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Highlights 

 

Money Markets 

• Money markets remain under serious 

stress 

• 3 month LIBOR continues to track far 

ahead of Bank rate 

• Some financial institutions hoard 

cash and others are starved 

 

Mortgage Market 

• Lack of cash disconnects mortgage 

rates from base rates 

• Lenders deliberately price 

themselves out of the market 

• Mortgage approvals for purchase 

drop 40% 

• AMI calls for concerted action by 

authorities 

 

Inflation 

• Inflationary pressures limit MPC’s 

room for manoeuvre 

• But Bank of England is slow to use 

other measures to ease market 

problems 

• Economic growth set to slow sharply 

in 2008 and 2009 

 

CHART 1: 3 MONTH LIBOR VS. BASE 

RATES 
(BBA) 
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CHART 2: MORTGAGE APPROVALS 
(Bank of England) 
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CHART 3: CONSUMER PRICE INFLATION 
(National Statistics) 

 

 

 

 

 

 

 

ECONOMIC QUARTERLY BULLETIN 
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Economy 

 

The Bank of England cut interest rates in 

April to 5%.  But the MPC continues to 

proceed cautiously.  It must strike a 

balance between inflationary pressures 

arising from soaring food and energy 

prices and from a falling currency, and 

the risks that the economy (including the 

housing and mortgage markets) is 

slowing down too sharply.   

 

From a macroeconomic perspective, the 

Bank needs to stay focused on inflation; 

CPI is set to rise above the MPC’s target 

and possibly even breach the letter-

writing 3% barrier (CHART 3).  Just as it 

paid little attention to house prices when 

they were rising, given that general 

inflation was low, so too it is hard to 

argue it should cut rates purely to 

stimulate the housing market now that 

inflation is too high, and rising. To widen 

its brief beyond an inflation target will 

make its job impossible to do – just like 

archery, you can only aim at one target 

at a time.   

 

But the housing market does matter 

because it does affect confidence and as 

such is linked to consumer spending, 

particularly consumer durables (although 

economists disagree on the extent of the 

relationship).  And the strength of the 

wider economy matters, because while 

inflation may remain high, a slowing 

economy will cause inflation to slow 

down too, eventually.   

 

Most data has shown the economy 

cooling, but not heading for recession.  

The labour market has been strong 

(CHART 4), consumer spending has held 

up reasonably well and corporate 

investment has remained robust.   

 

CHART 4: UNEMPLOYMENT (1,000s) 
(National Statistics) 
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February retail sales surprised 

economists with their strength.  But the 

data is backward looking and doesn’t tell 

us much about where we are heading 

now.  Is the cooling enough to pull down 

inflation? GDP growth in 2008 is likely to 

be around 1.7% (much slower than 

2007’s 3%), (CHART 5) but weaker 

momentum will push 2009 slower still. 
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CHART 5: GDP GROWTH 
(National Statistics) 
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Confidence, as always, is key.  The slew 

of negative headlines on the housing 

market are likely to knock consumer 

confidence further, while anecdotal 

evidence on falling office demand in 

London suggests the City is bracing itself 

for headcount reductions and lower 

business volumes in financial services. 

Most survey data is weakening too.  The 

March Purchasing Managers Index shows 

service growth weakening and the credit 

conditions survey from the Bank of 

England shows a sharp reduction in 

institutions’ appetite to lend to 

consumers in particular, but also to 

corporates.   

 

At the time of our January report, the 

money markets had begun to show 

greater signs of normality.  Although 

securitisation markets remained closed 

and certain lenders were unable to 

access money market funding on 

competitive terms, LIBOR spreads over 

base rates were normalising.  Since then, 

spreads have widened sharply again and 

settled towards the end of Q1 around 

75bp over base rates (CHART 1). The 

Bank of England’s base rate cuts are 

therefore not filtering through the 

economy effectively.  We should expect 

more rate cuts to come, but, unless the 

economy nosedives, rate cuts will be 

much more gradual and much less deep 

than in the US (CHART 6).  

 

CHART 6: UK INTEREST RATES 
(National Statistics) 
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Housing Market  

CHART 7: HOUSE PRICES 
(Halifax) 
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Housing Market 

 

The housing market seems finally to 

have turned a corner and house prices 

are now drifting gently downwards 

(CHART 8). 

 

CHART 8: HOUSE PRICES 
(Halifax) 
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Activity levels in particular are down 

sharply.  The latest Land Registry figures 

for December showed housing 

transactions at 72,800 in December 

down from 122,294 in December 2006 

(CHART 9). 

 

CHART 9: HOUSING TRANSACTIONS 
(Land Registry) 
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The trend for the coming months is 

certain to show far fewer people moving 

home.  We discuss in more detail how 

conditions in the mortgage market are 

driving this slowdown in the next section.  

It is much more driven by the problems 

in the credit markets than by wider 

economic trends as we have seen in the 

past.  Low transaction numbers are bad 

news for the mortgage broking and 

estate agency industries which rely on 

high volumes of business, rather than 

high house prices, to earn their living.  

The increasing cost of moving has 

contributed to a medium term trend of 

shrinking housing transactions.  In 

particular, stamp duty is to blame.  The 

increased stamp duty and the failure to 

raise thresholds mean the Treasury 

collects 10 times as much stamp duty 

today as it did in 1997, with London and 

the South East bearing the biggest 

burden, according to an analysis by 

property website propertyfinder.com.  

Faced with this huge bill, people 

nowadays are incentivised to make fewer 

bigger jumps up the housing ladder than 

in the past.   

 

The short term, however, is dominated 

by the mortgage squeeze.  Trends in 
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The private rented sector remains 

dominated by the large scale investor, 

with 13% of landlords owning 100 

properties or more, representing around 

three-quarters of the private rented 

housing stock.  According to government 

research, 97% of properties are held by 

landlords who own five properties or 

more.   

A tail of amateur landlords who bought 

unwisely may seek to exit the market, 

and changes to the capital gains tax 

rules favouring shorter term buy-to-let 

investors may also encourage some to 

sell out, but more established landlords 

are in the industry for the long term, and 

are more likely to use house price 

weakness to grow their portfolios over 

the coming year. 

 

CHART 17: UK INVESTMENT PROPERTY 

PRICES 
(Paragon Mortgages) 

£110,000

£120,000

£130,000

£140,000

£150,000

£160,000

£170,000

£180,000

£190,000

£200,000

D
e
c
-0

4

M
a
r-
0
5

J
u
n
-0

5

S
e
p
-0

5

D
e
c
-0

5

M
a
r-
0
6

J
u
n
-0

6

S
e
p
-0

6

D
e
c
-0

6

M
a
r-
0
7

J
u
n
-0

7

S
e
p
-0

7

D
e
c
-0

7

M
a
r-
0
8

 

 

 

Equity Release 

Full year figures for the equity release 

industry came out in February.  These 

show further growth in equity release 

new business, a major rise in sales via 

intermediaries, and a sector that is well 

placed to prosper against the backcloth 

of the credit crunch affecting the 

mainstream mortgage market. The total 

value of new business written for full 

year 2007 reached £1,210.4 million, a 

5% increase on last year’s figure and the 

number of new policies sold rose 5.5% 

from 27,772 in 2006 to 29,293 in 2007.   

The industry should continue to grow 

steadily over the long term, driven by 

entrenched demographic trends.  

Equity release has wide appeal too. 

Figures from Home & Capital Equity 

Release demonstrated in 2007 how the 

industry responded to the disparate 

needs of a wide range of older 
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homeowners, with customers varying in 

age from 62 years at one end of the 

scale to 94 years at the other.   At the 

same time, a wide variety of different 

types of property was used for new home 

reversion plans, with values ranging from 

just £80,000 to £1.75 million. 

 

 

Sub-Prime 

Clearly the sub-prime market is where 

we will see the greatest slowdown.  

Around 10% of the stock of mortgage 

lending is sub-prime, but arguably this 

sector has made up a larger portion of 

the flow over the last couple of years and 

is making up a disproportionate amount 

of the business slowdown now.  Again, 

specialist lenders provide many of these 

mortgages and are more vulnerable to 

the squeeze on wholesale markets and 

have pulled back from the market.  

Meanwhile credit impaired borrowers are 

going to find it much tougher to 

refinance as the major lenders focus on 

the best quality customers.  We estimate 

around 300,000 sub-prime borrowers 

may need to remortgage this year (about 

a quarter of the total), and many of 

those may be stuck on their lender’s 

standard variable rates until conditions 

improve. 

 

 

 

 

Delinquency 

Arrears levels are rising, but are not out 

of control and remain at less than a third 

of the levels of the early 1990s.  At the 

end of last year, 0.62% of all mortgages 

were 3-6 months in arrears, up from 

0.49% in 2004 (CHART 18).   

 

 

CHART 18: MORTGAGE ARREARS 
(CML) 

0

0.2

0.4

0.6

0.8

1

1.2

1.4

1.6

1.8

2

1
9
9
4

1
9
9
5

1
9
9
6

1
9
9
7

1
9
9
8

1
9
9
9

2
0
0
0

2
0
0
1

2
0
0
2

2
0
0
3

2
0
0
4

2
0
0
5

2
0
0
6

2
0
0
7

2
0
0
8

%

% of mortgages 3-6 months in arrears (LHS)

 

 

This rise may accelerate this year, but 

has a long way to go to regain previous 

highs.  The increase in prevalence of 

fixed rate mortgages over the last 15 

years has given home owners much 

greater certainty over their mortgage 

payments and with the employment 

market in good shape, household 

incomes are able to cope.  Possessions 

are rising faster than arrears, however, 
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suggesting that those borrowers who are 

in arrears are more likely ultimately to 

lose their homes.  This may be because 

these borrowers represent a harder core 

of indebted households who also have a 

large amount of unsecured debts, second 

charge loans and credit card borrowings 

(CHART 19).  

 

 

CHART 19: UNSECURED LOAN 

DELINQUENCY 
(Bank of England) 
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When these finally overwhelm them, 

possession is the outcome.  Since equity 

levels in homes are generally high, many 

can give up their home, clear their debts, 

and most likely end up with some money 

in the bank. 

 

CHART 20: MORTGAGE POSSESSIONS 
(CML) 
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Possessions for 2007 rose to 27,000 from 

22,700 in 2006, according to the CML 

(CHART 20).  The CML forecasts that 

possessions are set to rise to 45,000 in 

2008, the highest level since 1996.  With 

over a million more outstanding loans 

than 10 years ago, the percentage 

ending up in possession is still much 

lower than before.  The Ministry of 

Justice possession order figures provide a 

forward indicator of the likely trend in 

actual possessions and suggest that 

repossessions will remain high through 

2009 too.  With borrowers finding it more 

difficult to refinance at competitive rates, 

especially those who are already more 

pressured borrowers, it is unlikely we will 

see a rapid return to the historic lows of 

2004. 
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