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Summary 

Underl yi ng inflati on was broad ly consta nt in (he fi rst three months 
of th is year. Manufacturing ou tput price in!l alion. in (,;0111rasl. fell. 

Real outpu t growth during 1995 is now cstirmllcci to have been 
steady at around '/,% a q uarter. The economy entered 1996 with 
aboll l lhe sa me demand relative 10 POlc lHial ou tput as was though t 
at the lime of the February Repo/'f, Unt il the c nd of la sl year. the 
dual nature of the recovery mean t that growth was concentrated in 
sectors directed \0 net ex ports. During 1996 there IS l ikel y to be a 
chanoe in the composition o f demand. wit h 11 lar!!cr fraction o f the e _ 

total increase comi ng from domc:-lic conslImption rat her than 
cx pon s. The mai n short-term ri sk is 10 sectors dependent on 
ex ports to Europe where growt h pro:-pects have been significantly 
revised downwards. But the conti nui ng growth of broad money 
suggests that domestic de mand is li kely to accelerate over the nex t 
year or so because of growt h in personal consum ption and 
corporate investment. 

In the Bank 'sjudgment, the m ost like ly out co me is tlUtt the 
twelve·month inflation r a te will f~11I to below 2'/l% OWl' th e 
next year. After that , it is proba ble that innatio ll will moV(' 
along a rising trend , reaching 2'h% some two )'ears ahead. It 
is margina lly more likely than not that inllation would be 
above 2'/l% in two years' time were official rates to remain 
unchanged throughout that period. 

As in February. the risks in the short term arc marc on the 
downside. but so fa r nei ther lower s tockbuilding nor lower export:­
have led to any noticeable fa ll in output growt h. As a result. 
although those risks remain. they now seem less serious. and \\ ith 
the passage of time they wi lL if not real ised. di sappear from the 
pictu re. It was precisely l.lt this juncture- with al)p;.lrl' nt 
short·term we~tkness in some sectors masking signs of more 
buoyant future acth'ity-t hat l)oIky misll.tkes tended to be 
made in the InlSt. That is why it is im portant th:'lt monetar~' 

1)Q1iC)' continues to look fonvard a nd to focus on meet ing the 
inllation ta r get. The current projecti on shows tlHtt th ere are 
risks to the intll.ltion target two ye:,u"s a head , but the 
appropriate response depends on how the short·tcrm downside 
risks evolve over the next few months. 



Recent developments in inflation 1 
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1.1 Retail prices measures 

Underl ying inflati on was broadl y constant in the firsl 
three months or thi s year. The Govemment' s largel 
measure. the twelve-mollth change in reta il pri ces 
excluding mort gage interest payment s (RPIX ), was 2.9% 
in March, down rrom 3.0% in Decembe r. Thi s small 
reduction refl ected a dec ision not to raise excise dut ies 
last year by as Illuch as in the November 1994 Budget. 
The twel ve-month increase in RPIY. which removes all 
indi rect ta xes as we ll. rem;lincd al 2.5% (sce Chat1 1. 1). 

Unexpected pri ce Tllovements over [he first quan cr were 
offsetting. On the upside. hOllse prices rose at an 
annuali sed rate close to 10% in the fi rst quarte r of 1996. 
according to the Hal ifax Building Soc iet y. These have 
had a direct impact on the RP I since Febmary 1995. 
when an estimate of hous ing deprec iation was firsl 
introduced. But th is component has been erratic from 
month 10 month- in part a renection of measure ment 
difficulties. On the downside , the di scoun ti ng of 
consumer durables. notably clothing and footwear. was 
deeper than expected over the New Vear. 

Within RPIY, those goods and services which are 
commonly traded intern ati onall y can be separated from 
those which are no t. Chart 1.2 shows that RP IY 
in nation rose steadil y during the first half of last year. 
driven almost entire ly by a marked accelerati on in 
tradables prices. Non-Iradablcs inflation. which rose at 
an annual rate close 10 I % for 1110st of 1995. has picked 
up in recent months. 

From month to month . published inflati on fi gures are 
affec ted by large movements in a few component prices. 
Often. these are transitory- for example. Iow crop yields 
brought on by last summer's drought led to a sharp 
increase in the prices of seasonal foodstuffs . but onl y 
unti l October. Transitory shocks drive a wedge between 
recorded and unde rl ying inflation. At o ther times. 
extrellle price changes may renect a seri es of earlier cost 
increases finall y passed on by fi nns wh ich review prices 
infrequent ly. Where these reviews are concentrated in 
particular mont hs. fu rt her di storti ons can arise. To avoid 
making subjecti ve judgment s about such e ffects on a 

j 
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monthl y basis. the Bank applies a fixed rule to deri ve 
two indices which lim it the influence of large price 
movements. One- month inflation rates are calcu lated 
fo r 77 components of RP1 X. They are then weighted 
and ranked by size. The median is that percentage 
increase above which one hal f of the resu lti ng 
distribu tion lies. while a 70% trimmed mean excludes 
just the largest and small est 15% of price changes. 
C hart 1.3 shows that core inflation, measured in this 
way. often li es below aggregate RPI K This is because 
the distribution of price changes tends to be skewed 
upwards, so that outl ying price changes are frequent ly 
both large and posi ti ve. After remov ing some of the 
volatility in publi shed data by th is means, it appears that 
underl ying inl1ation may have peaked towards the end of 
last year. 

A number of pri ces vary in a predictable way over the 
year. Clothing and footwear. for example. are often 
di scounted in January. And, on average !S ince 1990, the 
price of un processed potatoes has risen by more than 
40% in August. So it is customary to measure inflation 
on a twelve-month basis. But this obscures recent price 
deve lopments. In response, the Bank seasonally adjusts 
a number of indices to provide short-run inflation 
measures, as in Table I .A. 

HOllse pri ces began to ri se towards the middle of last 
year. Th is accounts for the increase in short-run 
measures of infl ati on (namely HARP, based on RPIX. 
and TH ARP based on RPIY ) that inc lude a Bank estimate 
of owner-occupi ed housin g costs. Of the remainder, 
only the anal ysis of short- run RPIY inflation is 
unaffected by tax changes in the November Budget. On 
balance, it was little changed over the first quarter- the 
six-month annualised rate was 2.4% in March. slightl y 
below that amount suggested by the twelve-month 
comparison. On a three-month basis, RPIY infla tion 
picked up, owing to some ex treme price movements 
during the fourth quarter of last year. Large fall s in the 
cost of insurance and the price of certain foods tuffs 
combined to make the October price level unusually 
low. They have now dropped ou t of the calcu lation. 

On 20 March, the Govern men t an nounced a potential 
link between Bov ine Spongiform Encephalopathy (BSE) 
and the human condition known as Creu tzfeldt-Jakob 
Disease (CJD). Subsequently, consumers bought less 
beef, substituting a lternati ve!S such as poultry, lamb. pork 
and o ther meats. These were in short supply, so meat 
prices began to rise, by as much as 5% between 



Harmonised consumer price indices in the European Union 

Eurostat , the stati stical age ncy of the European 
Uni on, has been asked 10 produce comparable 
consumer price indices for each of the EU 
member states. These ind ices are being 
developed in order to assess the degree of 
inflation convergence in the approach to 
economic and monetary union . Because there 
are signifi can t differences in the way inflation is 
measu red by each of the member states, the 
production of 'harmoni sed' consumer price 
indices will be done in two stages. Eurostat 
publi shed the results of Stage I of tbi s project­
the Interim Indices of Consumer Prices (IICP)­
at the beg inning of thi s year. 

The IICPs have been constructed usi ng ex isting 
nationa l data. They si mpl y exclude expenditure 
items that are not treated commonl y in all of thc 
member states' measu res of in flation. Tab le I 
compares differences between nati onal infl at ion 
rates and Il ep inflation for the largest EU 
economies. Di fferences between the two 
inflation rates depend on how prices excluded 
from the IICP behave relative to the prices of 
included items. 

TlIblc I 
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For the United Kingdom, about 20% of the 
expenditure items in the RP I have been 
excluded from the lIe p. Housing-related 
expenditure (such as mortgage interest 
payments, counci l charges, dwelling insurance 
and depreciation) account for the majority of the 

excluded items, Other items excluded from the 
I tCP include ed ucation , financial services, hea lth 
and foreign holidays. Chart A shows that there 
were on ly small divergences between RP IX 
inflation and lIep infl ation between Jan uary 
1995 and September 1995. Since then, lIe p 
inflation has been higher than RPIX innation . 
This largely reflects the exclusion of insurance 
costs. which have been increasing at a much 
slower rate than the included items, The 
differences between Ilep inflation and RP I 
inflation have been more marked. reflect ing the 
effect of changes in interest rates on mortgage 
in terest payments. 

Chart \ 
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The ItCP measures of innation are not fu lly 
satisfactory because (i) there is no clear 
economic rationale fo r excluding a number of 
expenditure items, and (i i) they do not embody 
the changed met hod of construction that is 
required for complete harmoni sati on. These 
more fundamental changes wil l be undertaken 
as part of Stage 11 of the project. and relate to 
measu rement issues-such as the frequency of 
rebasing. the construction of index num bers and 
the manner in which qual ity changes are 
accommodated-as wcll as the inclusion of all 
ex penditure items. Stage 11 consumer price 
indices will not be rel eased until earl y 1997. 

7 
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16 March and J 3 April (according 10 one su permarket 
source). This had no impact on the March RP I data, 
collected before the Govern ment 's annou ncement. 

On balance, a slight reduction in RPIX inflation is 
expected by mid* 1996. As noted above, the price of 
some tradable goods rose sharpl y last year. This effec t is 
set to drop Ollt of the twelve*month comparison and is 
likely more than to offset rising meat prices. In April. 
there was additi onal downward pressure on annual RPI 
inll ati on, reflec ting rate cut s by a number of mortgage 
lenders at the beginning of the month , and the fact th at 
last year 's Cllt in mortgage interest reli ef was no longer 
included. 

1.2 Expenditure detlators 

The GDP defl ator and its components measure the price 
of domesti c value added, and so provide a more 
comprehensive, but less ti mely. infla tion measure than 
the rewi l prices index . The GDP denator rose by 0.4% 
in 1995 Q4, compllred wit h 0.3% in Q3. This modest 
acceleration was pllrtl y due 10 improved export 
profi tabi lity, Table 1.8 shows that import and ex port 
denators incre'lsed sharply in the fourth quarter of last 
year, as sterling depreciated by 0.9%, T his response is 
consistent wilh the price of internationall y traded goods 
being set on world markets. over which UK producers 
have li nl e infl uence. 

1.3 Summary 

RP IX intl ati on was broad ly unchanged in the six months 
to March at around 3% a year. But large price fal ls 
recorded towards the end of 1995 mea n that a number of 
shorH'lIn measures edged up at the beginnin g of 1996. 
When outlying pri ce changes are removed, the recent 
stabi lity of underl ying in flat ion is confirmed. 



Money and interest rates 2 
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2. 1 Money and credit/I! 

Broad 1I/001e" 

Twelve-mont h broad money growth (M4) was 9.8% in 
March. co mpilrcd with 9.7% in Dece mber. the latest 
month fo r whic h data we re ,Iva ilablc :lIthe time orlhe 
February f?epor/. so it ha~ remai ned above it s 3%-9% 
monitoring range. M4 increased at a three- month 
annuali sed rat e of 12. 1 % in March. up rrom 10.5% in 
Deccmber (sec Table 2.A); the accele rat ion was 
accounted ror by gi lt repos (sec thc box). A gilt repo is 
a rorm or deposit secured again st gi ll s. whil e a reverse 
repo is a rorm or secured lendin g. The int roduct ion of 
the gi lt repo market in Jan uary was a structural change 
which has limited implications ror ruture acti vity and 
inflation. Thi s is discussed bctow. 

The e ffect of an increase in M4 on nom ina l demand 
depe nds on the behaviour of ib veloc it y of circulatioll­
that is. the speed at which M4 c irculates in the economy. 
The ve loc it y of M4 rose Slightl y in the recession of Ihe 
early I 980s. bu t then fe ll sharp ly over the fo llowi ng 
decade as a result of financial liberalisation. During Ihe 
earl y I 990s. velocity stabili sed. but between 1994 and 
1995, M4 ve locity declined by a further 2.5%. 

On the demand side. broad money IS held both 10 bu y 
goods and services and as a store of wea lth . An increase 
in broad money res ulting from gre;lIer planned spendin g. 
by indi vidua ls or compani es would signal an increase in 
nomi nal dema nd. But. for ;my given leve l o r fina ncial 
wealt h. a shi ft towards bro;ld money from less liquid 
assets could simpl y be'l portfolio sw itch in response 10 

changes in expec ted risk and ret urn. 

The sl/pp/y of broad money depends on how banks and 
buildi ng societies increase their assets. incl uding loam. 
to their customers. An inc re;'l~e in lendi ng could reflect 
increased demand for credit from customers. Or it could 
reflect increased wi lli ngness by banks tQ suppl y credit at 
any given inte rest rate-so a ll owing a subseque nt 
inc rease in nominal de mand. In e ither case. ba nks and 

( ! ) Unk" mher,"", '1'~I,·<1. reference, 10 h,,,,, _",<1 ~",ld,n t1 'OC'tl) Icnd",~ 
cxdudc the efr,·,l "I """rllI ,m'on, "'Id hu, Ir.Hl,fer" .,11 rd,·n·,,,·,·, t" 
I:rO"lh r:,tc, of IttOnq I"C I>r,':.l · .,dJu,t,·d ,("cl <i.lta . 
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bllilding soc ieties have to attruct more deposits. so their 
assets and liabili ties increase in tandem. 

Empirical ev idence suggests that the determinants of the 
demand for both money .lI1d credit vary from sector to 
sector. These are analysed below. 

l\JOl1l'Y dell/(/I/d 

Individual s' deposits increased by 1.6% in the fir st 
quarter of 1996. Industrial and commercial companies' 
(ICCs) deposits rose by 2.2%, whi le the deposits of other 
financial institutions (OFls) increased by 7%. Cbart 2. 1 
shows the proportions of the stock of M4 accounted for 
by each sector. 

Perso//al sector 

Individuals' deposi ts grew faster in 1995. and deposits 
rose by £6.1 bi llion in 1996 QI. Their four-quarter 
growth rate was 7.3% in 1996 Q I. up from 7.0% in 1995 
Q4 (see Table 2.B). This compares with nominal 
income growth of 4. 1 % in 1995 Q4 and 4.7% growth in 
nominal consumer spending. 

The increase in indiv iduals' deposits in 1996 Q I 
occu rred despite the fact that arou nd £ 17 billion of 
Tax Exempt Special Savi ngs Accoun ts (TESSAS) 
matured during the quarter. Since the interest on 
maturing TESSAs cannot be placed in fo llow-up TESSAs. 
some of it was re-invested in non-M4 long-Ierm sav ings 
products. such as National Savings and retai l unit trusts: 
deposit s in these also increased sharply. 

The increase in personal sector deposits (which also 
incl ude those of unincorporated businesses) does not 
appear to renecl a shift in financial portfolios towards 
M4. Rather it re neets faster growth in total financial 
assets: these increased by over 15% in the year to 1995 
Q4. Bank and building soc iety depos its have been 
fall ing as a proportion of the personal sector's lotal 
financial assets since 1992 (see Chart 2.2 and 
Table 2.C). The personal sector's nel financia l wealth 
was over 20% higher in 1995 Q4 than a year earl ier. 
The risk to nomi nal demand is that people may use some 
of their increased financial wea lth to buy more goods 
and services. 

The article 'Understanding broad money ' in the May 
1996 Quaf,erl)' Bulletin explores these possible motives 
for increasing deposits in banks and building soc iet ies . 
[I conc ludes that it is implausible to allribute the entire 



The impact of gilt repo transactions on M4 

The introduction of the gilt repD market in 
January added to bank deposits, leading to an 
increase in the twelve-month growth rale of 
M4. Much of the rise represented a structural 
increase in the supply of. and demand for, both 
broad money and credit. with few implications 
for nominal demand. Th is box ex plains how 
gil t repo transactions affect M4.(1) 

What is a gi lt repo? A gilt repo transaction is a 
sa le and repurchase agreement. When a bank 
undertakes a gilt repo it se ll s a gilt to another 
party-usually either another bank or an OFI 
(other financial insti lulion)-wit h an 
agreement to buy back equiva lent gills al a 
spec ified price on a particular date. 

Although the gills are shown un changed on the 
bank's balance sheet, the title to the gilts 
changes hands. The cou nterparty ca n use or 
di spose of the gilt s as it likes. The bank's repo 
liabi lity is recorded as an increase in bank 
depos its. So the repo is, in economic terms. a 
form of secured deposit backed by giits. 

If a bank does a reverse repo. the posit ion of 
the parties is reversed. The counterparty­
usually another bank or an OFI- bolTOWS 
money from the bank. The titl e to the gilts is 
tran sferred to the bank. which is free to use or 
dispose of the gilts as it chooses. The reverse 
repo---one of the bank's assets-is recorded as 
bank lend ing to the OF!. Thus the reverse repo 
is a fo rm of secured bank lendi ng. 

How do repos and reverse repos affect broad 
money and credit? First. only where banks and 
bu ilding societies undertake repo transactions 
with the non-bank private sector wi ll there be 
an impact on M4 and M4 lending; so far. the 
only non-bank institutions using the repo 
market have been OFls. Second. the impact on 
M4 and M4 lending will depend on the ex tent 
to which those OFls have substituted repos and 

reverse repas for other M4 deposits and 
borrowing; any additional deposits and 
[ending will have added IQ M4 and M4 
lending. Some deposits wil l have been 
addit ional. as the gilt repa market enables 
some OFls and banks 10 mobilise gi hs as 
collate ra l fo r secured borrowing and lending 
morc easily and cheaply. This wi ll have 
caused a sIn/crural inc rease in M4 and M4 
lending as those OFls and banks take 
advantage of Ihls new means of generating 
liquidity. 

It is difficult to di sentangle the structural 
increase in M4 and M4 lending from the 
substitu ti on effects. as it is impossib le to know 
what would have happened in the absence of 
the gi lt re po market. One way to estimate the 
stru ctural element is to anal yse each bank's 
ba lance sheet to see whethe r the re has been a 
jump in the ove rall volume of de posits and 
lendi ng. Any structural increase in bank 
lendi ng to OFls must have been fu nded by 
biddi ng for deposi ts-so a struclllra l increase 
in reverse repos. for example. would be 
characterised by a sudden jump in the size of 
both the bank' s asse ts and liabiliti es. Similarly. 
if a bank acquires deposits by undertaking 
repos. <:my deposit s which did not substitute ror 
ones which would ha\'e been taken in the 
absence of the gilt repo market would be 
matched by an increase in the amount of c redit 
extended. 

On thi s basis, the Bank estimates that there 
was a structural increase in the region of 
£6 bil lion in the vo lume of M4 and M4 lending 
in 1996 QI. Such a substantial struc tural 
increase in broad money and c redit makes th e 
recorded growth rates of M4 and M4 lending 
spanning thi s period mislead ing. Further 
structural effec ts on M4 and c redi t are likely as 
other OFls enter the repo market. conti nuing to 
make M4 growth rates difficu lt to interpret. 

" 
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acce leration of personal sector M4 last year to a one-off 
increase in the demand for broad money resu lti ng si mply 
from adjustmenls to port folios of financial wealth. Some 
of it probably also resulted from an increase in planned 
spe nding. 

IlIdl/srrillf (11/(/ comll1ercial companies (lCCs) 

After ris ing modestly over the first three quarters of 
1995. ICCs' deposits increased sharp ly in 1995 Q4 and 
1996 Q I. perhaps as a result of companies planning to 
spend more on investment. This would be consistent 
with Bank research. which shows that an increase in 
ICCs' deposits ca n signal a rise in investment- and 
hence nominal demand- with the maximum effect 
occurring after fOllr to six quarters. 

Alternatively. as with the personal sector. the increase in 
lCCs' deposits could merely renect a one-off shift into 
M4 from less liquid assets, perhaps 10 help deter hostile 
takeover bids. Thi s would have litt le impl ication for 
future investmen t and innation. Nominal spending on 
mergers and acquisitions in 1995 was the highest it has 
been si nce 1989, as Chart 2.3 shows. 

Olherjillllllcia/ illSlilllliolls (OFls) 

The sharpest build-up in M4 deposi ts in the firs t quarter 
of 1996 was by OFls. as thi s non-bank sector was 
affected by the introduction of the gil t repo market in 
January. The new market reduced transaction and 
funding costs for holders and borrowers of gilts and led 
to a structural increase in the volume of OFls' deposits 
and lending. The accounting effects of gilt repos arc 
described in the box on page 11. Making a rough 
allowance for the structural increase, OFls' deposits 
grew al a four-quarter rate of around 17% in 1996 Q 1. 
compared wit h arollnd 23% in 1995 Q4. If the strllct ural 
increase is excluded from the aggregate M4 data, its 
fou r-quarter growl h rate is reduced from just under 10% 
to about 8%. 

Gi lt repos and reverse repos o rten take place between 
banks, or between a bank and an OFI; only those 
between banks and non-banks affect M4 and M4 
lend ing. To some exten t, OFls substituted repos and 
reverse repos fo r other M4 depos its and borrowing; but 
some of the increase in deposits and borrowing was 
structural. A broad estimate of the structural impact of 
g ilt ['epos on broad money and credit can be made by 
looking at individua l banks' returns for evidence of 
repos substituting for ot her forms of deposits or of a 
sudden increase in the grow th of the ir balance sheets 
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above the recen t trend . As the length of time from the 
introduction of the gi lt repo market increases. it becomes 
more dirricu lt to estimate the size of any struc tural 
increase in broad money and credit . In 1996 QI . the 
Bank estimates that there was a structural increase of 
around £6 bil lion in M4 and M4 lendi ng. 

In 1995, OFls' deposits a lso increased strongly. The 
article on broad money in the Quarterly Bulletill finds 
that the greater demand for money by OFIs in 1995 was 
primarily a response to the increase in their overall 
wea lth caused by stronger stock and bond prices. rather 
than a change in relati ve rates of return. But differential 
movements in in terest rates between bank and building 
society deposi ts and other forms of financial wealth may 
also ha ve had some effect: OFls' money balances rose 
slightl y as a proporti on of wea lth in 1995 (see Chart 2.4 
and Table 2.D). This portfol io shin has limited 
implications for fu ture innation. 

Dil';s;a money 

The Ban k's Di visia measure of money weights the 
various components of Mol according to the ir transaction 
characteristics . The Divisia measure is another way of 
making allowance for changes in Mol which result from 
shi n s in financial portfolios. Di visia money rose by 
2.8% in the first quarter of 1996, compared wit h 2.2% in 
the prev ious quarter. This gave a four-quarter growth 
rate of9.5%. 

Personal sec tor Di visia money grew particularly strongl y 
in 1996 Q 1, wi th its one-q uarter anllllali sed rat e of 
growth rising from 6.Y'/fl in 1995 Q4 to 10.6%. This 
partl y renected the facl that , after the fir st TESS As 
matured in 1996 Q I, some people dec ided temporm'il )' 
to hold the proceeds in retai l depos it accoun ts: these are 
included in Di visia money, while the original TESSA 
funds are not. However. the st rong growth of personal 
sector Di visia money al so renected a strong increase in 
indi viduals' non-i nterest bearing deposits-which are 
likely 10 be closely related to consumption. 

Corporate sector Di visia increased at a onc-quarter 
annualised rate of 16.0% in 1996 QL down from 19.59'1' 
in 1995 Q4. Bank research has shown Ihal corporate 
sector Di visia money is c losely linked 10 future 
investment spending. 

Credit demalld 

Credit extended to the private sector by banks and 
building societies grew by 9. 1 % in the twelve months to 

'-' 
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March. up from 8.7% in December. Shorter-run 
measures of c red it growth were higher. Credit increased 
at a th ree-month annuali scd rate of 12.3% in March, up 
from 9.0% in December. Credit extended to the 
corporate sector has been increasing rapidly since the 
middle of 1994. whil e the four-quarter growth rate of 
credit to the personal sector started to decl ine during 
1995 and fe ll sli ghtly further in 1996 QI. Chart 2.5 
shows the stock of c red it by sector. 

Perso//{/{ 'w!clOr 

Lending to the personal sec tor by banks and building 
societi es started to acce lerate modestly in rnid- 1993; liS 

twelve- mont h growth rate reached 6.4% in 1995 Q I. 
BUl since then. its growth rate has moderated: it was 
5.7% in the yea r to 1996 Q I. There is a marked contrast 
between secured lending (mainl y mortgages) . which 
makes up 80% of the tota\. and un secured lending 
(consumer credit), whic h makes up most of the rest. 
Mortgage lending has been decelerati ng steadily since 
the beg inning of 1994. whi le consumer credit has been 
accelerating (sce Tabl e 2.E and Chart 2.6). To some 
ex tent. this divergence may reflect substitution from 
secured to unsecured lending resulti ng from the 
weakness in the housing market- the increase in house 
prices over the past nine months has not yet fed through 
to a rise in secured lend ing. The divergence may also 
re nect the different borrowing beha viour of separate 
groups of consumer. 

The twelve- mOllth rate of increase of total personal 
borrowing- which includes spec ialist lenders as well as 
banks and bui ld ing soc ieties-fell stead il y throughouI 
1995 and was 5.2% in March. suggesting that the 
deceleration in bank .md bui lding society lending was 
not offset by lending to the personal sector by other 
lenders. Th is compares wit h its recent low of 4% a year 
in August 1993. 

Short-ru n measures oftotall>crsonal borrowi ng suggest 
that its growt h rate has started to stabilise recentl y. The 
three- month annua lised growth rate was also 5.2% in 
March. similar to its rate over the past fi ve months. 

Indllstrial al/d commercial cOll1panie.~ 

ICCs ' borrowing increased by 13.9% in the four 
quarters to 1996 Q I. its strongest growth rate for five 
years. It was not offset by any decline in capital issues 
(see Table 2.F). Indeed, the stock of ICes' bank and 
building society borrowing has been fulling relative to 
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their tota l financ ial liabilities since the cnd of 1990 
(see Chart 2.7). The growth of ICCs' borrowing 
probably renected a one-off increase in the demand for 
c redit to finance mergers and acqui si tions. Th is does not 
necessarily impl y an increase in spending on goods and 
services. although an increase in takeovers may itself 
rellect a strong stock market. which makes investmen t 
less expensive la finance. But it does impl y that the 
growt h of ICCs' borrowing should fall as mergers and 
acquisitions stabili se. 

Olher fillwlcial illSI illlliOlIJ 

OFls' borrowing from banks and building societi es 
started to accelera te tow,jrds the e nd of 1992; it s growth 
rate was! 6.2% in 1996 Q I. Thi s did not represent a 
portfolio shift into bank and building soc iet y borrowing: 
OFls' ot her liabilities grew more quickl y over 1995 
(see Table 2.0). 

As with the asset side of the ba lance sheet. OFls· 
borrowi ng was a ffec ted by the int roduction of the g ill 
repo market in January. The box descri bes how OFls 
can borrow from banks using gi lts as co ll ateral (banks' 
reverse repos). Addi tional borrowi ng by OFls agai nst 
gi lls increases M4 lending. Adjusting fo r this structural 
effect in the first quarter. OFls' borrowing rose by 
around II % in the four quarters 10 1996 Q I. suggesting 
a slowdown in it s rllte of increase. Total M4 lendi ng 
increased by around 8'ho/(' in the year to March. once the 
structural e ffect is excluded. a liltl e more slowly than in 
Ihe year 10 December. 

5111'1'1.1' of credif 

Broad money grow th may renect changes in the suppl y 
of credit by banks and building societies at any given 
interest ratc. Onc way of measuring competition for 
funds in the banking system is to examine ba nk spreads. 
Narrower spreads and margins are likel y to inc rease the 
volume of intermediation undertaken by ban ks and 
building soc ieties-and so to inc rease M-l . Bank data on 
interest rates across a vari ety of lending and depos it 
instit utions show that. on average. spreads stopped 
narrowing in 1995 Q2 and widened slightl y over the 
fo ll owing two quarters. 

Mortgage rates have fallen further since the February 
Report. There arc three main reasons why. First. official 
rales-and hence short-Ierm money- market rates-were 
c uI. Second. lenders became inc reasi ngl y willi ng 10 

reduce rates for new cll stomers. Chart 2.8 shows thal 
remortgaging increased signifi cantl y in 1995 : thi s Illay 
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have continued in the first quarter. Third, certain 
building soc ielies have sought to assert the benefits of 
mutualit y by cutti ng mon gage rates for both new and 
existing borrowers. Building society retail deposits may 
have been less sensit ive to rate cuts. because some 
soc ieties have announced future conversion to plc status, 
which will result in compensat ing payouts, This mi ght 
have allowed building soc ieties to preserve interest 
spreads. In contrast. some of those building soc ieties 
remaining mutual ha ve increased deposi t rates. Faced 
with ri sing deposit rates and falling mortgage rates from 
some competitors, bank mortgage spreads have been 
under pressure. Chart 2.9 shows that the differential 
between building soc iety mortgage and deposit rates has 
risen, as building societies reduced deposit rates more 
than mortgage rates. 

Narroll' 11101/(.'." 

Narrow money has accelerated modestly si nce the 
February Report. Notes and coin increased at a 
three.month annual ised rate of 6.7% in April. compared 
with 5, I % in January. The twelve-month rate of growth 
was 6.2% in Apri L 

The Iwelve-month growth rate of MO was 5.6% in Apri l. 
It s growth rate has been above its 0%-4% monilOring 
range fo r three years. As in nat ion fall s, so does the 
opportunity cost of holding cash relative to bank 
deposits-the bank depos it rate- increasing the demand 
for cash. It seems increas ingly likely that the strong 
growth of MO increased demand for cash relative to 
other forms of wealth in the low- inflat ion environment. 

2.2 Interest rates and exchange rates 

Offic ial UK interest rates were cut by 25 basis points on 
8 Marc h to 6.0%. Charl 2. I 0 shows some of the interest 
rates pa id by different UK borrowers or used as a basis 
fo r calculating their borrowing costs. In the United 
States, official interest rates have remained unchanged. 
while in Germany the Lombard and discount rates were 
cut by 50 basis poin ts on 18 Apri l: the German repo rate 
- the official dealing rate-was unchanged between 
9 February and 9 May. In France. the intervention rate 
was cut by a total of 20 basis points (see Table 2.G) . 

The expected short·term UK interest rates impli ed by 
futures prices have risen since the February Reporr (see 
Chart 2.1 1). These renect the market 's forecast of 
three-month interbank rates. which are linked to the base 
rate. The current struct ure of short -sterlin g futures 
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suggests that. on balance. the markets ex pect rates 10 

remai n broadly unchanged over the next three months, 
but then to increase by around 40 basis points by the cnd 
of the year and by around 130 basis poin ts by mid- 1997, 
At the start of the year, the markets were expecting a 
25 basis-poin t cut in rates in the first quarter: rates were 
expected to rise by around 50 bas is points by 
mid-1997. 

Interest rate ex pectati ons in the United Kin gdom's major 
tradin g partners have al so been revised up, a lthough by 
less. The gap between the int erest rates im plied by th e 
Septem ber three-mon th futures contrac t in the United 
Kin gdom and Germany widened by 41 basis points 
between 9 February. when the February Report was 
finali sed, and 9 May. The UK·US differential narrowed 
from 102 to 36 bas is point s. Chart 2. 12 shows the path 
fo r the interest rate differential between the Un ited 
Kingdom and it s major trading partners implied by 
futures prices. 

Chart 2. 13 shows the change in ex pected nominal 
interest rates in the gilt market immediatel y before and 
after the Jan uary and March cu t .. in official inte rest ratc~. 

The profi le of expec ted rates fell over short horizons 
after the 25 basis-poin t cut in rates in January. but was 
slightl y higher after about ten years: but it rose 
followin g the 25 basis-point cu t in rates in March. 

Ten-yea r yields in the United Kingdom rose by 89 bnsis 
points between 18 January-when yields reached their 
lowest leve l for about two years-and 9 May. More 
than half of the in crease occurred afte r the February 
Report. The articl e on G7 yie ld curves in the Quarterly 
BI/lletill uses a met hod 10 measure consistentl y yields at 
different maturili es ac ross coun tries. Since the February 
Report was fina lised on 9 February, len·year nominal 
forward rates ha ve risen by 9 .... basis poi nts in Canada. 
81 basis points in the United States. by 35 basis point~ in 
Germany and by 18 b;ISis poin ts in Japan. This 
compares with an increase of 18 bnsis points in the 
United Ki ngdom. In Italy, fo rward rates have fallen by 
39 basis points and in France they are down 6 basis 
poin ts (sce Chart 2.14) . 

The effect of a ri se in bond yields depends on whether 
the ex pected real interest rale or expected infiation has 
ri sen. In the United Kingdom. it is possib le to 
distinguish between these alternati ves by analysing the 
diffe renti(ll between convent ional and index· linked 
bonds. Measu red UK inOation ex pectat ions have ri sen 
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at both five and ten-yeclr mmurities since the begi nning 
of the year. ahhough implied forward real rates have also 
increased Sl ightly (see Chart 2. 15). Measured inn ation 
expectations also include an inn at ion ri sk premium, so it 
is al so possible that this has risen. Bond market 
volatility may prov ide a proxy for uncertaint y about 
innation. This increased sharply in February and early 
March before falling back (see Chart 2.1 6), 
Nevertheless. greate r perceptions of risk are unlike ly to 
exp lai n much of the increase in measured innation 
expectations. 

Sterl ing's effective exchan ge rate was 84.4 on 9 May, 
0.4% hi gher than on 9 February. While the pound has 
fallen slightly agai nst the dollar, it has risen fairly 
steadil y agai nst Ihe Deutsche Mark since the end of 
October las! year. The German effecti ve exchange rale 
deprec iated by 4.7% between its recent peak in October 
1995 and 9 May. German uni fication led to a nominal 
apprec ialion of the Deutsche Mark in order to facilitate 
the increased net innow of real resources necessary for 
il1\'eslment in eastern Germany. Between 1990 and mid-
1995. the German real exchange rate appreciated by 
al most 23%. So the recent depreciation may partly 
reflec t the deve lopi ng supply capacity in eastern 
Germany: the German rea l exc hange rate has been on a 
modestl y declining path si nce April 1995. 

Chart 2.17 shows that the exchange rate profile impl ied 
by bond yields (assuming uncovered interest parity) has 
been revised down slightl y since the February Reporl 
was fina lised. Thi s profi le depends on countrie s' 
relative int1ali on rates ex peclCd by Ihe markets over the 
long term. So it react s to economi c and political events 
in the United Kingdom and abroad. as market views 
change about relative inflation rates. 

2.3 Summary 

Broad money growth stabi lised in 1996 Q I. just above 
its 3%-9% monitori ng range, but the fou r·quarter growth 
of indi vid uals' and ICCs' depos its increased fu rther. 
These could signal an increase in nominal consumption 
and investment. OFls' deposits and borrowi ngs were 
increased by the introdllclion of the gilt repo market. 
The growth of lending to the personal sector conti nued 
to moderate, but lendi ng to the corporate sector grew 

faster. 

Official UK interest rates were cut by 25 basis points 
and mort gage interest rates were also reduced, Long 
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Demand and supply 

3. 1 Overview 

Output rose by 2.5% in 1995 as a whole. Revisions­
even between February and March thi s year-changcd 
the profile of grow th during last year (see Chart 3. 1). 
The Office for National Statistics (ONS) now believes 
that output inc reased by 0.4% in 1995 QI (compared to 
an initial estimate o rO.8% in April 1995), at a steady 
0.5% a quarter during the rest of 1995. and by 0.4% in 
1996 QI. 

Export growth was lower in 1995 than 1994. 
Nevertheless. ex ports provided the main stimulus to 
demand fo r domesti cal ly produced goods last year; 
consumers ' expe ndi ture on goods and investment growth 
were subdued. Domestic demand grew by 1.6% in 
1995 ; most oflhe increase was in consumers ' demand 
fo r services (i ncluding the National LOllery). The strong 
contribution made by service expenditure to domestic 
demand and the red uced impetus from export vol umes 
explain why the pallern of output growth changed from 
be ing goods based in 1994 to be ing service based in 
1995. 

Nominal GOP grew by 4.8% last year. This is close to 
what it would be with a rea l growth rate of 2%-2'M'o­
the average over the past 40 years- and with inflation of 
2 'h% or below. 

3.2 Domestic demand 

Table 3.A shows the contribution to GDP growth over 
the past two years m<lde by the main expenditure 
components. Consumption grew at close to its long-run 
trend rate in 1995, but investmen t fel L Stockbuilding 
continued to boost output, although it contributed 
roughly ha lf as much to growth as it had in the prev ious 
three years. 

Domestic demand is likely to con tri bute more to growth 
in 1996 than in 1995. Consumption and investment 
should grow faster Ihi s year, although the contribution of 
stockbu ilding is likel y to fall. And overseas demand will 
probably weaken. with growth in the major European 
Union countri es likely to be subdued. 
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Over the past twO years. consumers ' spending has 
increased at around its long-run trend rate, 11 has grown 
much more smoothly than rea l persona l di sposable 
income (sce Chart 3,2), whi ch is consistent with the idea 
that consu mption is inOucnced less by shon-term 
changes than by expectations o r di sposable income ovcr 
the longer term, o r 1)(!I'II/WIl' 11f ;lIc ollle. So Ollctllations in 
the sav ing ratio over the past IWO years were largel y due 
10 Ihe relative stab ilit y or consumption compared with 
cu rrent rea l personal disposable income. 

Among ot he r things. permWlcn t income depends on the 
level of taxation , The tax cut s an nollnced in the 
November 1995 Budget (to tak e effect in the 1996/97 tax 
year). which were equivalent to around 11:% of personal 
income. coul d have been regarded as an addition to 
permanent income by most beneric iaries. Some 
rorward-looki ng consumers may have revised th eir 
esti mates or rut ure di sposable income as soon as the 
tax cuts were announced. so that part or the impact on 
consumption growth could have occurred in 1996 Q I or 
earlier. But many people probably did not react un til 
Apri l this year. when they knew the exact efrect on the ir 
d isposable income. Higher real earni ngs growth is 
likely in 1996 and thi s could further rai se indi viduals ' 
assessment or their income growth in the long rUll . 

Personal sector assets and li abilities also affect 
consumpt ion: together with future income. they 
constra in liretime consumption . Although consulllers· 
debt levels arc still high, the asset side of the personal 
sector ba lance sheet is improving: thi s is a sign that 
consumption is like ly to accelerate during 1996. The 
price or housi ng (w hich accoun ts ror around 35% of 
personal sector assets) suggests that a recO\'cry in the 
housing market is underway: accordi ng to the Halifax 
Building Soc iety. house prices rose in eac h or the nine 
months to April 1996 (sec Chart 3.3), Th is is ev idence 
or a renewed demand ror housing rrom consumers. and 
therefore an indication that many have repaired the 
liability side o r their balance sheets. It also means an 
increase in im puted spending on the se rviccs derived 
rrom home ownership. so consu mption or non-housing 
goods and services may nO( be stim ul ated directly. And 
there is still a ri sk that the hOllsing recovery is not yet 
well rounded: hOllsing turnover (which is often 
associated with purchases o r consumer durables to 
rurn ish new homes) and net lendi ng for hOllse purchase 
have yet to show a sustai ned increase. 
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Rising share prices likewise help strengthen consumers' 
balance sheets and arc another factor likely to bo ls ter 
consumption this year. S hares and other securities 
account for around a third o f personal sector assets. held 
directl y and through life assurance and pension funds. 
Share prices fe ll by some 12% between January and 
June 1994. But by August 1995, they had reac hed a new 
peak and have risen fu rther si nce (sec Chart 3.4). 

The regional electricity companies' (RECs) rebate of 
around £50 to eac h o f its customers in the firs t half of 
1996 wil l probab ly con tribu te to higher consumpti on 
grow th . But the effect will most likely be smal l. The 
money does not represent an increase in consumers' 
permanent income: and to some extent it represents a 
transfer of wea lt h from one group of consumers, the 
shareholders of the RECs. to another. the electrici ty 
consumers. 

Higher consu mpti on growth will probably be supported 
by 'w ind fall gains' from bui lding society notations and 
takeovers in 1996 and 1997 (see Table 3.B) and by 
savers gaini ng access to maturing T ESSA accounts. 
Again, the impact o n consumption will probably be 
relati vely small. Neit her represent an addition to 
consumers' net wealt h. Shares in the net wealt h of 
bui lding societies si mply become tradable (alt hough the 
processes by which shares are allocated also redistribute 
wealt h). TESSAS were more c learly already part of 
personal sector wealth . 

Nevertheless. so me of thi s mo ney is likely to be spcnt on 
cons ume r durub les, which represent a form of 
investment by consumers in order to obtai n a cOlllinuous 
/low of services. Chart 3.5 shows that ex penditure on 
consumer durables is more volati le than other 
consumers' expenditu re. These lumpy purchases may 
be in fluenced by bui ldin g society wind fa ll s and 
maturing TESSAS for people who had been credit 
constrai ned o r who found the opportuni ty cost of 
borrowing too high, 

Accord ing to a Bui ldi ng Societies Associ ation survey of 
TESSAS which matured in January. 5 1 % of funds were 
re-invested in follow- up TESSAS with the same society. 
29% were rc-invested in other accounts with the same 
society, and 20% were paid oUlto investors. More 
money w ill probab ly go into fo llow-u p TESSAS: peop le 
have up to s ix months before Ihey ha ve to dec ide 
whether to rc-i nvest between £3,000 and £9,000 of their 
capital. Other funds have been and wi ll be invested in 
other long-term savi ngs in struments, such as unit trusts, 
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However. some o r the money may be used to bu y 
consumer durables. 

The influence or T ESSAS on consumers' beha viour 
shou ld be assessed alongside that o r all the ir M4 
deposits. Personal M4 ho ldings grew more quickl y than 
nominal consumer demand last year and have not s lowed 
in 1996 Ql. To some ex tent, th is probably reflected an 
increase in plan ned spendi ng (sec Section 2 o r this 
Report ). The increase in money holdings is more like ly 
to lead to hi gher nominal spendin g on consumer 
durables in 1996: peop le do not usual ly bu ild up 
deposit s to buy no n-durab les, alt hough holidays are an 
obvious exception. 

Taking all these efrects into account, consumpti on 
growth is like ly to incre;lse to above its long- run trend 
rate in 1996. But the overall effect is likel y to be 
limi ted, because people's perceptions o r their permanent 
income arc unl ikc ly to have inc reased markedly and the 
short -term im pact on consumcr spending or changes in 
the value or assets is usuall y smn ll. 

The ONS esti mates that reta il sales \'o lullles grew by 
0.4% in 1996 Q l. hair the rate or the previous quarter. 
But it is dirri cu lt to di stinguish underl yin g trends in retai l 
sales around the C hristmas l>criod. Retai l snles g rew by 
1.1 % in the six mon ths to the cnd o r March com pared 
wi th six months earlier. Thi s may indicate that 
consumer spendi ng on goods is beginning to grow Illore 
in line wit h spending on services, after falling behind 
earlier in 1995. 

Corporate \e("fOr dell/(//ul 

O vera ll. investment has been weak in this recovery. 
Rea l private in vestment grew by 2.1 % last year. slower 
than the growt h in GDP. But within that tota l. 
investment performance varied considerably ac ross 
ind ustries (sce Table 3.C). Manufacturing investment 
grew by 7.6% in 1995 as a whole. even though it fell by 
5.0% in the final quarler. The strong growth in the first 
three quarters o r 10.3% on a year earlier probabl y 
reflected the ract that businesses viewed plant capacity 
as an importa nt constraint on ru ture output (see 
Chart 3.6 ). By contrast. utilities investlllen t reil by 19lk 
last year, but rose by 24% in the final quarter. 

Outside the private seC lor. investme nt by general 
gove rn ment and publi c corporati ons both reil in 1995 on 
a year earlie r. As a result of thi s weakness in the public 
sector. whole-economy real investlllellt fell by 0.7% in 
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1995 compared wit h 1994 (t he errects of the Private 
Finance Initi [llive are discussed below). 

However. the conditions are favourable for pri vate 
sector investment in 1996. Profi tabi lity is st ill high. and 
ris ing share prices have increased the incentive to issue 
equity to pu rchase real assets. Moreover. the current 
strong growth in ICCs' M4 deposits cou ld indicate 
higher planned fixed investment as well as more merger 
and acqu isition activity. And leasing companies ha ve 
recent ly increased their borrowing. The Finance 
Leas ing Associat ion. the trade body th at represents 
leasing companies, suggests that thi s reflects a 
substantia l increase in the purchase of investment goods. 
Leasing companies buy in vestment goods in order to 
lend them to the end user. For the user, leasing is an 
alternative to borrowing. To some extent leasi ng 
companies may be increas ing their market share; but 
their higher borrowing cou ld signal an upturn in 
investment. 

It seems likely that manufacturing investment wi ll not 
grow as qu ickly in 1996 as it did in the fi rst three 
quarters of last year; with the slowdown in 
manufacturi ng output growth in the second hal f of 1995. 
capacity uti lisat ion fe ll . so that fi rms' need to invest is 
probably not as pressing as at the beginning of 1995. 
However, although it fell in the final quarter of 1995, 
man ufac turing investment is like ly to grow once again in 
1996. The percentage of firms citing plant capaci ty as a 
potential constrai nt on outpu t in the CBI survey has 
decl ined. but it is still hi gh by histori cal standards (see 
Chart 3.6). And the ba lance of fi nns in Ihe latest CBI 
survey expecting to increase thei r in vestment in plant 
and machinery remai ns above its long-term average (see 
Chart 3.7). 

Private serv ice sector investment wi ll probably 
acce lerate in 1996. The increase in serv ice sector output 
over the past three years has reduced some of the spare 
capacity that was created by the combination of the 
investment boom of the late 1980s fo llowed by a serious 
service sector recession: output of services fe ll in both 
1991 and 1992. the first consecutive annual fa lls since 
the 1940s. The British Chambers of Commerce 
quarterly survey indicates that serv ice sector capac ity 
uti lisation has increased markedl y si nce 1992 (see 
Chart 3.8). 

Sw ck/mildillg 

Improved stock management techn iques led firms to 
reduce their desired leve l of stocks as a proportion or 
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output over the 1980s and early I 990s. More recently 
however, the stock-outpu t rat io has climbed (see 
Chart 3.9). How firms react to thei r curren t level of 
stocks will have an important be<lring on the prospects 
for economic acti vity in 1996. A key factor will be 
whet her increased stocks are now held volun tari ly or not. 

Firms can hold stocks of material inputs. work in 
progress, and fini shed goods. Firms want to hold stocks 
of finished goods, because Ihey fear losing profits by not 
being ab le to meet unexpec ted increases in demand. 
Thus firms' desired stocks are lik ely to rise when 
uncertainty abollt sales increases. One way of capturing 
uncertai nty is 10 loo k al the volatility of sa les. 
Chart 3.10 shows Ihe quarterly percentage change of 
manufacturers' rea l sa les. This indicates that sales In the 
early 1 990s were less vo lati le than in previous periods, 
so it seems unlikel y that manufacturing finns' 
uncertai nty about fu tu re sa les has increased in the recent 
past. 

Stocks of raw materials and other in puts can provide 
insurance agai nst a shortage stopping or slowi ng the 
production process. The large increases in 
manufacturers' inpu t prices duri ng 1994 and in the first 
half of 1995 may have increased firms' desired holdings 
of raw materials and fuels stocks. Manufacturers may 
have imerpreted the price rises as signalling poss ible 
supply in terruptions and held higher stocks as a 
precaution. 

Holding stocks is not coslless. Firms have to pay for the 
physica l storage space and fi nancing: other Ihings being 
equal. fa ll s in real illlerest rates wi ll cause firms to 
increase desired stocks. The rea l interest rate by which 
finns measure the cost of fi nanCing stocks depends on 
their expectations aboll t increases in the price of those 
stocks. Real interest rates based on ex pectations of 
appropriate price indices for stocks are not readily 
avai lable. However. the cost of fi nanCi ng material input 
stocks will have fa llen in the past two years if firms 
anticipated some of the rise in input prices. Unless firms 
expected significantly hi gher fini shed-goods innation 
than actually took place. any fall in the real interest rates 
affecting other types of stocks would have been 
substan ti ally smaller. 

Even if firms' desi red leve l of stocks has not risen, 1992 
and 1993 may have seen involuntary destocki ng or 
insufficient stockbui lding and /inns may have tried to 
move back towards thei r equilibrium level of stocks in 
1994 and 1995, 



Evidenc~ for thi s view is provided by responses to the 
question in the CBI Mont hl y Indust ria l Trends Survey 
which asks finns about the adequacy of their stocks of 

{"ha'" .\.1 t fini shed goods. C hart 3.1 1 shows the balance o f fi nns 
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whic h rel)Qrt that current s tocks are more than adeq uate. 
The balance is nearl y always posit i\'e. so to j udge the 
adequacy of stocks. it is probably better to compare the 
balance wit h its lo ng-term mean. The chart shows that 
the b:,lance dipped below its mean in 1994 and the firs t 
hnlf o f 1995. suggesti ng that manufacturi ng rirms may 
have found the ir s tocks of finished goods less adequate 
tha n usual and in need of rebuilding. However, the 
ba lance rose above the mea n in the second half of 1995, 
im plyi ng Ih,1I some of the more recen t stockbuild ing of 
fini shed man ufactures was involuntary. 

To the exten t that there is an unwanted stock ove rhang. 
it seems unlikely that attempts to unwind it will resu lt in 
falling total stocks in 1996. But there will probably be a 
marked s lowdowll in Ihe rate of stockbuilding. which 
will thus make a negati ve contribution to GDP growth in 
1996. 

ICCs' overall financial pos ition worsened in 1995. 
because of hi gher stockbuilding and investmen t 
expenditu re and a fa ll in companies' retained income. 
Companies ' income grew by 8% in 1995: but payments 
of interest. tax and dividends all grew more quickl y. 
Pari of the dividend inc rease ean be ex pl ained by one-off 
spec ial fac tors. such as the RECs' distribution of 
National Gri d shares, in 1995 Q4. 

Public .I('("/or delll(lll(/ 

Public investme nt fell last year, on accou nt of overall 
pub lic expend iture res traint s and the influence of the 
Private Finance Initiative (PF I). 1\ is like ly to remain 
subdued over the next three years. According to the 
la test Financi:ll Statement and Budget Report, genera l 
governmen t and public corporations' investmen t is 
planned to fal l in nominal terms in each o f the three 
fi nancia l years to 1998- 99 (see Table 3.D). Even addi ng 
in the estimated outturns for the PFI. total publ iely 
sponsored capital ex penditure is likely to fall in real 

terms. 

The PSBR in 1995/96 was £3.2 billion higher than 
forecast in the November 1995 Budget. largely because 
of unex pected ly low tax receipt s given the level of 
activity. The genera l government deficit in 1995 
(ealend'lr year) wa." 6.0% of GDP. usin g the definition of 
Ihe defic it speeified in the Maaslricht convergence 
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criteria, The consequence ... of BSE are like ly to add to 
the fi sca l defic it. ol her things be ing eq ual. But thi ... 
shou ld have its greatest impact in 1996. 

3.3 Net external demand 

The defic it on visible trade widened onl y s ligh tl y in 
1995. Export and imporl va lue:-. grew ro ughl y in line. 
but ex port volumes grew f(l),te r than imporl volumes. 
Although the United Kin gdom's main overseas trading 
partners grew sl ightl y more s lowly than the United 
Kin gdom in 1995, the ste rlin g e ffecti ve exc hange rate 
dep rec iated . 

Export volumes fell in 1995 Q4. However, net exte rnal 
trade made a positive contributi on to GDP g rowth. a~ 
imports fell f'lster. The fall in export volumes in that 
quarter W;:IS accounted for by weak EU demand: export :-. 
to EU countries fell by 3%, bu t rose by 3.2% to no n-EU 
countri es. Real domestic demand fell by I. I % in 
German y. 1.0% in France and OA O/c in Italy In 1995 Q-k 
GD P also fell in a ll three countries. 

The outlook fo r demand in the Euro pean Union . 
particu la rly Germany, in 1996 ha:-. weakened since the 
beg in ning o f 1996 (see Table 3.E). In February, 
forecasters were predicting German growth o f arollnd 
1.5% in 1996 on average, and by April growth closer to 
l o/c was ex pected. Bu t it seems likely that many of these 
forecasts have not fully incorporatcd the recclll weak 
data. The German govc rnmen t's fo recasl of O.7Ylr, 
announced on 26 April. is lower. 

The cu rre nt weakness in Europe is like ly to be 
temporary, as growth will probab ly pick up in the second 
half of 1996. The recent c uts in interesl rat es. along with 
s trong growth in money and credit. are likel y [0 support 
higher demand. even though fisca l consolidation in 
Europe to meet the Maaslricht crileria could o ffset thi s to 
some ex tent. 

Domestic demand in the Unit ed Stales al so fell in 1995 
Q4, by 0 .1 %, But il recovered in Ihe first qu arler of th i~ 
year, growi ng by 0.9%, The United States is the United 
Kin gdom 's biggesl market outside the European Union 
(see Chart 3. 12), and il is like ly 10 grow faster than 
Europe in 1996, 

The C BI Quarterly Industrial Trends S urvey for April 
suggests that firlll s' optimism about ex port prospects has 
weakened furth er. The balance of those who are more 



Measuring the economy 

Changes in aggregate demand relative to productive 
potential affect inflation. So effective monetary policy 
advice rcquires a set of data that are reliable. timely and 
describe a broad range of economic activity. This box 
di scusses the extent to which these cri teria are met by 
information avai lable to the Bank . 

Naturall y. attention is often focused on Gross Domestic 
Product (G DP). which mcasures the output of ;md 
expenditure on all UK-produccd goods and scrvices. 
Provisional data arc publiShed quarterly by the Office 
for National Statist ics (ONS) some three weeks after the 
period they describe (figures for 1996 Q I were released 
on 29 April). The quality of thi s information is high by 
internat ion:11 standards-with reg:lrd to both limelines~ 
and the scalc of revisions. the United Kingdom was 
ranked joint sccond in a comparison of 13 national 
statistics agcncies.'I' Ncvcrtheless.the delay before 
each estimate is fina l i~ed has led the Bank to monitor a 
range of more immcdiate. though less comprehensive 
indicators. The diagram outlines a selection of these. 
and providc:. information about their frequency. 
coverage. :Iccuracy and timeliness. It is not meant to 
be exhaUStive: many other surveys and data sources arc 
monitored as well. The chart describes coverage of 
output data by industry. Alternative diagrams. based on 
cxpenditure and income categories. could be drawn. 
which would empha~ise other sources. 

Each publication b de~cribed by a horizontal bar. 
Official data are shown in red. A number of surveys. 
made avai lab le by trade organisations such as the CB I, 
appear in blue. The importance of the source. in terms 
of the proportion of va lue added covered. varies with 
the length of each bar: the space afforded to four brolld 
industry groups-agriculture. production. construction 
:lnd se rvices-along the bottom axis is proportional to 
the ir share in GDP. Shading is used to provide a crude 
indication of quality: ranging from dark colours where 
data are obtained from all fiml s in a given market. to 
liglllcr colours where these are based on a small but 
representative sample. Month ly releases appear in the 
first panel. quarterly ones in the second. And data 
released with the shortest delay appear near the top of 
each section. To illustrate. every quarter the British 
Chambers of Commerce sample around 3% of the 
non-government service sector and 9% of other firms 
(by employees covered). Results for Q I were published 
on 18 April 1996. so the relevant bar. coloured blue and 
lightly shaded. spans most of the horizontal ax is and 
appear~ ncar the top of the lower panel. 

Official statistics provide only incomplete coverage of 
the real economy on a monthly basis. Data on service 
sector activity, which accounts for more than 60% of 
GDP. are particularly scarce-the only timely indicator 
being re tail sales. a measure of expenditure rather than 
value added (see diagram).(l) The production and 
construction industries are well represented. but timel y 
information on the la tter is not consistent with the 
National Accounts framework. To illustrate. figures 
for new orders provide an indication of potential 
activity over a number of quarters. while the housing 
starts and completions release counts projects 
undcrtaken without reference to their value. In a recent 
publication."l thc CSO described estimates of 
agricultural and production output as ·good·. At the 
other extreme. rcpresentation of banking and the public 
sector WllS just ·fair· . Varying degrees of coverage 
reflect the case by which data can be collected. 
Because the clectricity. gas and water supply industries 
are dominated by a handful of large finns. their output 
is derived fro m a comprehensive census-suggested by 
thc darker shadi ng. 

The Bank receivcs around 30 economic surveys on a 
regular basb-a ~e l ec lion appear in the diagram. 
Almost without cl(ceplion. these are published in 
advance of the offic ial data-the CBI Monthly Trends 
and Distributive Trades and the Chartered Institute of 
Pu rchasing Supply Surveys are all publi shed within two 
weeks of the pcriod they describe. The infonnation 
comained is often detailed. For example. questions in 
the CB I Quarterly Trends Survey relate not just to 
output . but also 10 employment. the adequacy of stocks 
and reasons for investment. And m:lI1y have a forward­
looking clement. A elear di sadvantllge is that most 
responses are of the ·Up'. 'Down' and 'Nochange' 
variety.'" Anal ysis is further complicated because many 
surveys have a short track record-ofthose described in 
the figure . only Ihe CB I Monthly and Quarterly Trends 
and Distribut ive Trades Surveys provide more than ten 
years of data . And while coverage by act ivity is broad. 
sample sizes can be small. 

Additional information is obtained from the Bank'S own 
contacts. A network of Agents in the regions. soon to 
be enlarged (see anicle on page 198 of the current 
QU(lrlerly BIII/etill). visit around 4.000 finns each year. 
Their monthl y reports provide a timely and independent 
source of information on the UK economy. And a 
number of larger firms provide their own data directly. 
on a voluntary basis. 
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optimistic dipr)ed below its long-term mean in April thi s 
year. This is not surpri sing, given the downturn in 
Europe. 

The current worl dwide ban on exports of UK beef and 
products derived from beef is a downside risk for 
externa l dema nd. Exports of beef amounted to around 
£700 million last year. not all owing for the effects on 
UK ex ports of confectionery. pet foods and some other 
products which may contain beef. At the same time. 
import s of foreign beef products and substitute meats 
could rise strongly thi s year. 

3.4 Output 

The fastest-growing industries in 1995 were financial 
and business services . transport and commun icat ion. and 
the ext ractive industries (mostly North Sea oil). The 
first two contributed to st rong overall growth in the 
service sector last year of 3%. After being the spur to 
growth in 1994, man ufac turi ng output grew only by 2% 
in 1995. Manu fact uri ng output was particul arly weak in 
the fourth quarter. fa ll ing by 0.3%. 

The ONS has estimated that GDP increased by 0.4% in 
1996 Q 1. although first estimates have not always been a 
good gu ide to the final outturn . Service sector output is 
estimated 10 have grown by 0.5%. 

Eve n though manufaelllring output fell by 0.2% in 
1996 Q I , the monthl y profile suggests that it Illay have 
begu n to le ve l off. Nevert heless. man ufact urin g output 
is still rel ati vel y weak . consistent wi th a view that finns 
arc tryi ng to scale dow n their stocks gradually. 

Although const ructi on output rose by 1.3% in 1995 Q4. 
this recovery is unlikel y to have continued in to 1996 Q I. 
The Building Employers' Confederation Survey 
suggests that output growth was subdued in the first 
quarter of th is year. By contrast. recent survey data have 
poin ted to con ti nued buoyancy in pri vate sector service 
output. 

3.5 Summary 

Consum ption grew at around it s long-run trend rate in 
1995. as it has done since the beginning of 1994. Tax 
cuts and possibly hi gher real earnings, rising asset 
pri ces. strong growth in personal sector bank and 
building soc iety deposi ts. the e lect ri city rebate, bui lding 
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soc iety windfall s and maturing TESSAs all point to 
higher consumpt ion growth in 1996. However. the 
increase is likely to be limited. as these factor~ are 
unlike ly to provi de a subswntial boost to consumers' 
permanent income. 

Investment growth ha:-. been weak in thi s recovery. 
Manufacluring in vcstmelll is an cxception and it s growth 
is likc ly to conti nue in 1996. Priva te sector ~erv i ce 

in vestment may pi ck up in 1996 a." capac it y conslraim .. 
begin to bitc harder. Bw govCnllllelH in vest menl is 
planned 10 fall over Ihe nex l three yea rs. Nevertheless. 
overa ll investme nt shou ld recover in 1996 aft er fallin g in 
1995. 

Stockbullding continll cd 10 make a po:-.iti ve cOlHribution 
10 GDP last year. but i:-. like ly 10 fall in 1996 and. 
consequentl y. will probabl y make a negat ive 
con tribution 10 growth [hi !. year. 

Net external demand is likely to be depressed in the firs t 
half of 1996 as a result of weak European growth. 
Neverthe less. GDP growth should pick lip through [he 
year as domestic demand accelerat es. 

" 
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The labour market 

Unemployme nt fell fu rther in the firs t quarter of th is 
year, at about the same rate as in the second half of last 
year. Further fa ll s in unemployment contrast wi th GOP 
growth around its long~ lerm trend since the beginn ing of 
lasl year. The puzz le is explained by the fact that total 
hours worked have been broadly unchan ged . 

4. 1 Demand for labour 

Employment, which reached a trough in 1993. increased 
further in the first few months of the year. There are two 
official measures of employment: the workforce in 
employment (WIE) survey of U K employers and the 
Labour Force Survey (LFS) of a sample of households in 
Great Bri tain. According to the WIE, employ ment 
continued to grow last year. but by much less than in 
1994, as Chart 4. 1 shows. By contrast, the LFS recorded 
contin ued growth in employment of arou nd 0.3% or so a 
quarter last year, and 0.5% in the fi rst quarter of 1996. 
Prev ious Reporrs have noted that the WIE may not 
record short -term contract and part-time working as 
comprehensively as the LFS. These types of work have 
increased relative to perma nent fu ll -ti me work over the 
recent past, which may hel p explain why the LFS has 
recorded stronger employment than the WIE. So the 
LFS may providc a more ,Iccuratc measure of 
employment growth; it is also more ti mely.(1) 

Total hours worked is a more comprehensive indicator of 
labour use. Chart 4.2 shows LFS and WIE measures of 
tot al hours worked. In contrast to the employ ment data , 
both measures show that growth in hours worked slowed 
down over the pasl year. The LFS measure recorded no 
change in tOlal hours worked in the first few months of 
1996. The explanation is that about three quarters of that 
quarter's rise in employment was in part-t ime work; and 
average hours worked by ex isting employees must have 
fa llen. 

The prev ious Repor/ noted the contrast between growth 
in part-time and fu ll-t ime work during the recovery. As 

( I) The luteS! \Vm ,urvey i~ oo led "n a S'OOP "ff,m.' which has ocen fixed 
s ince 1993. Tll h fixed .<:IIllple may n"t capmrc Ihe grow,h of small forms 
in rnpidly expandmg scclOrs. An nnic le in /.(ob"", Mark ... T'rll<i .•. 
junu"'Y 1996. compa red Il1e LFS and WIE measure, of employment in 
more de,"i!. The \VIE mea,ure of 101"1 hours worked e",nbines average 
hour. dlnil from Ihe LFS will, ctnploymcm dam from Ihe \VIE . 
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Table 4.A shows. fu ll-time employment has bare ly 
increased since the recovery in output began in 1992 Q I. 
By con trasl. pari- lime emp loymen t has increased further 
since the data avai lable at the lime of the February 
Report, accord ing to both the LFS and the WIE. In 1996 
Q I. the LFS recorded a 0 .1 % ri se in the number of 
fu ll-time employees. while pari -ti me employmen t rose 
by 1.4%. By 1995. pari-time work accounted for about 
28% of total employ ment. compared with 25% in 1990 
and 20% in 1980. The February Reporr noted that the 
greater fl exibility which part-time and contract work 
provided had en hanced the nexib ilit y of the labour 
market and was onc of a number of factors contributi ng 
to a lowe r natural rate of unemployment. 

Di ffe rences in productiv ity and output growth between 
sectors can help ex plain the relationship between 
aggregate employment and labou r demand. The sectoral 
pattern of employmen t also pro vides independent 
informat ion on output and demand trends. Over the past 
few years. the sec toral pattern of output growt h has 
varied widely. In 1994. for example. manufacturing 
output rose strongl y but. in 1995. the service ~ec tor grew 
quickly. Chart 4.3 shows employ mclH growth in the 
service. manufacturing and const ruction sectorsJI) In 
1995. the number of employees in thc service sector rose 
by about 180.000. compared wi th a ri se of 35.000 in 
manufact uring and a fall in construct ion. 

The February Report noted that manufacturing 
em ployment rose during 1995. as firm s adjusted 
employment in response to I 994's rapid output growth. 
and became more confident th at sa les would be 
sustained. As employment 'caught LIP' with output. 
productivi ty growth fell. Over the three months to 
February. manufacturing employment fell. suggesting 
that firms had begun to adjust to the slower ou tput 
growth in 1995 and early 1996. and that productivi ty 
growth would recover. 

Construction employment accounted fo r about a tenth of 
total employment last ye'lr. But the sector is important 
since capita l spending on hOllsing. buildings. and works 
accounts for around a half of UK investme nt. 
Construction employment growth recovered sharply in 
1993. as Chart 4.3 shows. but in 1994 and 1995 tinns 
shed employees. partly because of the renewed weakness 
of the housing market in the first half of 1995. as 
indicated by fa lling housing starts. The fall in 

( I) Th~ ,c",-,toral change, "I ""'pl,,>", n('1II '1u"tetilll Ih~ "'" .,uti d.an, a ...... 
from the \VIE bccau,c lioc,,' d"u IlrC 1 ,, ' ~, l ablc '" er a I"nger I,,,,,, hUrl zon 



construction employment last year suggests firms had 
linle confidence in the short term. 

Sectora l shifts in the relationship between output and 
employmen t can affect the relationshi p fo r the whole 
economy. The service sector is an illustration. 
Employment in transport and communications has fal len 
through much of the I 990s, though out put grew strongly. 
This increase in productivity rencets the rapid 
technolog ical progress in telecOlllmunication s, And the 
shift in dema nd towards thi s high-productiv ity indust ry 
could increase prod uctivity of the whole services sector. 

Survey data confirm the deceleration in labour dcm,md 
last year and in the first part of 1996. The C1ps 
employ ment indicator, covering manufacturing, was 
below the neutral 50 level durin g the first quarter of the 
year. The latest Building Employers' Confederation 
report projected that construction employ ment would fall 
this yell ... MlInpower's employment survey (covering the 
whole economy) was weaker in 1996 Q2 than it had 
been 41 year earl ier. And reports abou t employment 
prospects to the Bank 's Agen ts during the fi rst fou r 
months of the yeill' were less buoyant than through much 
of last year. By contrast. the Apri l Briti sh Chambers of 
Commerce (BCC) survey reported a net positi ve balance 
of service comp,uli es expecti ng to increase employment 
in Q2. The BCC survey also reported increasing 
recruitmen t diffi culties in services in the early part of the 
yea r. 

4.2 Labour supply 

The labour force, measured by the nu mber of 
economicall y act ive people of worki ng age, rose by 
0.2% in tbe first few mon th s of the year. Over the year 
to winter 1995- 96, this measure of labour suppl y rose by 
0.7%, compared with a 1.4% rise in employment. The 
largest increases in labour suppl y duri ng the year were in 
those agcd 16-19 and 35-49: there was a rise of arou nd 
140.000 women in the labour fo rce and 60,000 men. 

4.3 Labour market tightness 

Labour markeltightness is determined by the 
relationship between labour demand and supply. In the 
long ru n, changes in labour market ti ghtness affect rea l 
wages. [n the short run, they show up in, among other 
things, changes to unemployment. Unemploymcnt fell 
further in the first quarter of thc yea r, according to both 
the c laimant count and thc LFS. So according to th is 
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measure of excess labour supply. the UK labour market 
has con ti nucd to tighte n. And alt hough the pace of 
tightening was less than at the end of I 99..t. Chart 4A 
shows that. on a six -month ave rage basis. the rate of fall 
in unemployment has been stable since the first ha lf of 
1995.(11 

As Table 4.A shows. mo~t of the j ob~ created durin g the 
recovery have so far been part time. To what extenl ha~ 
the ri se in part-time work absorbed excess labour 
suppl y? During the 1990s. [he LFS recorded that a 
ri sing proportion of part -ti me workers wou ld have 
prefe rred to work full time. For example. the percen tage 
of part-time male workers wan ting fu ll -ti me jobs rose 
from aboLL t 15% in 1990 to 25% or so in 1995. Thi ~ 

means Ihat. compared wit h prev ious cyc lica l fa lls in 
unemployment. the latest fa ll may have overstated the 
ti ghtening of the labour market. 

Measured by tota l hour~ worked. labour demand has 
barely changed in recent quarters. It is difficult to 
measure the potent ial ~ lIppl y of hours worked . But since 
10lal labou r supply-measured by the number of 
economicall y aClive people- has cont inued to rise. the 
suppl y of potenti al hours has probably ri sen too. Thi ~ 

suggesls there has been li u le ti ghtening in the labour 
market. 

Inacti vi ty rates are also a measure of labour market 
ti ghtness- some people recorded as inact ive can be 
atlracled into the ac ti ve labour force by econom ic 
incenti ves. In the LFS, people aged 16 or over who are 
ne ither in work nor actively seeking it are descn bed as 
economica ll y inactive , But Chart 4.5 shows that while 
unemployment has fa llen since 1993. the inactivity rate 
has not. In the past. lower unemployment usuall y 
coincided wit h lower inacti vity. The relationshi p has 
changed because of hi gh and rising inacti vit y rates 
among 16--24 year olds. as more of this age group have 
become studen ts, This partl y renects an expansion in 
the supply of hi gher education and perhaps also a change 
in younger people's pre fe rences towards gaining fu rther - -qual ifica tions, Adverse pay and employment prospects 
during the 1990s have probabl y been another 
inn uence.tll If employment prospects and relative pay 
were to improve. then some potent ial students would be 

(1) lncapacit )' b,:ndi , 'cpl:,,','J ,,1\ ahJ lI ) bo:nell! ,n AI"II 1':/'J5. Sm<"<' 'h 
inu"(xluc!ion, about 40.@(onuN ,m "I,Jlty bend;! d~lmanh ha,e JOt nM 
!It.~ uncmpluymcm ~oum . S"mc of thc' e ha, e rounJ ",'rk. but the nl·t 
et l':"' t It:" been "" " K·'C:" C in .ccnr,kd uncmpl,,\ mcnt 

(2) Uncml'lo)'mcn! anl()nj; th,,,c :'8cd ,md.,. H ha, i:lllctl h) k" than t",al 
unemployme nt dUrlnj; the ,cco"c,) anol . ac<,().d' ''8 10) the Nc" Earning, 
Sun·ey, young people' , p~) h:" lallen ,ci:,m e h' tit(" :I"'r:l~" 
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likely to joi n the active labour force. so keeping 
downward pressure on earnings. 

The number of 'discouraged workers' is also an 
indicalor of slack in the labour market In the LFS. they 
are defi ned as people who would like to work but have 
not looked for it in the past four weeks. because they 
bel ieve no jobs arc available. Last year. they accounted 
for less th an I % of economicall y inacti ve people. The 
numbe r of 'di scouraged workers' was still above it s 
trough in 1990- 9 1. bu t over the year to 1996 Q I . the 
number fe ll by 26.000 to 128.000. 

The probabi lity wo rkers auae h to becomin g unemployed 
is another dimension of labour market tightness . As the 
February Report noted. although the proportion of the 
population with ex perience of unemployment has not 
changed much over the past ten years, unemploy ment 
became more widespread across occupat ions duri ng the 
I 990s. And. during the 1990s. the LFS recorded an 
increasing proportion of part-time and temporary 
contract workers wanting ful l-time or permanen t work. 
There is also evidence tha\. since the I 970s. job turnover 
has increased and job tenure. particularly among men. 
has fa llen. The proportion of full -ti me workers 
qualify ing for stat utory employment ri ghts fell from 
56% in 1975 to 36% in 1993.(1) So the limited evidence 
suggests that there has been a rise in "job insecurit y' o r 
in the perceived probabilit y of unemploy ment among 
some groups of workers. [I' thi s is interpreted as a fal l in 
demand fo r worke rs with part icu lar sk ills. then some 
workers may be will ing to accept lower wage increases 
than o therwise. 

4.4 Earnings 

Growth in average real earnings per worker (net of tax). 
which was negl igi ble for most of 1994 and 1995. rose 10 

0.7% in the year to February (see Chart 4.6). The 
prev ious ReporT noted thal the weakness of real earn ings 
growth was consistent wilh unemployment curren tly 
bei ng above its natural rate. Thi s is because as 
unemploy ment fa lls. the pool of potentia l additional 
worke rs fa lls. and existi ng workers are likely to demand 
higher real wages, confiden t that if they lose thei r jobs. 
the probability of their re-employ ment is higher, Fi rms, 
by cont rast. tend to de mand less labour. as reallabollr 
costs ri se. 

(L 1 Scc (ircl!g. f' ;ll1<l WalhwOI1h. J. 'A ., hol1 1"'lory of bllour IUnlowr. job 
1~lIu rc a .. d job ,c~ ",ily. 1975- 93'. O.o:forll R,...ip,," "I E,.,m"mir I',,/in. 
Vol 11 . No I . page, 73- 90. 
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In the long run. real wages arc determined by 
producti vity. Over thc bus i nes~ cyclc, as labour demand 
responds to cha nges ill the dc mand ror firms' ou tpu t. 
unempl oyment and rcal wages-adjusted ror 
prod ucti vi ty-would tend to be inversely related. But as 
Charl 4.7 shows, in thc past two years, both 
unemployment and real unit wage costs have ra ll en. 
This is consistent with workers demanding lower 
real wages at any givcn level of unemployment thiln 
berore, which in turn is consistent w ith unemployment 
being above its natura l rale. If thi s interprctat ion 
is correct. real ca rnin gs growth could con ti nue to be 
lower Ihan experie nce of the I 970s and 1980s might 
suggest. 

Annual growth in nominal underlying average earni ng:~ 

per worker increased from 3'/ .. 0/1; to 3'h% between 
January and February. Th is was the first rise in 
underlyi ng average earnings si nce the fi rst hai r of 1995. 
The underly ing rates or growt h in manurac turing and 
services rose in the fi rst rew 1l10nth~ or the year. 

As Chart 4.8 shows. service sector earni ngs have grown 
by less than the economy-wide average ~ince 1993. One 
ractor behind wcak service sector earni ngs last ycar wm, 
the di sappearance or wage drin . as Chart -l.9 shows. 
Wage drin is usually pos iti ve--carnings increase more 
qui ck ly than pay selllclllent s bccause eleme nt s or pay 
such as overt ime, bonu ses and gradin g increlllents. ri sc 
raster. As the previous Report noted, lower bonuses in 
the financial sector in the early part of last ycar partly 
accountcd for the lower d rirt. Thi s year. financial sector 
bonuses are like ly to be higher because rinancial Illarket~ 
werc strong in 1995. Bonu ses arc usually paid within 
the firs t rour months of the year. When Ilus Repon wa~ 
rinalised. earnings data were available ror January and 
February: in February they showed some reversal or 
negalive drift in the service sector. which was largel) 
bonus re lated. 

Annual pay sClll eme nts wcre roughly unchanged in the 
first quarter or the year. Last year. about 65% of all 
sellle ments monitored by the Bank occurred in the fin.t 
rour months or the year. and 3.4 milli on employees 
(about haIr or them in the publ ic sector) scnlcc1 in April. 
the second largest si ngle month after Junc.(I) ReceJll 
sellle ments data are sUlllmari sed in Table -l .B. The 
Bank 's provisiona l estimate of the three- month 
employment -we ighted measure ill April was 3.5%. {he 

(11 Thi, y~ar. an ,,,l(I it ool1,1 I .\ nltn"~11 puhl,e ,cet'" ""rl."" ,'mer,'" b) 10.:"1 
~"thoru}' ''''.,rd, "'nkd ut Apr,1 rall,cr Ih.<11 JUlW 
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same as at the end of last year.! l) In April. three-mon th 
employment-weighted settl emen ts in manufacturi ng and 
se rvices were 3.6% and 3.2% respectively. The latest 
public sector pay review announced pay awards fo r the 
l A mi llion employees covered by the rev iew body. The 
awards averaged about 4%. And Chart 4.1 0 shows that 
since 1993 earnings growth in parts of the public sector 
has been consistent ly lower than in the service sector as 
(I whole . The latest pay awards may reduce thi s gap. 

4.5 Productivity and unit wage costs 

Producti vi ty per head grew by .7% in the year to Q4, as 
Table 4.C shows. about the sa me as in the second and 
third qu,H·ters. though much less than over the prev ious 
three years. In the manufacturing sec tor. annual 
product ivity growth was arou nd 0.5% in the first two 
months of 1996: it was negative towards lhe end of last 
year. Much of the recent fa ll in producti vity growth was 
cycl ica l. as the prev ious Report suggested, so it is 
unl ikely to have much effec t on prici ng behaviour. 
Chart 4. 11 shows estimates of productivity trends in 
manufac turing and the whole economy. For the whole 
economy. producti vity is around its trend- so as Olltput 
picks li p. employment may rise too. But in the 
manufacturing sector. producti vity is below its estimated 
trend. so there might be little growth in employment in 
the short term. 

4.6 Summary 

Unemployment fell further. though at a slower rate than 
a year ago. Employ ment. parti cularl y in part-time work 
and paris of the service sector, contin ued to rise. Total 
hours worked per week were unchanged in the first few 
months of the year ilnd manufactu ring employment fell 
- it has now probably adjusted to the output growth 
earlier in the recovery. Ea rnings growt h edged up a little 
in manufacturi ng and services. On balance, the labour 
market has probably not tightened much in the past few 
months. 

( I) "h~ U:",k ' , meu,u'c i, 11"'0<.1 0" <.Iala ,,,pplied by (he CBI. 10S. IRS . LRO 
""cl (he Bank '" AgcllI ". 
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The sharp rises in import and inpu t prices a year ago 
contributed IQ a small ,md temporary inc rease in ou tput 
price infl ation in the fi rst half of last year. They appear 
neit her IQ have led \0 eXpCCIl.l l iollS of hi ghe r future 
inflmi on. nor 10 have become embedded in wage and 
price settin g. 

5. 1 The exchange rate and import prices 

The sterli ng e ffecti ve exchangc rmc apprec iated by 0.4 iff 
between 9 February and 9 May. fro l11 84 . 1 to 84.4. Since 
the fall of somc 5% during the fi rst half of last year. the 
effective exchange rate has been broadl y unchanged 
(sce Chart 5. 1). 

Impa rl prices rose sharply at the begin ning of last year. 
but have risen less qu ick ly since thell. In February. the 
twelve-l11onth rale of imporl price inOation fell 10 6Ast-. 
from around 10% duri ng 1110S1 o f last year. Import prices 
are often su bjec t 10 large swings: since 1994. they ha ve 
risen by more than the fall in the exc hange rate wou ld 
imply. Th is probab ly re nects e(l r]i er rises in world raw 
material prices. The ex tent to which these rises in 
imparl pri ces are even tu all y passed throug h to fi na l 
pri ces depends On the Illonet,u-y pol icy response. 

5.2 I{aw matcl'ia l and commodity prices 

Commodity prices, measured by thc Bank index. rose by 
3.6% between Dece mber 1995 and a year earlier (see 
Char! 5 .2).(1) In the fi rst few mon ths of this year, 
lIlereases in most raw material prices were relativel y 
subdued. Dow nward revisions to projections of world 
demand growth over the past few months were probably 
part of the ex pla nation. Between Decem ber nnd April. 
the mean forecast fo r G DP growt h in the world economy 
in 1996. reported by Consensus Economics, fe ll from 
2.8% to 2.4%.121 Looking forward . commodity price 
pressures could re-emerge if recent data indicating 
stronger acti vity in Japa n and the Un ited States lead 10 

upward revisions to worl d demand projections. 

(I) The 1J:,,,k·, commodit), ",dc~ " d\·,,·nf,..,d In ",or\' d\·,:,,1 in an .'""k b, 
Andrew I.og:", and Luc)' O"Carrull "n I'''~c, ~~O-SS of tll,· Au).'.,,,, I99S 
QUllrl,·r/v HIII/N'" '''Id lI""·~IIIJ,' l'"",·r No-l8 

(2) Each mo" ,h. Con,e,,,u, b:O"Olllln 'Uf\C}' o'cr l (Xl r .... "ca'('."'· 
rrojcc( iot' , of major rna,·roc,·o"ollllr, "r;~l:ok,. 
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Although increases in mosl raw materials prices were 
sJighl in the earl y part of Ihe year. oil and wheat were 
major exceptions. Crude oil prices rose by arou nd 35% 
between 9 February <\Od their peak on I I April. but had 
fa llen by 18% on 9 May, to $ 18.80 a barrel fo r Brenl 
crude (for one-mon th forward delivery). Crude oil 
accoun ls for about a fifth of the Bank 's commodity 
index, so movement s in oil prices are particu larly 
important. Although crude oil is held in storage, it 
c:\nnOI be supplied instantaneous ly on demand. The rise 
in oil prices between February and Apri l was probab ly 
due to ;1 tem porary and unex pected surge in demand 
after unusuall y co ld weather in the United States and 
wes.tern Europe; it also reflected a change of view about 
the timing of. and limitations on, Ihe resumption of Iraqi 
oi l ex ports. Throughout Ihe period, Ihe price of oil for 
deli very laler in the year was much lower than that for 
one-month forward delivery, as Chm1 5.3 shows. 

World wheat prices rose by 20% or so during March and 
April. fo llowing news about poor harvests and low 
stocks. EU prices tend to be insul ated from world price 
movements by the Common Agricultural Pol icy. But the 
un usuall y strong world prices and poor weat her 
conditions on the Continent have put upward pressure on 
European cereals' prices. If this pressure persists. there 
could be some feed through to final relail prices. And 
the COSIS faced by li vestock and poultry fanners, who 
use cereals as animal feed. could increase. 

5.3 Input and output prices 

In March, producer input prices were lower than in 
September last year; they fell in four of the six months 
to March. The weakness of inptH prices is consistent 
wi th the Ci pS price indicator which. between November 
and Apri l. was below the neutral 50 level (see Chart 5.4). 
That measure is the percenlage share of manufac turers 
reporting a monthly rise in the prices they face plus half 
the share reporting no change. A level below 50 
indicates falling prices. 

The twelve-month rate of producer outpul price inflation 
fe ll in Q I. In March. it was 3.4%, falling further toward 
RPI X inflati on. Short-run measures of output price 
innation fell too (see Table 5.A). In the fi rst quarler, 
monthly increases (excluding food, drink, tobacco and 
pelroleum) averaged 0.1 %, compared with 0.4% last 
year. 
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The CB I Quarterly Industrial Trends Survey confi rmed 
that producer output price pressures were lower in the 
first four mon ths of the year than through much of last 
year. And . in Apri l. the ba lance of man ufaclUrers 
expecti ng to raise prices over the coming four months 
was still subdued. as Chart 5.5 shows. Some of the r i se~ 

in raw material prices last year have been absorbed 
within the manufacturing sector. Consistent with thi s. 
the measure of man ufac turing output price intl ation 
based on gross prices (whi ch gives greater weight to the 
prices paid for goods within the manufacturing sector) 
fell below net output pri ce intlation in the first quarter­
for the first time since 1994. 

Not all of the ri ses in raw material prices in 1995 were 
absorbed within the manufacturing sector. In the past. 
raw material food pri ce rises have been passed through 
quic kl y from input and import prices to output prices and 
on to fi nal retail prices. Onc reason is that food is 
subject to less refinemen t and process ing than many 
other manufactured products. Over the past two years. 
the output and reta il prices of food have partly responded 
to higher input prices-confirmed by reports from the 
Bank 's Agen ts. Since August last year. the 
twelve-month change in the food component of the RPI 
has exceeded RPI intlatiotl . In March. reta il food price 
intlati on was -l.7%. compared wit h RPI intlat ion of 
2.6%: so food prices. which have a weig ht of around 
14% in the RPI basket. accoun ted for about a quarter of 
the rise in retail prices in the year to March. 

The prospects for food price intlatl0t1 are affected by the 
reaction to the gove rnment' s announcement of a 
potential link between BSE and CJD. Section I 
di sc ussed the immediate effects on retail prices. 
Beca use beef and its derivatives arc used as inputs into 
other foods. the news could h,lve a longer and larger 
effect. 

5.4 Weighted costs and profitabilit~, 

About a half of manufacturers' variable costs are 
accounted for by labour. a further quarter by materials 
and fuels (incl udi ng semi -fini shed manufactured 
imports) and about onc tenth by imports of fi nished 
manufactu res. Input prices arc particu larl y vo latile. so 
although input price pressures may have eased. it is 
important to look at an overa ll measure of manufact uring 
costs to assess intlation pressures accurately. Table 5.B 
summarises recent developments in manufacturing costs. 
Using input -output t<lbles and assuming fixed 
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coeffic ients of production. it is possi ble to esti mate the 
changes over time in eac h of these costs per un it of 
outpu t. and so in tota l costs per uni t of output. 
According 10 this measure. in the firs t quarter of this 
year weighted costs and domestic output prices rose 
brO<ldly together. in contrast IQ 1995 when costs rose 
more rapidly. 

In 1994. aggregate profi tability rose to its highest since 
1988. The official esti mate of profitab ilit y for the whole 
economy in 1995. measured by the rate of return on 
capitaL wi ll not be publi shed until Jul y. But Ices' 
profits rose by 5.6% between 1994 and 1995. suggesting 
that, although domestic manufacturing margins may 
have been under pressure. the overall profitab ilit y of the 
corporate sector remained hi gh. Thi s is consistent with 
the strength of the equity market in 1995: the FT-SE 
All -Share index rose by 19% between the first and last 
trading days of 1995. and by 9 May it had risen by a 
further 4%. And the latest BCC survey reported a rise in 
Q I in manufac turing and serv ice companies' confidence 
about fu ture profi tabili ty. 

5.5 Administered prices 

The prices of some goods are subject to administrati ve 
rules or regulatory rev iew. Many utili ty prices are 
reviewed yearly. with new prices effective from the 
beginning of April. Price changes are often linked to the 
RP!. Thi s year' s increases in elec tri city and water 
charges are lin le chan ged from last year and are unl ikely 
to have much effect on RP I in flation. By contrast, the 
Counc il Tax. which has a weight of about 3% in the RPI 
basket. rose bY:Hl average 61/4% from April thi s year in 
England (and by more in Scotland and Wales). a slightl y 
larger increase th;:1I1 last year. And the price of postage 
stam ps is to rise by 4%-5% in Jul y: their weight in the 
RP I is 0.2%. On balance however. average administered 
price increases are likely to remain below head line RPI 
in fl ation over the coming few months. 

5.6 Summary 

Short-run measures of costs and prices in the 
manufacturing sector have eased further. Downward 
revisions to world growth projections may ha ve helped 
reduce industrial commod it y price pressures. Oil and 
wheat pri ces rose. but this was largely due to temporary 
suppl y short ages. Costs in the man ufactur ing sector rose 
faster than domesti c output prices last year but in Q I 
they rose broad ly together. 



Prospects for inflation 6 

6.1 The Bank's medium-term projection 

Rea l ou tput growth during 1995 is now estimated 10 

have been steady at arou nd '/,% a q uarter, close to the 
average growth fatc of the economy of 2.4% a year since 
1948 (th e firs t yea r of the offi c ia l ser ies for GD P). 
Revis ions to the data changed the appare nt profile of 
growth duri ng 1995. but left the estimated GDr at the 
end of the year more or less un altered, so [he economy 
entered 1996 with aboul the same de mand relative to 
potential output as was thought at the tllne of Ihe 
February Report. 

The February Report iden ti fied two downside risks 10 

aClivity in the short run : firs!. a period of dcslocking. 
and second. a deterioration in major export markets. The 
firs t risk has not yet rnalcrialised. alt houg h a reduction in 
s tock building is likely d uri ng 1996. A downturn 
triggered by destocking is sti ll possib le. but it now see ms 
likely that finns wi ll graduall y use up their surplus 
stocks by increas ing the ir ou tpu t more s lowly than any 
rise in dema nd for the ir products . 

The second short·t erm risk to act ivity identified in the 
February Repol"f has materia lised : exports arc lower as a 
res ult o f a slowdow n in Europe. There were further 
large downward revisions to prospects for dema nd in 
Germany; these have adverse implicat ions for growth in 
the rest of the European Union, and fo r UK exports. As 
a result. during 1996. the re is like ly to be a switch from 
net exports to domestic demand. There are already s igns 
of thi s in the trade and GOP data avail able for the first 
quarter. The medium-term prospects fo r net exports 
depend on the duration o f the s lowdown in Europe. 
particu larly Germany. T hat s lowdown should be 
short -lived. partly because o f the easing o f monetary 
policy in much of Europe in recen t Illont hs. although its 
duration w ill depend also o n the e ffect of fiscal 
tigh teni ng designed to meet the Maast ric ht de ficit 
criterion. 

In the mediu m term. the o utlook for aggregate demand 
depends on consumption, the largest componenl. 
Consumpti on has been increas ing at aro und its long-run 
tre nd rate since th e beginning of 1994. but is likely to 



accelerate this year. One reason for this is the strong 
growth of individua ls' M4 balances. at an annllal rate of 
around 7% in the first quarter of this year. compared to 
nominal consumption growth duri ng last year of below 
5%. Receipts treated as 'windfall" gains-which include 
the reccnt e lectri cit y rebates and building society 
payouts-may be spent partly on consumer durables; 
consumption of non-durabl es should be less affected. 
But grow th rates of rea l earnings and personal 
di sposab le income are likely to increase thi s year. which 
wi ll tend to rai se non-durables consumption too. 

Investment felll(!st year. accou nti ng for about 40% of 
the- roughl y one and a half percentage point- fall in 
the annual grow th r:lIe ofGDP between 1994 and 1995. 
Even inc luding Pri vate Finance Initiative projects. lotal 
publ icly sponsored capital investment is likely to decline 
in real terms in each of the next th ree years. However. 
ICCs' profi tability remai ns hi gh. as does the ratio of 
equit y prices to the price of investment goods. Both 
factors imply that there is an incentive fo r firms to 
increase invest ment. Also. the rise in ICCs ' M4 deposits 
in 1995 Q4 con ti nued in 1996 Q l-at an annual growth 
rate of ilround 7%. In the past. such a rise has signa lled 
an increase in ICCs' rates of investment. The Februilry 
Report noted that strong lCCs' borrow ing. if it were to 
continue as mergers and acqu is itions activi ty subsided. 
wou ld suggest an acceleration in firms' nominal 
ex penditure. In 1996 Q I. takeover activity continued at 
a hi gh level. The net se llers of equ ity in the acqu ired 
companies may purchase other financia l assets. 
espec iall y new equity i.'iSlles. with their receipts- the 
central case in the projection below- but they may 
spend the funds in stead on goods and services. 

On the suppl y side of the UK economy. the two issues 
identified in the February Reporl remain relevant. First. 
real earni ngs growth continues to be surprisingly low. 
rai sing the possibili ty that the natu ral rate of 
unemployment is lower than in the I 980s. In February. 
the average earnings index. denated by the tax and price 
index. was only 0.6% higher than three years ago. when 
unemployment had just passed its peak. The slight 
pick-up in real earnings at the beginning of 1996 can be 
ex plained by larger bonus payments thi s year than last. 
And pre liminary data suggest that the level of 
settleme nts was unchanged at 3.5% in April. despite 
public sec tor rev iew body pay awards above th is level. 
If the natural rate of unemployment does turn out to have 
fallen. mnationary pressures throughout the forecast 
period will be weaker than in the central project ion. 
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Second. the Bank's projecti ons assume that margins in 
the ret ai l sec tor. which fe ll because of increased 
competition, will remain around their present level. That 
assumption is reasonable becausc retail margins do not 
appcar in the pasl to have vari ed systemat icall y over the 
business cycle. 

The Bank's new mcdium-tc rm projection of RPIX 
innation is shown in Char! 6. I: the February project ion 
is shown in Char! 6.2 . As usual. the project ion is based 
on the assumpti ons that offic ia l interest rates rema in 
unchanged over the nex t two years and that the effective 
exchange rate evolves accordi ng to differe nces in 
interest rates across coun trics. Public spending and tax 
rates are assumed 10 follow the profile set out in the 
November 1995 Budget. As ex plained in the February 
ReporT. the chart shows the Bank 'S view of the 
probabilit y dist riblllion for innation ou tcomes. The 
central band in the chart. with the darkest shading. 
includes the central projection for innation: the re is 
judged to be about a 10% chance that innation will be 
within thut band al any date. The next dee pest shades . 



("hal"l 11 .. \ 

1)j,lriiJuliun ut" Rl't \ innal iun rort'ca' l ~ 

fUI" I 'J')(, Q~ 

( 'har t IIA 

\kJ, .... 

, " I (W><' I I I t 1"1'<' vu..,,1t 'I I vu ... ,,1t 
'" " , 

Di, t l'ihu liull ur RPI \ ill n a lion ror t'ca~" 

fur 11)1)7 Q~ 

Tahl~ (). \ 
I '~ ~ pt'ctt'd IU' t :\. inl1:11ion'" 

lI..nf< 

"" I 1)'; 25<. ~.O'"l 
,h.n ,,, '" '" <if, 2 5<, 4()<; S5" 

"" ." " '" 
, 

19'J7().l , " " " 

, 

,., 'I ... """, , • .,.. "",, """ -.kd 'h< I\..o"~ ~"" """ .,",""" .. , of .... h~.h"""" 
.. ,~""' .. ""~''''''.'~ nr«O<J ,~.h,·n_h MPI" •• n .. ""r.lh .. ,. ' h< 
,"'",,, , ... " •• "",,.. no" ... hI, 1"'"'<." th< ''''_ .... ,1>. ""ron"" (.H"" 
''''' ... ,.~ '''"\rl."", .""~. I ......... "" ... ", •• pruto.o"'h'l '" I'. '" ,.n.. .... 
"'''''"1 , .. , , .. ", It" ,...., I'; ," 11')t,(J-I K.,." "'"'l "" ,.m '" 100. bee."", '" ,,,.,,,,,,,. 

o n both sides o f the centra l band, take the di stribution 
out to 20%: and so on. in steps of ten percen tage points. 
The width of the bands in Chart 6.1 g ives an indication 
of the uncertainty about innation over the next two 
years. whi le the asy mmet ry of the bands indicates the 
balance of the risks around the cen tral project ion.m In 
this way. Chart 6.1 illustrates the degree of uncertainty 
su rroundi ng the centra l projections. 

In the Bank 's judgment. the most likely o utcome is that 
the twe lve-mo nth inflation rate will fall to below 2 112% 
over the next year. ret1ecting the fac t that growth in 1995 
and the firs t q U<lrter of 1996 was insufficient to narrow 
the Oll tput gap. After that. it is probable that infl ati on 
wil l move along a risin g trend. reaching 2 1h.% some two 
years ahead. following recent rapid money growth and 
higher growth of rea l GD P during the rest of this year 
and next. 

As in February. the major uncertainties surrounding the 
centra l projection are the timi ng and pace of that 
accelerat ion. In the sh01"l term. the risks to the projection 
are skewed::l little towards the downside-the pick-up in 
growth may be s lower to arrive than expected. But 
towards the two-year horizon. the risks of rapid 
consumpti on and investment growth are greater. and the 
risks are more o n the upside. It is marginally more 
likely than no t thal intlation would be above 2 1/,% in 
two years' time were official rates to remain unchanged 
throughout that period. RP IX infl ati on is expected to be 
a litt le high er than RPI Y inilation because on bala nce. 
taxes affecting RPIX are likely to increase faste r than 
RP IY inflation. In p::Irt icular. the government has 
announced plans to increase the real rate of fue l taxation. 
and the Council Tax is assumed to rise broad ly in line 
with local au thority pay. rather than with prices. 

The new central projection is si mi lar to the one made in 
February. extended by one quarter (see Chart 6.2). The 
deterioration s ince FeblUary is offset by stronger 
domestic demand in the outlook for UK ex ports. partl y 
in response to recent reductions in in terest rates. As in 
February. the dow nside risks are mainl y in the near term: 
now one quarter later. they are less likely to affect the 
outlook in twO ye<lrs' time. The upside risks apply also 
to 1998 Q2. 10 which the projection now extends. So the 
net effect of movi ng the projection forward one quarter 
is to g ive greater weight to the ups ide risks to inflatio n. 

(1) The mOre ,.,Iterla,,"y Ihere j, "bout ,,,Ihlio,, 31 any panicular lime 
hon/on. lite w,dcr lIic h"mh :lI\d Itlc more gradua ll y Ih~ colour fadc'. If 
(he ri'h arc It""" Oil "ne "de Iha" Il1 e olher.lhcn (he bands will be wider 
()I\ Ihltl >IJC . 
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6.2 Outsid e forecasLr;; 

Among the forecasts regu larly Illoni tored by the 8ank. 
innation expectations ha ve fallen slightl y at both the 
1996 Q4 and 1997 Q4 hor i zon ~. The median outside 
fo recast for RPIX inflation in the last quaflcr of thi s year 
is 2.7%, down from 2.8% in Fe bruary bee Chart 6.3 ). 
Differences of view are a littl e narrower than before: (he 
interquartile range- the range of cen(r<11 projecli on ~ 

excluding the highesl and lowest quarters of (he 
d istribu(ion--conl racted from 2.5%-3.0% 10 

2.5%-2.9%. Extending the horizon by a year. the 
medi an ou tside forecast for 1997 Q4 has f:ll lcn from 
3.0% to 2.9%, and the corres ponding interquanll e range 
from 2.5%-3.3% to 2.60/('-3.25% (see Chart 6.4). 

A subset of forecasters ha ve again provided Ihe Bank 
with in formation aboul Ihc probabi lities Ihcy allach 10 

various poss ibl e inn ati on outcomes. Tab le 6.A 
summari ses their responses. As in February. the range 
of uncertainty around mast fo recasters' ce ntra l 
projections is similar to that of the Bank . On 'l\'erage. 
they thi nk it morc likely than the Bank does that 
inflation will be over 21/1% by 1997 Q4: but judgments 
vary from a probability of 19% to one of 91 %. 

The latest 8 arclays Basix Survey of inflation 
expectations among different g rOllp~ shows a fa ll in 
mean ex pec tations of what inflation will be al the end of 
1996 (Tab le 6.B). So does the MClTi11 Lynch monthly 
survey of UK fund managers (Table 6.C). corroborating 
the fin di ngs reponed in Chart 6.3. But ill the end of 
1997, the Bm'clays Basix numbers indicate a small ri se 
in inn alion expectations, whi le the Men'ill Lynch ones 
poi nt to a small fall. 

There is litt le evidence to suggest that expectat ions of 
in nation up to the end of 1997 ha ve increased. Blit 
prices in the market s for conventional and index-l inked 
gilts imply that inflat ion expectations over the longer 
term have risen in the pa~ t quarter. Chart 6.5 shows 
calendar-month averages for esti mates of inflation 
expected fi ve and ten years ahead: the five-year 
expectation has risen by over h;lIf a percentage point. To 
some ex tent. thi s may renect an inc rease in the risk 
premium paid for index- li nked gi lts rather than a true 
ri se in infl ation expectations, because bond market 
volati lity generally has increased. But it is not clear that 
uncerta inly spec ifical ly aboul inflation has increased. so 
it would be unwise 10 dismiss Ihe poss ibil ity that 
long-Ierm inflation expectations have risen. 



6.3 Conclusions 

Retail price inflation W,IS stable over the pasllhrce 
months. Man ufacturi ng output price inflation. in 
contrast. fell to an an nua lised rate of about I % over Ihe 
past quarter. Com pany surveys. CB I and Clps for 
example. report con tinuing weak cost pressures. and 
littl e sign of'ln upturn in output price inflation. A 
continuation of reccnl undcrlyi ng monthly increases in 
retail prices wou ld result in a modest decline o f the 
twelve-month in llalion raw over the rest of this year to 
below 2.5%. The main ri sk 10 that prospect is lhe 
sensitivity of food prices-which make up 14% of Ihe 
RP1- lo unusual seasona l or ot he r factors (such as BSE). 

Non-oil output growth has been around trend for six 
quarters. Over that peri od Ihe output gap has, therefore. 
not closed and has contributed to the fall in underlying 
inflation, The main short-term risk is to sectors 
dependent on ex pol1s to Europe where growth prospects 
have been significantly rev ised downwards since the 
February Report. But the conti nu ing growth of broad 
mo ney suggests that domest ic demand is likely to 
accelerate over the next year or so because of growth in 
persona l consumption and cO'l)orate in vest ment. In real 
terms, broad money growth increased from around 2% 
in 1994 to 7% in 1995 and further to 9% in the firs t 
quarter of th is year, Part of the recent acceleration is 
accounted for by a structural break in the series 
following the int roduction of a gi lt repo market. But 
whatever adj ustment is made for that change. the picture 
remains o ne of rapid broad money growth------cons istent 
with the central projection of an acceleration of domestic 
demand from the end of thi s year. 

Until the end of last year, the dual nature of the recovery 
meant that growth was concentrated in sectors directed 
10 net exports. Du ri ng 1996 there is likely to be a 
c hange in Ihe composition of demand. with a larger 
fraction of the tota l increase coming from domestic 
consumption rather than exports. That has already had 
an impac t o n manufaclUring ou tput, which Illay remain 
weak for a time. 

The Bank's latest projection for in fl ation two years 
ahead shows inflation rising to arou nd 21/2% in 
mid- 1998. As in February. the risks in the short term are 
more on the downside. bUI so far neither lower 
slOekbuilding nor lower exports have led to an y 
noticeable fall in OUlput growth . As a result, although 
those risks remain. they now seem less serious. and with 
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the passage of time they will. if not rea lised, di sappear 
from [he pic ture . It was precise ly at this Junctu re-with 
apparent short -term wea kness in some sectors masking 
signs of more bUOY,lOt fut ure acti vi ty-that policy 
mistakes tended to be i1l<lde in the pas\. That is why it i ~ 

important that monetary policy conti nues to look 
forward and to focus on mee ting the in nation target. 
The currenl projection shows that there are risks 10 the 
inna tion target two years ahead. but the appropriate 
response depends on how the shon -term downside risks 
evolve over (he next few mo nt hs. 



Gloss~lry and other information 

C lossal') or .!lelcClcd terms 

RPt iun1llion: inflation mC:lsurcd b)' the retail prices index. 
RPIX infla tion : infla tion me1lsured by the RPI excluding 
mortgage imcrc~t payment~. 

RPlY intlalion: inflmion measured by the RPl excluding 
Illorlgagl: interest payments and the fo llowing indirect taxes: 
the Council Tax. VAT. dutie~. car purchase lax 1l11d vehicle excise 
dut)'. in~Uf<lnce I:l.~ and 'li rport lax. 
H,\Rl' index: a price index which replaces the mortg:lge interest 
paymelll s in the RP! with a Bank estimate of thc user-cost of 
housing. 
TlMRl'il1de:.: : the HARI' inde:.: exclllding indircct t:lxes. 

MO : notes and coin in c ircul ation outside the Bank of England 
and banker~' operational deposil~ at the Bank. 
1\'14: UK non·bank. non-building society priv'lte sector's holdings 
of notes and coin . logether with all stcrling deposits (including 
certificates of deposit) held wi th UK banks and building societies 
by the non-bunk . non-bui lding society private sector. 
Dh'is ia money: :1 measure of the money stock in which each 
component i~ weighted according \0 an estimate of how useful are 
thc transaction services it provide~. 

Ices: industrial :md commercial companies. 
O Fls: other financia l institutions. 

Three-Illonth lInnualised : the percentage change in a series 
betwecn onc period :I!ld that three months earlicr. expressed as an 
<lnnual rate. 

DoE: Department of the Environment. 

S)'mhols and conve ntions 

Except where otherwi se stated. the source for thc data used in 
charts and tables is the Office for Nation:! ) Stat is tics (ONS). 
The measures of inflation included in th is Report have been 
<ldj usted by the Bank for an error by the ONS' predecessor. the 
Central Statistical Office. in underreeording RP) and RPIX 
innation between FebruOlry and May 1995. 

not avai!Olble. 
~ nil or less than half the final digi t shown. 
Because of roundi ng. the sum of the separate items may 
sometimes di ffer from the total shown. 
On the horizontal axes of graphs. larger ticks denote the first 
observation within the relevant period. eg data for the first 
(Iu<lrter of the year. 

Other inrormation 

Emai l: m:loiv5@ dircon .cO.uk 
The Summary of this Report is .wai lllble at: 
http://www .ban kofengland.eo. uk 
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