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Summary 

Underlying inflation has been stable since [he November Report. 
Domest ically genenll ed inflat ion has re mained low. It is now 
clear that thl' pace of economic growth since the cnd of 1994 
has been slower than first thought . 

Any furthe r fall in the growt h rate is likely 10 be temporary. 
rellecling an unw inding of involu ntary s lockbui lding. BUI a morc 
protracted period of slow growth during 1996. a~ a result of 
signi fican t downward revision~ 10 growth prospects in the world 
economy (espec ially in France and Gcnnnn y). cannot be ruled out. 

Looki ng fu rther ahead . output g rowth is likel y 10 pick up later th is 
year and into next. led by accelerat ing consumption. Precisely 
when that m ight happe n is unclear. Continuing rapid broad mone y 
growth implies a more buoyant medium-term out look for domest ic 
demand. 

The Bank's central projecti on for inllation has fall en since the 
November Repo}"/. and by more in th c shorl tcrm than towards the 
end of the forecast period . A new chart of the Bank's 
medium-term inflation projection shows the relative likelthood of 
possible outcomes. Thc Bank's judgmcnt is that it is a little 
more likcly than not that int1<ttion will bc somewhat below 
21/:% in two ycars' time. 

In the short term. the pri ncipalunccrtaint ies concern activ it y. 
where the risks are more on thc dow nside. Further Oll t. however. 
the mai n unce rtainties rel ate to the implicat ions of broad money 
growth and the pace at which consumption will pick up. Here the 
risks are cJemly more on the upside. But it is too soon to tell if, 
and whcn, raster money ~lI1d nominal demand growth will 
threatcn achievcment of the inflation target . 
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1.1 Retail prices measu res 

Underl ying inflation ha~ been ~ t ab l e ~ince the November 
Report. The Government\. target mea~Llre-th e 

twel ve- month change in retai l prices exc luding mortgage 
inte rest payment~ (RP I X )-wa~ 3.0o/c in December. 
down from 3. 1% in September. RP IY inflat io n. wh ich 
excludes the effect of indirec t lax c hange~ as well. 
dropped from 2.6% 102.50/(" over the ~al1le period . The 
headline rate fell ~h arpl y in October. following a cut in 
mortgage rate~ (~ec Chan 1.1). 

Since the currcnt framework fo r monetary policy wa~ 
introduced in Octobcr 1992, RPI X innation has 
remained below -l% for the longc~1 period in morc than 
50 years.lIl Th i ~ ac hieveme nt need ~ to be seen in the 
pe rspective of a globaltrcnd in which inflation has 
recent ly been reduced in all the major e(~onomie~ 

(see Table I.A). While the improvement in the 
Uni ted Kingdom ha~ been particu larl y marked. the rate 
o f innal ion h a ~ nevert hde~~ remai ned above that in 
France. German y, Japan. Canada and the United Slates. 

Goods and serv ices can be separated into two broad 
categories-those which are commonl y traded 
internationall y. and th ose which are not. Exchange rate 
move ments wil l affect the price of tradable goods 
di rectly. The price of Iradables rose last year. following 
sterling 's deprec iation over the first quarte r. The cost of 
non-lradables is determined. to a greater ex tent. by 
domest ic labou r market conditions. Chart 1.2 show~ th at 
non-tradables pr ice~ (based on components of RPI Y) 
have been subdued. ri sing at an annual rate a lin le 
over I % si nce the fourth quarter of 199-l. This has 
co incided wit h a period o f low earnings growlh 
(see Section -l). 

By focusing exclusively on twel ve- month percelllage 
changes, recent price deve lopments can be obscured. 
Tab le J.B shows short-run intlation measures. which are 
both seasonal ly adjusted and an nualised. These show a 
fall in RPIY inl1ation duri ng 1995. Adjusted RPI and 

41) Mon),!;of!" '''te'"" pa)m~nt' ',,·re "\It "'eaw,~d on the "'(~oI pm;", ,ndn 
un(,1 Janua,y 197~. '0 RI'IX ,nil",,,,,,,, "ljunaieoll h' (he headhne " .. ,' 
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RPIX indices accelerated in December. but thi s re!lected 
duty changes in Ihe November Budget 

The Bank has con~tructcd hOllsi ng-adjusted retail price 
indice~ which include a measure of owner-occupied 
hous ing cosl ~ (HARP is derived from RPIX. and TH ARP 
from RPIY). These are shown in Chart 1.3. House 
price~ ro~c slightl y in the second half of 1995. bUI fell 
over Ihe year as a whole, So the HARP and THARP 
indices record that int1ation was weaker during 1995 
Ihan unadjusled data suggest. BUI since July the gap has 
narrowed between measures whic h inc lude changes in 
housing cos ts and those whic h ignore Ihem. 

A number of prices Ihal feed into the RPI move 
infreque ntl y and by large amounlS. often reflecting COSI 
increases Ihal have buill up over a period of time, Such 
changes arc prope rl y included in it measure of the cost of 
li ving. yet they can distort measures of underl yi ng 
inflat ion. So the Bank monilOrs two alternative indices. 
construclecl in sllch a way as to limit the effect of 
outlying price Illovements , The monthly changes in a ll 
the component s of RPIX are weighted according to their 
importmlce in the expend iture of a 'typical household' . 
They are then ran ked by size,lI ) The median is the rate 
above which one half of the resu ll ing di stribu tion lies. 
whil e the trimmed mean removes onl y the largest and 
small est 150/(' of price changes. As Chart 1.4 shows. the 
impl ied twelve·month increase in these restri cted 
indices-sometimes ca lled core innal ion-is often 
below the published RPIX measure. The reason is that 
price changes over timc ex hib it positive skewness-a 
few large price ri ses are, on balance. offset by Illany 
smaller ones. But changes in core in!lation can still help 
10 monitor the timing of shifts in underlying in flationary 
pressures. Accordi ng to these core measures. the 
bu ild·up to a peak in the earl y 1 990s was more grad ual. 
while the subseq uent period of disin!lation was shorter. 
The rece nt slowdown. a fter prices accelerated during the 
early part of last year. is confirmed. 

A modest reduction in RPIX in!lation is expected over 
1996 Q I. If di scounts announced by a nu mber of fue l 
retailers in January turn out to be widespread and 
sustained. there cou ld be an observab le impact on 
in flation. The head line rate should fall in earl y 1996. 
because of reducti ons in mortgage interesl payments and 
because the interest rate increase in February 1995 drops 
out of thc twelve-mon th compari son. 

(I ) 'I'll" melhod 'mprove, olllhe :rppronch ,"c<l on IlIfl<",,,,, Iicl'orl; up I{I 
AU)!IJ'I I()<)5 .... t11ch wlnparC(II\\,chc-nmnlh mlher (han momhl) 
pcr<:cl1 ("gc ~h~llgc, 
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1.2 Expenditure dellators 

In principle. the GD P deOator and it ~ compone nt~ 

(see Table I.C) capturc the pricc of domestic value 
added and ~o provide a morc comprehen"ive view of 
economy-wide infl ation than do RPI-bao;;cd mea~ure~. 

But they are both l e~~ timely than relail price mea~llres . 

and subjcct to s u b~tantial re vi:.. ion up 10 18 mont hs a fter 
initial pUb lication, For example, at the time of the 
prev ious Reporr. the GO]> deflator wa~ e\timatcd to ha ve 
risen just 1.0% in the year to 1995 Q2. This figure h a~ 
since bcen rev i:-ed to show an increa~e of2.0o/c . Imporl 
and export detl ators both ro~e sha rply after sterlillg'\ 
dep reciation in 1995 Q I. cons i:-.tcnl with the price of 
traded good~ being :.ct on world l1larket ~ over which UK 
produce rs ha ve little influence. The con s umer~ ' 

expenditure dctlator ro~e by 0.4% in Q3. (he smallest 
increase for marc than fi ve years. All components of 
domestic demand we re ~lIbjec t to lower inllation than in 
the previous quarter. And the GD P dellator wa~ 
extremely ~ubducd . rising by just 0. 1 % in Q 3. 

1.3 Summan' , 

Rctail price inllation stabi li sed in the fou rth quarter o f 
last year. NotHradab les prices rose at an annu al i ~ed rate 
close 10 I % over tll O~ t of the ~econd half of 1995. addi ng 
to the evidence that dotl1c~tically generated inflation ha~ 

remai ned low. 
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Money and interest rates 

2.1 Money and credit aggregates 

Monetary growth. parti cu larl y on the broad meas ure . 
remains hi gh. Ann ual grow th rates of both MO and M4 
are ou tside th ei r respec ti ve monitoring ra nges. Th is 
secti on reviews the poss ib le impl icat ions for nom inal 
spendin g and future in tl ation. 

Narrow II/Olle\ ' 

In the twelvc mont hs to January. notes and co in in 
circulation grew by 5.7%. a rate comparable with Ihose 
in the second hal f of 1995. but a 1IIIIe lower than earlier 
in that yem. As shown in Ta ble 2.A. sh0l1er-rull 
me<lsu rc~ suggesl ~omc further modest decelerat ion. The 
three-month annual ised rate was 5.1 % in January. 
compared with 5.5% in October. 

In the past. narrow money-in partic ul ar. notes and 
coi n-was a good stati stical leading indicator of 
innation. But the relationship has not been particularly 
close ove r the past two years. And during 1994 and 
1995. narrow money growth. at an annual rate of 
6%-7%. exceeded the g rowth rate of nom inal income by 
arollnd one percentage poim. In other words. narrow 
money velocity- the number of times the stock of cas h 
is used in a g iven period- has fa llen over the past two 
yea rs. after a peri od of steady growth (see Chan 2.1). 
The signi ficance of the curre nt behav iour of narrow 
money for fUl ure innation depends on whether the recen t 
shock to veloc ity persists-an issue analysed in the 
February 1996 Quarterly Bulletill. Other countri es' 
ex perience shows that periods of flat o r fa lling velocity 
can pers ist fo r severa l years. At prese nt. the g rowt h in 
MO is un like ly to be signalling hi gher inflat ion. 

Broad mOl/ey 

Broad money accelerated in the founh quarter of 1995. 
when it increased by 2.7%. compared with 2.4% in Q3. 
As a result . the twelve-month rate of increase of M4 rose 
to 9.9% in December. it s highes t rate since February 
1991 and abovc the upper limit of its monitoring range 
of 3%- 9%. Shorte r-run growth rates also increased 
significantly: In the three months to December. M4 
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grew at an ann ualised rate of I J.-t~ . up from 9.9%- in 
September. 

The s ignificance of :.trong broad money growth depends 
on its causes. It i ~ helpfu l 10 distinguish be tween 
changes in the demand for and :.upply of broad money. 
On the demand :.ide. broad money i ~ held a:-. both a store 
of wea lth and a medi um of exchange. The amount 
people wi sh to hold will depend not only on the leve l o f 
des ired spending but also on th e rate of interest p<ud on 
deposits relative to other assets. agent s' wealth. and 
other fac tors. An in crease in the demand ror broad 
money need not impl y increased future nominal 
expend iture. 

On the suppl y ~ ide. broad money is c reated by the 
banking system. Banks and buil ding societies typicall y 
increase their assets by maki ng loans to th eir c u~tome r~. 

Since the liabi lity side of thei r balance shee ts-which is 
dominated by s terling-depos it1iab i l itie~-must also 
expand. broad money is likely to be created by the 
extension of c red it. Shocks to the suppl y of money 
renect e ither changes in the demand for credit or the 
wi ll ingnes:-. of banks and building societies 10 suppl y 
credi t. A pos it ive shock to the suppl y of money will 
increase nominal demand. and event uall y the price level. 

Em pi rical ev idence suggests th at the determi nants of the 
demand for both money and cred it vary from sector to 
sector. so it is help ful to review the sec toral breakdown 
of M4 and bank and building soc icty lending. 

Credit dem(ll/d 

Bank and bu ilding soc iety lending to the private sector 
continued to grow strongly in the final monlhs of last 
year. Taki ng the fourth quarter as a who le. lending grew 
by 2.29(' . up from 2.0% in Q3 and 1.7o/c in Q2. In the 
twelve months to December. it grew by 8.8o/c. compared 
with 8.3% in September. Table 2.B shows the 
contribut ions to the now of bank and bu ilding society 
lend ing by sector durilH! 1995. 

In the fourth quart er. lend ing 10 the personal sec tor 
picked up a lillle from the weak oullllrn in Q3. Lending 
for house purchase remained subd ued. having weakened 
since the beginning of 1995. Furthermore. It has 
increased signifi cantl y more in gross than in net terms 
since the summer ... IS Chart 2.2 shows. indicat ing that a 
growing share of new mort gages has probably been used 
to refinance ex istin g mortgages. Lending for 
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consum ption strengthened furt her in the fOllrth quarler. 
It rose by [1.8 billion in Q4. the largest quarterly 
increase si nce 1989 Q2. Total consumer credit. which 
inc1ude!\ lending for consumption by spcc ia listlenders as 
well as ba nks and bu ild ing societics. a lso grcw more 
st rongly : in the th ree mOlu hs to December. it increased 
at an annua lised rate of 14.9%. compared with 13.3% in 
September and 11 .7% in June. Consumer credit consists 
largely of credit-card borrowi ng and personal loans. and 
it is likely to be related to spendi ng on durabl e goods . 
Nomi nal co nSUlller expenditure on durables has bee n 
robust: it g rew by around 6.0% in the year to Q3. 
However. total lendin g to the persona l sector d id no t 
g row p(lrti culllrl y fast last year. beca use of the brake 
provided by low turnover in the housi ng market. 

Most of the inc rease in bank and bui ldi ng society 
lendi ng in 1995 was to the corporate sector- both 
indust rial and commercial companies (lCCs) and OI her 
financia l institu tions (OFls). In the fourth quarter. ICCs' 
borrowing increased by £5.8 bill ion. higher than the 
average increase of £3.8 bill ion in the previous three 
quarters. The stock of lendin g to ICCs stood at 
[I -1 2 bill ion in Q4. J3.6lP- highcr than a year earlier. 
OFls' borrowing was strong too; it increased by 
£ 14.7 bi lli on over 1995. Thc stock orJending to OFls 
stood at £ 127. I bill ion in Q4. 13.5% higher than a year 
earl ier. 

Taken toget her. borrowi ng by ICes and OFls accounted 
for almost :1 11 o f the accelerat ion in bank and bu ildi ng 
society lending in 1995. Pan of the increased borrowing 
may be re lated to in vestme nt in fixed capital. Nominal 
investme nt expe nditure by ICes. though errat ic from 
quarter to quarter. increased in 1995: in Q3 it was 7.6% 
hi ghe r than a year earlier. C hart 2.3 shows that in the 
past the g rowth in ICCs' borrowi ng from banks and 
bu ild ing soc iet ies has moved qu ite closely with 
invest men t ex penditure. 

Corporate take-ove r activ ity inc reased significantl y in 
1995. and cou ld explain a large proportion of the 
increased borrowing- by bot h ICCs and OFls (see 
C hart 2.4). In the thi rd quarter. mergers and acquisitions 
within the United Kingdom rose sharpl y to £9.5 bi ll ion. 
In the first th ree quarters of 1995. they amounted to 
£23 billion. around £ 16 bill ion of which were 
cash· financed acqui siti ons of independent companies. If 
a ll thi s had been financed by borrowing from banks and 
bu ilding soc ie ti es. it woul d have accounted fo r around 
two thirds of th e increase in bank and building soc iety 
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lending to ICe" and O FI". a lthough it includes Glaxo'~ 
lake-over of Wcllcome. the debt fina nce for whic h wa<; 
repaid in Q2 and Q3. Acqu i ~ ition~ and merger .. in the 
United Kingdom by over<;ea .. companie<; a lso increased 
in 1995: in the fir<;t three quarler~ they were 
£7.0 bill ion. a lmosl £2.0 bi llion greater than in the 
whole of 1994. Some overseas firms may a lso ha ve set 
up UK companie:. fo r the purposes of acqui <;it ion . which 
might have led 10 add itional lending \0 the UK private 
sector. If finns pay back bank borrowing once curren l 
merger and acqu isition activ ity s ubsides. the suppl y of 
M4 to the corporate sector will fall back. 

The signifi cance of increa.,ed lake-ove r acti vity depends 
on its causes. Equit y pri ce~ ro~c sharpl y in 1995. and 
thi s may ha ve re lkCled higher profi t expec\a[ ions or 
lower perce ived risks. To some extent. it \\ ill also have 
reflected lower rea l intere:.t rate~. butth i~ cannot be a 
comple te explanation a~ equity prices rose by more than 
index- linked gilt prices (sce Chart 2.5). As Chart 2.6 
shows. Ihe rise in the market was es pecia lly marked in a 
few categories of stocks where take-over activ it y had 
been mosl prominent. in part icu lar. e lec tricity 
dist ribution. financia l services and pharmaceuti cals. 
These developmen ts led to a rise in private-sector 
wealth. which is li kel y 10 cau~e both conSllmer spend ing 
and in vestmenlto increase. Thai pO~i\ibilily is discui\sed 
in Section 3. 

The government. too . borrowed significantl y from th e 
banking system in [995 . The profil e of the PSBR ove r 
th e financial yea r to December was ~i mllar to th e profi le 
[ 0 December 1994, but the pattern o r financi ng was 
different. A larger proportion was rinanced by 
borrowi ng rrom the banking sec tor (includ ing build ing 
soc ie ties). particularl y by means of Treasury bill sa les 
(see Table 2.C). This led to an inc rease in the asse ts o f 
the banking sector. enabling it to expand il s liabili ties 
and thus M4. It is ex pected that net gilt sales in the fi rst 
quarter of 1996 will reduce the outstanding stock of 
Treasury bill s. That would . at the same time. reduce the 
public sector's stock of borrowing from the bank ing 
sector and help to bring down the growth of M-t unless 
there were a significant increase in the banks' demand 
for gilts following the introduc ti on in Jan uary of the new 
open gilt-repo marke t. 

MOl/ey demalld 

Table 2.D shows [he sec toral breakdown of M4 growth 
during 1995. The depoi\its of OFls (accounting ror about 
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a fifth of M4) grew 1110s1 rapid ly- at an annual rate of 
nearly 25% in 1995 Q4. Deposils of persons, which 
represent around IwO Ihirds of the stock of M4. grew by 
abouI 7%. ICCs' dcposils (about 15% of M4) wcre 
subd ued in the first th ree <l uaners of 1995. but rose 
sharply in Q-l to give an ann ual growth rate of ncarly 
6%. 

Individual s' holdin gs of M4 have cOl1l inued to incrcase 
since the Novcmber Rl'IW/"f, alt hough Ihey are no longer 
accelcl"aling. They rose by £6.2 billion in Q4, compared 
with £7.5 bill ion in Q3 and £6.5 billion in Q2. Both 
bank and building ~oc i elies' innows slowed in th e fourth 
qllarler. To some ex tent this renect~ fall s in the rute of 
intc resl paid 0 11 depos its at the end of 1995: belween 
Septembcr and December, average bank and building 
socielY 90-d:lY sav ing accoullI rates fe ll by 32 bas is 
poi nts and ~5 basis poi nts respecti vely (see Charl 2.7). 
The re lati ve allracti veness of olher financial assets may 
have inc reased. Reta il inl10ws into un it tru sts were 
around £900 million in Q4. compared with £740 mill ion 
in Q3. For the fou rth quarter as a whole. inflows to 
nat ional sav ings increased to £ 1.2 billion, up from 
£0.8 billion in Q3. BUI these effects were small 
relative to the change in inl10ws to banks and bui ldin g 
societies. 

The build -up in indi v idlla[ ~' deposits in 1995 might be 
part of an adjustmelll to a hi gher level of long-run 
des ired money holdings fo r a given le ve l of nominal 
ex penditu re- a shift in money demand. Two factors 
might have led to such a shift : 

(i) People may want to hold more of the ir weah h in 
bank and bu ilding society deposi ts, because they 
remai n uncertain abollt thei r employment prospects 
and the outl ook for the housing market-a shift in 
the wi ll ingness to hold deposits ari sing from an 
increase in precau tionary saving. Bu t wi th the 
personal sector saving rat io in 1995 Q3 below its 
leve l at the end of 1994, and wit h unemployment 
con ti nuing to fa ll. Ihi s increase in precautionary 
saving is unli kely 10 account for all of the rise in 
indi vi duals' deposi ts during 1995. And the 
accelera tion of consumer credit in recent months 
suggests Ihal th e precauli onary motive did not 
appl y to everyone. 

Oi) Some in vestors have increased Iheir holdings in 
building socie ty account s so as 10 qualify for bonus 
payment s in th e eve nt of future take-overs. 



Indi vid uab' building "ocicly dcpo<,it<; ro ... e by 
£3.2 billion in Q-I. lowcr than Ihc 0.8 billion 
increa ... c in QJ. but broadly .. imilar 10 risc .. in QI 
and Q2. Somc .. ocict ie .. havc tightcncd the critcria 
fo r qua lifying for bonu~c~. which lTlay explain ';'OITlC 

of the .. lowdown in Q-I . But bank<., ;1].,0 "aw an 
increa\cd demand fo r deposi t.;, during 1995. wi thout 
thc pro:-.pcct ivc.: bonu.;, inccntive. 

So the arg umcllt tha t pcr .. onal ~ector dcposits have 
simply been adju ... tin g towiH'd\ highe r eq uilibrium 
balances is not who ll y convinci ng. But the slowdown in 
the growlh of indivi duals' deposit .. in Q4 offer!> some 
reassurance Ihat pl anned spending is not 
acce lerating. 

OFIs' deposit .. wi th bank and bui lding societies 
inc reased further in the founh quartcr. They rose by 
£6.0 billion in Q-I. comparcd with inerca .. c\ of 
£5.7 bil lion in each of Q2 and Q3. Since OFls are the 
main margi nal .. ource of funds fo r Ihe bank ing system in 
the short term. it seems like ly that banks and bui lding 
soc ictie .. ha ve bid fo r Ihese depo .. ib in wholesale 
markets to fund Ihei r incrcased lend ing. And OFls will 
have had additional fund .. avail abl e. having sold share!> 
in companies whic h were taken over for cash. The rate!. 
pa id on wholesale transaction .. arc not typica lly recorded 
fo r statistical purposes. but data collected by Ihe Bank on 
representati ve interc~ t rales paid on OFls' deposi ts 
suggest some i ncrea~e rc lati ve to market rates in the 
second and third quartcrs. Thc change is small. but 
because wholesa le depos its arc very c lose substi tutes for 
othe r money market in~trumen ts. slllall changc:-. in the 
relative interest mte arc li kel y to have large effects on 
the demand for M4 by OFls. 

After modest increascs in the firs l three quarters or 1995. 
ICCs' M4 deposits rose sharpl y by £3.5 billion in the 
fourth quarte r The largest comparable quarterly inc rease 
in deposits occurred in 199-1 Q I. bUI thcn deposi ts of 
utilit y companies were inflatcd by Ihe prepayment o f 
fue l bills ahead of changes to VAT. Pan or the strengt h 
in Q4 could have been relatcd to take-over activity. with 
some firm s build ing up liquidit y before mak ing a bid. 
Other firrns th.lI sold shares in companies are li ke ly to 
hold higher deposits until they ha ve realJocaled their 
portrolios. Increases in ICCs' deposits ha ve in the past 
been associated with highcr planned investment: firms 
may often sct aside dcposits well in advance of 'lumpy' 
i nvcstment ex pendit ure.( I) 

(I) Se,- H.ll d"n~. " G ,lIld " 'lie)'. 1\1 S (1'1'15). 'M()n~) '" all IIlJiC:1I0r" /J",,~ 
'if E"/:/",,,/l\'r>rkm~ 1'(lI'~r,vo .15. Jul) 
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Bri nging the ev idence together. it appears that the 
demand for money may ha ve shifted relati ve to desired 
spendi ng. BUI il is dou btfu l that Ihi s can exp lain more 
than part of the continued strong growth in M4 in the 
second half of last year. St ronger M4 growth renects. 
therefo re. an increase in the supply of money. resulting 
fro l11 the inc reased c redit ex tended by the banking 
sector. In turn. th is seems most likel y to be related to 
increased cash-financed mcrgers and acqu isit ions 
acti vit y and stronger equit y prices. As and when 
mergers and acquisitions activ it y subsides. the supply of 
broad money may fa ll back, as firms readj ust thei r 
balance sheets by issuing new cquit y. uSing the proceeds 
to repay the debt relati ve ly quickly. If, in such 
circulll stances. broad mo ney were not to decl ine. th at 
would be a cause for concern. 

[n conclus ion. it is like ly that M4 is signalling higher 
planned spend ing in the futurc. although it is too soon to 
tell whether recent growth rates or broad money will 
persist. 

D iI-jlia 1I/01ll' \ · 

The Bank has const ructed a monetary aggregate
Divisia money-whi ch is related as closely as possible 
to the use of money in transacti ons. The Di visia 
meas ure of money allcmpts to a ll ow for the varying 
transactions properties or the di fferen t monetary assets 
wit hin M4 by we ighting them according to their 'user 
cos t' - th c cliffere IH.:e between the rate of interest the 
component asset offe rs and the return on a benchmark 
.,sse( (h.,( is ass umed (0 offer no (cansactions se rvices. If 
these we ight s re ll ect diffe rences in the transactions 
services prov ided by the variolls moneta ry assets. tben 
the resulting Divisia index wi ll provide a better measure 
than other aggregates of the tota l quan tity or money held 
for transact ions purposes. 

The Bank·s Div isia measure accelerated th rough 1995. 
It rose by 7.9% in the year to Q4. up from 6.3% in Q3 
and 5.3% in Q2. Th is compares wit h ann ua l growth of 
less than 5% during most or 1993 and 1994. Personal 
sec tor Di visia continues to grow qui te strongl y. although 
it is no longer accelerating. In 1995 Q4, it rose by 1.4% 
compared with 1.7% in Q3. [n contrast. corporate 
Divisia rose sharpl y by 4.5% in Q4. As a result the 
annual rate inc reased to 14. I 0/0, up from 9.6% in Q3. 
This is likely to impl y an acce leration in nominal 
ex pendi ture by ICCs. But similarly strong annual 
growt h of over 12% was recorded in the rirst half or 
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1994 and I CC~' capital ex pend iture grew by o nl y -f l/~lj( 

it1that ye;'lr as a whole. 

2.2 Interest rates and exchange rates 

Since the November Reporl. offic ial UK inte rest rate" 
have been red uced in IWO succe ... "ive 25 bas is-poi nt "' I e p~ 
and now ... tand at 6.25 fk. Other countries have abo c ui 
their offi c ial rates: in pan icul a r the US aut horiti es ell( 

the federal funds rate by 50 ba.\i !-o po int'> to 5.25% and in 
German y the Lombard and Di,>coun t rate ... were reduced 
by 50 basis points to 5.09', and 3.0o/c respect ive ly (see 
Table 2.E) . The German repo rate has al ~o been reduced 
in successive step ... ,U1d stood at 3.30% on 9 Februa ry 
compared with 4.02% on 3 November. 

UK shol1-term marke t interest rates have generall y 
fallen by as much as o ffi cial rat e .... On 9 February. 
three-molllh Libor wa!-o 6.25 %-. compared with 6.75 '« o n 
3 November. Chart 2.8 !-o how~ ... ome of the interest rate~ 
paid by diffe ren t borrowers or used a:-. a basis for 
calcu lat ing the ir borrowing costs. 

Following the first reducti on in UK short-term official 
interest rales in December. mortgage lenders reduced 
rates by a further 25 basis poin ts. Thi ... \Vas the third 
move in rece nt months: IllOSt lenders had cut the ir 
vari abl e mtes by ;l round 3S basis po ints in Seplember 
and by between 20 and -W basis points in December. 
Most of these Ctlt s wi ll be effec tive by the beginning of 
February. bringing the average bank and buildi ng soc iety 
variable mortgage rate down to around 7 'ho/c. the lowest 
rate since 1966 . 

Futures markets have revi sed down thei r expectation o f 
UK short -term interest rates since the November Reporr. 
The current structure of short-sterling futures prices 
suggests that markets ex pect interest rates to fall 
further during the nex t six months before piCking lip a 
little thereafte r. The rate on LlFFE's Ju ne 1996 contract 
fell from 6.51 % on 3 November to 5.82% on 
9 February. By December 1996. inte rest rates arc 
expected 10 be around 6%. 

As Chan 2.9 shows. short-term inte rest rate 
ex pectations in the United Kingdom have been falling 
si nce the end of 1994: at the time of the November 1994 
Reporl. futures marke ts ex pected interest rates of arou nd 
9% by December 1995. The ri se in interest rate 
expectations in 1994 and early 1995 may prov ide an 
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exp lanation o f Ihe s lowdow n in demand and output 
throug h 1995. Mo netary po licy was mo re restrictive 
than Illovemenb in offic ial rates suggested . 

Yiclds have al so fa lle n on longer- matu rity bonds since 
the Nove mber Rep0rl: UK ten-year redemption yie lds 
fell by 30 basis poi11ls between 3 Nove mber and 
9 February. But as Chart 2.10 shows, the impli ed 
fo rward interest rale curves for the United Slates, United 
Kingdom, and Germany ha ve moved differently s ince 
th e November Report. In the United Slates, impl ied 
forward r:ltcS fell al both th e sho rt and lo ng end o f the 
curvc. In the Unitcd Kingdom and Germa ny, a ll of Ihe 
movement occurred a l short er horizons: expected y ields 
at lo nger horizons rose. 

O ve r 1995 as a whole, Ihe 134 bas is-poi nt decline in UK 
tcn-year bond yields was the sma llest in the G 7 (see 
Table 2. F). In Germany, France, Japan and the Uni ted 
States, implied forward rates fe ll al all maturities. UK 
implied forward rates, o n the OI her hand, fell al sho rter 
mat uritie~, but increased at maturities beyo nd twelve 
years. Th is suggests that. as the Uniled Kingdom and 
the other major economics have entered a period of 
slower-than-expected growth, shon -te rm interes t rates 
have been c ut. but the premium to hold longer-term UK 
govern me nt debt has increased. 

Movements in UK bond y ie ld s can be decomposed into 
c han ges in ex pected real interest rates and changes in 
ex pected inl1 ation. a lthough the calc ulat ion can be 
affected by risk premia. During 1995. UK expecled real 
int erest ra tes fel l. In a world of hi g hl y integraled capita l 
markets. the lo ng- term rea l interest rate is like ly to be 
s imi lar across coun tries. Bank research for the G I 0 
De puties' s ludy o n sav ing and investment. reported in 
the February 1996 QIf(fl"lerly Bl/ lle/ill. suggests that the 
deg ree of integration has increased since the early 
I 980s, making converge nce of rea l rates more li kely. 
Hence differences in long-Ierm bond yields are likely to 
renect inna tion ex pectati ons in the long run-a 
fu nction of the credibilit y of long-term monetary 
po licy-and expected changes in real e xchange rates. 
wh ich in most cases are unl ikel y 10 be sig nificant over 
long periods. 

There ha s been an improvement in measured UK 
inflation expectati ons over the past three month s. 
Inflation was ex pectcd 10 be 4.2% in five years' lime on 
9 February compared with 4.5% o n 3 November. But. 



C ha rt 2. 12 
Stcrlinj.: c \ chanj.:c ra t l'~ 

Chm't 2. L\ 
UK clTc('th c c\cha nj.:t' r;ltc prolil c\'" 

'V'II .. « -"" "h 
• •. ,,< )<0, 

• '" "".,,h 
I( ,,, •• ) .,,, 

I 'N(>. I'" 
- .1 

· "~""'" 
· ~"~""' 

• 

- 8J 

-~ 

-" 

• I, "I, , ,I I' I I I I11 11 11 11 ' I, " 1 " ,! ' " !, , ,! " _ 7, 
I \ ~ I' 11 ! ! !< !'> n J7 ., 

,",,,,,., ,,( ........ <,. 

101 .I.",nu", u •• "",,"'; "",'''' '' 'M I"'~) 

. ,' 
• 
" 

" 
" 

1/(1/,..\ " ",/ IIIlert" / m/~' 

as Char! 2.11 ~hows, inflation expec tations at horitons 
beyond ten years are now ge nera ll y higher than at the 
beginning of la"t year. 

On 9 February, stcrling's effecti ve index was 84.1. 
virtuall y unchang\!d from the timc of the No\ember 
ReporT. Withill thi s period . ~ te rling fel l to a low of 82.2 
on 20 Novcmber. before streng thening du ring December 
and at the beginning o f February. 

In the pas!. ste rl ing and the dollar ha ve often mo ved 
loge ther. stl gge .... ting that they typicall y respond 10 

common factors. In the three months si nce the 
November I?epor/. the dollar' s elTec tivc index has 
appreciated by nearl y 3lff. In spite of th is . 
sterling's effecti ve index has remained almost 
unchanged . 

Chart 2. 13 shows the ex pec ted ten-year path for the 
exchange rate impl ied by interest rate d ifferentials on 
9 February und at the time of the prev iolls two 
IlIflatioll Rep0/,t.\·. It shows thal. compared with three 
months ago, the future level of ste rling is now expected 
to be lower. The rate of deprec iation is a lso ex pected to 
be slight ly faste r- the latest figurcs suggest sterl ing i ~ 

expected to fall by around 10"* over a ten- year period. 
compared wi th a fall of 99' ... at the time of the Novem ber 
Repol'1. 

2.3 Summar\' . 
There arc some signs of a modest slowdown in narrow 
money grow th . Broad moncy continues to grow rapidl y: 
in December. annual M-J. growlh was 9.99l . abo ve th e 
ce iling of its monitoring range. The demand for money 
may havc ri sen rclati ve to desired spending. but this is 
unlikely to ex plai n thc cont inucd strength o f M-J. in the 
second ha lf of last year. Instead, thi s seems 10 have 
rellectcd an increasc in the suppl y of money. relaled to 
increased bank and building society lending 10 thc 
pri vate scctor for take-over purposes. This wou ld ha ve 
few direct implic;;\tions ror future no minal spending if 
thc higher money slIpply were on ly tcmporary. but that 
is far from certain. 

Official interest rate s h:I\'e been reduced in the United 
Kingdom and overseas since the November ReporI. 
Futures markct s ex pect UK short-term rates to fall 
further over the next six months. Yields at longer 
rnaturitics have also fallen in the United Kin gdom, 
though, in contrast to some olhcr countries . by much less 

L7 
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than rates at shorter maturi ties. Th is could be related to 
an increase in UK innation expectations in the longer 
term. 
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3.1 

Domestic demand. excluding !-.Iockbuilding. increased 
by 0.2% in 1995 Q3, aft er ri..., ing by 0 .7% in Q 2 and 
0.4% in Ql. Such vo latilit y j ~ ev ident in all componenl ~ 

of GDP. so it is lI sc fu l(o look at 11 moving average of 
growth rates . C hart 3.1. whi ch u ~es a two-quarter 
moving average. shows th ere ha~ been littl e s ign of any 
underlying change in the quarterl y growth rate of 
domestic demand excluding slockbuilding over the pa~t 

year. DUIa for dome:-!ic demand in 1995 Q-t will be 
released with the :-.cconcl e:-. timale of fourth-quarte r GDP. 
which will include a preliminary c:-. [imate o f its 
composition. 

Domcstic dem:l1ld. excluding stockbu ilding. in the major 
six ove rseas industrial ised economies( I I- whic h accou nt 
for around one ha lf o f UK ex port s- increased by O.3 'H 
III 1995 Q3. after ri~ ing by O.7o/c in Q2. It was up 1. 77c 
ove r the year to Q3. 

UK GDP growth has slowed steadil y since the midd le o f 
199 .. 1-. It was 0.47(' in1he fOllrth quarter o f 1995-lcss 
than most estimates of it s long-run tre nd rate 
(sce Chart 3.2) . The estimated rate of GDP 2:rowth in 
the third quarter was rev ised down sligh tl y from 0.5 o/c to 
0.4%. Non-oi l GD P is curre ntl y estimated to havc 
increased by 0.4% in 1995 Q-L afte r g row ing by O. 39c in 
the thi rd quarter. 

Nomi nal GD P has al so decelerated. It increased by 
0.6% in the third quarter- the most recent quarter fo r 
which data arc ava ila ble--compared with 1.3% in the 
second. The annual groWlh rate fe ll to .t.1 o/c . BUL as a 
result of ;:1 sha rp upward rev ision in the estimated GD P 
denator in the second quarter. nominal GDP is now 
estimated to have expanded by 5.2% in the year to 1995 
Q2. Th is compares wil h the 3.SlJc estimated at the lime 
of the Novembe r Repo l"/ . 

3.2 Domestic demand 

Domestic demand increased by 0.5% in the third quarter 
of 1995. T"ble 3.A shows how th e variolls expenditu re 

( I ) C:,nad" . Fr."'~~. Germ.IIl } . h., I). hl'.1I1 ." Id Ih,· Un 'I ,'d SI ~IC '-lhal "~, Ih,' 
G7 "o"'lIr ic,. c~clud,nl1l 111,' Untied KIIlgd()11l 
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compo nen ts of GDP con tributed to changes in the 
growth o f o utput d uring the recovery. It is poss ibl e to 
examine whic h components were responsi ble for the 
re('ent slowdown in o utpu t growth . as well as those 
which caused the initial move from recession 10 

recovery. GO P was 2 . 1 % higher in 1995 Q3 than it was 
in 199-l Q3, bu t 4.1 % higher in the lalter peri od than in 
1993 Q 3. so the four-q uarter growth rate fell by 
IWO percen lage poi nt s. Net trade accounted for almost 
the e nt ire slowdow n in GOP growth in the four quarters 
101995 Q3. The table also shows thilt the com binalion 
of stron ger net trade and slockbuilding accounted for the 
acce le ration of outpllt inlhe yem to 1994 Q3. 

Pl' t\Ol/lI/ \('(' 101" de//laJ/d 

Consumer spending has grown al around its lo ng-run 
trend rate since the beginning o f 1994 (sce Chart 3.3). 
Despite retai l sales volu mes bei ng vi rt ua ll y !la!. 
consu mption increased by 0.6% in Ihe third quarter of 
1995. Spending on services and non-retai l goods 
accounled for the enti re increase in consumptio n. Part o f 
the explanation fo r robu st consumpti on growth in recent 
quarte rs was the ationa l Loltery, half o f the gross 
spending o n whic h is included in consumption-that is, 
spending after prizes are paid o ut. So far, the Lotte ry has 
had a de lla!ionary effect o n the econom y: the recipien ts 
of Lottery funding have ye! to receive much and 
pri ze winners arc unl ikely to ha ve spe nt all of thei r 
wInnIn gs. 

Prc limin:lry indi ca tions suggest that co nsumpti o n 
increased robustl y ill 1995 Q4. Retail sales volumes 
were up 0 .8% on the quarter. co mpared with 0 .1 % in the 
previous quarter. Bul 1995 Q4 was the firs! quarter in 
whic h the Na tiona l Lotte ry is likely to have had a neutral 
impac t on measured consumptio n growth, so total 
consumer spendi ng may nOI have increased as much as 
retail sales. 

Despite the inc rease in personal ta xes in 1994/95 and 
1995/96, consu mer spending h<lS grown more s trongly in 
the cu rrent upturn than in the previous recovery. 
Between the trough of GDP and 1995 Q 3, consumpt ion 
increased by almost 10%, com pared wilh 7% over the 
correspondi ng period in the previous cycle. It fell by 
3.7% durin g the recession, more than the 2.8% drop in 
consumer spending recorded during the previolls 
downturn . Consumpti o n fell as a prop0l1ion of GDP in 
1994. after reaching a hi storic high in 1992 Q4. The 
ratio was slill hi gh by hi s tori cal s tandards when it started 
to ri se again in Ihe middle o f 1994 (see Chart 3.4). 
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Con ~um ption Ir.: nd:;. to grow <It around ih long~run trend 
rate unl e:.:;. therc i ~ unex pected new:;. about consullle r<;' 
future incomcs. there are unu :;. uall y hi gh or low real 
interest rates. or !-ome g roup~ of ton:,ull1e r,> arc 
allempting to increil'>c the ir wea lth relati ve to the ir 
income. One o f the uncertaintie<, for consumption i .... 
whether the w i l ling n e~:. of :'Ollle conWlller" to borrow 
more wi ll bc affec tcd by a de .... ire to build up 
precautionary saving:.. 

The Ilumber o f con~umer" willing to horrow morc will 
be affected by the amOLlll t of deht held in relation to total 
net per:.onal wealth- that i~. cil pit al gearin g. [I' capit al 
gearing remain:- hi gh . ... ome con ~umer~ may wish (0 pay 
back debt. so they arc belle r ab le to accommodate 
temporary change:. to their real income ... without 
changing thei r con~umption . 

Hom, ing accounts for justllndcr half of tolal ne t wealth 
of the pe rsonal sector and indi vidua l holding , of share.;; 
and olher securities around 10'#. with the remainder 
consisting la rgel y of claim:. on life assurance and 
pension funds. and bank and bu ild ing society deposits. 
Accordi ng to the Hali fax hou~e price index. house price ... 
fell by 2.7o/r be twecn February and Ju ly. before ris ing by 
1.2lff during the remainder of 1995. The Bank' <; 
estimates show that the Ilumber of people affected by 
negative eq uit y rose from 0.9 mill ion to 1.1 million in 
the second half of 1995. whi le th e tot al value of negati ve 
eq uit y increased from £4.2 billion to £-1-. 8 bill ion 
(see pages 266-67 o f the August 1995 Quarterly 
Bulletill ). Table 3,B summari ses developments in the 
hOLl sing market. 

Other groups of con:,ulllers. however. may inc rease their 
spend ing because the rise in equity price~ has increased 
thei r overall wealt h. Chart 3.5 shows that. in aggregate. 
capita l gearing was higher in 199-1-than in 1993: but it 
probably fell a little in 1995 as the decline in house 
prices was o ffset by a 20% increase in equity prices. so 
lessening one constrai nt on spending. The ratio o f the 
now of borrowing to income supports that interpretation. 
Chart 3.6 shows thal. in the 1 980s. after direct controls 
on financial inte rmediation were withdrawn. personal 
debt as a proporti on of income rose sharply. Alt houQ.h 
the debt ~i ncome rati o fe ll slightly duri ng the recession. it 
resumed its upward c limb in 1993. This Slll.!2ests that 
many indi viduals ' incomes had risen far enough to bring 
their debt ~income ratios dow n to desired levels. and so 
they were preparecito lake on new debt. 



Inn,'h,'n 1{"l'.~1 I ,·I'",.,,~ 1')\/1, 

I .. hll' J.t 
BlIihlilll,! 'Ul.:il'I,\ lI1l' r~t' ''' and l'IJIlH.' r,iml\ 

11''''','11,'""" I"·,,, t ,,,,,,,,,<J ,1/" 
t h,II"", '" 

1''',\ II~ 1 I,,~J, ... ",.1. ~"""'~ ",'h 
Ch<II""h.:.", . ..,J (il,,..,,·,,", 
~u".h"~ " .. ,el) " 

I'NIII, I k')J .. h.,n~ """¥" 
"",,1"11 '" 

I "'It> II~ IbI>o," ...... " .... 1 ,~~c-",c, 
"I .... "" ...... I.uo<J 1'n",,,,.,1 
"'"I.J",~ ...... "") " 

IW~1I1 11.101., .... "IJ"'f ........ "l 
"""f'" ""h I_d, 
I',·,", .. ,,,,,,, h",IJ,n~ ,", ,e') 
.mJ "."<1""" ,,, ri, ,' " .' '10 

, ..... 7 III "10.".,,' .. ,'" I.,"'""'" 
"",'J,,,~ """"'l , .. ""'''' ... ,, 
'" ri, .'.11". ~ 'i", 

1'l'J711: \\""1",, to h",IJ,"~ "":"~l 

""""''''"' 0.' 1'1. ,' ,"", 1 < J I) 

,., ""n<," r"," 
,~, """""""",< .. ' ","" .. I.I"".,,"~s.: '"""' ... '" ,.~! . , 
I, I '"u''' I")""' .... '''''0" 

P<r""OU~,> 

,'1 p." .. """ 
J"p<",,~k 

""'(.'''·I~' 

"' 
" 
0,1 

" 
1)1 

(U _Oh 

The cOSt of serv ic ing debt depends on both Ihe stock of 
debt and the level of nomina l interest rates . Interest 
paymen ts fe ll sharply as a proportion of disposab le 
income a fter 1990 (also shown on Cha rt 3.5), as the 
stock of debt was reduced sligh tl y in re la tion to income 
and nominal interest rates fel l. However. the ratio has 
not yet returned 10 pre· [980s levels. and some 
consumers may remain cauti ous about spendi ng in the 
fut ure. 

The path o f consulll pti o ll during 1996 will depend pan[y 
on how much is spent out of the 'windfall gai ns' from 
building soc iety mergers and conversions to pl c status. 
Tab1c 3.C li sts those merge rs and acquisitions which 
ha ve taken place rece ntl y or been anno unced for a late r 
dat e. The November Report noted, firs\. th at few of 
these onc-off paymen ts would increase the net wort h of 
the personal sector- the electrici ty rebates are a diffe rent 
case-and, second, most benefic iaries of these payments 
cou ld have anti ci pated any addition to their lifeti me 
income. However, the Rl'porl noted that such 'windfall 
gai ns' could arfec t tl1e timing of lumpy spendi ng, such 
as that on durab le goods. 

So far, there is lillle evidence of how the pay-outs have 
affec ted spendi ng patterns. Bu t the pay-outs in the third 
quarter co uld help ex plain why consumption continued 
to increase at it s trend rate, while real personal 
disposable incomes fell for the second quarter in a row. 
A survey of 2,086 consumers, conducted by the Harri s 
Research Centre in October [995 on behalf of Nikko 
Europe plc , found that , of people who had received. or 
were expecti ng, a 'windfall gai n' from a building soc ie ty 
pay-ou\, 62% intended to save IllOSt of it. whi le 36% 
sa id they would spend most or all of Ihe gain. 

So. exc luding Lotte ry spending. consumption is like ly to 
accelerate from just below to j ust above its long-run 
tre nd rate or growt h, although there is a risk that 
spending could increase raster because of the inc reased 
liquidity from bu ild ing society mergers and conversions 
and the windfa ll-gain e lectricity rebate. But bOlh 
consumption and personal debt remain high as a 
proporti on of GDP, so some consumers will probably 
sti ll wish to rebuild the ir balance shects. 

C0I1Wr(l{ l' sector dell/alld 

Real spending on capit al projec ts fell by 1. [% in the 
third quart er, and was lip onl y 1.6% on the same quarte r 
a year ea rli e r. Much of the weakness in the third quarter 
was in res idential investment- a possibility highlighted 
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in the Novembe r Reporf (~ee Table 3. D). Plant and 
machinery investment rose more "trongly. Aggregate 
investment growth might remain low thi s year jf 
investment in plant and machinery fail s to offset slower 
growt h in con~truc t ion jn ve<., tmenl. The latest B rit i ~h 
Chambers o f Commerce (BCC) Survey noted a marked 
downward shift in Ihe number of firll1 ~ planning to inve ... t 
in buildings-particularly in the se rvice sector. O vcra ll. 
the balance of fi rm. ... re vising the ir bui lding invest Tlle lll 
plans up wards waS the lowest ~ i n ce 1993 Q4. The 
number intending to in ve .... t in plant and machi nery was 
stable- if low- in both m:u1Ufaclllring and services. 
according to th e BCe. 

New investment s arc profitable when Ihe Illarket 
va luation of the profit ~ tream on new capital is greate r 
than the cost of install ing it. The ratio of the markct 
va luation of (:apita l to the repl aceme nt cost of capital i ... 
known as the valuOIt ion ratio or Tobin's ·{f·.111 A 
va luat ion ratio greater than uni ty means that firm~ have 
an ince ntive 10 invest. because exbt ing shareholders can 
make a profit by financing purchases of capital good ~ by 
issuing new equ it y. The Bank's estimate is a calcu lation 
of the (II·eragl' rather than Ihe lIIargil/al va luat ion ratio: 
the latter i~. in theory. the appropriate measure. It i ~ aho 
affected by c hange~ in the vn lue of overseas assets of 
UK-quoted cOl1lpallie~. and so does not give an 
unambiguous signal of the incenti ve to in vest in the 
United Kingdom. Nevert heless . the Bank's measurc has 
been above unity since the end of 1991. It peaked in 
1993 Q4-in the nex t quarter. investment rose by ..J..3%. 
Excluding this peri od. the va luation ratio is estimated to 
have reached its highest leve l for more than 2S years in 
the th ird quarte r of last yea r (sce Chart 3.7). That makes 
the low growth of investment surpri sing . It may re ll ect 
the sharply differing fortunes of differcnt indust ries. 
One indication of the incentive to invest in different 
sectors of the economy is give n by diffe rential 
movements in share prices. O ver the whole of 1995. the 
share prices of construc ti on companies fe ll sharpl y 
relative to the FT-SE All -share index. mirroring the 
weakness of construction investmen t relati ve to total 
capital spending, although the relative price of 
construction shares started to ri se towards the end of last 
year. 

It is al so difficult to reconcile the we<.lkness of 
in vestment with the fac t that equit y prices have ri sen 
more strongly over the past year than index· linkecl 

( I ) s~..., ·S\I\ 111):. in\C'ln~t\I an<J ""ill Inle"",1 r.ue,· "n p;lgc, 51-61 01 Ihe 
Fchru"r} 1')96Ilan~ 01 Engl.I1' <.I (J .. ,mrr/, /1,,1/1''''', 
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gill s- thc pricc!o. of which were pushed up by lower real 
interc!o.t rat cs. Sect ion 2 noted how the buoyancy of 
equit y prices has bccn assoc iated with grealer mergers 
and acq ui !o. itions activ it y. Eit her in vestors' ex pectat ions 
of corporatc profi tability ha ve ri scn- in the United 
Kingdom or overscas-or the ri sk o f holding equit ies 
has fallen relative to holding bonds. [f confidence in the 
olll look for corporate profit s relati ve to the cost of 
capital had inc rcased in the United Kingdom. invest ment 
would be ex pecled 10 rise. 

Why. Ihen. has invCSll11c nt growth been so sluggish? 
There :lre seve ral possibi[ilies. none of whic h is entirely 
convinc ing. First. in co ntrast 10 the previous recovery. 
the investment-output rali o may already have been close 
\0 it. .. long- run average, wi lh less ground 10 'catch up' 
afle r thc recess ion. Bu t Chart 3.8 shows that. even when 
measured as a proportion of GDP. investment fell in 
1995 Q3. and has been on a dowJlward trend since the 
trough in output. The reccnt decl ine cou ld be a 
tempora ry phenomenon, if some finns postponed their 
investment plans in response to the slowdown in ou tput 
growth. Th is explanat ion sits odd ly wi th strong equit y 
prices and Ihe valuation ratio bei ng greater than unity. 
Second , investmeJl t- particularl y in information 
technology-cou[d be underrecorded because the CSO 
does nOI incl ude spending on so ftware in it s measure of 
invest ment. Nor might the CSO take sufficient account 
of qua lity improvements in in vestment: it is arguabl e 
thatlhe recent recovery saw greater quality 
improvements than in the early I 980s. as a result of the 
increas ing use of in formatIOn technology. TlllS could 
mean th at recorded in veslmenl remains subdued in 
1996: pOlcnlial ou tput wou ld also be higher th an 
expected. Th ird. investment grow th might have been 
low because firms were uncerta in about the strengt h of 
futu re demand for the ir goods. This explanati on is not 
supported fo r the manufactu ring sector: the proportion 
of firms recorded by the CB I as limiting in vestment 
because of uncen ai nty about futu re demand has been 
falling since the beg inning of 1992. Fourth. demand for 
construc tion output has been subdued throughout the 
recovery. refiecting excess suppl y built up duri ng the 
boom of the I 980s. 

According to survey ev idence. in vestment inten ti ons 
remain strong, Although the January CB I Survey 
showed Ihallhe balance of respondents who planned to 
in vest in plant and machinery over the following year 
fell from + 12% in the third quarter to + I 0% in the fourth 
quarter. the ba lance remained significant ly above its 
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long -run average . Al so. in 1995 Q3. Ihe <;hare of capilal 
good~ in Ihe tola l va lue of lini <;hed manu fac tured 
impon:- wa~ at it:- hi ghe ... , ... ince 198 ... Q2 (see Chart 3.9). 
In the pa ... t. incre<..:.c:- in import ... of c'lpit al goods appear 
to have preceded pick-up ... in domcstic investme nt in 
pl an t and machinery. 

Industrial and commerc ial compani es ' (ICCs) gro!,!. 
trading pro fil.e; re il in 1995 Q3. after ri5. ing in the 
prev ioll s l.juart cr. Profit fi gures have heen relal1vely 
volalile over recent quarte rs. however. and were slill 
5.8% hi gher in 1995 Q3 than in the :- 'lll1e quarter a year 
earlie r. and dividend payment:- con tinu ed to rise. The 
ralio of di vidend:- to pos t-lax income- the 'dividend 
pay-Ollt rati o' - was 20.4% in 1995 Q3. up from 19.2 <k a 
year earli er (:-ee ClHU'1 3. 10). 

Ices' net borrowing ro:-e from £5.2 billion in the second 
qual1er 10 0 .... bi lli on in Ihe third . This borrowing could 
be fu nding slOckbu ild ing. fixcd invc5.tmenl. o r merger!> 
and acq uh.itions (sce Seclion 2). The value of merge r .. 
and acq uisitions by UK co mpanies-bolh al home and 
abroad- increased sharply in the first three quarters of 
1995 to an average of ( I O. 7 bi lli on a quarter. compared 
wi th a quarte rl y average of £5.9 bil lion in 1994. It was 
close to the a ll-time hi gh recorded in 1989. 

In Ihe November Budge t. pub li c investment was 
projected 10 increase ~ I i ghtl y 10 £21.7 bill ion in 1995/96 
frOI11 £20.9 billion in 1994/95. This implied that it 
wou ld rema in broadly constant as a proportion o f money 
GDP. But pub lic investment was projected to fall-both 
in absolute tcnm; and as a proportion of money GDP
over the following three years. The Private Finance 
Init iative (PFI) contribuled only £0.3 billion to 
in vestment in 199 ... 195 . and is expec ted to add 
£0.6 billi on in 1995/96. 

Stocklmilding( I ) 

Stockbuilding has boosted GDP in five oul of the past 
six qU<l!'ters. The August and ovember Reports 
disc ussed the ri sk that companies would run down stocks 
in the second ha lf o f 1995 and the firs t half of \996. 
There is no evidence that thi s occurred in the third 
quarte r. According to th e latest National Accounts. 
stocks increased by.£ lA billion in 1995 Q3. after ri si ng 
by £ I billion in Q2. Success ive data revisions ha ve 
changed the recorded profile of stock building. In 
particular. the 1994 Q4 estimate of stockbuilding has 

(I) Al llllonc} amOllnh III Ilu, ,c~ li ol1 arc qum<'J ,n 1990 p,ice, . 
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becn rcvised up from an initial £0.8 billion to 
(1.9 billion. wh ile thc figurcs for the firs t two quarters of 
1995 have been revised down. 

The interpretat ion of the stock bu ild ing data is clouded 
by the inc lusion of the alignment adjustmen t in the 
~tock blli lding category of the Nat ional Accoun ts 
(sce the box on page 24 of the May 1995 /11fllllio/l 
Report) . But separate CSO data- whi ch excl ude any 
alignment adj ustment- al so show th at stocks increased 
sharpl y in Q3. They were up £1.2 billion. following an 
Increase of m.S bi llion in 1995 Q2. pushing up the 
stock-output rat io further. 

The beha viour of stocks provides an important c lue as to 
the likel y path of output over the fo ll owing few quarte rs. 
because output is sensit ive to changes in stock le vels. 
The ove rall stock-output rat io has been on a declining 
trend since the early 1980s. fa ll ing by around a quarter in 
that time , The downward trcnd has been in terrupted 
periodicall y. whcn stocks have bui lt up involunlaril y in 
times of weakcr-than-cxpected demand (see Chat1 3.11). 
If firms bui ld lip stocks when demand-either at home 
or abroad- turns out wcaker than expected. they Illay 
later al1em pt to reduce their stock levels by cutt ing 
output. Firms Illay also inc rease stocks in antic ipation of 
strong dc mand. howcver. or they may buy in raw 
material s ahead of ex pected price increases. The 
stock-ou tpu t ratio slHrted to pick up towards lhe end of 
1994. The path of'ou tput will depend on how much of 
thi s in crease was involu ntary, how quickly an y overhang 
of slOcks will be reduced. and whcther the ratio \ViI! 
reslIme it s long- run dec line. 

One way of judging the ex tent of in voluntary 
slOck bui lding is to consider a breakdown of stock data 
by sector. Most of the add itional stockbui lding in the 
third quart Cl' was in man ufac turi ng-the largest 

quartcrrly rc?1 inc re'k1se sincodc 1 98~ Q4: th; rathio °rr h (j 
manu actun ng stoc 's to pr uct lon rose lor t e ou rt 
quarter in a row. suggesti ng that companies will attempt U 
to reduce stocks. 

Three of the main components of total stocks
work-i n-progress. material s and fuel s. and fini shcd 
goods-fcll more or less continuously as a proportion of 
total output throughollt the 1980s. The fourth major 
component of total stocks- wholesale and retail 
stocks- has been roughly sta ble as a proportion of 
output si nce the ea rl y 1980s. The retail stock-output 
ratio has ri sen in eig ht out of the past ten quarters: retail 
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supers tore~ cou ld be hold ing more Mocks. blurring the 
disti nction between rctailer~ and wholesa le rs. 

According to the January CB I Quarlcrly Industrial 
Trends :-.un'ey. the bala ncc of firm ... reporl ing a rise in 
stocks over the fourt h quartc r wa ... negat ivc for all 
sector~-raw materiah-.. work-in-progress and fini shed 
goods- for the fi rst t ime sincc July 199~. The Bank' ~ 
Agen ts reported that finn s wc re reducing stocks toward ... 
the end of the fo urt h quarter- particu larly stocks of raw 
materiah-.. Thi~ co ul d help expla in the ~Iight fall in 
manufact uring outpu t In the fourth quarter. as fi nn s met 

de mand from stoc ks. 

In conc lusion. stoch probably fcll as a proportion of 
output in 1995 Q4. bUlthe red uction in stockbui lding 
W::IS not su fficient to lead to a fa ll in tota l output in the 
quarter. Experience in the United Statcs sugge"" l~ that 
any run-down in stockbu ildi ng may be gradual: stocks 
made a small neg:lIive cont ribution to US g rowth in 
each of the five quart ers to 1995 Q3. wi thou t causing 
overa ll US GO ]> growth to fa ll in any qU::Irler. But there 
is a risk of a sharper red uction in :.tocks in the United 
Ki ngdom. whic h would hit out put harder in the fi rst ha lf 

of 1996. 

Public wcWr dell/lIlld 

In the th ird qua rter. genera l govern ment spend in g
includi ng both consll mption unci investme nt-fose by 
1.0%. after falli ng by 0.9% in the second. The 
Nove mber Budget rea ffirmed a planned tighten ing of 
fi sca l po licy ove r the nex t three yea rs. The Ge neral 
Gove rnme nt Financia l Defici t was projected to fall from 
6'1.% or GDP in 1994/95 to ~ 'I,.cl(' in 1995/96. 31/:1k in 
1996/97 and 29'c in the following financial year. Under 
the te rms of the Maastric ht Treaty. a c riterion for judging 
the suitab il it y of count ries to join Eu ropean Monetary 
Union is whether the ir deficits represe nt le ss than 3'k of 
GDP. 

The new measures announced in the Budget were 
broadl y neutra l. T he cuts in taxation were al most 
entirely fi nanced by add it ional c uts in pla nned rea l 
spending. Fisca l pOlicy. however. was projected to be 
looser than planned in the 1994 Budget. The Treasury 
rev ised up its projec ted Pu bli c Sec to r Bon·owing 
Requirement for the current fina nc ial year from 
£2 1.5 bi ll ion to £29.0 bill ion. T he PSBR is projec ted to 
return to balance in the fi nancial year 1999/2000. a year 
later th an ex pec ted in the Nove mbe r 1994 Budget. 
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3.3 Net external demand 

The currcn t accoun t defic it widened over the ycar to 
1995 Q3,lh reach ing 0.9% of GDP. After falling off 
sharpl y in the first half of 1995. export volu mes
exclud ing o il and crrat ics- rebounded in the thi rd 
quarter. incrcasi ng by 3.4%. Import volu mes-again 
cxcluding oil and erratics- also fcll in the first quarter 
and incrcased by just 0.2% in Q2: they Ihen recovered 
slrongly and were up 3.2% in Q3. 

Despile slronger growlh in ex port vo lumes, Ihe January 
CB I Survey not cd a slwrp drop In the balance of finns' 
expo rl orders in Q3 and Q4. And in Q4 manufaelUrers 
bccamc much Icss confidclll about future ex port orders. 
The balance of responden ts confidenl about orders fel l 
fro m + 13% to +6%. Th is compared wilh a quarterl y 
average of around +29% in Ihe first half of the year. 

Si ncc the Novembcr Rt'pol't. prospects for domestic 
demand growth in the major overseas economies have 
dcteriorated sharpl y in the ligh t of wcaker-tha n-cx pected 
activity (sec Tablc 3.E and thc article 011 the in ternational 
environmcnt in the Quarterly Bulletin). In particular. the 
e:-.ti nl<lIe of four-quarter GD P growth in the United States 
in 1995 Q3 was reviscd down from 2.3% to 1.9% and. in 
Japan, GDP is estimated to have fallen by 0.2% in Ihe 
year 101995 Q3. French and German four-quarter GDP 
growth also declined belwcen the second and Ihird 
quarters of 1995. As 11 rcsult, forecasle rs sca lcd down 
the ir projecti ons of growt h in the major indust rialised 
countries in 1996 and 1997. 

UK exports have tended in Ihe pasl to grow a lill le faster 
than domestic demand in the major industrialised 
cconomies, for a give n level of competitiveness. The US 
economy appears to be on course 10 grow at arou nd it s 
long-run trend rate in J 996. but the course of French and 
German ou tput and demand is less certain. The fulu re 
p:uh of UK exports will partly depend, thercfore, on why 
domestic demand growth in European economics 
slowed. The fa ll in Ge rman and Frenc h growth could 
have somc common causcs. The art icle on in ternational 
sav ing and investment in Ihe QII(Jrferly Blllletillllotes 
that long-term rcal in terest rales in the GIO rose 
significan tl y during 1994. reaching histori ca lly high 
leve ls. before falling bnck a lillle in 1995. Th is rise in 
real interest rates during 1994 could have contributed to 
the down turn in Europe in 1995. Conversely, the drop in 
real rates las t yea r could he lp to stimul,:te demand 

( I) D;II~ for 1995 Q~ .,re nO! yCI avail"bic . 
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growth in 1996. a lt hough the changes in interest rates 
~hemse l ves could ha ve partl y been determined by 
changing ex peclation <, o f fUllIre growth. Other poss ible 
ex planalions for the Europe·wide "lowdown include 
fiscalti ghtcning and an appreciation of real exchange 
rales. Bu t country-specific fac lors cannot be excluded . 
In 1995. France's fi:--cal pol icy was tightened. while the 
social security reforms led 10 strike:-- and a drop in 
consumer spending in the Ihird quaner. In German y. a 
sharp appreciation of the rea l exchange ral e in 1994 and 
1995 (sec Chart ~. 12 ) exacerbated the downturn. So the 
prospects for UK ex port growth in 1996 will part ly 
depend on lhe success of lhe French and German 
authoriti es' measure:-- 10 sti mulate demand. 

One f<lctor helpi ng UK ex ports will be increa:--ed export 
profitabilit y, resulting from sterling"s deprec i<ltion during 
the first quarter o f 1995 (sce Chart 3. 13). Th is has 
provided an ince nti ve for finns 10 shift resources from 
the domcstic market in lo lhe ex port sector. 
Nevert heless. growth in UK ex port volumes i ~ likely 10 
be lower than envi saged in Novem ber. and the ri sk to 

activit y in 1996 from th is :--ourcc is probably on the 
downside. 

3A Out put 

UK output is esti mated to have increased by O.-I. 'k in 
1995 Q4 . Estimated GD P growth wa~ revised down 
from 0.5 '« to 0.4% in 1995 Q3 and non-oil G DP growt h 
from 0.5% 10 O.3 o/c . The estimated profile of output over 
the past two years has been changed by sllccess ive 
rev isions to the GDP data (see Section 6). 

The shape of the recove ry changed in 1995. as GDP 
growth slowed (sce Chart 3. 1-1. ). In the prev ious year. 
recovery was skewed towards manufacturing-with 
growth in Ihe manufacturing sector of around 1 1/~gc a 
quarter. compared with I % in the se rvice sec tor. After 
slowing towards the cnd o f 199-1.. manufactLIring output 
growth paused in 1995 QI. before recovering slightl y in 
the following two quarters: it rose by 0.-1.% in Q3. In 
the fourth quarter. manufac turing output fell by O.29c. 
Service-sector growth slowed onl y sli ghtl y in 1995: it 
increased by an average o f 0.7% a quarter. 

The rate at which the economy can grow over th e short 
term. without putti ng upward pressure on inflation. is 
influenced by the deg ree of spare capacit y in the 
economy. CBI surveys suggest th at the number of finns 
worki ng below capacit y in the malHlfac turing sector rose 
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from around the middlc of 1995. afte r fall ing duri ng 
199..t and the fir:-. t half of 1995. But capacity uti lisation 
rcmai ned at a historicall y hi gh leve l. In corllmst. the 
BeC Survey fo r t 995 Q4 reported more firms-both in 
manufac lU ri ng and services-working at full capaci ty 
over thc previous three mon ths. But responde nts' 
intcrpretation of full capacity could ha ve changed over 
the past ten yca rs if firms now take labour as wel l as 
capi ta l 11110 ;lcCOUnt when considering whether capac ity 
is being uscd full y. 

3.5 Summary 

Domesti c demand . exc luding s[ockbuilding. grcw at an 
average of 0.4% it qua rte r in the first three qu arte rs of 
1995. Consllm ption grcw " round ils trend. as it has done 
si nce the beg inni ng of 1994. Consumers' net wealth wi ll 
become more liquid afIer Illore build ing societies merge 
and convert 10 plc status ove r Ihe next two years: they 
wi ll a lso ga in from onc-off e lectric ity rebates . But both 
consumption and debt rcmain hi gh as a proportion of 
GDP. and the cost of se rvic ing debt. while it has fallen 
reccntly. is sti ll highe r than it was at the begi nning of the 
1 980s. 

Investment fel l unexpectedly in the third quarter of 1995. 
wit h construction in vestment part icul arl y weak. This 
could conti nuc to depress investment in 1996. But it is 
poss ible that in vestment is underrecorded. wi th 
insuffi cie nt acco unt taken of recent quality 
improvements in informati on tec hnOlogy and the 
inc reas in g importance of spendin g on software. 

Stocks increased furthe r in the third quarte r. accounting 
for just un der ha lf the ri se in domestic demand. There 
arc some indications that stocks fell in Q4. The main 
uncertai nty surrounds the lime firms take to reduce 
stocks to des ired levels. 

Confide nce about future export orde rs fe ll sharply in the 
fou rth quarter, as European demand contrac ted. A 
rebou nd in European consumption growth in 1996 coul d 
lead 10 a sharp rise in the demand for UK goods. But 
the re is a risk of the growth in ex port orders fa lling 
further. 
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Unemploymen t fc ll in 1995. a~ in I 99-l. But the demand 
for labour incrca:-.cd at a " lower rate in the second hal f of 
1995. The growth of average underlying earn ingsfll 
remained unchanged be tween Jul y and Novem ber. 
ahhouoh wa('e sClllcmcnt ~ ed[!ed up a litll c in December 

:>::> ~ 

and January. Rea l ca rnin g:-. growth continucd to be 
weak. Aver:l ge rcal ca rnings pcr workcr (net of tax) 
wcre no hi1.!he r in 1995 Q3 than two ycar:-. earlier. and 
earnin gs growth was thus at ib most subdued since th e 
earl y 1980s. This measure of the rea l consumption wagc 
is shown in Chart -1- . 1. The chart al so shows how the 
path of the consumption wagc contrasts with the real 
wage faced by producer:-.. wh ich include~ firms' wage 
and non-wage em pJ oymelu co~ts. :-.uch a:-. national 
insurance con tributions. 

Demand for labour 

The demand for labou r has probably inc reased further 
since the Nove mber ReporT. Employmcnt in Great 
Britain. measured by Ihe Labour Forcc Survey (LFS ). 
rose by 0.1 o/c in 1995 Q-1-- a less rapid rise Ihan for mosl 
of the previous ye:u' (sce Table -1-.A ). 

Because of the growlh in part -time and nexible working. 
the [Olal number of cmployed workers is not the best 
measure of labour demand. Total hours worked in the 
econom y is a more comprehensive meas ure. and the 
CSO publi shed a new measure of total hours worked in 
December. It combines ave rage hour:-. data from the 
LFS wit h employment d,lIa from the 
workforce- in -employment (\V IE) survey.l:!. Chart -1- .2 
shows that. during the recent recession. hours worked 
fell more sharply than employment. Since 1993. total 
hours worked ha ve risen more rapidl y than employment 
despite a rise in part-time work because. in the short 
te rm. firms adjust hours worked per employee as well as 
employment in re sponse to changes in demand fo r then' 
products. 

The new se ries for hours worked is not yet available 
beyond 1995 Q3. but the LFS provides a more 
lip- ta-date estimate of total hours worked. The two 

(I) Mc",u,..,d p'" "or~cr pcr week tor Gre,,1 Bril,,,n . 
(2) Thc nc" ,CrlC, " de,cnl'Cd 11l1l10r,' dCI~ill'n r:'gc, .lb7_76of ud"",r 

Mark"1 r"·,,,J,. O .... .:c l1I"' .. r 1995 
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:.eries fo llow broadly s imi lar trends. as Chart 4,3 shows: 
both measure:. confirm that growth in the demand for 
la bour slowed last year. with a sha rp fa ll in the new 
measu re in Q3, Accordi ng to the lFS. tota l hours 
worked rose by 1% between aut um n 1994 and aut umn 
1995. the same a:. the ri se in employment. 

Total hou rs worked by part -time and fu ll -time 
employees , c,l1culated using the new series. are shown in 
Cha rt 4.4. Between lhe peak in cl ai mant-count 
unemployment ancllhe lates t point for wh ich deta il ed 
data arc ava ilabl e ( 1995 Q3). (OIal hours worked by 
full -time employees barely in creased, wh ile part -t ime 
hours rose by abOUI 8%, Much of the growth in labour 
dcmand has been for pari-time cmployees: thi s helps to 
ex plain the weakness of week ly earn ings growth during 
the recovery, 

These changes in employment are consistent with the 
broad pattern of out put growth in 1995. reponed in 
Section 3. and <Ire a lso ill ustrated by survey dala. In the 
January 1996 CBI Quarterly Industrial Trends Survey. a 
balance of 17% of manufacturers ex pected to cut 
employment in the fo llowi ng four months. The CI pS 
employmen t index.l l ) which had been around 50 in the 
second half of last year. fe ll sha rply in January. perhaps 
indicat ing that the ri se in manufacturing employment 
was coming to an cnd, By contrast. the January BCC 
Survey reported a net positive balance of servicc 
companies still anti cipating a rise in employment in Q1. 
a lth ough fewer (h an in Q4. 

Other indicators a lso suggestcd slower growth in labour 
demand. For example, vacancies at Jobcentres-which 
accou nt fo r abOlIl a third of all vacancies- were roughly 
unchanged in Q4 (see Table 4.A). although sti ll at the ir 
highest sincc early 1990. The ratio of vacancies to 
unemployment rose further last year. which could 
indicate greater mi smatch betwee n labour dcmand and 
suppl y. 

4.2 Labour market tightness and 
unemployment 

Although the dcmand for labour continued to rise last 
year. so did the supply. In the year to November, the 
number of pcop le aged 16 or over e ither in employment 
or seeking work rose by 0.5%, This was less than th e 

( I ) The C IPS <'mplo)' I1I1.'m IIldc~ C<)l1Iparc.' employment wi,h ih Ic.·cI in Ihe 
prcviou' monlh. The indn" <he ,U'll oflho-c r<'ponmg a ri,c in 
employment and h~lf lho.,c rcpon' ''g cmploYUll.'lI1 unchanged. An index 
le.-cI be low 50 mJica le' a fal l '11 o.-cmll cmploymcnl. 
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rise in employment over the ,>a me period. but the ga p 
between employment growth and labour fo rce growth 
was not a:-- large as in J 994. L<l bour lll<lrket tig htness 
re nect ~ the b<l lancc bc twecn labour de mand and supply. 
One measure of thi!. l ightne:o.s is unemploy ment. 

Measured by the claimant coun l. unemployment fell 
further in the fourt h quarte r. The fall o f 28.000 was le<;<; 
than in the prev ious qua rte r. and compares with abou t 
1-1-0.000 a yea r earl ic r. The OlllnOW from the c la imant 
count fc ll in Q4. :--upporting ot her cv idcnce of a 
slowdown in labour market acti vit y. By Deccmber. 
un employment was 8%. it :-- lowcst s ince earl y 199 1: at 
the samc poin t in thc prev iou:o. reco very. it was 10.99'c 
and sti ll ri sing. The LFS measure o f unemploymcnt. 
whi ch increa:--ed in thc carl y part of 1995. fe ll during th e 
summcr and autumn. Apart from the di vergence a year 
ago. the two measure:-- o f unemployment have fo ll owcd 
similar trends :-- ince unemployment ~t arted to fa ll. 

Cont inued fa lls in unemployment last year. cven though 
they were smaller than a yc,;!r earli er. were a lin le 
surprising give n the slowdown in output growth. But 
changes in employment depend on bOlh current and past 
changes in output. In it iall y. firms probably responded to 
the sharp rise in outpu t in 199-1- by increasing overt ime 
and shift work. because they were unsure whether hi gher 
de mand would persist. espec iall y if much of it came 
from ncw markets over~e as. For example. overtime 
work in manufac turin g increased sharpl y toward the end 
of 1994. as Chart 4.5 shows. but stabil ised toward the 
end of 1995. and hours work ed rose by more than 
employment in the earl y part of the recovery. as reported 
earlier. Despi tc the slowdown in output growth in 1995. 
firms seem to ha ve taken the view that hi gher output was 
not transitory and so increased employment. In the past. 
emp loyment has <Idjusted to OLLlput over the cou rse o f 
abou t a year. 

The inactivit y rate. defined as the percentage of people 
aged 16 or over ne ithe r in work nor actively seekin2 
work. is another measure of labour marke t ti ghtness. 
And. as Chart 4 .6 shows. the proportion of the 
popu lation defined as economicall y inac tive fe ll a lillle 
last year. Overall. however. the inacti vity rate has fallen 
very little during the rcco\'c ry. because of inc reases in 
the numbers of student s and of those c laiming In vali di ty 
and long-term sickness benefit. This helps to explain the 
divergence between inactiv it y and unemployment rates 
in the chart- the inact ivity rate probably understates thc 
tightening of the labour market. 

3.\ 



( hall -1 .7 

' l nd~'rhin~ ' \"arninJ.:' I.:rm. t ll' '' 

I~ , ....... " ...... ., ........ 10., 
- . 

A......r -

- , 
_L' ~. ~.~"~"~,,"'~. ~, '";"".~"~. "'~. ~,~,,~'w..J~~~ _ , 
. - ''''': ." 'U ,,' 

I .J."h .. 'I= .... "".,. ~, .. ~'h ,.~ ( ~ .... B, ........ 1,·, "'k,~.,,<. 
". It_"", ",0""",<, " .. h., .on"" , ... , ..... , ," , hoc "nH" 
.~ """ .... ", .• "I.~" ... J,'f"" ....... ,,,,. ",0", .. , •• '''' .... 
......... ,' ,. «I ..... ,,,,",, _'" ro<n." 

( 'harl -I.K 
"'~n in ' ·'l·(· tll r l'arnin/!, /.:1"1)11 Ih 

,"",,, . ..,.,, ... ,.. .. " .. , ............ ,., 
-" 

- " 

• 

11 ••• 1, '"" ",."",.",, 

• - - --'--'----- - , 

'" 
•• , I ~,« .... ,h .. ,,'''' .""r<' h~(.' ... Hr.,",. 

I :Ihtl' -I.n 
\\<lgl' ~l· ltt l' I1lC llh 

,~, 

\ 1>< '"~ S~I" 'h 

C"' , '" q " J ~ 
II)S 'h' l (I l'l l {J_ 1 'I H) .... 19 1.0 .1.9 
1l<S • '" '" 1 ~ " 1 I<I).,j> '" '" " .1.6 
Il~,,~ .. , '" '" q 1~ 

,., \I." "'''''"'''' ll""" 
'~I I",,,,,,,,, I) ... 'it" " ". , .., n">l. 1 ",,,I,,,,,,,,,, '''''f< 
", 1""",'''.IMd ...... , ' ''' " " 
,~, I .", .. , Mr ...... h Ixl'""""'"' 

'''' ,,, 
1 (1...3 '1 

• l5 

... An <"'1'''' .,,'" ' ~ "rl"<J ""'''"''' """'" '"$ d". If, .. , ,.., CHI . II)~ I~ S. 
I MI> ..... ,.., 11"",1" ,' ",Oh )"",0 .. ') 10,""" Plo' "" .. ,I 

Sk ill ~horta£es arc a lso an indicator of labour market 
ti ghtncs~. Surveys provide con ll ict ing ev idence. The 
BCC Survey reported greater rec ruitment difficu lties in 
both ma nufacturi ng and se rvice companies in the fina l 
qua rter of last year. But in Jan uary the C BI's Quarterly 
Ind ustrial Trends Survey reported that skill ed labou r 
shortages were unlikely to lim i, ou tput much over the 
coming four months. with the outl ook the same as 
during most of la st year. 

4.3 Earnings 

The growth of nominal underl ying average ea rni ngs per 
worke r was 3'/~% in No vembe r. unchanged from the 
November Report. Ea rnings grow th started to fall in 
m'Hlufact llt' ing in ea rl y [995 and in the serv ice sec tor 111 

ea rl y 1994 (see Chart 4.7). Continued low 
se rvice-sector earnings g rowth was no t the result of low 
demand : pa rt of the ex planation is that much of the 
employ ment g rowth was in part-time jobs. For example, 
in the year to 1995 Q3. employmcnt in the hOle I and 
restaura nt sector, in whic h more than a hal f of 
employees arc part time. rose by about 4%, and for most 
of 1994 and 1995 e'lrni ngs growth per worker in that 
sector was less than in the scrvices sector overa ll. Pay 
restraint in the publ ic sector also helps to account fo r 
weak service-secto r earnings. as Chart 4.8 shows . 

Pay settlcme nt s for the whole economy continued at 
,lround 3% unti l October last year. Since then. they ha ve 
ri se n. Table 4.8 shows a va ri ety of selllement measures . 
About four fi flh s of pay rev iews occ ur in [he fir st seve n 
1110111l1s of th e yea r. so sCllleme nt measures in the second 
half of the year can be influenced heavil y by one or two 
outliers. The Bank's pre ferrcd measure of settlements, 
reported in the table. is weigh ted by employ me nt and 
based on da ta suppl ied by the CBI. lDS, IRS, LRD and 
the Bank's Age nts. 

About a fi fth of al l settlements occur in January. 
covering about a temh of employees. Only about 15% 
of the ex pected total number of January seuleme nts were 
reached by the time this Reporr was publi shed. but they 
inc luded most of the larger employers. These data 
showed the three- month employment-weighted median 
settl eme nt was 3.5%, compared with 3% last January . 
Of the settl ements so far recorded this January. 7% were 
below 3%, compared wi th abou t 25% last Janu ary. The 
rise in settl ements in Dccember and Janu ary followed a 
rise in twelve-mont h inflation measures in Q3; an 
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eas in~ in inflationary pres~u re~ in the cO llling months 
Illay help to reduce upward presc"ure on settl cment s. 

Earn ings genera lly grow more qui ckl y than wage 
settlements becau~e factors <"uch as overt ime. bonus 
paymen ts and gradi ng increa~e~. ri <.,e rasler- the 
difrerenee is known as 'wage drift' . The Nove mber 
Report noted the fa ll in earning~ growth during Ihe 
SUlllmer and the di~appeanll1ce of wage drift. Wage drift 
remained neg ligible in th e three months to November. 
Between 1991 and 1995. wage drift in manufac turing 
and service sectors fell. <1 .\ Chart 4.9 ~hows. 
Service-sector wage elrifl was negative from mid-1994 
to the th ird quarter of 1995. though ~crvices earni ng:-. 
rose relative to sell lemen t ~ in Oc tober and November. 
Low wage drift in service industrie:-. over the past four 
years partl y rellec ted growing part-lime employment. 
which cut average week ly earning~ per worker. as well 
as reducing ove rtime pay l1lent~. Lower bonuses in the 
financ ial sec tor also accounted ror low service-sector 
wage drift in the early pan of last year. though bonu<;es 
were hi gh in 1993 and 1994 and ~o cannot expla in the 
fall in drift since 1992. In 1995. eq uity and bond 
market s were generall y much stronger than in 1994. so 
financial-sec tor bonuses 10 be paid in the fir st quarter of 
thi s year could be much higher. leading to a temporary 
ri se in wage drift in the scrvice sec tor. 

Real earnings growth was subdued last year. despite the 
con tin ued tight eni ng in the labour market. Chart 4.10 
shows how. until about 1990. changes in unemploymc11I 
were usually negati vc ly corrclated with real earnings 
growth (defined here as growth in the real consumption 
wage). Between 1956 and 1992 Q4- the previous peak 
in unemployment- the corre lation betwecn annual 
changes in unemployment and real earnings was about 
-0.3. Onc explanation fo r th is mi !!ht be that in the short 
run. as unemployment fall s. workers ha ve greater 
leverage to push fo r hi gher rea l wages. because the 
di min ishing poo l of unemployed pUI S less downward 
pressure on wages. Since the beginning of 1993. 
unemployment has fall cn steadi ly. but real earnings ha ve 
barely inc reased. It is too early to be certain. but it is 
possib le Ihat Ihe re lat ionship bel\vecll real earnin2s and 
unemployment has changed. Chart 4. 1I shows that the 
short-run corre lation between changes in unemployment 
and real earnings has shifted arou nd over the past 
30 years or so. Between Ihe mid- 1970s and early-1990s 
the correlation was negative. but it has changed in the 
recent past. This might reflcct the grad ual im pac t of 
chan ges to labour market inst itutions and to the 

J5 
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composition of employmcn t and unemployment. lead ing 
to a fa ll in the leve l of unemployment consisten t wit h 
stable wage in Oation. for a give n monetary stance. 

4.4 Why has real wage growth been so low? 

111 .\' i f If' iOl/a / ((le ton 

The main institutional factors affecting the natural mte 
of un~ll1 ployment during the 1980s and I 990s were 
changes to the wage-bargaining and benefit systems and 
the ~ ffec ts of thc labour ma rket legislation of the 1980s. 
Unell1ploymen t bcncfit became progress ively less 
ge nerous during the 1980s; the ra ti o of benefits to 
earnin gs- the replacemcnt rati o-fel!. with the 
proportion of the working population whose 
replacement ratio was below 0.7 rising from about 85% 
in [985 to 95% by [995.(1 ) The tigh tening of 
benefit -e lig ibility criteria and the introd uction of 
prog rammes such as RESTART and youth traini ng al so 
increased the altract ive ness of work relati ve to 
unemploymerll and therefore increased the competitive 
pressure on wages for a give n level of unemploymcn t. 

The role of trade uni ons also changed. Legislati on 
reduced thei r power. The percentage of employees 
covered by collec ti ve bargaining fe ll from about 70% in 
1984 to aro und 500/(' in 1990. with more wage deal s 
stru ck ill local rat her than industry leve l. And the 
percentage of workers who we re members of trade 
unions abm fell. from 50% in 1980 to 32% in 1994 (see 
CJwrt 4. [2). Most of these reforms 10 the bargain ing 
framework made wages more Oexible for a give n level 
of un employment . 

COIllj)OIiriol/ 0/ elllp/oYlllelll al/d IlIIemp/o)"I// ()1/f 

According to the WIE measure. parHime employment 
has increased by abou t 6% since the trough in G DP in 
1992 QI. whi le fu ll-timc employment has fallen. The 
LFS also rcported a ri se in part-time relative to full -time 
work. as Table 4.C shows. The spread of part -time and 
short-term cont ract work. concentrated particu larl y in 
less union ised service-sector ind ustries. has reduced 
workers' wage-bargai ning strength. It has also probably 
reduced job secu ri ty. because many part-t ime and 
contract workers arc not cove red as fully by stat utory 
employment protection. 

(r) Sour,'c: S" .... /oI S,·"w"/\ /)/'/JlU'/lIw,,/a/ R"/wr/ /995!w>- /Y971'i8.. Thl
r~pl"c~mcm rali0 ,"cd hc r~ i., c" lcul"lc<l for bencfi( unit, ,clc'ICd from 
lhe Family E~rlClld'lUrc Survey "hcre (h,· h"'ad worb:of lea." 30 hour, a 
\\cc·~ E,I"l\;'le, m,umc fu ll receip( of benef,( cmiliem(nl ~nd ;lrc based 
on ncl incomc from :. 11 'OIor .. ·C' :lflcr hou,,,, !: <:0'('. 
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The di stribution and duration of unemploy ment a l ... o 
affect bargai ni ng. Unemployme nt hccame more 
wide~pread acro~~ occupat ion .. during the I 990s. wit h 
historica lly relati ve ly hi gh redundancy rates among 
non-manual worker~. So job i n~ecurity may have 
become more wide~pread. But the proport ion of the 
population wit h ~ome rece nt experience o f 
unem ployment has not chan ged much. a .. Table -1..D 
show);. The average durati on of unemploy ment 
howeve r. ro);e ~ harpl y in the I 980s. wi th the 
proporti on of tho .... e unemployed for more than a year 
ri sing from about 30% in 1980 to a peak of nearl y 451# 
in 1 9~8 7. The );hare fe l] in the ea rl y I 990s. but was back 
up to 38% ill 1995 . T he long-te rm unemployed are 
likel y to exert less downward pre~su re on wages. since 
III some cases th e ir skill ~ hOl ve deteri orated. makin g 
them less att ractive to poten ti al employer~. So the 
inc rease in the proportion of long- tenn unemployment i~ 
onc of the few deve lopment~ likel y to have put upward 
pressure on the nat ural rate of unemployment III the 
recen t past. 

In all probabi lity. the natural rate has fallen over the past 
decade. alt hough esti mates of it vary widely. 
In stitutional changes ha ve reduced rigidities in the 
wage-barga ini ng fra mework , and the chan gmg nature of 
em ployment has red uced the wi l ling nes~ of workers to 
push for hi gher wage~ fo r a g iven leve l of 
unemployment . The weak ness of ea rnings growth 
durin g the recent recove ry is consistent wi th 
unemployme nt being above it s natural rate. 

4.5 Productivity and unit wage costs 

The growth in prod uct ivity pCI' head slowed down III the 
second half of last year and unit wage costs accelerated. 
A lot of this change was cyc lica l. as employment growth 
·caught up · wi th the sharp rise in output in 199-1. 
Chart -1.. 13 shows how productivi ty g rowt h also fe ll a 
few years into the prev ious two recoveries: the fa ll in 
thi s recovery has so far been less sharp. Last year·s ri se 
in unit wage costs needs to be seen in thi s context. 

Chart -U4 shows th at. measured in local currency terms, 
manufacturing unit wage costs in the United Kingdom 
have increased over the past two years re lati ve to those 
of it s major competitors. This reduct ion in underlying 
labour-cost competiti veness e roded on ly so me of the fall 
in the rea l exchange rate which occ urred at the end of 
1992. 
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4.6 Summary 

The labour market conti nued [a tighten. despite Ihe 
slowdown in output growth in the second ha lf of last 
year. Employment was probably ·catching up' with high 
output growth earlier in the recovery. Most of Ihe 
g rowth in employment continued 10 be in part-time 
work. Earnings growth remained subdued. 
Unemployment is currcllI ly above ils natural rate. Thai 
rate has probably fa llen over Ihe past ten years. 
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In the long fun. the rate of mo netary expansion 
dete rmi nes the ratc of innation. But in the ~hort rUIl . 
firm s' price- setting be hav io ur i~ affected by supply and 
de mand condit ion ~ in indi vid ua l market ~. In part ic ula r. 
it Illay rc~pond 10 changes in the cost:-. of producti on and 
the degree of competit io n firm ~ experience. So it is 
usefu l to rev iew movement" in cos t:. and profit s. 

5.1 Raw material and commodity prices 

The Bank'~ commodity pri ce index ro~e by 1.1 £K in Q-l-. 
afler falling by 2. 1 "k in Q 3. In the twelve mon th s to 
December. the index increased by 2.7 ,*. compared wi th 
annua l rates of over IOo/r in the first quarter of 1995. 
The increase in Ihe year to Decem ber was e ntire ly 
accounted for by higher pri ces fo r oil and ind igenous 
agric ultu ra l prod ucts s llch as cerea ls. milk a nd li vestock 
(sce Table 5.A). Tight :-.upply conditi o ns in world 
cereals markets may continue to put upward pressure o n 
agricu lt ural pri ce:-.. at least in the short term . 

Oil pri ces rose in the final quarter of last yea r. The price 
of Brent crude increased from a m011lhl y average o f 
around $ 16 per barrel in October 10 around $ 1 7'/~ per 
barrel in Dece mbe r. Temporary fac to rs ha ve bee n 
important. sllch as the inc reased de mand res ulting from 
cold weather in Europe and Nort h America at the end of 
last year. The upw;l rd momentum has no t continued into 
1996: by 9 February. the price of Bren t crude had fallen 
back close to $ 16'/4 per barrel. 

5.2 Import prices 

Import prices continued to rise in the third and into the 
fourth quarter of 1995. but more slowly than earl ier III 
the year. In the th ree mo nths to Nove mber. no n-oil 
import prices rose by 1.3%. compared w ith the previous 
three mon ths. Thi s fo ll owed inc reases o f 6.7%.2.5%. 
and I.-l% in Q l. Q2 and Q 3 respec ti vely. The more 
timely s tatis tics for import pri ces from no n-EU countri es 
show a pattern similar to that o f the overall index. 
though the price increases have bee n smalle r. Non-oil 
import prices from non-EU countri es rose by 0.2% in 
Q4, after ri s ing by 0.9% in bOlh Q3 and Q 2. As shown 
in Chart 5.1, the slowdow n occurred for all lhree major 
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categori c~ of irnpor1s. The relative stabil ity of the 
sterling e ffec ti ve excha nge rate in the second hal f o f 
1995 wa~ it ractor: al most a ll o f the 6 '/.0/(' fal l in sterl ing 
in 1995 occ urred in the first ha lf o f the year. So fter 
co mmodit y prices and ~ Iower demand growth overseas 
al~o led to it modest slowdown in producer pri ce 
inOa tion in thc re~ t of the G7 countries. In the year to 
Nove mber, ave rage producer prices in the G7 excluding 
the United Kingdo m increased by 2.07f'. compared with 
2.8 f'1c in the year to June. 

5.3 Input and outp ut prices 

Produ ce r input price inflation has mode rated furth er 
~i n ce the November Ueporl. In Q4, the prices paid by 
rll:tlllrfacture rs for fuel and materia ls rose by 0.3%, 
cO ll1p;l red wi th 1. 1 % in Q3. And in Jan uary input prices 
fell by O.JW- . bringi ng the twe lve-month growth rate 
down to .LO'7c . the lowest rate since July 1994. Oil 
prices fed through quic kly to the materials prices 
incl uded in the produce r input price index. after rising 
towards the end of last yea r: the crude oil componen t of 
the indc x, which reOects movements in Brent crude 
prices. rose by 7.3 '7c in Decembe r and by 5.5% in 
Ja nuary. But. o ffscll ing thi s. other ma terial costs have 
cont inued 10 increase more slowly, reOecti ng weaker 
cOllllllodit y pri ces and impo rl costs. In the twelvc 
1110nths to January. 111:1Ieri a l pri ces as a whole rose by 
5.6£'/1'. comp;u'ed with a ral e of 11.4% in Seple mbe r. 
Fuel co:-; ts-pr i ncip~l l ly elecl ric ity ,me! gas (a nd 
excl udin g c rud e o il)- have fallen fairl y steadi ly for well 
over a yca r. ,me! h;l ve :l lso contributed to slower inpu t 
price infl ali on (sce Chart 5.2). 

Survey ev ide nce al :-;o ind icates Ih at input cost pressu res 
ha ve e;lsed. The OilS Survey's price index of purchases 
fell for seven consec utive months during 1995 and si nce 
December has stabilised just below 50. suggesli ng inpu l 
prices arc broadl y Oat. Th is is consiste nt wi th reports 
from Ihe Bank 's Agents. 

Out pu t pricc inOation. loO, has weakened si nce the 
Novem ber Repol'f. Excl ud ing Ihe o ften volalile food . 
drink. tobacco and petrole um pri ces. output prices rose 
by 0.6% in Q4. Thi s is around half the average increase 
in the first three quarters o f last year. And in January. 
these 'corc' output prices were unc hanged on December. 
As a result. the three·monlh annua lised rate of inc rease 
reil furthe r to 1.7%. co mpared with 4.5% in September 
and 4.9% in June . It see ms likely thal1ll0s t o f the ri se in 
inpul cos ts ea rlier in 1995 has fed th rough to output 
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pricc~. And although the January CB I Qutll1erty Trend.., 
Survey reported an inc rea..,ed balance o f manufacturer" 
ex pec ting 10 rai ..,e price' over Ihe nexl four month ,. th i' 
probahl y ma inl y reOecl' 'c:I'ona l rc vi,ion" 10 Ibt price, : 
Ihe largesl change, in outpUI price ... occur eac h January 
in mo~t manufacturin g i ndu ,trje~. The ,e<l<,on<lll) 
<tdju~led balance ha:-. falle n for two con<,eculi ve quarter, 
to it :-. lowc~t kvel :-.i nce April 1994. Chart 5.3 ,how<., 
thal. over the n.:cent pa'l. the CBr~ 11lea,ure of price 
expectation ... ha.' tended to move in line wit h recorded 

output price inl1ation. 

Against the background of ... ubdued de mand. which ha' 
probabl y co ntributed to the build-up of" ~ t ocks in th e 
manufacturing "'I..!c to r. th e ability of firrm. to pa!o.~ on co~t 
increa:-;e:-. :-;eem ... 10 have wcakc ned . A ... Chart 5A <; h ow~, 

the g ro:-;:-;I H ll1ea~ ure of annual outpu t pri ce intlali on ha' 
generally falle n by more than the net Illea,urc since the 
middl e of la:-.t year. ~ uggcsting that co,t prcs,u re<, arc to 
some exten t bl..!in£ ab~orbed wit hin the man ufac turing 
sector, The Bank'~ Agcllt~ reporlcd cOlllin ued, and in 
some ca ... es illten~ifyi ng, cu ... tOlller re ... i ... ta nce to price 
ri ses. and not onl y in tho!o.e ... ecto r ... clo ... e to final 
consumer de mand . 

5.4 Labour costs 

As d isc ll ssed in Secti on 4, earnings growth ha~ so f"ar 
remaincd surpri sing ly low. l)e~pitc thi ~ . un it wage 
cosh continued to increase more rapidl y: in 
manufac turin g they rose by 4 . 17, in the year to 
Nove mbe r, and for the economy as a whole by a.8%- in 
the year to Q3. Thi:-. refk:cts a rise in e mployme nt at a 
lime of :-; Iowe r alltput g rowth : in manufacturin g. 
prodllc ti v it y eve n fe ll by O.51k in th e twelve monlh:-. to 
November. 

Actua l un it labour cost ~ ma y be a poor guide 10 

pressures on firms to incre:! ... e output price!-o becall~e of 
cyc lica l movement ~ in productivity. Fo r example, a 
downward shoc k to de m;l11d is likcty to rai ~e unil labour 
costs given the fixed cost of plant. bUl finns ' price 
response may be to reduce price ... to allract de mand from 
competitors. More genera ll y. firms' output. e mployment 
and pri ci ng decisions arc dete rmined joi ntl y in o rder to 
ac hi eve a des ired level of" profitabilit y. But in the short 
run, there are costs to aclju:-;ting e mployme llt and plant. 
In the long run, fi rms arc able to adju st full y all factors 
of producti on. So it is usefllll o look at moveme nt s in 

(I) Gro" "Ull'''( pro~c, ' nd"d~ (h,·pro,,, ,,( inlll'."'(""" ~I".'''n 
m,L1I\1I"~I"n,,~ j,r"" ." lIell." ti,,,,,, 1"'(\\,,1\ nI.,,,,,,,"IUfln~ "n<J {)!hn 
,,"'(01', 
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productiv ity tre nds in order to interpret movements in 
firms' la bour COSIS. Chart 5.5 shows est imates of the 
trends in prod uctiv ity growth for manufacturi ng and the 
whole economy- thesc have not declined over the past 
year. Coup led with subdued growth in earni ngs. thi s 
sugge:-.ts tha t there was litt lc increase in labour cost 
pressures in 1995. This is consistent with the Jan ua ry 
CBllnduslrial Trends Survey. which reported a balance 
of 25% of respondent s reportin g increased unit costs 
ove r [he previous four mOlllhs. sli gh tly lower than the 
26% in October and 290/1' in Jul y. 

5.5 Profits 

The gross trading profits of ICCs fell by 0.9% in Q3. 
This largc ly rellcctecl a sharp fall in North Sea oi l and 
gas companies' profits, whi ch tend to be pan ic ularl y 
vo lati le. Non North Sca companies' profits fell by 0.2% 
in the third quan er. but we rc sti ll 5.6% higher than a 
year ea rlier. Th is contmsts wi th the rates of profit 
growth of over 10% in 1993 and 1994. 

Slower profit growth has been related to the slowdown 
in output growth in 1995. But as a share of total output. 
ICCs' profits remained as buoyant as in 1994. and 
Cha rt 5.6 shows thallhi s ratio is hi gb by hi storical 
standards. The recovery in profit s si nce the 1990-92 
rccession should encourage importers and domestic 
competitors [0 enter UK markets. which may lilllit the 
scope for widening margins. But sec tors Illay differ. As 
T'lble 5.8 shows. manufacturers' costs. particularly for 
material input s. increased rapidly in 1995. which 
suggests there was a sq ueeze on the ir margins. Export 
business has provided some relief: manufacturers' 
export prices rose by 13.3% in the year to November. 
compared wi th an inc rease of 5.8% in the year to 
January 1995. 

The exte nt to which higher costs are passed on to final 
consumer prices wi ll depend on the degree of 
compet it ion. There ha ve been signi ficant structural 
changes wh ich have intensi fied competition in the retail 
sector. In particu la r. large food retailers have shifted 
business into hi gher margin goods such as 
pharmaceutica ls. specia lity food s. DIY and petrol. More 
recentl y. retai lers have begun to expand their product 
range further to include markets where margins were 
previous ly covered by price ag reements-such as books. 
newspa pers, magazines and non -prescription medicines. 
These developments are unlike ly to be temporary, and so 
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may limit the degree 10 which pu!>t r i se~ in retai lers' 
input cost~ can be passed to Ihe consumer. 

5.6 Summary 

Inllation rates for both i nput ~ and out puts in the 
manufacturi ng sector have fa llen since the Nove mber 
Repon. And import prices arc rising more slowly tha n 
earlie r in the year. as th e effects of the large fall in 
sterling and sharp commodit y price rises in the first half 
of 1995 seem to h" ve worked through. Offscll ing these 
factors. unit wage costs continuc 10 accelerate. although 
this I3rge ly I'l;! n ects cyc lic., 1 fal ls in productivity and so 
Illay have on ly a modest influence. Increased 
competition in the retail sec tor has so far limited the 
extent to which hi gher input costs ha ve been passed 
through to final consumer prices. 

" 
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Prospects for inflation 

6.1 The Bunk's medium-term projection 

It is now c lcil r \hal econo mic growth sillce the end of 
199-1. has been slower (han first thought. Chart 6.1 
shows how the latest data revea l a slowdown that was 
much less eviden t :l I the lime of Ihe November IlIjl(l{ioll 
Report. Three main fac tors we re res ponsib le . First. net 
export s were weaker th an ex pected. UK export markets 
we re affected by the slowdowll. first in the Uni ted 
States. and lalcr in Germa ny a nd Fra nce. Second. 
investment growt h was no t as fast as projected. even 
relative 10 output. The conditions for more rapid 
inves[mcrll growt h had looked ra vourable. j udgi ng 
by surveys of business intentions. Ihe high profitability 
and liquidi ty of the corporate sector. and the rise in 
the stock market rela tive 10 the cost of in vest ment 
goods. These indic:uors gave di spropol1ionme we ight 
10 demand for investment goods by manufacturers. 
and de mand in other sectors. espec ially for construction 
output. turned out to be much weaker. Third. 
alt hough conslI mpti on was robust. much of the 
in crease was in spendi ng on the National Lottery whic h 
in 1995 did nO l lrans late inlo de mand for UK goods and 
serv ices. 

The deprec iatio n or sterling in the first quarter of 1995. 
and the con tinu in g rise in commodity prices, had a 
first-round impac t during last year on the prices of 
imports, and tradable goods and services more 
ge nera ll y. The May IlIflatio/l Reporr expla ined thal 
there need be no second- round impacl of Ihese 
developments on domestically set prices and wages. The 
slowdowll in demand last year. combined wi th the 
monetary policy sta nce. ensured Ihallh is was indeed the 
outcome. 

The short-term outlook fo r aggregate demand is clouded 
by Ihe prospecls for stockbuilding and net exports. 
Firms probably slarted to try 10 wind dow n the ir stocks 
in 1995 Q4. but not fast enough to threaten a sharp fa ll in 
the overa ll rate of growth (see Section 3). It see ms 
like ly that excess ive stock s will continue to restrain 
output growt h during 1996, unwinding slowly as 
underlying de mand picks up. The prospects for 
growth in the United Kingdom's major export 
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markets have wor!>ened in rece nt month~-part icularly 
in Germa ny and France-de~pi te their Cllt.;; in 
i ntere~t rate~. The down ~ ide ri .. k to acti vi ty i ~ of more 
rapid de:-. tocki ng. exacerbated by a decl ine in export 

dema nd . 

T he medi um-term pro~ pect s ror aggregate demand 
depend l e~~ on ~ tock~ and morc on con~umption. 
investment. and net export~ . Section 3 poin ted out 
th at consum pti on ha~ inc rea:-.ed at around it~ long-run 
trend rate since the begi nning of 1994. It is more 
li ke ly to speed up th an ~low dow n. Per~on a l ~cctor 

wealth will have begu n to in crea~e with the rise in 
the value of the ~tock ma rket and the ~tabil i sa t ion of 
house prices. Pe r~ona l ho ld ings of M~ have been 
rising re lative to i ncome~. and rea l d i:-.po!'>ab le 
inco mes are likely to i ncrca~e. The 'windfal l gai n!'>' 
d isc lI !-tsed in Section 3 pre~ent an upside r i ~k but tota l 
consu mpt ion cou ld :-.ti ll be held back by the 
precautionary ~avi ng of tho:-.e hou:-.eholds "till affected 
by hig h leveb o f debt. 

The conditions nece:-.:-.ury for more rapid in ve"tmen t 
growth ~t i ll exi~t. In part ic ular. ri:-. ing i n ve~tment ha~ in 
the past been preceded by increa:-.ed mergers and 
acquisitions act ivity. and by i n crea~e!-t in I CC~ ' 

borrowing and dcpo!-t it:-. . all of which were :-.een in 1995. 
For these reasons. our ce ntral prOjec tion i~ fo r 
investment growth to pick up. bu t there are ~ub!-ttantial 
ri sks on both sides. 

The prospects for ne t ex port s depend on the duratio n of 
the current slowdown e lsewhere in Europe. Most of the 
gai n in compe tit ivene!'>s in au tumn 1992. as measured by 
relative unit labour costs. ha~ been maintained. so the 
UK share of world markets :-.hould hold up. 

Turn ing to the supply side. the re are two mai n issues. 
First. unemployment is al mo!-t t certa inly above its natural 
rate. but how fa r is unknow n. The Bank's projection 
allows ror some pick-up in real earnings growth. in li ne 
with the ex perience o f the 1980s. Bu t. ir the natural rate 
were lower. di si nfl ationary pressures th roughout the 
rorecast period woul d be stronger. Second. the central 
projecti on assumeS that retail margins remain at around 
their current levels. The risks arc probabl y on the 
upside. 

The implications of the above fac to rs fo r the infl ati on 
out look over the next two years are summed up in the 
Bank 's new projection for twelve- month RPIX innation. 



The Bank 's inflation forecasting record 

Then:~ can be no e~c<l pe from forecasting in the 
conduct of monetary pol icy. The reason is that 
it take~ about two ycar~ for changes in interest 
rate~ to have the ir maximulll impact on 
inflation. ~o it is necessary to form a judgmerll 
about inflation two years ahead in order to 
guide po li cy. But in the past inflation forecasts 
have rarel y coincided with the subseq uen t 
ou tcome. 

A ~imple way of assessi ng the Bank's 
fo recasting record is to compare its centra l 
project ion of inflation two years ahcad with th e 
act ual inflation oulturn . This is done in 
Chart~ A. Band C. 
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These show that most of the inflat ion 
projections made by the Bank in 1993 and 1994 
proved too high. wh ile those made in 1995, 
appear. so fa r, to be closer to the path or actual 
inflat ion. BU I this is not a surtic ient cri te ri on 
ag'li nst which to judge the Bank 's track record, 
Why i~ this so? 

I nnati on, like other economi c phenomena, is 
inherentl y uncertain . The uncertainty ari ses 
from two sources. First. the eco nomy is too 
com plex and too rapidly changing for its 
behaviour to be captured in any fixed sel of 
eq uations or ' mode l' of the economy. 
Nevertheless . past ex perience is the only 
ava il able guide to the quantitative relationships 
between the key economic variables; and data 
are avai la ble for on ly a limited number of past 
business cycles. So mode!!ing in flat ion 
in volves a continuous process of 
learning- by-doing. 

Second , inflation is subject to unpredictable 
shocks, which can vary great ly in size. 
Examples are changes in retail margins ari sing 
rrom greater competition and changes in o il 
and other commodity prices. So even if 
econom ists did completely understand 
economic behaviour, forecasts would never be 
precisely accurate. 



Since future in fla tion cannot be known with 
certainty. any coherent projection is a 
probabil ity di stribution and not a po illl estimate. 
Despite thal. many. though not all. forecasts are 
publi shed as si ngle numbers. So the Bank has 
obta ined from 38 outside forecas ters the 
probabilities which they attach to inflation 
falling within certain ranges. These are 
pu bli shed for the first time in th is Report . As 
the first h lj7a tioll Report in February 1993 
emphasised. it would 'be un wise to base poli cy 
on the wholl y spurious prec ision of a point 
forecast' . In presenting its projections. the 
Bank has always di scussed the risks-both in 
size and directi on- to the central projection . A 
new way of illustrating the probabilit y 
di stribution as a whole is introduced in the 
Reporr in Chart 6.2. 

These considerations compl icate the assessment 
of in flat ion forecast~. A simp le comparison 
between the central project ion and the actual 
infl ation ounurn will show that the forecast is 
almost always ·wrong·. More sophisticated 
would be a comparison between the di stribution 
of infl at ion outturns over a period. and the 
probabi lit y di stri bution which described the 
earli er projection. Over time. forecasts based 
on the true probability di stribution should not be 
biased in one direc ti on or another. but it may 
take Illany years, or economic cyc les. before an 
appraisal can be made. More releva nt is the fact 
that the ri sks to any central projec ti on of 
inflat ion deri ve from economic factors 
identifi ed in the hlflarioll Report. 

So how were the uncertainties identi fied in the 
earlier " lj7arioll Reports resolved with the 
passage of ti me? There are some clues. The 
central projection of inflation in the February 
1993 Report. for example. proved too high. 
even though output growth was stronger than 
expected. Moreover. the projected probability 
di stribu tion was asymmetri c on the upside. 
following sterling's depreciati on in 1992. In 
retrospect. it could be argued that the effect of 
slower demand growth on inflation was 
underestimated . Had thi s been recogni sed , 
ei ther the central projection wou ld have been 

lower or the probabi li ty distribution arou nd the 
cen tral projec tion would have been more nearly 
symmetric. 

Similar comments could be made about central 
projections of infl at ion published later in 
1993. although the differences between the 
central projections and the subsequent in flation 
O Utllll"ll S were smaller. Despi te th is. the 
Bank's projecti ons from thi :-. period were closer 
to the eventual ou tturns than those of most other 
forecasters. as Chart D shows. suggesting 
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that the prob.Lbil ity distribution for inflation 
used by the Bank was close r to reality. 

And this comparison with oll tside forecasters 
does not adjust for differences in assumptions 
about interest rates over the period. The Bank 
assu med unchanged interest rates throughout 
the fo recast period. whi le the majority of 
olltside forecasts assumed thm interest rates 
would be increased. The Bank was even more 
opt imistic relati ve to outsiders about inflation 
than Chart D suggests. In fac t. allowing for the 
different interest rate assumptions. the Bank 's 
central projec ti on for 1994 Q4 was in the 
bottom quarter of forecasts in six quarters and 
the bottom third in the other two. 
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shown in Chan 6.2. Chart 6.3 shows the correspondi ng 
projection for twelve- mon th RPIY innation. Both arc in 
a new style. des igned to illustrate the di st ribution of 
po~~ib le outcomes of innation over the next two years. 
The old ~ t y le of chart- the November projection is 
shown in Chart 6.-I-- focused too much allention on 
the centra l projecti on. whereas. as the box on 
pages -1-6- -17 makes d ear. any coherent projection is 
a prob:lbilit y di stributi on and not a point estimate. 
The new chart shows the relat ive likeli hood of possible 
ou tcomes. The central band. coloured deep red. includes 
the central projection: there is judged to be about a 
10% chance that inflati on wil l be within that central 
band at any date. The next deepest shade. on both sides 
of the central band. takes the distribution out to 20%: 
and so on. in -" tcps of [en percentage poi nts. Of course, 
it is im poss ible to assess the probab ilities with any 
precision, bl1tthis re presents the Bank's best estimate. 
The more uncertai nty there is abol1tthe innation 
outcome at any panicu lar time horizon, the wi der 
he bands. and the more graduall y the colour fades. 
And. if the risks are more on one side than the other, 
then the rema in ing bands wi ll be wider on that side 
of the centra l band. In contrast, in the old -style chart, 
a single band was show n corresponding to average 
errors in past projections, which di d not necessarily 
renectt he Bank 'sjudgmcnt about the magnitude and 
bias of the ri sks at the time. Charts 6.2 and 6.3 are 
based on th e as~ulll pt ion of unchanged offic ial interest 
rates. and the effecti ve exc hange rate is assumed to 
evolve accord ing to differences in intcrest rates across 
countries. 

The Bank 's judgment is th at it is a lilll e more likely than 
not th at infl ation wi ll be somewhat below 2'/1% in two 
years' time. The cen tral projection decli nes steadi ly for 
a while, renecting the slowdown in ac ti vity last year. It 
rises gentl y duri ng the laller part of the forecast peri od in 
a lagged response to the projected pick-up in nominal 
demand this year. The mai n down side risk is of a longer 
de lay than assumed before acti vity picks up. The mai n 
upside ri sk is that the uptu rn will be stronger than 
assumed. It is not clear whi ch of these ri sks to infl at ion 
is the greater at the two-year horizon. and the Bank 
judges that the risks to the two-year projection are 
roughl y even ly ba lanced. Chart 6.3 shows that the 
projec tion for RP[Y inllation is similar, although a littl e 
be low that foJ' RPIX inllation, because the projec tion 
assumes overindex ati on of some taxes (in line with past 
Budget statements) and Council Tax increases in excess 
of annual RPIY inllation ra tes. 



Chart 0.5 
I)bt"jhutinn nf RI'I\ inllalion forcca~ t ~ 

fur 11)1)0 Q.f 
, ...... "~ , .. , ... ~ I' 

" 

•• 
k .... ~«. ,,,,,,,,,,. 

""'," r .. .,."", ,,' ~""'''.l< I •• ",,,,,,,, ".~ ''''.'') 1'1'", 

Chart (,,0 
ni <;trjhulion of RPI\ inl1alion forcca!>h 
for 11)1)7 Q.f 

l.o~", : i 1 Pf'<' 
Qo..,,1t 1 (,lWt1,1t , , , , , , , , 

" 

- , 

W'7:c-':""7CC - " 
(10 o~ 1 ~ .. ~. \(, 'b .~ .~ " ~o 

R.,,,,, •• ',w" •• ', 

Tahle 6. \ 
The a\ entAl' of forCCil!> ter~ ' fre(IUl'nC~ 

cli~trihulion~ of l' )o.I)('c tcd illlllllioll'" 

II.",,~.., 

L ... ",h:lO L ()'. l.~'. Hr. \I.,...,h:m 

tl·_h ll."IX 
,nlh""" ~'r«1C<l ,n 

1.(1<. ",l''1 ,,,4 {Yi to~.$'1 5.S'J 

• • 
., 
" '" " 

• , 
,.1 ... , .. 0.1<1< r ....... "<f> .... ~""" , ... 11",,\ ~"h ".,,' .. "''''''''M' "', ... h~",_ .. 

,~o,,"'" ... ",,... "(,,,,h,·,,,,,,,'h 111'1" ,nO .. "", 1.11,., '" "" '0lil<' """'" 
.""" 1hl> ,_"",-<"0. "" "", .. "of"" "''1''''",. hw , ... h , ... ,... ,,0" 
""'OS" 10«<."'" ''''F'' "",.,.bll") 01 ", 'Q ,.ft.,..,. """,11$ "'" '0 Ix It" 
,h .. I'; '" 1'IIlI>Q.> 

"""""'( "for ",/1"/",,, 

Compared wi th Ihe Novcm bc r projcction shown in 
Chart 6.-1 , the new projcction rcprc .. e nts a downward 
rcapprai ~a l of inflationary prc~~ure:. in the <;hort run . 
The mai n rea~on fo r the c hangc in the profile is the 
exte nt o f the ~ Iowdown in act ivity last ycar. wh ic h has 
become ev ide nt in the revi<;cd claw re lea<;cd ~ i nce 

Novem be r. 

6.2 Outside forecasters 

For the fir st time the B:lllk has asked ou ts ide forecasters 
not onl y about their central projectio ns for RP IX 
inflation . but a lso what probabiliti es Ih cy attac h to 
vari ous possibl c inflation outco me ..... Thi s means that. 
just as fo r the Bank '~ project ion. it is po~~ib l c (0 a sse~s 

fo r the out side forecasts the size and direc ti on of the 
risks. Diffe rcnccs of view among oUbide forecasters ca n 
thus be di sti ngui shed from the deg ree o f uncerta inty 
attac hed 10 anyone forecast. 

The median o lltsidc fo reca:.t fo r RPI X infl ation in 1996 
Q-I has fallen from 3.Q<;r in Novembe r to 2.89C (see 
Chart 6 .5), conti nui ng thc proce~s o f downward revi sion 
seen since August. Differences of vicw about the most 
likely inflation outcome-as represe nted by the 
intcrquarti le range (that is, the range spanning the ce ntral 
projections excluding the hi ghesl and lowest quarters of 
the di stribution of fo recasts)-have narrowed from 
2.7o/c-3 .5o/c to 2.5%-3.09'(', Among the forecasts for 
1997 Q4, the median e xpectcd RPIX inllation rate IS 

3.0% (Chart 6.6), whi c h i~ above the Bank 's central 
projectI o n. and thc interquani le ran ge is 2.5o/c-3.3o/c . 
Difre rences of view among fo recasters appear. as onc 
might ex pect. 10 be greate r the longer the time horizon. 

Table 6.A shows thc averages of the probabilities 
assigned by forecasters to inflation turning ou t to be in 
each of fi ve ranges. Tbe rangc of unce rtai nt y around 
most forecaste rs' cent ral projections is simi lar 10 th at of 
the Bank. Thcy see more upside risk than the Bank 
does, and , on avcfilge. think it less likely that intlat ion 
will turn oul to be 2 '1:% o r less by 1997 Q-I . That t ime 
hon zon was c hose n to coincide wit h most fo recasters' 
practice- the Bank 's projec tion goes out to 1998 Q I. 
Probabil it y di stribut ions differ wi del y. For example. the 
probabil it y of in tl at ion turnin g out 10 be 2.5% o r less by 
1997 Q4 was judged to be 10% by one rorecaster and 
70% by another. 

Inflation ex pectati ons de ri ved from th e bo nd markets 
have fall en since November, partic ll larly over shorter 
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horil.Ons- scc Chart 6.7. whic h shows calendar-mon th 
avcragcs. This conceals thc fact that since mid-January 
inllation cx pectations at both the live and tcn-year 
hori zons have risen by 0.35 perccn tage points. 

6.3 Conclusions 

Retail price in fl ation was stable over the past three 
months. and manufacturin g output price inflation fell. 
Domcstical ly gene rated inl1ation remains low. and the 
short -ru n outl ook is for lower in l1ation than expected in 
the November /?(' I)()I'f. with litt le or no sign of any 
immincn t rise . 

Economic growth slowed throughout last year. Non-oil 
output in 1995 was abou t 2'//'10 higher than in 1994. But 
thc four-qua rte r growth rate fell throu ghout the year 
from 3'h% at [he beg inning to about 11/1% at the end. 
Since early 1995. ou tput has been growing below almost 
any estimate of the tre nd. although this became evident 
only when rev ised data were published in November. 
Any further I~l l l in the growth rate is likely to be 
temporary. reflecting an un windi ng of involuntary 
stockbuildi ng. But a more protracted period of slow 
growth during 1996. as a result of signi ficant downward 
revisions to growth prospects in the world economy 
(especial ly in France and Germany), cannot be ru led out. 

Looking further ahead. ou tput growth is likely to pick up 
later this year and into next. led by accelerating 
consumpt ion. Prec isely when that might happen is 
unclear because of th e uncertain ties to demand in the 
short run . Continuing rapid broad mo ney growth 
implies 11 more buoyant medium-term outlook for 
domestic dema nd. Rea l broad money growt h rose 
sharply from 1.7% du ring 1994 to 6.9% in 1995. Rising 
output growt h would at some poi nt e limi nate spare 
capac it y. and wou ld. if ullchecked. begin to lead to 
innat ionary pressures. 

The Bank's central projection for innation has fa llen 
since the November Report. and by more in the short 
term than towards the end of the forecast period. with 
the resu lt that the profi le has changed. At current 
interest rates. the ba lance of probabilities is that innati on 
wi ll dec line slowl y duri ng 1996, fa ll ing below 2'h%, 
before st<lrt ing to ri se aga in towa rds the end of the 
forecast period. The Bank's judgment is that it is a littl e 
more likely than not th at in nation will be somewhat 
be low 2'/1% in two yea rs' time. 



SomC or the Ullccl'lai ntic!- disc lI ... !-ed in the November 
Rl'porl ha ve ~ ub~equent l y bee n. [11 l ea~ t partia ll y. 
resol ved . Input price prc!>. ... urc!- ha ve cca"ed to put 
upward prc~ !o.ll rc on OUlput and re tail pri cc!>.. The rc ha ... 
becn e vidc ncc of some rundown o f "'Ioc ks. In the "ha rt 
term. the principalullcerta intic\ concern acti v ity. where 
the ri:-.h arc morc on the dowTl <; ide. Fun her oul. 
however. the ma in Ullccrlainlies rc latc to Ihc implic[lt i on~ 

of broad tllOll l!y growt h (md the pace al whic h 
consumpti on wil l pi ck up. Herc lhe fi sh arc clearl y 
more on thc up!>.ide . But it i!>. 100 soon to tell if. a nd 
whc n. faslcr moncy and nominal dcmand growth will 
thrcatc n ,Khievement of the intlation largc\. 
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Glossary and other information 

(; Io~\ar~ of \e lected teml '" 

RPI II1I1<1tIOIl : inl1:1t ion mea\ured hy the ret;ti l price~ index. 
RI'I X il1l1 :lIion : inllation me;l\ured hy the RPI excluding 
mortg;tge imen:_t I);lymenh . 
KI'I Y inlliltion : In11 ;ltion mea~llred by the RPI exdtlding 
mortgage intere\t paymcnh Hnd the following indirect t;)xes: 
coullcillax . VAT. dllti e~. ("ar pun:ha\e tax and vehic le cxci~e dUl Y" 
il\\lIfanCe tax and ;lirport tax. 
H,\I(I' index : a price index which repla("es the mortgage int erest 
I);lymel\h in the RPI wi lh a B;lIlk estimate of lhe IIser·COSI of 
h\)u~in g. 

TttMu' indn: lhe H ARP index excluding indircct taxes. 

1\ 10: nOle~ and ('oin in ci rcu lation out~ide the Bank of Eng land 
;lIld banker~' opcration;i1 depo~ it~ at the Bnnk. 
1\14 : UK non-banJ.. . nOli-building ~oc icty pri vHtc sector' s holdings 
of notc~ and ("Oi n. together wi th all ~ter lil1g deposits (including 
('enificate~ of depo~it ) held with UK bnnks ;md bu ilding societies 
by the non-b:lIlk. non·buitding society private loeCtOr. 
I)i vis ia money: a mea~UfC of the money stock in wh ich each 
component i\ weighled ;lccording to an e~li nlllle of how ll ~efu l are 
the tr.msaclion ~erviccs it provides. 

Ices: industrial and commercial comp;mi e~. 

OFls: ot her financial i n ~titution ~. 

Thn'c-monlh annualiscd : the percentage change in a series 
betwcen onc period and thalthree months earlier. expre~sed as ,Ill 
annua l r;llC. 

S) l1Ihob a nd cOlI\ cnl ioll!o, 

Except whcrc ot hcrwi se stated. the sou rce for the data 
uscd in charts ,l11d tab l c~ is the Cc ntral Statistical Office (CSO). 

Thc I11C<lsurcs of inllation included in this RI'j)(1I"1 have been 
adjustcd by the Bank for a CSO error in undcrrecording RPI and 
RPIX inllalion between February and May 1995. 

not availablc. 
ni l or less than h:lIf Ihc final digit shown. 

Bcc<luse of rounding. thc sum of the separate items may 
somelime~ di rfer frolllthc total shown. 

On the horizontalllxes of graphs. largcr ticks denote the first 
observation wi lhi n the re1c\':mt period. eg dala for the firs t 
quarter of the year. 

Other information 

Emai l: dh95 @c ityscapc.co.ll k 
The Summary of thi s Reporl is available at : 
http://www.coi .gov .u k/coi/dcpls/G B ElG 8 E. hi ml 
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