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Speech 

Introduction 

It’s a real pleasure to join you here at the University of Derby. As the birthplace of the 

modern factory system and as the so-called “capital of rail”, Derby is the perfect place from 

which to explore some of the implications for monetary policy of disruptions to supply 

chains. 

The past few years have been a real doozy on this front. Starting in 2020, we had       

Covid 19 lockdowns, supply chain disruptions and a sharp contraction in economic activity. 

Two years later, Russia’s invasion of Ukraine caused a surge in energy prices, 

compounding existing pressures and contributing to UK inflation of over 11%.  

And now we are facing yet another energy shock following the eruption of conflict in the 

Middle East, including attacks on energy infrastructure and the effective closure of the 

Strait of Hormuz. It would seem that negative supply shocks have become the new norm 

(Greene, 2025).  

But not all shocks are created equal. Their impact on the economy, and the appropriate 

monetary policy response to them, will depend on a number of different factors. I intend to 

explore the latest shock in the Middle East in light of this today. 

But before I get into the economics, I think it’s important to recognise that the outbreak of 

war in the Middle East has had a profound human impact on those in the region, with 

many lives sadly lost. Although today I will be focusing on the macroeconomic implications 

of the conflict, this very real human impact should not be overlooked. 

Much about the current energy shock remains uncertain – especially its duration. But even 

if the war ends today and the Strait of Hormuz reopens fully and immediately, the 

macroeconomic impact will continue to be felt over the coming year. 

As a negative supply shock, the war in the Middle East will push up on inflation and down 

on activity, putting central banks in an awkward position of trading off supporting price 

stability with supporting output. Traditionally, monetary policymakers have tended to look 

through such shocks – there is nothing the Bank of England can do to reopen the            

Strait of Hormuz. But, as I have noted before, I believe a more proactive approach may be 

needed to lean against inflation when an economy has been hit by successive supply 

shocks.  

This will depend to a large degree on how much second-round effects take hold through a 

shift in the wage- or price-setting processes. Unfortunately, conclusive evidence on 

https://www.bankofengland.co.uk/speech/2025/september/megan-greene-university-of-glasgow-business-school
https://www.bankofengland.co.uk/speech/2025/september/megan-greene-university-of-glasgow-business-school
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second-round effects will take time to emerge. Most pay settlements in the UK had already 

been agreed before the outbreak of the war, for example, and so we may not have much 

sense of how wage setting has been impacted until next year. Our Decision Maker Panel 

(DMP) and Agency intelligence may help provide some indication of firms’ pricing 

intentions earlier than that, but the picture will remain partial.  Given that it takes time for 

monetary policy to impact the economy (Friedman, 1961), we will have to make a 

judgement about second-round effects and act accordingly before we’re able to verify this 

judgement. 

The aim of my speech today is to draw on theory and recent experience with energy 

shocks to gauge the likelihood and extent of second-round effects in the current energy 

crisis. First, I will discuss the ways in which energy price shocks affect inflation, focusing 

on the role of second-round effects. Second, I will look back at the energy shocks in 2011 

and 2022 to assess what factors helped drive inflationary outcomes. Third, I will draw 

lessons from these episodes to gauge the extent of second-round effects from the shock 

at hand. Finally, I will use scenarios to explore the appropriate monetary policy strategy. 

How can an energy price shock lead to persistent inflation? 

There are several channels through which energy price shocks affect inflation. The first 

channel involves the direct effects of higher energy prices. An example of this is the 

increase in the cost of fuel and utilities directly consumed by businesses and households. 

These effects come through very swiftly and in isolation are unlikely to persistently raise 

inflation. The direct effects are relatively easy to measure for a given shock and in the 

current episode are already evident in some of the data. Indeed, the April CPI release 

recorded the largest rise in fuel prices since at least 1988, with forecourt prices rising 

around 15% on the month and 23% on a year ago. 

The second channel involves the indirect effects of higher input costs, for example the 

pass-through of higher energy costs by firms that use energy as an input to produce goods 

and services. These take a little longer to come through, as firms may not pass on cost 

increases right away and the price hikes can take some time to filter through the entire 

supply chain. These effects can therefore persist for some time.  

A third channel is that of real income effects. For a net importer of energy, such as the 

UK, a rise in energy prices constitutes a negative terms of trade shock, reducing incomes 

and weighing on demand. All things equal, this will push down on inflation. 

While these channels are important considerations, they are not the focus of my speech 

today. As a monetary policymaker, it is the second-round effects of such a shock that 

prove most persistent and therefore are most likely to impact the monetary policy relevant 

time horizon.  

https://www.jstor.org/stable/1828534
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There are two main avenues through which second-round effects propagate across the 

economy following a shock (Figure 1). The first avenue is via a change in wage setting 

processes. Households’ inflation expectations rise following the shock and they demand 

higher nominal wages in order to protect their purchasing power and minimise any 

deterioration in their living standards. The second avenue is via a change in price setting 

processes. This occurs when firms’ inflation expectations increase, leading them to raise 

prices by more than can be explained by higher direct or indirect costs alone in order to 

maintain or improve their margins.  

Figure 1: Diagram of second-round effects 

 

 

Inflation expectations are therefore “terribly important” (Powell, 2021), given the key role 

they play in propagating second-round effects via both channels (Figure 1). 

But it is not just inflation expectations that shape second-round effects. The size of the 

shock matters – large supply shocks have been found to lead to supply-chain pricing 

cascades, exaggerating the price impact for a given initial disturbance (Ghassibe and 

Nakov, 2025).1 The type of energy shock must be considered too, as oil and gas shocks 

do not behave the same way. The Bank’s energy BVAR finds that oil supply shocks tend 

to have more immediate but short-lived effects on UK inflation, while gas supply shocks 

tend to have broader and more persistent effects (Copeland et al., 2025).  

While higher inflation expectations may raise firms’ desired prices and workers’ desired 

wages, that does not necessarily mean they will be successful in getting them. The 

economic context also matters. First I’ll consider how the shock interacts with expectations 

before considering the wider economic backdrop.     

 
1 Ghassibe and Nakov (2025) make use of Euro Area data. Bank analysis using UK data also finds non-
linearities stemming from the size of the energy shock. 

https://www.federalreserve.gov/monetarypolicy/fomcpresconf20210922.htm
https://mghassibe.github.io/GN_latest.pdf
https://mghassibe.github.io/GN_latest.pdf
https://mghassibe.github.io/GN_latest.pdf
https://bankunderground.co.uk/2025/07/08/what-happens-to-inflation-when-we-put-a-price-on-carbon/
https://bankofenglandcouk.sharepoint.com/sites/megangreene/Shared%20Documents/MG_slides_June_2026.pptx?web=1
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Inflation expectations 

We know that inflation expectations play an important role in driving second-round effects 

following an energy price shock. But what drives them? Let’s consider households’ and 

firms’ expectations separately.  

In general, households are not particularly good at gauging current or future inflation and 

tend to believe that it is higher than it actually is. One proposed explanation for this is that 

households are “rationally inattentive” (Weber et al, 2023), neglecting to pay attention to 

inflation when it is low and stable, but then paying more attention to it when it is high and 

volatile, adjusting their expectations accordingly. As such, the size of the shock and its 

impact on inflation matters for household expectation setting. 

This also aligns with analysis undertaken by Bank staff, which finds that household 

inflation expectations become more sensitive to global oil price shocks above certain 

inflation thresholds. Consequently, the risk of second-round effects emerging increases 

when overall inflation rises to above 3.1% (Gaffney et al., 2026).   

Moreover, households’ inflation expectations are particularly responsive to changes in the 

prices of salient items, particularly energy (Patzelt & Reis, 2026) and food (Anesti et al, 

2025). Analysis by Bank staff suggests that the sensitivity of inflation expectations to 

energy - in particular, petrol prices - is partly driven by media coverage. Figure 2 shows 

that when media coverage of energy prices is heightened, household expectations 

respond by nearly 3pp in the short-term and around 0.5pp in the longer term to a 1pp 

change in inflation driven by petrol prices.2  

  

 
2 Sensitivity to utilities is less stark, though still significant at the 5-year ahead horizon. 

https://www.nber.org/papers/w31485
https://safe.menlosecurity.com/doc/docview/viewer/docN468E63B620314e8c2179c82c1386be006a09fa0fd20ee9a2a82f779ee7b6930441d5fbd4b707
https://safe.menlosecurity.com/doc/docview/viewer/docN468E63B620314e8c2179c82c1386be006a09fa0fd20ee9a2a82f779ee7b6930441d5fbd4b707
https://www.bankofengland.co.uk/working-paper/2025/food-prices-matter-most-sensitive-household-inflation-expectations
https://www.bankofengland.co.uk/working-paper/2025/food-prices-matter-most-sensitive-household-inflation-expectations
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Figure 2: Media coverage contributes to increasing the sensitivity of household 

inflation expectations to petrol prices(a) 

Change in inflation expectations (percentage points) 

 

Source: ONS, Citi/YouGov and GDELT and Bank calculations. 

a) This chart depicts results from an augmented version of the regression specification in Anesti et al., 

(2025), testing the association of changes in Citi monthly household inflation expectations with 

changes in Core, Food, Petrol, and Utilities-driven inflation, respectively (January 2017 – April 2026). 

We interact changes in Food, Petrol, and Utilities-driven inflation with high media coverage dummy 

variables capturing whether the number of references to food and energy prices, respectively, in 

online UK media articles in that same month was in the top quartile in our sample. If the number of 

references is in the top quartile, then media coverage is said to be “High”, otherwise it is “Low”. We 

also include controls capturing the magnitude of the change in inflation driven by each component. 

Asterisks indicate statistical significance at the 1%(***), 5%(**) and 10%(*) level.  

But it’s not only greater attentiveness that can amplify the response of inflation 

expectations and reinforce an inflationary episode.  Following periods of successive 

inflation surprises, households and firms may place greater weight on more recent inflation 

outturns when it comes to forming their expectations (Gáti, 2023, Carvalho et al., 2023). 

Indeed, recent staff analysis highlights that households’ and firms’ longer-run inflation 

https://www.bankofengland.co.uk/working-paper/2025/food-prices-matter-most-sensitive-household-inflation-expectations
https://www.bankofengland.co.uk/working-paper/2025/food-prices-matter-most-sensitive-household-inflation-expectations
https://www.sciencedirect.com/science/article/pii/S030439322300082X
https://www.aeaweb.org/articles?id=10.1257/mac.20200080
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expectations have become more sensitive to short-term inflation surprises since the 

pandemic (Figure 3). This suggests that longer-term inflation expectations are less solidly 

anchored than previously. 

Figure 3: Responsiveness of households’ and firms’ longer-term inflation 

expectations to short-term inflation surprises(a) 

Coefficient 

 

Source: IAS and Bank calculations. Last datapoint is for 2026Q1. 

Households: slope of 5y-ahead on 1y-ahead (IAS). Households (IAS): sex, age, income, education, 

region, housing tenure. Firms: slope of CPI 3y-ahead on CPI 1y-ahead (DMP). Firms 

(DMP): industry, number of employees, sales, lag of respondent's medium-horizon inflation 

expectation if in levels. A coefficient close to zero indicates anchored long-horizon expectations, 

insensitive to short-run developments. A rising coefficient indicates increased de-anchoring as long-

horizon inflation expectations co-move with near-term news. 

Firms are attentive to inflation outturns as well—whether higher inflation is driven by 

energy shocks or not. Evidence suggests that firms update their perceptions of CPI 

inflation very quickly as new data is released – often the same day as the data print 

(Yotzov et al, 2024). Headline inflation influences firms’ expected own-price growth; a one 

percentage point increase in headline inflation is associated with a 0.3 percentage point 

rise in firms’ expected year-ahead own-price growth (ibid.).3 While we only have a few data 

points since the current war broke out, it also appears that firms have become more 

sensitive to CPI inflation changes when updating their inflation perceptions in 2025-26 

relative to 2022-24. 

Figure 4 shows a positive relationship between CPI inflation (in gold), firms’ CPI 

expectations (in purple) and their expected price growth (in aqua). In turn, their expected 

price growth also moves closely with their realised price growth (aqua versus orange line 

 
3 Between 2022 and 2024 

https://www.bankofengland.co.uk/-/media/boe/files/working-paper/2024/the-speed-of-firm-response-to-inflation.pdf
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in Figure 4) – although there can be deviations between the two, such as post-2022 when 

firms underestimated the extent to which their prices would increase. Together, this 

suggests that firms’ pricing is linked to the general inflation environment.  

The response of firms’ own-price growth expectations to changes in inflation are 

asymmetric as well – they have a stronger response when inflation rises than falls. As with 

households, media coverage also plays a role in their sensitivity – a one standard 

deviation increase in media coverage about headline inflation is associated with a 0.4 

percentage point increase in firms’ own-price expectations (ibid.).Though longer-term 

comparisons are more difficult given data availability, Figure 3 likewise suggests that firms’ 

longer-run expectations have become more sensitive to short-run news.  

Figure 4: Realised and expected own-price growth and CPI inflation 

Per cent 

 

Source: DMP and Bank calculations. Latest data point is for April 2026. 

The wider economy 

Higher household and firm inflation expectations are a necessary but not sufficient 

condition for second-round effects to materialise. The state of the wider economy matters 

too, particularly the balance between demand and supply (or slack). The degree of slack 

shapes the extent to which higher inflation expectations can feed into wage or price 

demands.   
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For instance, workers are likely to possess greater wage bargaining power when the 

labour market is tight than when it is loose. This is partly because workers likely find it 

easier to switch jobs under a tight labour market and so can threaten to move to a new 

employer if they do not receive a wage bump. Firms have to compete harder for talent in a 

tighter labour market as well, potentially paying more in order to recruit workers.  

Similarly, it may be easier for firms to raise their prices and protect their margins when the 

labour market is tight and demand in the economy is strong.4 Firms may also be more 

inclined to raise their prices when they have been through a period of margin compression. 

When both worker power and pricing power are strong, these pressures can become 

mutually reinforcing and give rise to a “battle of mark-ups”: firms raise prices to preserve 

margins as their costs increase, while workers push for higher wages to maintain their real 

incomes (Layard & Nickell, 1986, van der Ploeg & Willems, 2024). This, in turn feeds 

back into firms’ costs and pricing decisions.  

This battle of mark-ups is shown in Figure 5, which extends the threshold analysis I 

mentioned earlier to consider the state of the labour market at the time of the energy 

shock. These charts are a series of impulse response functions based on previous 

adverse oil supply shocks. The left-hand panel shows that, regardless of whether or not 

the shock occurs when inflation is above the 3.1% threshold, inflation responds more 

forcefully and persistently in a tight labour market than a loose one (aqua vs orange lines). 

The difference becomes more extreme when inflation is high (top left-hand panel).  

The right-hand panel suggests these differing responses hinge partly on household 

inflation expectations, which in past episodes tended to rise when the labour market was 

tight but remain stable when the labour market was loose.  

 

 

 

 

 

 

 
4 There is also evidence to suggest that firms’ price-cost markups are countercyclical (Kryvtsov and 
Midrigan, 2012; Gilchrist et al., 2017). This is typically linked to the notion that firms sometimes may have 
stronger pricing power in a downturn as their competitors fail and concentration in the industry rises.  

https://www.jstor.org/stable/2554377
https://www.bankofengland.co.uk/working-paper/2024/battle-of-the-markups-conflict-inflation-and-the-aspirational-channel-of-mp-transmission
https://academic.oup.com/restud/article/80/1/249/1601467?guestAccessKey=
https://academic.oup.com/restud/article/80/1/249/1601467?guestAccessKey=
https://www.aeaweb.org/articles?id=10.1257/aer.20150248
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Figure 5: Estimated impulse response functions of CPI inflation and inflation 

expectations to an adverse oil supply shock when inflation is above and below 

3.1%(a) 

Percentage points 

 

Sources: Bank of England, Citi/YouGov, Känzig (2021) , LSEG, ONS, Stelmach et al (2025) and Bank 

calculations. 

(a) The sample period is January 1989–June 2025; data are monthly. Generalised impulse response 

functions (GIRFs) to an oil supply news shock by Känzig (2021) that raises sterling oil prices by 10% 

on impact, from a self-exciting threshold Bayesian vector autoregression that endogenously 

estimates an inflation threshold (following Gargiulo et al (2026). The partitioning of the sample 

yields four regimes in total, with piecewise-linear coefficients across regimes. Bayesian estimation is 

used. The GIRFs account for regime changes over the propagation horizon. The lines represent the 

median estimate, and shaded areas show the 68% credibility interval. Results remain broadly similar 

over an extended sample starting in January 1976, which yields a larger number of observations by 

regime and allows for the inclusion of more control variables, and when using a filtered 

unemployment gap as the labour market slack measure. Household inflation expectations refer to 

the one-year-ahead measure from the Citi/YouGov survey. 

https://www.aeaweb.org/articles?id=10.1257/aer.20190964
https://bankunderground.co.uk/2025/03/06/what-can-40-years-of-data-on-vacancy-advertising-costs-tell-us-about-labour-market-equilibrium/
https://www.aeaweb.org/articles?id=10.1257/aer.20190964
https://www.sciencedirect.com/science/article/pii/S0014292126000668
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Having slack in the economy reduces the risk that second-round effects are set off and 

inflation proves persistent. An energy shock could in and of itself increase the degree of 

slack in the economy by sapping demand. The extent to which this occurs depends on a 

number of factors, including how much firms can substitute energy for other production 

inputs, how much households can reduce their energy consumption or smooth their 

consumption by spending down savings or borrowing, and the degree to which it is firms or 

households that bear the brunt of the real income squeeze (Chan et al, 2024). All else 

equal, weaker demand from the shock can put downward pressure on inflation, leaning 

against the emergence of second-round effects.  

Overall, the extent to which second-round effects take hold following an energy shock will 

depend on a number of different factors that influence price- and wage-setting. I’ll next 

explore the energy price shocks of 2011 and 2022 in this context. 

What can we learn from previous energy price shocks? 

We’ve faced a few energy shocks in recent years that can serve as guides for how the 

current one might propagate through the economy. Energy prices soared in March 2022 

following the Russian invasion of Ukraine. Prior to that, they saw a sharp and sustained 

rise in the early 2010s as political unrest in the Middle East and North Africa led to 

heightened concerns over the supply of energy. These are by no means the only adverse 

shocks we have faced in recent times, but they are useful examples given their very 

different inflationary outcomes.  

In both cases, disruptions to energy markets led to a substantial increase in global energy 

prices. But while headline inflation rose after the 2011 shock, second-round effects played 

a smaller role and CPI inflation did not reach the extreme highs of 2022. 

This is evident in Figure 6. First, we can compare the evolution of actual inflation relative to 

target (the white lines), which is significantly bigger following 2022 than 2011. Second, the 

trend component of inflation (green bars) from our Boosted Inflation Model (BIM) - a 

machine-learning based decomposition of CPI inflation (Buckmann, Potjagailo and 

Schnattinger, 2025) – approximates the degree of second-round effects. The trend 

component is informed by expectations, past services inflation and wage growth – the 

parts of inflation the model considers more slow-moving and that we typically think of as 

driving second-round effects. While by no means a perfect measure of second-round 

effects, it does suggest that second-round effects were larger and more persistent in 2022 

than 2011.  

 

 

https://bankunderground.co.uk/2024/08/02/monetary-policy-in-a-gas-tank/
https://www.bankofengland.co.uk/working-paper/2025/blockwise-boosted-inflation-non-linear-determinants-of-inflation-using-machine-learning
https://www.bankofengland.co.uk/working-paper/2025/blockwise-boosted-inflation-non-linear-determinants-of-inflation-using-machine-learning
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Figure 6: Boosted Inflation Model (BIM), CPI inflation decomposition(a) 

Annualised and smoothed 

  

Source: Bank analysis based on Buckmann, Potjagailo and Schnattinger (2025). Latest data point is for 

December 2013 (LHS) and December 2024 (RHS). 

(a) Block-wise predictive contributions (coloured bars) to 1-month-ahead annualised month-on-month 

CPI inflation (white line), around 1993-2019 mean (2%). Model estimated via cross-validation over 

the 1989M1–2024M12 sample. White line: actual CPI inflation, annualised and smoothed over 12 

months. 

The difference in second-round effects and inflationary outcomes between these two 

episodes mainly boils down to two factors: the nature of each shock and economic context 

in which the shock hit. 

Starting with the nature of the shock, overall energy CPI price inflation peaked at 18% in 

2011, compared with 59% in 2022.  Figure 7 shows the evolution of oil and wholesale gas 

prices over the last twenty years. Oil prices have been no stranger to sharp and sudden 

movements during this period, even outside the episodes we are discussing today.  

The outbreak of the First Libyan Civil War prompted a sharp upward surge in real oil prices 

to over £110 a barrel by April 2011.5 Prices remained at an elevated level for the next 

three and a half years. In 2022, oil prices rose to similar highs in real terms, but the 

increase was not sustained, and prices soon fell back from their peak.  

Figure 7 paints a very different picture for wholesale gas prices between the two episodes. 

Even a quick glance shows that any early volatility in wholesale gas prices – including that 

seen in 2011 – was dwarfed by the sheer scale of the 2022 surge.  

 

 
5 Real prices are deflated using the GDP deflator indexed to February 2026. 

https://www.bankofengland.co.uk/working-paper/2025/blockwise-boosted-inflation-non-linear-determinants-of-inflation-using-machine-learning
https://www.bankofengland.co.uk/working-paper/2025/blockwise-boosted-inflation-non-linear-determinants-of-inflation-using-machine-learning
https://www.bankofengland.co.uk/working-paper/2025/blockwise-boosted-inflation-non-linear-determinants-of-inflation-using-machine-learning
https://www.bankofengland.co.uk/working-paper/2025/blockwise-boosted-inflation-non-linear-determinants-of-inflation-using-machine-learning
https://www.bankofengland.co.uk/working-paper/2025/blockwise-boosted-inflation-non-linear-determinants-of-inflation-using-machine-learning
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Figure 7: Nominal and real wholesale oil (LHS) and wholesale gas (RHS) prices(a) 

£ per barrel   

  

Source: ONS, Bloomberg Finance L.P and Bank Calculations. 

(a) Oil and gas prices have been deflated using the GDP deflator and indexed to February 2026. For 

instance, the gap between the LHS chart’s orange and aqua lines in 2011 shows the effect of 

inflation, with oil prices appearing higher when expressed in today’s prices than in nominal terms at 

the time e.g. an oil price of £64 per barrel in February 2011 would be equivalent to an oil price of £96 

per barrel in February 2026 prices.  Daily prices have been converted to monthly averages. Latest 

data point is for May 2026. May 2026 average includes daily prices up until 26th May for oil and 28th 

May for gas. Vertical dashed lines at February 2011 and February 2022. 

As I mentioned earlier, gas shocks tend to have a large inflationary impact in the UK – not 

just because gas is an important energy source used directly by both UK households and 

firms, but also because – as the marginal supplier – the price of gas is the most important 

determinant of UK electricity prices.  

The economic context in which the shock hits also matters. Figure 8 shows the historical 

paths of several inflation measures. We consider headline inflation (in aqua), which 

captures the overall inflationary backdrop; food inflation (in purple), which is salient for the 

formation of household inflation expectations (Anesti, Esady and Naylor, 2025); and 

services inflation and wage growth (in orange and gold, respectively), which reflect more 

domestic inflationary pressures.  

 

 

 

https://www.bankofengland.co.uk/working-paper/2025/food-prices-matter-most-sensitive-household-inflation-expectations
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Figure 8: Headline CPI, services and food inflation and wage growth with their 

estimated thresholds(a) 

Per cent (%) 

 

 

Source: ONS and Bank calculations. Latest data point is April 2026 for inflation measures and March 2026 

for wage growth. 

(a) See Figure 7 for further details on the model underlying the threshold estimates. The white dashed 

line represents the median estimate of the threshold while the dotted lines represent the 95% 

confidence intervals. Vertical lines are placed at February 2011 and February 2022.  

Each panel also shows the median threshold estimates and the threshold ranges6 from the 

threshold analysis I referenced earlier in the white dashed line and white dotted lines, 

respectively (Gaffney & Potjagailo, 2025)7. When they hit these thresholds, the inflation 

measures are said to enter their individual “high regimes”. In these regimes, inflation 

dynamics change as households and firms show greater attentiveness to inflation, 

 
6 The threshold range is defined as the 95% confidence interval of each measures’ median threshold 
estimate as indicated by the dotted lines in Figure 12.  
7 There is some uncertainty around this range. Authors run 100 specifications of the model, to test the 
robustness of the threshold estimates to model uncertainty. These vary in sample periods (some going back 
as far as 1976), frequency (monthly, quarterly), variables and the number of regimes. 70% of specifications 
identify a threshold below 3.6%. Around half of specifications estimate a threshold between a narrower range 
of 3-3.2%. Results from an extension of the self-exciting threshold Bayesian VAR (SET-BVAR) presented in 
Box C of the November 2025 Monetary Policy Report.  

https://www.bankofengland.co.uk/monetary-policy-report/2025/november-2025


Bank of England    Page 15 

 
increasing the risk of an energy shock giving rise to second-round effects.8 The threshold 

is not an abrupt break-point; as with most things, there is a spectrum. 

At the time of both the 2011 and 2022 shocks, headline and food inflation were within or 

above their threshold ranges, though these threshold ranges were subsequently exceeded 

to a much higher extent in 2022 than 2011. This suggests that both shocks had the 

potential to generate second-round effects. Services inflation fell within the threshold range 

in 2011 and just underneath it in 2022 – though quickly entered it in the subsequent 

months. The key difference between the two episodes was wage growth, which was well 

below the threshold in 2011 but above it in 2022. 

The difference in wage growth is partly influenced by household inflation expectations in 

the wake of each shock (Figure 9). While they had been trending upwards for some time 

prior to 2011, household inflation expectations remained relatively stable over the course 

of that year – though above the pre-Covid historical average. Meanwhile, short-term 

inflation expectations were already elevated at nearly 5% in early 2022 and rose sharply 

from there.9  

Figure 9: 1-year ahead household inflation expectations(a) 

Per cent (%) 

 

 

Source: Citi/YouGov and Bank calculations. Latest data point is for May 2026. 

 
8 Thresholds are informative but should not be over-interpreted. In reality, the transition is likely to be 
gradual. 
9 Since August 2022, the YouGov/Citigroup survey has been based on updated response buckets and so 
comparisons across time should be made with caution.  
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(a) Since August 2022, the YouGov/Citigroup survey has been based on updated response buckets and 

so comparisons across time should be made with caution. Horizontal dashed line shows pre-Covid 

average. Vertical dotted lines are at February 2011 and February 2022. 

But rising household inflation expectations won’t necessarily generate second-round 

effects: workers must also be able to bargain for the higher wages they seek. The     

labour-leverage ratio, reflecting the number of job-to-job moves to redundancies, is one 

way of assessing workers’ bargaining power. As shown in Figure 10, the ratio was much 

higher in 2022 than 2011, indicative of stronger bargaining power. 

Figure 10: Labour-leverage ratio(a) 

Ratio of voluntary job-to-job moves to redundancies 

 

 

Source: ONS and Bank calculations. Latest data point is for 2026Q1. 

(b) Based on the methodology developed by the Upjohn Institute for Employment Research, which 

defines the labour leverage ratio as the number of worker-initiated quits relative to employer-initiated 

layoffs. Vertical dotted lines are at February 2011 and February 2022. 

This is reflected in the evolution of wage growth across both periods. As I showed in 

Figure 8, wage growth was well below the 4.6% threshold for second-round effects in 

2011, and above it in 2022. Figure 11 shows that the wage setting channel of         

second-round effects was weak in 2011, whereas workers were able to push back against 

the erosion in their real wages following the 2022 shock.  

https://www.upjohn.org/labor-leverage-ratio
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Figure 11: The path for real wages(a) 

Index, 100 = 8 quarters prior to shock 

 

Source: ONS and Bank calculation.  

(a) Shock at time t is 2011Q1 (aqua) and 2022Q1 (orange). AWE: Private Sector Level (£): Regular Pay 

excluding Arrears deflated using the Consumer Price Index. 

Materially different conditions in the labour market at the time of each shock help explain 

this. Unemployment had been hovering around 8% for almost two years prior to the 2011 

shock (green line in LHS panel of Figure 12) while underlying employment growth had 

been relatively stagnant. This weakness would continue for some time. In contrast, 

unemployment was low at just 4% in 2022 and underlying employment growth was strong. 

The difference in labour market slack between the two episodes is also exhibited in the 

vacancy-to-unemployment (V/U) ratio. Figure 12 plots this (in orange) against its estimated 

equilibrium (in aqua) (Stelmach et al., 2025). Together, these point to a sharp 

deterioration in labour market conditions following the large negative demand shock of the 

GFC that hadn’t unwound by 2011. This contrasts markedly to the tight state of the labour 

market at the time of Russia’s invasion of Ukraine. 

 

 

 

https://bankunderground.co.uk/2025/03/06/what-can-40-years-of-data-on-vacancy-advertising-costs-tell-us-about-labour-market-equilibrium/
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Figure 12: LHS: Unemployment rate and estimate of underlying employment 

growth(a); RHS: V/U ratio and equilibrium V/U(b) 

Per cent (%) and Ratio 

    

Source: LHS: Bank of England Agents, DMP Survey, HMRC, KPMG/REC UK Report on Jobs, Lloyds 

Business Barometer, ONS, S&P Global and Bank calculations. Latest data point is for March 2026. RHS: 

Advertising association/World Advertising Research Centre Expenditure Report, ONS and Bank calculations. 

Vertical lines are placed at February 2011 and February 2022. Latest data point is for 2026Q1. 

(a) Bank staff’s indicator-based measure of underlying employment growth is constructed using a 

dynamic factor model following the approach of Doz et al (2011). The model extracts a common 

component from monthly survey indicators, capturing comovements across series. The 

common component is scaled to align with LFS employment growth between 2000–19. The 

shaded areas represent 95% confidence intervals. 

(b) The equilibrium V/U ratio is estimated using an error-correction model over the period 1982–2024. 

The real cost of vacancy posting and hourly labour productivity are included as long-run 

determinants for the level of vacancies. The model also includes controls for short-term movements 

in these variables (Stelmach et al (2025). 

Just as labour market conditions shape workers’ ability to bargain for higher wages, firms’ 

ability to pass-through cost increases to prices will depend on the broader economic 

environment. We can draw on some measures of economic slack to get a sense of this at 

the time of each shock.  

Figure 13 shows an estimate of the historical output gap consistent with the central 

projection in the February 2026 MPR, providing a sense of the overall balance of demand 

and supply in the economy and therefore spare capacity. The output gap cannot be 

directly observed and so there are large uncertainties around these point estimates. Taken 

at face value, however, this suggests the demand environment was much weaker in 2011 

than 2022 relative to supply. Bank analysis suggests that firm pricing power is more muted 

in a cyclically weak environment.  

https://www.sciencedirect.com/science/article/pii/S030440761100039X
https://bankunderground.co.uk/2025/03/06/what-can-40-years-of-data-on-vacancy-advertising-costs-tell-us-about-labour-market-equilibrium/
https://www.bankofengland.co.uk/monetary-policy-report/2026/february-2026
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Figure 13: Historical central projection output gap (a)  

Per cent of potential GDP (%) 

  

Source: Bank calculations. 

(a) A negative figure implies output is below potential and a positive figure that it is above. Given that 

the output gap cannot be directly observed, Staff’s estimates of the output gap are informed by a 

range of models. These estimates of the historic output gap are consistent with the February 2026 

MPR central projection. The last data point is 2025 Q4.  

To get a sense of how these 2011 and 2022 cost shocks were reflected in firms’ prices, 

Bank staff have decomposed cumulative changes in output prices into contributions from 

intermediate input costs, unit labour costs and margins (Figure 14) 10.   

Firms were able to raise output prices in both episodes, passing on the higher energy 

costs (aqua) and some indirect impacts from the cost shock (dark blue) to consumers. A 

key difference, however, is the role of unit labour costs (green). A tighter labour market in 

2022 allowed workers to push back against the decline in real incomes from higher costs 

by securing higher wages, which in turn fed back into firms’ costs. This is likely evidence of 

second-round effects. This change in the wage-setting channel also made it hard for firms 

to preserve margins in 2022, which (on average) have been compressed since.  

By contrast, the weak demand environment in 2011 meant that workers were less able to 

resist higher prices and, in turn, unit labour costs played less of a role in driving up firms’ 

 
10The cost measure does not account for capital costs, which may also rise when monetary policy tightens. 
The output prices and cost measures also largely do not capture VAT effects, with the exception of goods 
sold by the retail industry. As such, the change in VAT rate in 2011 will largely not be accounted for in output 
prices or costs in Figure 14 
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costs. This exercise, while not without its caveats11, points to a greater role for margin 

expansion in driving price growth in 2011. This might seem surprising given the weak 

demand environment may have limited firm pricing power, but firms had suffered 

significant margin compression in the years after the GFC and were likely seeking to 

rebuild. 

Figure 14: Decomposition of annual CPI-weighted output price growth(a) 

Percentage points 

                                             

         

Source: ONS and Bank calculations 

(a) The estimates are produced using the dataset of industry-level costs and prices introduced in the 

November 2025 MPR (Box A). This uses a combination of ONS supply and use tables and       

input-output tables for cost shares; published industry deflators that are also complemented by 

implied deflators calculated from low level GDP aggregates and UK trade in goods and UK trade in 

services data to create pricing series; the average of labour compensation per hour worked and 

AWE for labour costs; and output per hour worked for the productivity estimate. Industry-level costs 

and output prices are weighted by an estimate of each industry’s contribution to the CPI basket 

following Martin (2024). The following energy producing industries are excluded: C19 – 

Manufacturing of coke and refined petroleum products, and D35 – Electric Power generation and 

transmission/manufacture of gas and distribution of gaseous fuels. 

Ultimately, the energy shocks of 2011 and 2022 had different inflation outcomes. Both the 

nature of the shocks and the economy they hit played a role in this, shaping the extent to 

 
11 Capturing margins is notoriously difficult and always comes with substantial caveats; margins in this 
exercise are the residual of costs and prices rather than a directly observable measure. 
 

https://www.bankofengland.co.uk/monetary-policy-report/2025/november-2025
https://bankunderground.co.uk/2024/02/14/cpi-weighted-wage-growth/
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which second-round effects – either through the wage- or price-setting channel – took 

hold. With a smaller energy shock and weaker labour market in 2011, second-round 

effects were contained, and the Bank kept Bank Rate steady. In contrast, the size and 

nature of the energy shock in 2022 and the lack of slack in the economy precipitated a rate 

hiking cycle to lean against significant second-round effects.   

What does this imply about the current shock? 

Comparing the different inflationary outcomes from previous energy shocks can provide a 

guide to gauge the potential for second-round effects in the current shock. Table 1 

qualitatively places the 2026 shock – so far – in this context.  
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Table 1: Comparison of different energy shocks(a),(b) 

 

 

(a) While this summary is necessarily qualitative and requires judgement, it draws on the evidence 

presented earlier in the speech and is intended to support a visual comparison of past episodes. 

Evidence is drawn from the threshold analysis presented (Figure 9), household inflation 

expectations data (Figure 10), analysis of the sensitivity of medium-term expectations to      

short-term expectations (Figure 2), labour market slack as measured by estimates of the V/U 

gap (Figure 13) and general slack as measured by the output gap (Figure 14). 

(b) In the first two rows, real oil and energy prices are in GBP, deflated using the GDP deflator and 

indexed to February 2026. Nominal figures have been deflated using the GDP deflator. Peak 

refers to highest real price in year of shock e.g. 2011, 2022 and 2026. One year earlier refers to 

average real price of year prior to shock e.g. 2010, 2021 and 2025. Latest figures for May 2026 

are £82 for oil and £119 for gas.  
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So what does this all mean for second-round effects in response to the current shock? We 

can’t yet definitively judge the nature of the shock given it is still unfolding. The Middle East 

war has pushed both oil and gas prices some way above their 2025 averages. In real 

terms, oil prices have yet to surpass either of the two previous peaks shown while gas 

prices have exceeded their 2011 high and come nowhere close to reaching the historic 

jump in 2022. Even if the Strait of Hormuz were to open tomorrow, there will be a lasting 

impact of the war on energy prices given the existing damage to infrastructure and the 

potential for a risk premium now that it has been demonstrated that the Strait of Hormuz 

can be relatively easily closed.  

And although we have focused today on the impact of the shock on energy prices, other 

commodities have been – and will continue to be – affected as well, including aluminium, 

fertiliser, helium, and naphtha, which could result in various supply chain disruptions with a 

lag.  

We know more about the state of the economy when the shock hit. The most benign 

reading of the evidence is that, in both 2011 and 2022, it was more likely that           

second-round effects would be set off based on the number of inflation measures were 

within or above their threshold ranges (Figure 8). On the face of it, that could provide some 

comfort. However, households’ and firms’ attentiveness to inflationary dynamics is likely to 

be elevated in the current episode. 

Inflation expectations since the outbreak of the war give cause for concern as well. 

Household inflation expectations rose sharply from 3.3% in February to 5.4% in March. 

They have since fallen to 4.7% in May though remain elevated and are likely to be buoyed 

when the Ofgem energy price cap rises for households in June. Having lived through 

multiple successive negative supply shocks and a few years of above target inflation, it 

may well be that households are more attuned to the inflationary environment now than 

they were in 2011 or 2022. Bank staff analysis shows that media coverage of energy 

prices is also at a higher level now than in 2022 (Figure 15)12, suggesting expectations are 

likely to be more sensitive to energy price changes. 

 

 

 

 

 

 
12 Unable to compare with 2011 as data only available from 2017. 
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Figure 15: Daily online news coverage of energy prices(a) 

Share (%) of daily UK online news featuring search term 

 

 

Source: GDELT Project Online News Comparer and Bank calculations. Latest data point is for 14/04/2026. 

(a) The chart depicts the proportion of all GDELT-monitored online UK-based English language articles 

featuring the specified search term, and with a negative tone.  

How likely are higher household inflation expectations to feed through the wage setting 

channel into second-round effects? Labour market conditions today appear somewhere 

between what we had in 2011 and 2022. The V/U ratio and unemployment rate (Figure 12) 

suggest the labour market is materially looser now than in 2022. This should limit workers’ 

ability to resist reductions in real income and thus reduce the risk of further feedback loops 

into firms’ costs and prices. In line with this, firms’ wage expectations are little changed 

since the start of the year. However, the current environment looks less benign than in 

2011. Labour market slack was materially more pronounced in that episode than it is now, 

both in terms of unemployment, the V/U gap and the broader output gap (Figure 13).  

Given the current state of the economy, I think we face a larger risk of second-round 

effects emerging through the price-setting than the wage-setting channel. Firms’ inflation 

expectations have also risen materially in response to the current shock. According to the 

DMP survey, firms’ year-ahead own-price growth expectations increased from 3.4% at the 

start of the year to 4.4% in April. Moreover, the share of firms that adjust prices in 

response to changing economic conditions as opposed to a schedule has increased in 

recent years. This indicates that prices may rise faster than was historically the case. 

Firms already appear to be passing on some of their increasing costs, as indicated by the 

sharp rise in the composite PMI output price index since the start of the year. This 

increase reflects the breadth of firms affected rather than just the magnitude of price 

increases. The rise in the score for output prices has been lower than that for input prices, 

suggesting some of the cost rises are being absorbed into margins. This is reflected in the 

https://api.gdeltproject.org/api/v2/summary/summary?d=web&t=compare
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latest DMP as well, in which 64% of firms said they expect to increase their prices in 

response to the energy shock and 68% expect their margins to be squeezed. 

But firms cannot endure margin compression forever. Agents’ intelligence already 

suggests that margins have been compressed for some time – and remain below their   

pre-Covid level. This is reminiscent of 2011, when evidence suggests that firms’ capacity 

for further cost absorption was limited and margins were rebuilt. 

A direct comparison of the current economy to either 2011 or 2022 is not straightforward – 

few things in economics ever are.  Given the size of the energy shock so far and the 

prevalence of slack in the economy, I think we are looking at second-round effects 

somewhere between what we experienced in 2011 and 2022. It is reassuring that a repeat 

of the 2022 inflationary trajectory seems unlikely. But I take little comfort in that. To my 

mind perhaps the most significant difference between this shock and the previous two 

episodes is that this is the third negative supply shock we’ve had in six years, and inflation 

has exceeded the target for nearly all of that time. 

Monetary policy implications 

What does this tell us about how monetary policy should respond to this shock? The 

conventional response of monetary policymakers to an energy shock is to look through it. 

But, as I have argued in the past (Greene, 2025), a more nuanced view is necessary given 

successive negative supply shocks.13 The key question is whether second-round effects 

will lead to a sustained period of above target inflation in the absence of monetary policy 

tightening.  

Much uncertainty still surrounds the severity and duration of the conflict, and therefore the 

propagation of the shock through the UK economy. Scenarios presented in the April 2026 

Monetary Policy Report (MPR) can provide a lens through which to consider different 

states of the world and assess the implications for policy. Each scenario consists of two 

key elements: a path for global energy prices and a view on the strength of second-round 

effects in domestic price and wage-setting. All scenarios are conditioned on market 

interest rates in the 15 days to 22 April. I expect there will be some second-round effects 

from the current shock, and so will focus on the two scenarios from April that incorporate 

them. 

These two scenarios embed materially different assumptions about the future path for 

energy prices, and therefore about the evolution of the conflict. In our so-called Scenario 

B, energy prices remain higher after 6 months than is priced into the futures curves.14 This 

represents a roughly similar shock to 2011, though smaller than 2022. Our so-called 

 
13 For a formalisation of this idea, see Beaudry et al. (2026). 
14 Oil prices reach $108 a barrel and gas 114 pence per therm, remaining high over the scenario. 

https://www.bankofengland.co.uk/speech/2025/september/megan-greene-university-of-glasgow-business-school
https://www.bankofengland.co.uk/monetary-policy-report/2026/april-2026
https://www.bankofengland.co.uk/monetary-policy-report/2026/april-2026
https://www.imf.org/en/publications/wp/issues/2026/05/14/the-central-banks-dilemma-look-through-supply-shocks-or-control-inflation-expectations-576118
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Scenario C is more akin to the level nominal oil prices reached in 2022, with the gas price 

lower at its peak than in 2022 but remaining elevated for longer. This is consistent with a 

renewed deterioration of the geo-political situation in the Middle East, continued damage 

to production and storage facilities, and a sustained disruption to the transit of energy 

supplies.  

Appropriately, the extent of the second-round effects also differs across the two scenarios 

(Figure 16). Scenario B incorporates modest second-round effects, calibrated using the 

model in a paper by Bernanke and Blanchard (2023) applied to the UK by my former 

colleague Jonathan Haskel and co-authors (Haskel et al., 2025). Second-round effects in 

Scenario B are driven largely by short-run inflation expectations affecting wage bargaining 

and then prices, consistent with worker bargaining power and firms’ ability to pass-through 

costs being in line with their historical averages. There is no further amplification of 

second-round effects through the price-setting channel. By contrast, Scenario C embodies 

larger second-round effects, both because of the larger energy shock, and because this 

scenario allows for further amplification via long-run inflation expectations, which feed back 

into wage and price setting. This amplification captures the idea that longer-term 

expectations were already elevated at the time of the shock and that the recent period of 

high inflation has made households’ and firms’ expectations more sensitive to rising 

inflation. Because Scenario B does not include this amplification channel, I see it as a 

likely lower bound for second-round effects.  

I can’t pretend to have any special information about the size of this ongoing energy 

shock. But I think it’s most likely that we’ll end up with second-round effects somewhere 

between Scenarios B and C: let’s call it Scenario M for Megan. To be clear, you should not 

interpret this as my central case just because I’ve named it after myself. I simply had to 

call it something for ease of reference. I do however believe it represents one reasonable 

interpretation of how the economy may evolve.  

To generate Scenario M, we take the same energy paths underpinning Scenario B but 

incorporate the additional second-round effects channel reflecting the heightened 

sensitivity of long-run expectations from Scenario C. The resulting inflation path, relative to 

Scenario B, is entirely driven by the differences in how second-round-effects are modelled 

(Figure 16). Inflation in Scenario B returns to target by the end of the horizon, while it 

remains around 2 ½ % in Scenarios M and C. 

 

 

 

https://www.aeaweb.org/articles?id=10.1257/mac.20230195
https://www.escoe.ac.uk/publications/what-explains-recent-uk-inflation-an-application-of-the-bernanke-blanchard-model/
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Figure 16: Estimates of second-round effects (LHS) (a) and CPI inflation across 

Scenarios (RHS) 

Contribution of second-round effects to annual CPI inflation stemming from the new 

energy shock; Annual CPI inflation 

 

 

Source: Bank calculations 

(a) Larger second round effects in Scenario C (LHS) are driven by the amplification from already 

elevated long-run inflation expectations at the start of this shock, the impact of the larger shock 

assumed in the scenario on short run-expectations, as well as a further increase in long-run 

expectations as a result of the new shock. At peak, second round-effects from higher short run 

expectations contribute around 0.5pp to inflation, while 0.7pp are because of amplification from   

long-run inflation expectations. This roughly compares to 0.2pp because of short-run expectations 

and 0.6pp due to long-run expectations in Scenario M.  

So, what does this imply for policy? To explore this, we can use endogenous policy paths 

for each Scenario. These endogenous policy paths minimise deviations of inflation from 

target and growth from potential given a policymaker’s preferences around interest rate 

smoothing and trade-off management (Alati et al., 2025)15. These are neither a reflection 

of the MPC’s preferred path for Bank Rate nor even my own. 

Unsurprisingly, just as there is a significant difference in the paths for inflation in Scenarios 

B and C, there is also a noticeable difference in the endogenous policy paths (Figure 17). 

In Scenario B, the endogenous path is slightly higher than the market curve in the       

short-term but ends the outlook period below the market curve. In contrast, Scenario C 

 
15 In the April MPR these were referred to as illustrative model-based projections. In Alati et al. (2025) these 
were referred to as Optimal Policy Projections (OPPs). 

https://www.bankofengland.co.uk/-/media/boe/files/macro-technical-paper/2025/tools-for-endogenous-monetary-policy-analysis-optimal-projections-and-instrument-rules.pdf
https://www.bankofengland.co.uk/-/media/boe/files/macro-technical-paper/2025/tools-for-endogenous-monetary-policy-analysis-optimal-projections-and-instrument-rules.pdf
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would require a more forceful response, with the endogenous policy path implying that 

Bank Rate would have to peak at 5.3%. 

For Scenario M, the endogenous path implies that more tightening would be required than 

is embodied in the market curve or Scenario B. This gives some indication of how policy 

might need to respond if greater second-round effects were to emerge given higher 

attentiveness by households and firms to rising inflation. 

Figure 17: Bank Rate under endogenous policy paths across Scenarios 

Endogenous policy paths for Scenarios B, C, M and the market-implied path for Bank 

Rate   

 

 

Source: Bank calculations and Bloomberg Finance L.P. 

In practice, the monetary policy response will hinge in part on our approach to managing 

the trade-off we face between stabilising inflation and stabilising the output gap. Relative to 

the market-implied path for Bank Rate, the endogenous path for Scenario M would result 

in a more negative output gap (Figure 18), which in turn would weigh on inflation. Even 

then, inflation would remain above target at the end of the projection. 

 

 

 

 



Bank of England    Page 29 

 

Figure 18: Output gap and inflation under different Bank Rate assumptions 

Scenario M under market-implied path for Bank Rate and endogenous policy paths  

 

Output gap                                                   Inflation 

 

Source: Bank calculations. 

But what if policy makers prefer to hold Bank Rate for a prolonged period of time, rather 

than raising and then cutting policy? Holding Bank Rate for 12 quarters in Scenario M 

would result in a smaller output gap than that implied by the endogenous policy path. But 

inflation would peak 0.4 percentage points higher at peak and 0.2 percentage points 

higher on average over the outlook horizon.  

In addition to having a worse inflation outcome, I think a prolonged hold strategy lacks 

credibility in Scenario M. It would require the MPC to hold Bank Rate steady even as 

inflation falls back towards our target, which I don’t think is tenable. Given the lags in 

transmission, it makes sense to cut Bank Rate as inflation seems to be approaching the 

target sustainably. More generally, monetary policy makers rightly tend to avoid 

unconditional promises, given the high degree of uncertainty involved in forecasting 3 

years into the future. A more credible strategy is to hike Bank Rate in Scenario M to lean 

against second-round effects. 

Conclusion 

Central banks traditionally look through negative supply shocks – there’s nothing the Bank 

of England can directly do to address energy prices. But given successive supply shocks, I 

have argued before (Greene, 2025) that this approach may not serve us very well. The 

crucial question for my policy strategy is whether second-round effects from the current 

energy shock will set in, and to what degree. We can use history as a guide here – 

negative energy shocks occurred in 2011 and 2022, with vastly different implications for 

https://www.bankofengland.co.uk/speech/2025/september/megan-greene-university-of-glasgow-business-school
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inflation and monetary policy. The difference lay mainly in the nature of the shock and the 

state of the economy as the shock hit. We can’t yet conclude what the nature of the 

current shock is given the war is ongoing, but we can compare the current state of the 

economy with that in 2011 and 2022 to see how likely second-round effects are. Broadly, 

we find ourselves somewhere between 2011 and 2022 in terms of tightness of the labour 

market and slack in the economy.  

But one of the biggest differences between the three episodes is that the current one is the 

third successive negative supply shock the UK economy has experienced in the past six 

years. Consequently, households and businesses are arguably more sensitive to a rise in 

inflation. This is evident in households’ and firms’ inflation expectations being less 

anchored than in 2011 or 2022 (Figure 3). Household inflation expectations have risen 

since the war broke out, as have firms’ year-ahead own-price expectations. 

Second-round effects played a part in driving inflation up in 2011 and 2022 to very differing 

degrees, and are likely to do so in the current episode as well. I’ve therefore only 

considered scenarios with second-round effects. In my view, Scenarios B and C bookend 

the set of most likely outcomes given their assumptions about energy prices and      

second-round effects.  

I have also added a scenario – Scenario M – to represent a state of the economy in which 

energy prices evolve in line with Scenario B but second-round effects take into account 

greater attentiveness of households and firms to rising inflation. This scenario suggests 

rate hikes are required in order to minimise the deviation of inflation from our target and 

output from potential. A strategy to hold Bank Rank constant not only results in a worse 

inflation outcome, but in my view also lacks credibility.                                                                    

The difference between Scenario B and Scenario M lies entirely in the extent of       

second-round effects. Frustratingly, we will not have definitive evidence of changes in 

wage-setting in particular until next spring when the next big round of pay settlements 

occur in April. Given monetary policy only impacts the economy with a lag, we will be too 

late if we wait to have evidence to address second-round effects. We therefore must make 

a judgement now about whether to lean against second-round effects and how much. 

I think it is plausible that we get some form of Scenario M, with greater household and firm 

sensitivity to rising inflation requiring more decisive action to anchor expectations 

(Beaudry et al., 2026). I also put a relatively high weight on stabilising prices relative to 

output. This is partly because we have had successive negative supply shocks that have 

kept inflation above target in recent years. Furthermore, there is a benefit in acting sooner; 

the speed of the response is arguably just as important as its size when trying to ensure 

that expectations remain anchored (Bullard et al., 2026). Evidence also suggests that 

https://www.imf.org/en/publications/wp/issues/2026/05/14/the-central-banks-dilemma-look-through-supply-shocks-or-control-inflation-expectations-576118
https://www.sciencedirect.com/science/article/pii/S0304393225001424?dgcid=raven_sd_aip_email#sec3
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higher uncertainty about the trajectory of inflation may call for a more, not less, forceful 

response (Söderström, 2022). 

In my view, the risk of acting, even if inflation proves to be less persistent, is less severe 

than the risk of failing to act. Inflation has exceeded our target in 7 of the past 10 years. 

Should inflation remain above target now, there is a risk that households and firms come 

to see this as a ‘new normal’ and adjust their behaviour accordingly. This would ultimately 

require an even bigger monetary policy response to bring inflation sustainably to target. 

The old adage “a stitch in time saves nine” applies to monetary policy. 

Given this, I considered voting for a rate increase at our April meeting. Ultimately, I judged 

that I might have considered that a mistake if the conflict ended immediately; the tightening 

in the curve following the outbreak of the conflict could arguably have offset the          

second-round effects already set in motion. I believed it was worth waiting to learn more 

about the evolution of the shock, even if we wouldn’t learn much more about second-round 

effects. Of course, we cannot rely on the tightening of the curve to do our work for           

us – absent a hike in Bank Rate soon, the curve will likely fall.   

Needless to say, we have learned over the past six years how quickly conditions can shift 

– in weeks, days, or even hours. I think the case for hiking rates grows as the conflict 

wears on and believe a tightening in monetary policy over the next few weeks or months 

may be necessary.  
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