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The risks to the outlook for the UK economy are two-fold. Inflation remains persistently
persistent and the outlook for growth remains modest. As a monetary policymaker | face a
trade-off: leaning against upside inflation with tight(er) policy versus supporting economic
growth with loose(r) policy. In my most recent speech, | laid out the research that
supports my view that the upside inflation scenario from the May 2025 Monetary Policy
Report is playing out; and | argued that policy needed to remain restrictive for longer both
to squeeze out inflation persistence, but also to rein in expectations drift observed in the
data.” However, | also presented evidence of downside risks to GDP outcomes that
warranted further examination to evaluate the probability that those risks would
materialize.

So today, | would like to focus on the weakness in demand, zeroing in on consumption.
First, because consumption accounts for nearly two thirds of total GDP.2 Secondly, and
importantly, judgements on the trajectories for consumption and the saving ratio have
played a central role in the overall forecast on which | make monetary policy decisions.
Risks to these judgements warrant research attention.? In the following remarks, | will
outline some of this research using aggregate, and importantly, disaggregated data that
inform my outlook for consumption.

Where we start is sobering: aggregate real household consumption in the UK is far from its
pre-Covid trend, and the household saving ratio has risen to nearly 12% in recent
quarters.* By evaluating macro- and microdata and research | can evaluate the
underpinnings of this consumption weakness, and what this means for the outlook for
consumption growth over the monetary policy horizon and for the monetary policy stance.

Aggregate economic activity

In my last speech (Mann, 2025b), | introduced a new model produced by Bank staff using
a quantile MIDAS regression approach that incorporates different types of activity data to
quantify the likelihood of different GDP outcomes, to understand the distribution of risks

" See also Mann (2025a) for a discussion of risks around drifting inflation expectations.

2 Since 2000, on average, household final consumption expenditure (including non-profit institutions serving
households expenditure) has accounted for around 63% of total GDP, government spending for 20%, and
gross capital formation (investments) for 17% (ONS, 2025c).

3 Assessing the strength of consumption in the UK and risks around it is not a new topic for MPC members
and has been discussed in previous speeches. See, for example, Greene (2024).

4 See ONS (2025d) for the household saving ratio. The cash-based saving ratio is slightly lower (9.1% in Q2
2025), though the trajectory is similar (ONS, 2025a).
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around GDP growth (Mantoan and Verlander, 2025). Before turning to consumption, |
show an update of the model-based forecast of the entire distribution of future GDP
outcomes in Chart 1, which allows me to assess and quantify the downside risks to growth
that concern me. | show the updated GDP nowcast distribution for September in aqua.
Compared to earlier nowcasts this year, the distribution of possible GDP outcomes is
wider and flatter — indicating a significant degree of uncertainty about future GDP growth.

Chart 1: Distributions of GDP nowcasts from the Quantile MIDAS model
Density plots of GDP nowcasts

Probability distribution

December 2024

March 2025

September 2025

-0.2 0.0 0.2
QoQ GDP growth, %

Source: Mantoan and Verlander (2025).

Notes: Methodology using non-parametric distributions based on Mitchell et al. (2024). One-quarter-ahead
probability distributions for quarter-on-quarter GDP growth fitted from Quantile-MIDAS outputs to a
non-parametric distribution. Monthly labels refer to the nowcast of the respective quarter of the year that the
month falls in. For example, December 2024 represents quarter-on-quarter GDP growth for Q4 2024 based
on data until December 2024.

A significant mass of the distribution is in the left tail, and in negative growth territory. This
indicates that downside risks to demand growth have increased and could materialize to
varying degrees. Could this be driven by downside risks to consumption?

To understand if consumption is a source of GDP weakness, we need to understand what
drives it. | will therefore only focus on the consumption component of GDP. How much
households can spend, save, and borrow is influenced by current economic conditions
(including fiscal and monetary policy), their own financial situation (income, wealth,
including through housing, and borrowing), and their expectations of the future. These


https://www.bankofengland.co.uk/bank-overground/2025/beyond-point-estimates-quantifying-risk-around-the-near-term-uk-gdp-forecast
https://www.bankofengland.co.uk/bank-overground/2025/beyond-point-estimates-quantifying-risk-around-the-near-term-uk-gdp-forecast
https://onlinelibrary.wiley.com/doi/10.1002/jae.3049
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expectations can include their view of the macroeconomy, inflation, interest rates, and job
prospects.

How has consumption fared so far? As the left panel of Chart 2 shows, there was a clear
upward trend in nominal and real consumption between 2011 and 2019. Since the
pandemic and the energy shock caused by Russia’s invasion of Ukraine, even though
nominal spending has returned to its historical trend, real consumption has flatlined. What
explains this consumption gap — the persistent deviation of real consumption volumes from
trend growth?

Chart 2: Household nominal and real (disposable) income and consumption
relative to trend
Levels, 2019 Q4 = 100

2019 Q4 =100 2019 Q4 =100

Nominal consumption Nominal income

Real income

Source: ONS and Bank calculations.

Notes: Nominal household consumption is total household domestic expenditure excluding imputed rentals
and financial intermediation services indirectly measured (FISIM). Real consumption is the nominal
consumption measure deflated by the ONS cash basis household expenditure implied deflator. Nominal
household income includes labor income, property income, interest receipts, and government transfers.
Disposable income corresponds to nhominal income minus taxes (including National Insurance contributions),
interest payments on loans, and other transfers, and also corresponds to the ONS cash basis household
disposable income measure. Real disposable income is disposable income deflated by the ONS cash basis
household expenditure implied deflator. Dotted lines show a log-linear trend estimated over a 2011-2019
sample period. Latest data: Q2 2025.

A key question about the gap is that real incomes (shown in the gold line on the right panel
of Chart 2) — the most fundamental driver of consumption — have recently grown at rates
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similar to, or even slightly above the pre-Covid average again, albeit having shifted to a
below-trend growth path. However, the wedge between the rise in nominal incomes (in
pink) and real incomes (in gold) illustrates how much worse-off households are in real
terms following the recent inflationary episode. The picture becomes even starker when
looking at real disposable incomes (in purple), which have shifted even further below trend
than real incomes. Partly responsible for this are frozen tax brackets, which (particularly in
light of higher inflation) have dragged on households’ real disposable incomes, and
consequently, their ability to spend, but higher interest payable has contributed to the
downward shift in real incomes, too.° In fact, around 65% of the difference between real
incomes and real disposable incomes is accounted for by taxes and 13% by employee
national insurance contributions in Q2 2025.°

The UK’s consumption gap is an outlier relative to its closest international peers. Chart 3
shows that real consumption in the US and the euro area has returned to its trend growth
rate, albeit having recovered from a smaller Covid drop, and to a slightly shallower trend
than previously observed in the UK.

Chart 3: International comparison of nominal and real consumption
Levels, 2019 Q4 = 100

2019Q4 =100 UK
150
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Nominal consumption
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Real consumption
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Source: Bureau of Economic Analysis, Eurostat, ONS and Bank calculations, update of Chart 5 in Mann
(2024b).

5 In their Economic and fiscal outlook from March 2024, the Office for Budget Responsibility estimated
that by 2028-29, there would be 3.7 million more people brought into income tax, 2.7 million more brought
into the higher-rate band, and 600,000 more additional-rate taxpayers than if allowances and thresholds had
been indexed to CPI inflation, and the additional rate kept at £150,000. Higher inflation has increased the
difference between the frozen thresholds and the rates to which they would have risen without these
measures.

8 The remaining differences are accounted for by interest payments on loans and other transfers.


https://www.bankofengland.co.uk/speech/2024/september/catherine-l-mann-keynote-speech-at-the-central-bank-research-association
https://www.bankofengland.co.uk/speech/2024/september/catherine-l-mann-keynote-speech-at-the-central-bank-research-association
https://obr.uk/efo/economic-and-fiscal-outlook-march-2024/#chapter-4
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Notes: The measures of UK household consumption (nominal and real) displayed in the left panel of Chart

3 differ from the measures used in Chart 2. In this chart, nominal household consumption includes individual
consumption expenditure of households and non-profit institutions serving households, and real consumption
is obtained by deflating nominal consumption with the consumption deflator. The measures used here allow
us to make an international comparison for illustrative purposes, but with similar trends. Dotted lines show a
log-linear trend estimated over a 2011-2019 sample period. Latest data: Q2 2025.

Like other components of GDP and national accounts data, consumption data is revised
annually in the ONS’s Blue Book revision, with the latest revision published only last
month. The left panel of Chart 4 shows the consumption trajectory before the Blue Book
2025 revisions in aqua — this is the information that fed into my August monetary policy
decision. The revisions (in orange) not only change our picture on where consumption
growth is now — they also revise our understanding of the past. Revising national accounts
data, of course, is necessary and important, as more complete data are incorporated.
However, this creates uncertainty from the monetary policymaker’s point of view on both
past consumption and, consequently, our view of the future consumption path.

Chart 4: Real consumption growth across Blue Book vintages
Changes since 2019 Q4

Change since 2019Q4, percent Contrib. to revision since 2019Q4, pp
3 -

Consumption - previous vintage Statistical Investment

discrepancy and other

Consumption -
Blue Book 2025

Net trade (ex. vals)

23 24

Source: ONS and Bank calculations.

Notes: The measures of UK household consumption displayed in Chart 4 differ from the measures used in
Chart 2. In the left panel of Chart 4, real consumption is obtained by deflating nominal consumption (which
includes individual consumption expenditure of households and non-profit institutions serving households)
with the consumption deflator. This is to show the impact of data revisions and the consumption data used in
the MPC’s forecast. In the right panel of Chart 4, investment includes business investment and gross fixed
capital formation (GFCF), and statistical discrepancy and other includes stocks. Latest data: Q2 2025.
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The right panel of Chart 4 confirms that consumption is the main drag on otherwise
positive GDP revisions.

Consumption and the saving ratio are two sides of the same coin — revisions to
consumption also imply a revised understanding of households’ saving behavior in the
economy. The household saving ratio is a particular area where | feel we have been
making key judgement calls as part of the monetary policy decision-making process. Can
we assess the magnitude and implications of those calls?

Evaluating forecast errors of the saving ratio is challenging for various reasons. Annual
Blue Book revisions mean we cannot make time-consistent evaluations of our forecasting
ability beyond one year ahead. Once a new Blue Book comes out, we cannot evaluate the
performance of a forecast from one year before on this new, revised information because it
was not available to the forecaster at the time of the forecast.

Chart 5 therefore outlines our forecasts of the household saving ratio, split by Blue Book
iterations, so as to only compare forecasts that were based on the same understanding of
past outturns. On the left, | show the four forecasts following the Blue Book 2023 revisions.
Comparing the pink line to the evolution of the forecasts shows that we tended to
underestimate the saving ratio. On the right-hand side, | show the four forecasts following
the Blue Book 2024 revisions, which show a better track record.

Chart 5: Households’ saving ratios across Blue Book and forecast vintages
Percent

Percent Percent
_— 13

Aug 2024

Nov 2023 Nov 2024

Outturns Blue Book 2023 | Outturns Blue Book 2024

2022 2023 2024 2025 2026 2027 2022 2023 2024 2025 2026 2027 2028

Source: ONS and Bank calculations.

Notes: Solid lines show households’ saving ratio outturns and Blue Book revisions from 2023, 2024, and
2025. Dashed lines show saving ratios from the MPC'’s respective forecasts.
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This is not a true forecast evaluation. While | do control for Blue Book revisions, | omit
news to the profile from changes in the conditioning assumptions of the forecast, and thus
these charts are an incomplete exploration of true forecast errors. But, this is not my
intention. The point is: should households engage in more precautionary saving behavior
than projected, there would be a downside risk to consumption. This judgement call — this
risk — is one that | am paying particular attention to and looking for evidence to understand.
In other words, we have persistently projected the saving ratio to fall, but we are yet to see
this play out in a sustained way in the data outturns. That is why it is such a large
judgement call for me.

To summarize this section: at the aggregate level, downside risks to near-term GDP
growth have risen, but are more dispersed. Real consumption is weak, and recent Blue
Book revisions have revised down consumption growth over the past, potentially changing
our view on the outlook for future consumption as well. Volatility in the paths for the saving
ratio creates uncertainty about the risks to consumption. This highlights the importance of
looking at more disaggregated data to better understand the source of consumption
underperformance relative to its historical trend. For the purpose of this speech, | will focus
on exploring how (1) the recent inflationary episode, (2) the impact of higher interest rates,
and (3) uncertainty and volatility in prices have affected household consumption and may
explain consumption weakness, and hence this gap.

The recent inflation episode and the price level shift

How has the recent inflation episode affected household perceptions and experience of
inflation? Between the global financial crisis and the pandemic, prices rose by just under
our 2% target per year, on average. So, price level shifts and inflation were both modest.
Chart 6 shows that if that trajectory (in purple) had continued, prices would now be around
10% higher than at the end of 2019. But following the inflation surge in 2021-22, prices are
now 30% higher — a three-fold increase in the price level relative to their pre-Covid
trajectory. This means that UK households have experienced 12 years of inflation in a little
over 2 years. This importantly has contributed to the stark wedge between nominal and
real disposable incomes that | showed in the right panel of Chart 2.
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Chart 6: Consumer Price Index, with pre- and post-energy shock trends
Levels, 2019 Q4 = 100
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Source: ONS and Bank Calculations.

Notes: Dotted lines show a log-linear trend estimated over 2011-2019 (in purple) and 2023-2025 (in orange).
Latest data: August 2025.

Even as inflation has returned closer to our 2% target since its peak, we should remind
ourselves of the fact that the cumulative increase in the price level does not just “wash out”
of the consumer psyche when inflation returns to target.

First, the price level per se will not fall — and when households talk about the “cost of
living”, it is the jump in the price level that they often refer to, not necessarily the inflation
rate. In the latest Bank of England/Ipsos Inflation Attitudes Survey, when asking
respondents what was influencing their inflation expectations, 33% of respondents cited
past price changes ‘over the longer term’, double the share of respondents in 2019. This
suggests that not only do a significant share of households form their expectations of
future inflation in a backward-looking way, but an increasing share of respondents forms
their inflation expectations today based on how prices have evolved in comparison to an
earlier period some years ago, likely relative to the pre-Covid period | show in Chart 6.

Second, research shows that consumers who have experienced difficult economic times
learn from these episodes — they become more pessimistic about their personal finances
and continue to spend less for many more years.” Some areas of research have

7 Malmendier and Sheng Shen (2024) find that periods of high unemployment or recessions “scar”
consumers — they are more pessimistic about their expected financial situation and spend less for many
years after this experience.


https://www.aeaweb.org/articles?id=10.1257/mac.20210387
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highlighted the impact of pandemics on consumer behavior and find a higher desire to
save due to precautionary motives (Jorda et al., 2022). Others, using US data, suggest
that people’s personal inflation experiences are important for their expectations and
decision-making (Malmendier and Nagel, 2016), including the decisions of monetary
policymakers (Malmendier et al., 2021). Research, using a panel of countries including
the US and the euro area, finds that households are also more attentive to inflation in an
environment where inflation is already high (Weber et al., 2025).

In addition to different perceptions about the inflation rate versus the cumulative change in
the price level, households’ experience of inflation can differ based on the types of goods
and services they consume, which in turn can also influence their inflation expectations
and consumption decisions. The consumer price index, the measure we use for our 2%
inflation target, is constructed using a representative basket of goods and services that the
typical household in the UK consumes. As a representative index, it does not consider
heterogeneity across households.

When forming their inflation expectations, households might not consider CPI as their
reference index, and instead form expectations based on their own experienced inflation
rate.8 In Chart 7, | plot Household Cost Indices (HCIs), which show how different groups of
households — specifically across different deciles of the income distribution — have
experienced changes in prices over the past years, based on what they consume. HCls
weight goods and services consumed by specific household groups to construct their
experienced inflation rates, which differ based on the relative importance of specific items
in these households’ consumption baskets. The indices also include owner occupiers’
housing costs and the cost of interest payments on debt, such as mortgages.

8 Anesti et al. (2025) calculate experienced inflation rates across households.


https://direct.mit.edu/rest/article-abstract/104/1/166/98209/Longer-Run-Economic-Consequences-of-Pandemics?redirectedFrom=fulltext
https://academic.oup.com/qje/article/131/1/53/2461168
https://linkinghub.elsevier.com/retrieve/pii/S0304393220300490
https://onlinelibrary.wiley.com/doi/full/10.3982/ECTA22764
https://www.bankofengland.co.uk/working-paper/2025/food-prices-matter-most-sensitive-household-inflation-expectations
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Chart 7: Household Cost Indices across income deciles
Percentage point contributions from (non-)discretionary items to household costs

Percent 2nd decile Percent 5th decile Percent 9th decile
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Source: ONS and Bank calculations.

Notes: Chart shows Household Cost Indices since January 2022 for the 2n, 5, and 9t disposable income
decile. Non-discretionary items include food and non-alcoholic beverages, housing, water, electricity, gas
and fuels (COICOP codes 01 and 04), and discretionary items include all remaining COICOP categories of
expenditure at division level.

The first point | would like to make is that household costs (the aqua line) did not rise
equally across income deciles — they rose more at the lower end of the income distribution
over 2022-23 (left panel of Chart 7). This largely reflects the higher share of spending on
essentials (orange bars) relative to discretionary items (purple bars) compared to
higher-income households. It also implies that lower-income households had less scope to
cut spending compared to their higher-income counterparts, whose cost increases were
relatively more impacted by discretionary items.®

We can break down the costs of essential items into further subcategories to explore
specific drivers of consumers’ personal inflation rates. Chart 8 plots the same HCls,
splitting the essential (non-discretionary) category into individual components. Food and
non-alcoholic beverages (in orange) and energy prices (in gold) contributed to a majority of
the increase in low- and middle-income households’ cost of living throughout 2022 and

9 Survey results from the Bank of England/NMG Survey of Household Finances show that in response to
higher costs of living, households who have spent more have predominantly saved less to fund these extra
costs, while only a small share of respondents has increased borrowing (Herler and Tasker, 2022).


https://www.bankofengland.co.uk/bank-overground/2022/how-has-the-increase-in-the-cost-of-living-affected-uk-households
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2023.'° The impact of these two categories on households’ experienced inflation rates is
particularly relevant due to their salience in households’ expectation formation.

Anesti et al. (2025) show that households’ inflation perceptions and expectations are
particularly sensitive (and persistent) to their experienced food price-driven inflation,
indicating that these items have a lot of weight in households’ expectations and decisions.

Finally, housing costs were also an important contributor to households’ cost of living,
although to different extents. As Chart 8 shows, lower-income households were
particularly affected by higher rents (in blue), especially throughout 2024, while
households at the upper end of the income distribution were more affected by mortgage
interest payments (in pink). This reflects that low-income households are predominantly
renters, while a majority of high-income households either have a mortgage or own their
property outright. That affects the strength of the cash-flow channel of monetary policy
transmission through mortgage rates, which | discuss in more detail in my section on the
impact of monetary policy on consumption.

Chart 8: Household Cost Indices across income deciles
Percentage point contributions from (non-)discretionary items to household costs

Percent 2nd decile Percent 5th decile Percent 9th decile
4 — 14
HCI
12 12

Electricity
and gas

Food and Other housing
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Source: ONS and Bank calculations.

Notes: Chart shows Household Cost Indices since January 2022 for the 24, 5%, and 9t disposable income
decile. Discretionary items include all COICOP categories of expenditure except codes 01 and 04.

10 According to the May 2022 Monetary Policy Report, between April 2019 and March 2020 (prior to the
surge in energy prices), households in the bottom income decile spent around 10% of their total household
expenditure on energy, compared to around 6% in the highest income decile.


https://www.bankofengland.co.uk/working-paper/2025/food-prices-matter-most-sensitive-household-inflation-expectations
https://www.bankofengland.co.uk/monetary-policy-report/2022/may-2022
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To summarize this section: the large cumulative shift in the price level has affected
households’ real incomes and likely continues to affect consumer behavior even as the
inflation rate has moderated. Further, consumers do not just pay attention to CPI inflation,
but also to their experienced inflation rates, which differ in overall level and composition
across income deciles. For the next section, | will therefore use a combination of survey
evidence and estimated consumption elasticities to hypothesize on potential scarring
effects on consumers from this inflationary episode.

Has the series of adverse shocks scarred consumers?

To answer the question on whether the inflation shock since 2021 is a possible
explanation for the UK consumption gap, we can use empirical work to link the impacts of
past inflationary supply shocks to consumption volumes. Negative supply shocks, such as
a surge in energy prices, can generate scarring effects that may reinforce and prolong the
inflationary impact of supply disruptions (Fornaro and Wolf, 2023). The resulting drop in
wealth induced by these negative supply shocks (mainly through the fall in firm investment
that reduces the economy’s future productive capacity) depresses consumers’ demand,
and hysteresis may amplify and prolong the rise in inflation triggered by these shocks.

Chart 9 shows the impulse response functions of the consumer price index on the left, and
the associated real consumption responses on the right-hand side, split by goods and
services, to a supply-side shock normalized to increase the consumer price index by 1
percent at peak. Real goods consumption falls by more than 1.5% following the shock,
whereas real services consumption falls only by around a third of that, and not always
statistically significantly so. The effect on consumption remains negative throughout our
forecast horizon. So, consumer responses in terms of real consumption volumes could be
expected more in goods than in services. Goods consumption reflects around 50% of total
consumption.’!

" This excludes FISIM and imputed rentals in services consumption to better match CPI coverage.


https://www.sciencedirect.com/science/article/pii/S0304393223000417
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Chart 9: Impulse response functions to an inflationary supply shock
Consumer Price Index (LHS), real goods and services consumption (RHS)
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Source: ONS, Kanzig (2021) and Bank calculations.

Notes: The impulse response functions are derived from a structural VAR model estimated from 1997 to
2019. The solid line shows the median response, and shaded areas denote the 68% credibility intervals. The
impulse response functions are scaled to increase the consumer price index by 1 percent at peak. The
supply shock is proxied using a high frequency identified instrument by Kénzig (2021).

In addition to looking at the aggregate consumption response to an inflationary shock, we
can turn to evidence from household surveys to see how the different inflation experiences
| presented in Charts 7 and 8 earlier have influenced people’s consumption behavior. The
left panel of Chart 10 shows a snapshot of responses to a question about changes in
spending behavior across income quintiles in response to the increased cost of living,
taken at the peak of the cost-of-living crisis in Q3 2022, from the Bank of England/NMG
Survey of Household Finances. It shows that different experiences of the cost of certain
items and their relevance in households’ consumption baskets have shaped households’
consumption behavior during the inflationary period.


https://www.aeaweb.org/articles?id=10.1257/aer.20190964
https://www.aeaweb.org/articles?id=10.1257/aer.20190964
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Chart 10: Share of respondents changing expenditure in response to cost of
living (LHS) and inflation expectations (RHS)
Q3 2022 (LHS), 2018-2025 (RHS)

Percent of respondents Percent of respondents
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Source: Bank of England/NMG Survey of Household Finances, Bank of England/Ipsos Inflation Attitudes
Survey and Bank calculations.

Notes: The left chart shows the share of respondents in the Bank of England/NMG Survey of Household
Finances responding to how their total spending has changed due to the increase in the cost of living over
the past six months at the time of the survey. Asked to respondents who said that the cost of everything they
would normally buy has increased compared to six months ago. Survey conducted between 30 August and
17 September 2022. The right chart shows the share of respondents in the Bank of England/Ipsos Inflation
Attitudes Survey responding to which actions (if any) they are taking, or planning to take, in light of their
expectations of price changes over the next twelve months. Surveys conducted between February 2018 and
August 2025.

Lower-income households sought to limit the rise in their costs by reducing the quantity of
goods and services they bought or by substituting towards cheaper products to cut
spending in real terms (orange bars). This is consistent with findings in the literature, which
show that inflation inequality during the cost of living crisis was driven by systematically
higher price growth for lower-quality goods, which are disproportionately consumed by
lower-income households (Chen et al., 2025). On average, higher-income households
have continued to consume similar goods and services as before and have therefore spent
more overall (shown in the purple bars), indicating that they smoothed through the
cost-of-living shock (Herler and Tasker, 2022).

These results reflect consumer behavior at the height of the cost-of-living crisis. Have
these changes in consumption behavior persisted? Data from the Bank of England/Ipsos
Inflation Attitudes Survey suggests yes. The data, shown in the right-hand panel of


https://ifs.org.uk/publications/measuring-cost-living-inequality-during-inflation-surge
https://www.bankofengland.co.uk/bank-overground/2022/how-has-the-increase-in-the-cost-of-living-affected-uk-households
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Chart 10, shows the self-reported actions of survey respondents in light of their expected
price changes over the coming year. An increasing share of households wants to buy
better value goods and services (in purple), and more than half of respondents are still
cutting back spending and trying to save more (orange line), up from 30% in mid-2019.
This is consistent with the continued lack of strong real consumption growth observed in
Chart 2. The survey evidence suggests that households’ experiences during the inflation
surge have affected their consumption behavior even after inflation has moderated.

The large cumulative price level shift and scarring from it could continue to affect
consumption in the future. The survey evidence suggests that consumers have become
more sensitive to price changes overall, and adjust their consumption as a result. To test
this empirically, Brandt and Panjwani (2025) estimate consumers’ demand elasticities of
different goods and services. Chart 11 shows how demand elasticities of five expenditure
categories have evolved relative to 2019. As demand curves slope downwards, more
negative values represent more price-elastic demand, meaning that consumption
quantities adjust more to a given change in prices. The sensitivity to price changes for
most categories rose following the pandemic and energy shocks, indicating that demand
became more sensitive to price changes as consumer trends shifted. Even as the
inflationary effects of these shocks have attenuated, the price sensitivity has remained
elevated in more discretionary (restaurants and hotels), and more energy-intensive
(transport) sectors.

Chart 11: Demand elasticities of different consumption categories over time
Elasticity (LHS) and elasticity indexed to 2019 = -1 (RHS)

Elasticity Elasticity, index (2019 = -1)
0

Food and non-alc. beverages
Non-discretionary

Recreation and culture
Clothing and footwear

Restaurants and hotels

R ————
2017 2019 2021 2023 2025 2015 2017 2019 2021 2023 2025

Source: Brandt and Panjwani (2025).

Notes: The charts show weighted elasticities constructed from structural VARSs of prices and quantities at
granular consumption category level. The models are identified using sign restrictions and estimated on a
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rolling window basis. The price elasticity of demand within each consumption category is defined as the ratio
of the response of quantities to the response of prices to a supply shock on impact.

Finally, we know from CPI microdata that | have presented before that the share of prices
changing month-on-month rose over the high-inflationary period (Brandt et al., 2024).
Together with the evidence on higher price elasticities (and volatility, a topic | will return to
later), these patterns represent an incentive for consumers to postpone consumption.

Household responses to higher interest rates

As a monetary policymaker | acknowledge that higher interest rates have a role to play in
consumption weakness. Indeed, households are key to the monetary policy transmission
mechanism. As inflation rose significantly above our 2% target in 2021-22, monetary policy
had to respond aggressively to avoid inflation becoming embedded'? and to bring inflation
back to target sustainably in the medium term. But consumption would be affected directly,
too.

Raising real and nominal interest rates can reduce consumption through various channels
— (i) by making interest payments on debt, particularly mortgages, more expensive,
thereby dragging on disposable income and consumption (cash-flow channel), (ii) by
higher interest payments on deposits and loans, which makes saving more, and borrowing
less attractive (intertemporal substitution), (iii) by lowering aggregate demand in the
economy, which reduces the demand for labor and raises the likelihood of unemployment,
thereby dragging on wage growth, and (iv) wealth effects (such as lower house prices),
which households may look to replace by increasing their savings (Burr and Willems,
2024). In terms of explaining the consumption gap, this section will review research and
empirical evidence on a subset of these channels.

Empirical estimates of the impact on aggregate consumption

How much of the current consumption weakness is attributable to tight monetary policy
over the last few years? It is hard to exactly quantify this, especially in a time where
various shocks are affecting consumption. We can, however, analyze how monetary policy
has transmitted to aggregate consumption over the past, using local projections to
evaluate the strength and speed of transmission across different types of goods and
services. Analysis by Bank staff shows that a monetary policy shock that increases Bank
Rate by 100 basis points can reduce domestic expenditure by up to 2% at its peak impact,
and the effect persists over several years. The initial decline in consumption happens fairly

2 See Mann (2022a, 2022b, 2022c, 2022d, 2023a, 2023b and 2024a) for a discussion of appropriate
monetary policy strategy in a high inflation period.
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quickly, with a reduction in expenditure observable after around two quarters. Monetary
policy lags are therefore shorter than sometimes asserted.

When breaking down expenditure into goods and services, the analysis finds that goods
consumption falls by more than services in response to a monetary policy shock (see the
left panel of Chart 12). If we split goods consumption further into durables and non-
durables, we find that the difference is predominantly driven by durables, as the right panel
of Chart 12 shows. Durable goods are relatively expensive compared to non-durables,
which means that if consumers buy them when interest rates are higher, they either forego
higher returns on their savings, or face higher costs when purchasing them with credit.
This means that the opportunity cost of buying them is higher, and hence their
consumption is more sensitive to interest rates.

Chart 12: Impulse response functions of consumption to a contractionary
monetary policy shock

Real goods and services consumption (LHS), real durable and non-durable goods
consumption (RHS)

Percent Percent
1

0.5

0%

Goods consumption

4 8 4 8
Quarters following shock Quarters following shock

Source: ONS and Bank calculations.

Notes: The impulse response functions are derived from a local projection model estimated over the period
1997-2019. The solid lines represent the median responses, while the shaded areas indicate 68%
confidence intervals. The responses are scaled to reflect a 1 percentage point monetary policy shock to the
target factor, identified using Braun et al.'s (2025) high-frequency shock series.

Goods consumption represents around 50% of total consumption. Within goods
consumption, durables are under 10% of total consumption, and non-durables 22%. So,


https://www.sciencedirect.com/science/article/pii/S0304393224000989
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on balance, while the impact of monetary policy on durables consumption is notable, this
effect is not particularly significant in explaining the overall consumption gap.

In addition to influencing realized aggregate consumption, monetary policy also influences
households’ expectations (for instance of inflation, interest rates, or the state of the
economy). When households are forward-looking, monetary policy can affect their
consumption decisions much sooner than the results | showed in Chart 12 suggest.

| have previously highlighted the importance of new types of data and methodologies to
inform my decision-making. To show an example of that, using high-frequency card-level
spending data from the UK and Google search data, Brandt et al. (2025) find that in
response to a monetary policy shock that increases the one-year gilt yield by 100 basis
points, aggregate consumer spending declines by nearly 0.4% within a few days of the
shock, shown in Chart 13. This consumption response is predominantly driven by a
decline in discretionary spending, which | highlighted earlier as an important margin of
adjustment for higher-income households, who account for a large proportion of aggregate
consumption in the economy."® Their findings also show that web searches for terms
related to unemployment rise contemporaneously, indicating that this result is driven by a
deterioration of expectations about households’ economic prospects. Unemployment risk
is a key driver of precautionary saving, too."

3 In the ONS’s latest family expenditure data from the financial year ending 2024 (based on data from the
Living Costs and Food Survey), the top half of the disposable income distribution accounted for
approximately 66% of total expenditure, and the top 20% for around 33%, respectively. Compared to the
financial year ending 2020, 68% of total expenditure was accounted for by the top half of the disposable
income distribution, and 35% by the top 20% (ONS, 2025b).

14 See for instance Benito (2006) and Bonciani and Oh (2021) for UK evidence.
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Chart 13: Impulse response functions to a contractionary monetary policy shock
Consumption response (LHS), unemployment web search response (RHS)

Percent Real total spending Index Unemployment web searches
- 50

40

Source: Brandt et al. (2025).

Notes: The impulse response functions show the reaction of endogenous variables to a monetary policy
shock which increases short-term interest rates by 1 percentage point. They are derived from a Bayesian
proxy-SVAR in daily frequency identified by the path factor of Braun et al. (2025). Shaded areas show 68%
and 95% credibility bands. The model includes real spending on credit and debit cards in the UK, the first
principal component of Google searches related to unemployment, online vacancies postings, one-year gilt
yields, corporate bond spreads, and a measure of consumer prices.

This impact is driven via households’ knee-jerk behavioral response rather than the direct
monetary policy transmission channels outlined above. But, this could still matter to
explain consumption weakness through expectations. Buda et al. (2023) corroborate
these findings using data from Spain, observing a substantial decline in consumption five
days following a monetary policy shock. When aggregating the daily data to quarterly
frequency, these effects disappear. Quarterly data could mask important dynamics which
are captured by higher-frequency data, including a fast response of households via
changes in their expectations. Further work needs to be done to better understand this
high frequency, behavioral channel of monetary policy.

Evidence on the cash-flow channel

Let me now turn to the effect of rising interest rates across different groups of households.
As | discussed earlier, with around a third of UK households holding a mortgage, the
monetary policy effects on mortgage interest rates represent a large part of monetary
policy transmission to consumption. Bank staff estimate that the net interest rate channel
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(which includes the cash-flow and intertemporal substitution channels) accounts for around
one third of the transmission of higher interest rates to household consumption.

Taking a look at this channel more closely, using transaction-level data combined with
administrative data on residential mortgages, Bracke et al. (2024) analyze how
households’ consumption patterns depend on the flexibility of their mortgage. The authors
compare households whose fixed rate mortgage expired during the tightening cycle to
households whose fixed rate ended prior to December 2021 to identify the effect of higher
mortgage rates on households’ consumption behavior.

Chart 14 plots the total monthly spending split by households who modified their mortgage
when refinancing (in purple) and those that did not (in orange). A majority of observed
households (around 70%) refinanced without modifying their mortgage and reduced
non-housing spending persistently by around 3% following the refinancing event. By
contrast, nearly one third of observed households used mortgage flexibility — such as
borrowing against the value of their property (home equity extraction) or extending their
mortgage term — to temporarily raise their non-housing expenditure by around 5% in the
month of refinancing and to reduce their unsecured debts. The authors also observe a
decline in aggregate non-housing spending by 2.5% across all households who refinanced
during the tightening cycle, but the effect is short-lived. While the overall effect of higher
mortgages rates is to lower consumption, households who modify their terms in fact
consume more. These households could also be in higher-income deciles.

Chart 14: Heterogeneous consumption responses at mortgage refinancing
Percentage change in total non-housing spending in months around refinancing

Percent

Months before/after refinancing event

Source: Bracke et al. (2024)


https://www.bankofengland.co.uk/working-paper/2024/when-refinancing-meets-monetary-tightening
https://www.bankofengland.co.uk/working-paper/2024/when-refinancing-meets-monetary-tightening

Bank of England Page 22

Notes: Authors use a difference-in-differences model with heterogeneous treatment and two-way fixed
effects estimated over January 2021 and December 2023. Monthly dummies capture the months
pre-/post-refinancing event interacted with a treatment indicator indicating whether a household refinanced
during the tightening cycle. Changes in non-housing spending are indexed to the month prior to the
refinancing event. Shaded areas represent 95% confidence bands.

Let me put these results into the context of current mortgage rates. While quoted rates on
new mortgages have fallen since the MPC began cutting interest rates in August 2024, the
effective rate on the stock of mortgages has not fallen yet.' The higher share of fixed-rate
mortgages compared to pre-financial crisis means the transmission of changes in
mortgage rates to consumption via the cash-flow channel is slower. This means that the
cash-flow channel is still weighing on consumption and is therefore an important
explanation for consumption not having returned to its pre-Covid trend.

More generally, borrowers tend to adjust their consumption expenditure by more than
savers, who are less likely to spend gains in interest income (Panigrahi et al., 2018). As a
consequence of that, higher interest rates redistribute income from borrowers to savers,
and reduce aggregate consumption (Auclert, 2019; Floden et al., 2021). This leads me to
the next channel through which monetary policy drags on spending.

Evidence on the intertemporal substitution channel

By offering better returns on savings and raising the cost of borrowing, higher interest
rates increase the opportunity cost of spending and encourage households to save more
and borrow less. This affects the timing of consumption via so-called ‘intertemporal
substitution’, which tends to be stronger among higher-income households, who have
more capacity to maintain their level of spending by saving less from their monthly income.
The literature finds this channel to be relatively small in the UK (Havranek et al., 2015;
Best et al., 2020). Moreover, recent survey evidence suggests that the impact of higher
interest rates as a reason for saving more may have passed its peak, as Chart 15 shows
(comparing the latest survey in green, to the peak in orange/purple).

15 See the effective interest rate statistics on our website.
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Chart 15: Share of survey respondents saving more than usual due to higher
interest rates
Percent of respondents

Percent of respondents
60

September
2024

8
Income quintile

Source: Bank of England/NMG Survey of Household Finances and Bank calculations.

Notes: Chart shows share of respondents who have reported that they had saved more than usual over the
last 12 months due to higher interest rates on savings. Excludes households that responded “Don’t know” or
“Prefer not to state”. Survey data from March 2023 to March 2025.

| showed earlier that the consumption-savings assumption has underestimated the saving
ratio in the context of the MPC’s forecast. Going forward, Bank Rate cuts might make
deposit saving less attractive — and there is qualitative evidence from the Bank of
England/NMG Survey of Household Finances in this regard. But households rebuilding
savings as a precautionary buffer against emergencies, particularly in light of higher
uncertainty and volatility, has become one of the dominant reasons for saving more in
recent survey waves.

Impact of uncertainty on consumption

So far, | have discussed the impact of the inflationary episode and the resulting rapid rise
in the price level yielding lasting changes in consumer behavior, and monetary policy
through various channels as possible explanations for the consumption gap.

As highlighted in my speech about the Great Moderation, these shocks have also
contributed to a more volatile and uncertain economic environment, which makes it more
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difficult for economic agents to make financial decisions. Alongside weaker consumer
confidence, heightened uncertainty can encourage households to become more
precautionary and build higher saving buffers, which drags on consumption. Research
shows that higher macroeconomic uncertainty, in particular uncertainty about future GDP
growth, leads households to persistently reduce their overall spending, including on
durable goods (Coibion et al., 2024).

Chart 16 shows empirical evidence that certain shocks increase both the first and second
moments, i.e. the level and volatility, of prices. Specifically, | show the impulse response
functions of the consumer price index (in aqua) and its volatility (in orange) in response to
the same inflationary supply shock | showed in Chart 9. This evidence suggests that
inflation volatility rises and remains elevated for around four quarters following the initial
shock.

Chart 16: Impulse response functions to an inflationary supply shock
Consumer Price Index and inflation volatility
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Source: ONS, Kanzig (2021) and Bank calculations.

Notes: The impulse response functions are derived from a structural VAR model estimated from 1997 to
2019. The solid line shows the median response, and shaded areas denote the 68% credibility intervals. The
impulse response functions are scaled to increase the consumer price index by 1 percentage point at peak.
The supply shock is proxied using a high frequency identified instrument by Kénzig (2021). Volatility is
measured as the standard deviation of the inflation rate across the past 4 quarters.

Why does increased inflation volatility matter? Fischer et al. (2025) use a UK household
survey to implement a randomized controlled trial with information about inflation forecasts
to study the effects of changes in households’ uncertainty about future inflation on their
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consumption and savings behavior. Their findings show that households who are more
uncertain about future inflation become more uncertain about their future incomes

(see left panel in Chart 17), and reduce their income expectations. The information about
inflation uncertainty also lowers respondents’ expected consumption by around 2.6
percent. The results suggest the presence of a precautionary saving channel — households
want to insure themselves against volatility in their purchasing power by building a savings
buffer.

Importantly, however, the authors show that the effect on expected spending is driven by
households with high incomes and liquid assets, which underlines the fact that these
households can adjust their spending relatively more to the uncertainty about (or volatility
in) their purchasing power. As the top half of the disposable income distribution accounted
for two-thirds of total household expenditure in the latest data (ONS, 2025b), their
consumption share is particularly important for aggregate consumption and possibly the
weakness thereof.

Chart 17: Uncertainty about inflation causes lower expected spending
Households’ inflation and income uncertainty, and expected income and spending

Income uncertainty, percent

10 ) 10
Inflation uncertainty, percent Inflation uncertainty, percent

Source: Fischer et al. (2025).

Notes: Binned scatterplot in the left-hand panel shows households’ posterior uncertainty about inflation and
their uncertainty about their expected income. Binned scatterplot in the right-hand panel shows households’
posterior uncertainty about inflation and their expected annual household income (in aqua), and their
expected annual spending (in orange), both adjusted for household size. Dotted lines show quadratic fitted
trendlines.
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My outlook for consumption and monetary policy strategy

The main purpose of this speech is to share the disaggregated data and research that
helps to explain the consumption gap, which provides a key perspective on downside risks
to consumption growth, and by extension, economic activity. This assessment of risks to
consumption is set against a background of persistently high inflation, and drifting
household inflation expectations. Neither are target-consistent.

If the consumption gap was my only concern, reducing the restrictiveness of monetary
policy would be appropriate. However, in light of elevated inflation and expectations,
maintaining restrictiveness for longer would be appropriate. In determining the balance
between the downside risks to consumption and the clear upside evidence on inflation, the
key issue is whether high inflation itself plays a role in the consumption gap.

In my introduction, | justified my focus on consumption and savings by arguing that | have
had to make important judgement calls regarding their trajectories in the outlook. Over the
past few years, real incomes rose, as did real disposable incomes, albeit by less. These
should have supported stronger consumption growth, and a saving ratio closer to the
pre-Covid trend. Instead, however, a gap between real incomes and consumption has
opened up and widened, and the saving ratio has not fallen back to trend.

In the most recent forecast, the assumption of a declining saving ratio to support more
consumption again plays a key role (along with the assumption of modest improvements in
productivity growth). It is challenging to measure the saving ratio and

consumption — particularly as our understanding of the past gets revised, and the data are
published with a lag. To improve my judgements on the future path of consumption (and
savings) | have turned to forward-looking survey-based data, analysis of disaggregated
historical data, and a wide range of research.

| summarize the survey data and research analysis on the consumption gap in two
themes: (1) inflation and consumer scarring, and (2) channels of monetary policy and
consumption.

For the first theme, inflation and consumer scarring, the research shows that the rapid
increase in the price level has scarred consumers, even as inflation has moderated and
real income growth resumed. The legacy of the inflation surge and price attentiveness
continue to weigh on consumption and saving decisions, with a higher saving ratio via
precautionary motives being one explanation for the consumption gap. Further, high
inflation is associated with more volatile inflation, which makes consumption-savings
decisions by households more difficult. The research shows that households who are more
uncertain about future inflation become more uncertain about their future incomes, which



Bank of England Page 27

reduces their expected consumption. This behavior is more pronounced for those with
higher incomes and greater scope for reducing discretionary spending.

In sum, high inflation itself is behind scarring, income uncertainty, and weak consumption
growth. Therefore, monetary policy needs to continue to focus on reducing inflation to
achieve the environment of price stability. Then, households can return to their normal
consumption-savings behavior which is conducive to stronger consumer demand.

The second theme — monetary policy and consumption — argues that restrictive monetary
policy to date has reduced consumption, especially for mortgage holders who did not
change their terms upon refinancing, and for savers taking advantage of higher rates on
their deposits. If the monetary policy response was the key source of the consumption
gap, then it would be appropriate to dial back the restrictiveness of monetary policy. But,
monetary policy has indeed loosened, and staff estimate its impact on consumption to
have peaked. Importantly, despite the role of monetary policy in sluggish consumption
growth, inflation and inflation volatility and heightened savings have persisted.

In considering these themes to explain the consumption gap, the role for high and volatile
inflation to scar consumers, raise savings, and lower consumption growth dominates and
continues to be in the empirical evidence, which calls into question the assumption in the
forecast that the saving ratio will fall.

It is perhaps counterintuitive that in order to create an environment conducive to growth,
monetary policy must remain restrictive for longer. But this is necessary to bring inflation
sustainably back to our 2% target in the medium term. My former boss Alan Greenspan (I
started my career at the Federal Reserve Board) said it succinctly: "We will be at price
stability when households and businesses need not factor expectations of changes in the
average level of prices into their decisions.” The evidence from consumer behavior is that
we are not there yet.
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