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Monetary policy is forward-looking and so are asset

markets.  Assets are held because they yield benefits in

the future and asset prices change as the markets

reassess those benefits.  Many of the factors determining

asset prices are economic, for example prospective real

growth or inflation, and so overlap with the Monetary

Policy Committee’s concerns.  But some have to do with

the investors themselves, for example their attitude to

risk or the rules which investing institutions have to

follow.  And many asset prices, including the price of

foreign exchange, move on news about monetary policy

itself, in this country or abroad, because of the impact

which monetary policy has on financial and future

economic conditions.  In assessing the impact which any

particular asset price movement may have on inflation

prospects, it is important to consider why the price has

moved. 

Asset prices and the transmission mechanism
of monetary policy

Monetary policy is set in one financial market (the

money market) and is transmitted to the economy in

part through other financial markets, and through

markets for real assets, such as the housing market.  The

MPC sets a short-term nominal interest rate—the Bank’s

official repo rate—which directly influences other 

short-term rates in sterling markets.  Less directly, the

MPC also influences long-term interest rates because

long rates depend in part on expectations about future

short-term interest rates (to be set by the MPC).  To take

a simple example, investors may be able to choose

between making a long-term loan or rolling over a series

of short-term loans.  If so, the rate they are willing to

accept on the long-term loan will be influenced by what

they can expect to earn from short-term interest

payments on the series of short-term loans.  So if 

short-term interest rates are expected to rise in the

future, then long-term interest rates will reflect that

already today.  If the long-term loan is traded, in the

form of a bond, then changes in long-term rates will in

turn affect the price of the bond.  Think of an existing

bond which pays, say, 5% a year.  If long rates rise, so

that new bonds pay 6% a year, the old bond will become

less attractive and will fall in price.  In sum, expectations

about rates to be set by the MPC in the future have an

impact today on long rates and hence on bond prices.

The MPC is provided with information on interest rates

and yields, both in this country and abroad.  The

information is often summarised in yield curves showing

yields to different maturities and the path of future

short-term rates that would be compatible with those

yields.(2) Charts 1 and 2 are examples.  Chart 1 shows

the yield that could be earned by investing from 

22 February this year to different points in the future.

Chart 2 shows the path of very short-term rates that is

implied by the yield curve in Chart 1.  Investing for, say,

five years at the rate shown at five years in Chart 1 gives

the same return as investing in a series of very 

short-term loans at the rates shown for the period up to

five years in Chart 2.

The MPC’s influence reaches other markets too.  A

change in mortgage rates brought about by a change in

the Bank’s repo rate will affect house prices.  Exchange

rates are affected by many factors, but one of them will

Asset prices and inflation

This article is one in a series on the UK monetary policy process.(1) It discusses some of the
interconnections between inflation, monetary policy and asset prices.  The Monetary Policy Committee is
extensively briefed on asset market developments, along with other developments in the economy, before
it makes its policy decisions. 
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(1) See also Bean, C and Jenkinson, N (2001), ‘The formulation of monetary policy at the Bank of England’, Bank of
England Quarterly Bulletin, Winter, pages 434–41.

(2) For details see Anderson, N and Sleath, J (1999 and 2001), ‘New estimates of the UK real and nominal yield curves’,
Bank of England Quarterly Bulletin, November 1999, pages 384–92, and Bank of England Working Paper no. 126.
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be a comparison of the return to be earned on assets

denominated in sterling and assets denominated in

other currencies.  By changing the return on 

sterling-denominated assets the MPC affects their

relative attractiveness, which, other things being equal,

will affect the exchange rate.  Equities too can form part

of this transmission mechanism, either because

monetary policy is expected to affect the profitability of

companies, or simply because the rate at which the

market discounts future profits or dividends changes as

longer interest rates change.  To put this latter point

another way, if, for example, bond prices rise (so that

bond yields fall) the return on equities will look more

attractive, and equity prices will be bid up too.

By changing interest rates the Monetary Policy

Committee changes the ‘terms of trade’ between

resources now and resources in the future.  By, say,

raising rates it makes it more attractive to save, to spend

less now to be able to spend more later.  And higher

interest rates make it less profitable to borrow now to

finance investment that will pay off in the future.(1) This

is indeed the most direct way in which the MPC can

control inflationary pressures, by influencing the level of

demand in the economy, relative to the economy’s

capacity to supply.

If some movements in asset prices are reflections of

monetary policy action (actual or expected), what part

do they play in the transmission of policy to the

economy?  The transmission mechanism as a whole was

described in a report published in 1999.(2) Two of the

channels through which policy-induced changes in asset

prices may affect the economy are wealth and the cost of

capital.  If monetary policy is eased and house prices

and equities rise as a result, individuals will see their

wealth increasing and may feel less need to save.(3) If

companies see their share price rising and long-term

interest rates falling as a result of monetary policy action

they may be more inclined to invest.  The exchange rate

too has a major influence on the economy.  It is set in an

asset market, the currency market, but affects prices at

which goods and services are imported into this country

and thus the inflation rate that the MPC targets.

Another channel of influence runs from the exchange

rate to the competitiveness of UK output at home and

abroad, and hence to the level of activity in the UK

economy and, again, to UK inflation.

A further way in which asset prices affect demand (and

hence inflationary pressure) is by changing the value of

collateral that households or companies have available.

Lenders often know a lot less than borrowers do about

the borrowers’ prospects.  And lenders may have limited

control over borrowers’ behaviour once the loan has

been made.  So lending decisions may be influenced by

the amount of collateral that borrowers can put up to

secure their loan.  ‘Mortgage equity withdrawal’ is an

obvious case in point;  the greater the value of the

housing stock, the easier it is for borrowers to ‘withdraw

equity’ by borrowing on mortgage for non-housing
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(a) Yields in the market for UK government sterling debt.
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(a) Future short-term rates consistent with the yields shown in Chart 1.

(1) In the medium to long run the real interest rate (the price of future resources in terms of resources today) is
determined by fundamental factors, such as the productivity of physical investment and the tendency of consumers to
value future consumption less highly than consumption today.  But in the short run, prices of goods and services are
subject to inertia, and by controlling the short-term nominal rate the MPC has a grip on the short-run real rate also. 

(2) ‘The transmission mechanism of monetary policy’, a report prepared by Bank staff under the guidance of the then
Monetary Policy Committee in response to suggestions by the Treasury Committee of the House of Commons and the
House of Lords Select Committee on the Monetary Policy Committee of the Bank of England, Bank of England
Quarterly Bulletin, May 1999, pages 161–70.

(3) See Davey, M (2001), ‘Saving, wealth and consumption’, Bank of England Quarterly Bulletin, Spring, pages 91–99.
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purposes.(1) But the value of collateral can be important

for corporate borrowers too. 

The value of collateral can change for many reasons.  But

one factor will be monetary policy itself.  If monetary

policy is tightened, one way in which it has its effect on

the economy is to lower the value of collateral and to

make loans more expensive or difficult to obtain at all.

This is sometimes called the ‘credit channel’ of monetary

policy.(2) But its strength depends on circumstances.  If

collateral is plentiful, a fall in asset prices that still leaves

a comfortable cushion of collateral may have no impact

at all.  If balance sheets are more stretched, the impact

may be considerable.

Asset prices as information for policy-makers

As noted earlier, asset markets are forward-looking.

Assets are held because they will earn a return in the

future.  So the prices at which assets trade reflect in part

the views of market participants about the future state of

the world.  The market’s view of the future, if we can

work it out from market prices, can thus be compared

and contrasted with the Monetary Policy Committee’s

own projections, incorporated in its Inflation Report

forecast.  Indeed the path of short-term interest rates

implicit in market prices reflects in part market

expectations of the MPC’s own future behaviour in

setting interest rates.(3)

Changes in asset prices are potentially informative also.

Policy has to react to what the economic jargon calls

‘shocks’—unexpected developments that were not

incorporated in policy-makers’ forecasts.  Because asset

prices at any one time incorporate the market’s view of

the future, changes in asset prices largely reflect

‘news’—developments which the markets had not

previously expected.  So asset price movements may help

policy-makers to identify the shocks that are hitting the

economy, and that may affect their view of the outlook

and hence of the required stance of policy.(4)

In practice judgment is required in interpreting market

information in this way.  Take the case of inflation

expectations.  In principle we have a fairly

straightforward way to set about deriving the market’s

expectations.  That is because in this country the

Government issues two sorts of bonds.  There are

conventional bonds in which the Government promises

fixed amounts of money as interest and capital

repayment.  And there are indexed bonds in which the

interest and capital repayment are indexed to the Retail

Prices Index (RPI).  The relative yields at which these two

forms of debt trade clearly depend, in part, on

expectations of future movements in the RPI.  On certain

assumptions we can back out from relative yields the

future inflation rates they imply.(5) Chart 3 shows

implicit twelve-month inflation rates five and 15 years

ahead as they appeared over the past decade.

Sometimes the interpretation of these implied future

inflation rates appears straightforward.  For example they

jumped up in September 1992, when sterling left the

Exchange Rate Mechanism of the European Monetary

System.  The fall in the exchange rate was seen as adding

to inflationary pressures.  By contrast on the day the

Government announced operational independence in

monetary policy for the Bank of England these implied

future inflation rates fell by up to about half a

percentage point.  They then drifted down to around

21/2% over the next year.  But through 1999 implied

inflation rates for a few years ahead increased again to

over 4%, even though there was no such increase in

direct surveys of inflation expectations.  And a 

bond-implied inflation rates for the more distant future 

(1) See Davey, M (2001), ‘Mortgage equity withdrawal and consumption’, Bank of England Quarterly Bulletin, Spring,
pages 100–03.

(2) See three articles in the Bank of England Quarterly Bulletin, Winter 2001, Hall, S, ‘Credit channel effects in the
monetary transmission mechanism’, (pages 442–48), Hall, S, ‘Financial effects on corporate investment in UK business
cycles’, (pages 449–59), and Aoki, K, Proudman, J and Vlieghe, G, ‘Why house prices matter’, (pages 460–68).

(3) See Brooke, M, Cooper, N and Scholtes, C (2000), ‘Inferring market interest rate expectations from money market
rates’, Bank of England Quarterly Bulletin, November, pages 392–402.

(4) See Clare, A and Courtenay, R (2001), ‘Assessing the impact of macroeconomic news announcements on securities
prices under different monetary policy regimes’, Bank of England Working Paper no. 125.

(5) See Scholtes, C (2002), ‘On market-based measures of inflation expectations’, Bank of England Quarterly Bulletin,
Spring, pages 67–77.
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Asset market developments are monitored

continuously by Bank staff and by outside

commentators.  Members of the Monetary Policy

Committee have access to many reports from inside

and outside the Bank. 

Before each policy meeting, usually on the Friday

morning of the previous week, MPC members attend a

half-day meeting (‘pre-MPC’) at which senior Bank

staff give a series of presentations on key economic

and financial developments over the past month.

Briefing on asset price developments is normally

included in presentations on the international

environment and on domestic monetary and financial

conditions, and house prices are often covered in a

presentation on domestic demand and output.  In

addition, the views of financial market participants,

particularly on interest and exchange rate

developments and prospects, are covered in a

presentation from the Bank’s Monetary Operations

area. 

In the pre-MPC meeting, the focus is on extracting

information relevant to the Committee’s policy

decision.  Do changes in market interest rates mean

that markets have revised their views on future output

or inflation at home or abroad, or on the likely stance

of policy?  Can exchange rate movements be

explained in terms of relative changes in monetary

conditions in different countries, or in terms of

specific capital flows (eg connected with mergers and

acquisitions, or portfolio shifts)?  What do changes in

equity prices mean for future profitability or activity

in different economies or different sectors of

industry?  Can different measures of house prices be

reconciled, and what do they indicate for households’

wealth and spending?  Have particular economic data

releases or policy announcements had an especially

large impact on asset markets?  At times particular

attention may be paid to individual markets—for

example oil futures contracts or options on those

contracts—but it is often the pattern of movements

across many markets that may be most suggestive of

the underlying news in asset prices. 

Ahead of the pre-MPC meeting each MPC member

receives a standardised briefing pack of charts and

tables, including many dealing with asset prices and

interest rates.  The pack and the pre-MPC

presentations are updated for market developments

between pre-MPC and the policy meeting, and any

questions on asset prices arising at the pre-MPC

meeting are answered by the staff. 

Four times a year the Committee’s forecast and the

associated Inflation Report are produced.  As part 

of that process the staff provide the Committee with 

a Quarterly Financial Assessment which considers

asset market developments over a somewhat longer

time-frame and which quantifies as far as possible 

the outlook for UK output and inflation implicit 

in financial market prices, and also uses financial

market data to assess the risks around central

forecasts. 

Briefing the Monetary Policy Committee

fell to remarkably low levels (sometimes as low as 1%).

Since then future inflation rates implied by relative bond

prices have come closer together again at around 21/2%.  

What can explain these movements?  Institutional

investors including pension funds are large holders of

British Government bonds.  The Minimum Funding

Requirement (MFR) for pension funds was coming into

effect in the late 1990s and then possible reform to the

MFR was increasingly discussed.  It seems quite likely

that these developments had a significant impact on

bond yields so that the apparent economic information

from the market was distorted by institutional factors.(1)

Other cases where care is required include house and

equity prices.  House prices can give some insight into

households’ expectations of their future income, because

the ability to service mortgage payments out of future

income will influence how much people are willing to

spend on acquiring a house today.  But the price of

housing also reflects a number of other things.

Demographic and other social factors also influence the

demand for housing, and changes in the degree of

competition in the supply of mortgage finance and in

tax incentives in favour of owner-occupation have

likewise been important in the past.  And, for example,

changes in planning regulation affect housing supply. 

(1) See Cooper, N and Scholtes, C (2001), ‘Government bond markets in an era of dwindling supply’ in:  ‘The changing
shape of fixed income markets:  a collection of papers by central bank economists’, BIS Paper, No. 5, pages 147–69.
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Valuing equities is notoriously difficult.  Movements in

share prices depend on prospects for the relevant

companies.  Investors and market analysts scrutinise 

the outlook for individual companies so that share

prices are in principle summarising a mass of detailed

information that could well be of interest to the 

MPC—not only on the economy as a whole but also 

on particular sectors.  Movements in equity prices in

recent years, particularly in the United States, appear to

have reflected changing perceptions of future

productivity growth.  For markets, productivity 

growth matters because it affects future corporate

earnings and dividends.  To policy-makers it matters

because it helps determine the rate at which the

economy can grow without putting upward pressure 

on inflation.  However, equity values depend not only 

on future streams of earnings or dividends, but also on

the rate at which they are discounted, including any

allowance for the risk involved.  If equities come to be

seen as less risky that would raise share prices, even if

there was no change in the view taken of future 

earnings or dividends.(1) In practice, the links 

between equity price movements themselves and

subsequent developments in the macroeconomy 

appear to be not stable enough to form the basis of

reliable forecasts of, for example, inflation or output.(2)

But information from the markets may nevertheless

provide some information on the ‘shocks’ hitting the

economy.(3)

The United Kingdom is integrated into the wider world

economy.  Inflation and output in this country are

clearly influenced by developments abroad and so are

movements in UK asset prices.  Care may therefore be

needed in weighing the significance of UK asset price

movements for domestic prospects.  Many large UK

companies have interests overseas, and movements in UK

equity prices may reflect prospects for overseas

subsidiaries as well as domestic activity.  Moreover, there

is evidence that the strength of international influences

on domestic financial markets varies over time, being

especially high at times of financial market stress.(4)

Exchange rates are the price of one currency in terms of

another.  So there is a wide range of factors in this

country and abroad that in principle bear on sterling’s

exchange rates against other currencies.  But quantifying

the effect of each has often proved very hard.  The

largest recent movement in sterling occurred in the

second half of 1996 (ie just before the establishment of

the MPC) and was analysed by Bank staff in the Inflation

Report of February 1997.  The factors considered were

monetary and fiscal policy at home and abroad, portfolio

shifts associated with the prospect of EMU, movements

in the oil price, possible shifts in the demand for UK

goods in world markets, and possible improvements in

productivity in UK industries producing internationally

tradable goods and services.  The implications for

inflation of each of these factors could be quite

different, but it was hard to know how important each of

them was.  Exchange rate movements since the

establishment of the MPC have been less extreme, but

often equally difficult to interpret, as can be seen, for

example, in the discussion in the Minutes of the

February 2000 MPC meeting.(5) One way of tackling

this topic is to use theory to consider the pattern of

exchanges rates, other asset prices and capital flows that

might be expected following a particular change in one

of the underlying factors, and then to see how far that

pattern matches developments in the real world.(6)

The future is inherently uncertain, and so asset prices

depend on their holders’ attitude to uncertainty or risk.

Future dividends from equities are clearly uncertain and

(1) See Panigirtzoglou, N and Scammell, R (2002), ‘Analysts’ earnings forecasts and equity valuations’, Bank of England
Quarterly Bulletin, Spring, pages 59–66.

(2) See Hayes, S (2001), ‘Leading indicator information in UK equity prices:  an assessment of economic tracking
portfolios’, Bank of England Working Paper no. 137.

(3) See Clare, A (2001), ‘The information in UK company profit warnings’, Bank of England Quarterly Bulletin, Spring,
pages 104–09.

(4) For the case of bond markets see Clare, A and Lekkos, I (2000), ‘An analysis of the relationship between international
bond markets’, Bank of England Working Paper no. 123.

(5) Paragraphs 2–6.
(6) For an example of this approach see Bailey, A, Millard, S and Wells, S (2001), ‘Capital flows and exchange rates’, Bank of

England Quarterly Bulletin, Autumn, pages 310–18.  The underlying factor considered in this article is a change in US
productivity.
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equity-holders may require a higher return from equities

to compensate them for bearing this risk.  But 

bond-holders may be affected too.  The holder of a

conventional bond may be concerned not only with the

expected rate of inflation, which will erode the real value

of future cash receipts from the bond, but also with the

fact that future inflation is uncertain, so that the real

return is uncertain too. 

This means that asset prices can change for a number of

different reasons. 

● Market participants’ best assessment of the future

may have changed because their view of the

economy has changed;  

● because their view of the MPC has changed;  

● market participants’ view of the future may have

become more or less diffuse (risky);  

● market participants may be more or less comfortable

about bearing risk. 

The Monetary Policy Committee may be interested in all

of these elements, and may wish to take account of them

in different ways.  But unscrambling the different

elements from observed asset prices is rarely easy.

Some financial instruments, options, are particularly

related to risk.  They are designed to put a value on the

risk of future movements in the price of an underlying

asset, which is often a financial instrument, such as an

equity or foreign exchange, but can also be a physical

commodity such as oil.(1) From options prices we can,

under certain assumptions, infer ‘distributions’ of future

equity or oil prices, exchange rates etc, rather like the

fan charts which express the MPC’s own uncertainty

about future inflation or about GDP growth.(2) Chart 5

shows the implied probability of the sterling/dollar

exchange rate falling into different ranges, as given by

options prices earlier this year.  Market views of risk can

help inform the MPC’s own judgment of risk, particularly

of course when the Committee is concerned with asset

markets as a source of risk to the economic outlook.  

As noted above, asset prices move for a variety of

reasons, which may have different implications for the

inflation outlook.  So it is not surprising that attempts to

forecast inflation on the basis of purely statistical

relationships with asset prices have by and large not

been successful.(3)

Asset prices and monetary policy decisions

Asset prices are part of the information on which the

MPC bases its view of inflation prospects.  In that sense

they clearly feed into monetary policy decisions.  But

economists and policy-makers also debate whether asset

prices should feed into policy decisions more directly,

and not just through the inflation forecast.  The debate

is not completed.

The case for taking asset prices directly into account

generally rests on the possibility of asset price ‘bubbles’,

that is episodes in which asset prices move away from

the level that would be compatible with fundamental

economic forces and then, when the ‘bubble’ bursts,

come back into line.  The UK house price boom of the

late 1980s and the ‘irrational exuberance’ in world equity

markets in the 1990s might be candidate episodes.  In 

(1) Options give the right, but not the obligation, to buy or sell the underlying asset at a point in the future at a price set
now (the strike price).  An option to buy only has value if there is a chance that the underlying asset will be worth
more than the strike price when the option comes to be exercised.  So by examining prices of options at different
strike prices we can form a view on the probability that the price of the underlying asset will be in different ranges. 

(2) See Clews, R, Panigirtzoglou, N and Proudman, J (2000), ‘Recent developments in extracting information from options
markets’, Bank of England Quarterly Bulletin, February, pages 50–60.

(3) See, for example, the treatment of asset prices in Cecchetti, S G, Chu, R S and Steindel, S (2000), ‘The unreliability of
inflation indicators’, Federal Reserve Bank of New York, Current Issues in Economics and Finance, April and Stock, J H
and Watson, M W (2001), ‘Forecasting output and inflation:  the role of asset prices’, manuscript, NBER Working Paper
No. 8180.
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In March 2001, equity prices fell sharply in the

United Kingdom, the United States and in the euro

area.  The following extract from the Minutes of the

MPC’s meeting on 4–5 April shows the range of

factors that went into the Committee’s analysis of

these developments.

‘The size of these falls in equity prices could not

plausibly reflect changes in risk-free real interest

rates, but instead indicated lower expected profits

and, perhaps, a higher equity risk premium 

associated with greater uncertainty about future

returns.  In the United States, options prices

suggested that market participants now attached a

higher probability than before to further sharp falls in

equity prices.  The declines already seen would tend

to restrain the growth of private consumption

(through the effects on personal sector wealth), of

investment (through the effects on the cost of

capital), and of exports, since this was a global

phenomenon.

Given the volatility of equity prices, the recent falls

need not imply that there had been a major change in

longer-term prospects for US productivity growth.

They might instead represent a correction to earlier

over-optimistic expectations of earnings growth for

individual companies, or indeed an overshooting on

the downside.  In the United States, downside risks to

equity prices remained:  price to earnings ratios were

still above historical averages.  UK profit warnings,

meanwhile, remained high compared with a year ago

and were widely distributed across sectors, with an

increasing number of firms citing the US slowdown as

the reason for the revision downwards to their

expected profits.’

MPC analysis

‘bubbles’, asset markets become an independent source

of economic instability.  Households that see their

wealth rise with house or equity prices may save less,

only to have to save more when the ‘bubble’ bursts.

Firms that could sell equity at high prices in the late

1990s invested in projects that would not have seemed

worthwhile before or since.

If asset price bubbles destabilise the economy they may

also destabilise the inflation rate.  Since the target which

the Chancellor has set for the MPC is 21/2% ‘at all times’,

there is an obvious case for policy attempting to head off

the impact that asset price bubbles might have on

inflation.  If bubbles tend to grow when left unchecked,

that may strengthen the case for giving them special

attention in the policy process and for using monetary

policy to prick them early on.  Some have argued that

central banks can recognise asset price bubbles and

should react to them.  A policy of this kind, it is said,

would make misalignments less likely to arise in the first

place.(1) Others question whether policies of this kind

are feasible at all—whether bubbles can be recognised

in time and whether the policy action needed to prick

them can be defined with any accuracy.(2)

Asset prices and the inflation target

The inflation target set for the MPC is expressed in

terms of the twelve-month change in the retail prices

index excluding mortgage interest payments (RPIX).

House prices are the only asset prices that enter 

directly into the calculation of RPIX.  They are used 

to proxy the cost of depreciation to owner-occupiers

(with a weight of just over 4% in the index) and in the

calculation of ground rents and estate agents’ fees (with

smaller weights).  But some have argued that asset prices

should play a much larger role. The twelve-month

change in RPIX can be thought of, more or less, as the

current change in the cost of living.  But some have

argued that what matters to consumers is the value of

money in a more general sense, including both the

current and future cost of living.(3) If inflation falls

today, but people expect it to be much higher in the

future, they may consider that inflationary conditions

have worsened overall, so that looking only at current

inflation would be misleading.

Asset prices come into this discussion because it is

obviously very hard to measure ‘future inflation’ directly.

(1) See Cecchetti, S G, Genberg, H, Lipsky, J and Wadhwani, S (2000), ‘Asset prices and central bank policy’, Geneva
Reports on the World Economy, 2 and Cecchetti, S G, Genberg, H and Wadhwani, S (2002), ‘Asset prices in a flexible
inflation targeting framework’, available on the Bank of England web site, www.bankofengland.co.uk/assetprices.pdf

(2) See Bernanke, B S and Gertler, M (2001), ‘Should central banks respond to movements in asset prices?’, American
Economic Review, May, pages 253–57. 

(3) See, for example, Goodhart, C (1999), ‘Time, inflation and asset prices’, LSE Financial Markets Group Special Paper, 
No. 117.  For a sceptical view see Filardo, A J (2000), ‘Monetary policy and asset prices’, Federal Reserve Bank of Kansas
City Economic Review, Third Quarter, pages 11–37.
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There are some commodities in which it is possible to fix

a price today for, say, a barrel of oil to be delivered in the

future.  But such futures markets cover only a limited

range of commodities and limited periods into the

future.  Some have argued that asset prices can fill this

gap.(1) The idea is that assets represent a claim on the

future consumption of goods and services.  If the prices

of future goods and services rise so too will the current

prices of all assets taken together.  But this is true only

of a very theoretical, all-embracing definition of

‘assets’—including ‘human capital’, the present value of

people’s future wages and salaries.  There is no reason to

suppose that it is necessarily true of assets which are

actually traded and whose prices we can observe.

In practice, UK official statisticians have not chosen to

use asset prices to measure future prices of goods and

services.  So there is no ready-made index of current 

and future inflation that could be substituted for RPIX

in the MPC’s target.  (The definition of the target is in

any case a matter for the Chancellor of the Exchequer

and for Parliament and not for the Bank or the MPC.)

However, although the target is defined in terms of a

measure of current inflation only, the target applies at all

times, and in this sense future inflation is included in

the MPC’s remit.  Indeed it may take up to two years for

the MPC’s policy actions to have the bulk of their effect,

so interest rates are set with future inflation in mind.

And the current policy framework as a whole may have

an impact much further into the future, if people expect

that similar anti-inflationary policies will be followed

then.

Summary and conclusions

Asset markets are forward-looking and so is monetary

policy.  Market participants and MPC members need to

form a view on many topics in common.  But asset

markets are just part of the wider economy.  They have

an impact on the real economy, but they also react to

developments elsewhere, including monetary policy.  It

makes sense to interpret asset price movements in the

light of other information on the economy.  But they

rarely give simple unequivocal messages for policy on

their own—the links between asset prices and inflation

depend on the circumstances.  For this reason asset

prices are unlikely to be suitable as intermediate targets

for a policy whose main aim is to control inflation.

(1) Much of the debate stems from Alchian, A A and Klein, B (1973), ‘On a correct measure of inflation’, Journal of Money,
Credit and Banking, February, pages 173–91.


