office for National Statibtic, (ONS). 

The rnea~ure' of inflation included in thi, Rel)Ort h:lle been 
adju~ted by Ihe Bank for a ONS error in underrecording RPI and 
RPI X inflation betwecn February and May 1995. 

not :lI'ailablc. 
nil or le,s than half Ihe final digi t ,ho\\ n. 

Becau~e of rounding. the "um of Ihe <;cparatc i tcm~ 111a) 
sometime, differ from Ihe total "hown. 

On the horiLont:ll :lxe, of graph~. I:lrger tich denOle the firbt 
ob~en' ation wilhin the relev:mt lX' riod. eg data for the fir't 
(Iuarter of (he year. 

Other information 

Emai l: madiv5@dil·coll .co.uk 
The Sumlllary of th i~ Repol"t i, available ;11 : 
hnp :flwww. bankofengland.co.lI k 
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