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Low and stable inflation has been characteristic of Britain since 1997 but in recent times, inflation leapt to 3% from 1.7% in March 2006.  At 3%, it had reached an 11 year high.
This prompted the Bank of England to raise rates (which is written about in an earlier blog) to 5.25%.  It usually takes about 2 years for the hike in interest rates to exert maximum impact upon prices.

Inflation is predicted by some to reach the target of 2% by 2009 but now this is uncertain, as inflation as measured by CPI (consumer price inflation) has reached 2.7% compared to previous expectations of 2.9%.

This has mainly been caused by falling household energy prices and petrol prices.  In 2006, gas prices rose by 32% and electricity by 22%.  However, the extent of how much prices will fall is hard to predict due to the slow response of retail gas prices to the wholesale market.
Despite falling inflation, the Bank of England is still hawkish due to what The Economist describes as Britain “relapsing into an inflationary psychology”.  It argues that this “would encourage workers to press for higher wages and firms to feel that they can push through price increases”.  So until this “inflationary psychology” is stoked, the Bank will still keep a tight hold on its monetary policy.

