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HIGHLIGHTS

Economy

* UK economy enters recession
* Expect unemployment to rise to 2.6m
* And inflation to fall

* Allowing room for sharp base rate cuts
to 2.5% by spring

Mortgage Market

* Interbank market continues to cause
disruption

* Base rate cuts not fully reflected in
LIBOR

* Mortgage lending falling further as
lenders rebuild balance sheets

* Net lending to stay depressed in 2009

Housing Market

* Transactions and prices fall as credit
crunch effects become real economy
effects

* Rental market strength as buyers defer
purchase

* As mortgage rates and house prices fall,
buying will begin to look very attractive

Chart 1:

QEEROIN0 S 01 2008 022008 2007 2008 e* 2009 e*
GDP 0.30% 0.20% 3.10% 1.00% 0%
CPI 2.40% 3.40% 2.30% 4.60% 2.10%
RPI 4% 4.40% 4.30% 4.50% 2.10%
Claimant unemployment 0.82% 0.83% 0.83% 0.98% 1.2T%
Base rates at end of period 5.25% 5% 5.75% 4.34% 3.49%

* average of independent forecasts

Source: HM Treasury October 2008
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ECONOMY

The UK shrank in the third quarter for the first
time since the early 1990s and by much more

than expected, 0.5%. [Chart 4]
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The fourth quarter is likely to show further
and sharper contraction meaning the economy
will officially be in recession, defined as two
guarters of negative growth, as the dramatic
global events of the early autumn have
knocked confidence from the high street to
the board room. Data on retail sales,
manufacturing and service sector confidence
all look gloomy as weakness spread across all

sectors.

Once again, we are reducing our expectations.
The latest consensus outlook for growth this
year is 1%, down from 1.5% in July. We think
this is far too optimistic. With the economy

now shrinking faster than we expected after a

lacklustre first half, we now believe GDP will
fall by 0.7% in 2008. For 2009, we expect the
economy to contract by 1.6% with the

weakness concentrated in the first half.

The huge disruption on the wholesale money
markets which has characterised the credit
crunch took a long time to hit the real
economy. The clearest effect was on the
housing market as mortgages dried up. The
shortage of credit was already affecting the
wider economy even before the banking
system teetered on the brink of collapse in
September, following the Lehman default.
The domino effect of the global banking crisis
will see growth across the globe drop sharply,
The £37bn

recapitalisation and part

further impacting on the UK.
government
nationalisation of the UK banks is necessary,
but not sufficient, to allow borrowing
between banks and by their corporate and
retail customers to begin again. Demand for
credit has now ebbed away, so the prospect of
improved supply is immaterial. And as the
banks de-gear their balance sheets, credit
supply cannot return to previous levels. A
sharp fall in interest rates is now a necessary

precondition to kick-starting the system.

Keynesian economics is back in fashion as the
government looks to higher public spending to

keep the economy going to compensate for



the rest of us pulling in our horns. This is a
sensible strategy for coping with a recession -
slashing spending merely exacerbates a
downturn and prolongs the pain - although
lower taxes would be a better route in our
view. Unfortunately, the Treasury neglected
Keynes’ demand that during the good times,
governments should run large surpluses both
to build up a war chest, and to stop the
economy overheating. The UK’s fiscal
position is in a shocking state as a result.
Borrowing hit £37.6billion in the first half of
the year while the economy was still just
about growing and is close to the Chancellor’s

plan of £43billion for the whole year.

Chart 5:
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Even without a Keynesian public spending
splurge, as the economy begins to shrink and
tax revenues plunge, borrowing will rise
sharply and is likely to be closer to £80billion
for the entire year, equivalent to over 5% of
the UK’s GDP. 2009 will not see any
improvement. This matters because it must

be paid back at some point meaning higher

taxes to come, and because high borrowing
means long term interest rates rise, raising
the cost of government financing and reducing

the value of UK assets. (Chart 5)

Unemployment has now returned with a
vengeance, with the claimant count rising at
its fastest rate since the recession of the early
1990s to 940,000, and the total number of
unemployed hitting 1.8m by the end of
August, up 164,000 since June, much worse
than expected. The unemployment rate hit

5.7%, up from 5.2% as recently as June.
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Unemployment Source: National Statistics

Jobs are being culled from all sectors of the
economy, although London and the South East
have been hit hardest as the finance sector
has so far borne the brunt of the economic
slowdown. Unemployment is a lagging

indicator of economic growth, so the poor



GDP performance for the third quarter and
likely weakness for the first half of 2009,
means we should expect unemployment to
keep rising for the next vyear. David
Blanchflower, a dovish member of the MPC,
warned unemployment will hit 2million by
Christmas. We expect it to worsen in 2009
reaching as much as 2.6million in a year’s

time, taking unemployment over 8%.

It is quite clear interest rates now need to be
cut aggressively to minimise the duration and
severity of the recession. Consumer price
inflation of 5.2% is certainly very high, but the
deflationary impact of a shrinking economy is

very powerful. (Chart 7)
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Prices tumble as retailers try to attract
shoppers, and manufacturers seek to maintain
their customer base. Employees, grateful to

keep their jobs, tone down their demands for

ever higher salaries. Commodity prices,
whose rampant growth over the last three
years arguably kicked off the inflationary
spiral in the first place, have now collapsed as
the speculative bubble has popped. Oil prices
are half their peak in July while metals and
food prices have dropped sharply as a
weakening global growth outlook indicates
depressed demand. The consensus for
inflation by the end of 2009 is just 2.1%, well
back in the MPC’s target range. It could fall
lower than this. Inflation is no longer a real
threat to the British economy and we expect
the MPC to build on the globally coordinated
emergency 50bp rate cut in October and act
to reduce official UK rates further, and
quickly. We expect to see base rates fall to
2.5% by the spring and possibly further
thereafter. The last time the UK had interest

rates this low was in 1951. (Chart 8)
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HOUSING MARKET

Chart
9:

UK House Prices

|Housc Prices £165,188

| Annual House Prig; Increase | -10.3%

-

Scotland
[AnoualChange | 778 ]
North East I

|_£123.019 |
[AnnualChange |  -8.6%]

Yorkshire & Humber [N
| House Prices | T140

| (190,639
[AnnualChange | -10.1%

East Midlands

South East

SOURCE: NATIONWIDE, Q3 2008 REGIONAL HOUSE PRICE QUARTER AVERAGES (SEASONALLY ADJUSTED)
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Buy-to-let yields Source: ARLA

The professionals look much better placed.
Portfolio landlords carry an across-the-board
LTV ratio of only 57.3%, according to ARLA’s

latest review.

Professional landlords tend to have their
mortgages linked to LIBOR, so as base rates
fall, and LIBOR begins to normalise, financing
costs are going to drop dramatically and
significantly increase profitability in the
sector. Falling prices and strong demand
means some are looking to buy. Four out of
ten of those surveyed expect to buy property
over the next twelve months and with an
average LTV of only 70% according to ARLA.
This is good news for mortgage brokers and
emphasises the importance of maintaining

close relationships with their key clients.

The government is keen to stimulate the

private rented sector, well understanding its

contribution to solving the housing supply
shortage. = The Rugg review published in
October proposes lighter taxation to stimulate
investment but also regulation, licensing
landlords to root out the rogues and
encourage the professionalisation of the
sector. This is mixed news for the amateurs,
but good news for the professionals. Industry

bodies have broadly welcomed the proposals.

Sub-prime

The compression of spreads for mortgages of

different  risk  profiles has reversed
dramatically.
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Sub-prime lending is far riskier than low LTV

lending and that must be reflected in pricing.
Similarly, high LTV lending should attract a

premium over prime borrowers. The Bank of
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England’s Chart shows spreads on prime
borrowing are only fractionally above their
recent levels, while those for riskier
borrowers have risen sharply. Arguably, they
have risen too far, but this is a direct effect
of the reduced appetite and ability of the
banks to lend. They can concentrate on the
safest and best customers and will only take

on riskier borrowers at enormous margins.

Naturally this has led to sharp reduction in
demand from this segment. Loans to
borrowers with an impaired credit history
represented 2.1% of new lending in Q2 2008
compared to 3.4% a year earlier according to
the FSA. This is likely to have shrunk further
since then. We do not expect sub-prime to
return to its previous levels and to remain a
much lower share of total lending in the

future.

Delinquency

The Bank of England estimates 3% of
borrowers are currently in negative equity and
a further 7% will see the value of their homes
fall below their mortgages if the housing
market falls another 10% to 15%. This
assumption looks rather modest, but the point
remains that negative equity only affects
those trying to sell or those trying to

remortgage. Most don’t need to sell and

those needing to remortgage may find
themselves forced to take their lender’s
standard variable rate until they have reduced
the LTV. With interest rates falling this need
not cause too much stress to borrowers, but it
does mean less business for mortgage brokers
who will find these borrowers untouchable by
other lenders until they are out of negative

equity.

At the end of the first half of 2008, 87,700
mortgages were 3-6 months in arrears
according to the CML. At 0.75% of all
outstanding mortgages, that is the highest
level since 2001, but was still well below the
1.8% in 1994. It is extremely hard to estimate
how high this number will go, but if the
recession is comparable to the early 1990s, it
is reasonable to expect arrears to double from
this level over the next eighteen months. As

unemployment rises, so will arrears.

Chart 18:
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study published in October, the FSA is

The Bank of England’s financial stability set to introduce regulation of this

report warned high-risk borrowers face a activity.
payment jump of around 2% from their
current mortgage deal when they come to

Chart 19:
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slow the growth and spare the public purse

the COSt Of pl’OViding the SOCiaI secu I’Ity Safety Properties taken into possession in period (RHS) Source: CML

net, but we still expect possessions to rise

markedly.

18,900 properties were taken into possession
in the first half. At 0.16% of outstanding
mortgages, this is the highest level since
1998, and is rising fast, up from a low of
0.03% four years ago. The CML expects
possessions to rise to about 45,000 in 2008,
well above last year’s 27,000 and 2009 now
looks much worse than we previously

expected.

With growing numbers of homeowners

PRODUCED BY WRIGLESWORTH

turning to sale and rentback schemes to RESEARCH ON BEHALFE OF AMI.

avoid repossession, the number of

providers has mushroomed, not all of WRIGLESWORTH

them scrupulous. Following an OFT
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