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Highlights
Money Markets
* Money markets still volatile with record
early 0.75% Fed rate cut
* Coordinated central bank action and rate
cut spur confidence
* Credit supply now much more restricted

and securitisation markets are closed

Inflation

* Inflation close to target but is likely to
be volatile

* MPC must balance inflationary pressures
from weaker pound and higher food and
fuel with deflationary effect of slower
economy

* Interest rates nevertheless set to fall

further

Mortgage Market

* Housing market is slowing down

* Lower transactions are more likely than
sharply lower house prices

* Mortgage approvals for purchase will
follow suit (21% in December)

* Remortgaging will hold up better, even if
borrowers do not seek to withdraw
equity from their homes to the same
degree.

rates will  boost

* Falling interest

confidence in the second half of the year

ECONOMIC QUARTERLY BULLETIN
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Mortgage Intermediaries

CHART 1: 3 MONTH LIBOR VS. BASE RATES
(BBA)
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CHART 2: CONSUMER PRICE INFLATION

(National Statistics)
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CHART 3: MORTGAGE APPROVALS
(Bank of England)
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UK Economy Overview and Outlook

The mortgage industry keeps a watchful eye on
money markets all the time, but they rarely
make it on to the front pages of the national
press. As a means of managing liquidity in the
banking system they function quietly and
efficiently in the background while the Bank of
England tinkers with them daily to keep the
wheels turning.

Mervyn King, the Bank’s governor, is laudably
principled in his approach to monetary policy in
order to avoid the so-called moral hazard, the
expectation that the central bank will always
ride to the

rescue and which encourages

excessive risk taking. Organisations must
suffer the consequences of bad management
decisions in order to allow markets to price risk
properly. But when the functioning of the
entire financial system is in jeopardy, the cost
of not acting outweighs the ill-effects of the
moral hazard. Arguably, the Bank of England
stuck to its principles too long. Only the
provision of massive liquidity in December in
return for much relaxed criteria for collateral,
combined with the first in a likely series of rate
cuts finally began to bring 3 month LIBOR
spreads back down, offering the first prospect
interbank

of more normal functioning for

lending, if not business as usual. From an eye-
watering 1.15% premium over 5.75% base
rate, LIBOR has now fallen to just 0.09%
points above the new 5.5% level, implying a
market expectation of falling base rates and

markedly less fear among institutions about

transacting with each other [Chart 1].

While the financial system may finally be settling
down, the outlook for the real economy has
deteriorated. The credit cycle is well and truly
on a downward phase. Despite much calmer
wholesale money market conditions, access to
borrowing is far more restricted than it was as
lenders have reduced their willingness to provide
credit, and demand for loans is also down, both
from consumers and corporates. The retail
boom has cooled sharply and fortunes on the
high street between the winners and losers are
diverging. With higher energy and higher food
prices sapping disposable incomes, it is hard to
imagine consumers providing much impetus to
the economy, particularly as they turn their
attention to rebuilding savings.

The housing market is cooling rapidly and the
main indices are registering falling prices in
many regions. Mortgage approvals are also
falling as demand to remortgage and to move
home is lower and supply of loans is restricted
[Chart 3]. Loan delinquency is on the rise.
Exporters look set for a better time. A
shockingly wide current account deficit (close to
6% of GDP) combined with falling interest rates
is almost certain to push sterling lower, even
after the currency’s rapid decline from November
taking it to a record low against the euro [Chart
4]. This should improve the competitiveness of
British products and services abroad, but it will
take several months for exporters to take up the

reins of growth from domestic demand.
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UK Economy Overview (cont)

CHART 4: EURO TO STERLING EXCHANGE RATE
(Bank of England)
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On inflation the UK looks rather better placed
than its competitors. With CPl just above
target 2.1% [Chart 2], the Bank of England
does have room for manoeuvre, even with the
price pressures from commodities. Weaker
consumer demand will make it much harder for
retailers to push through price increases.
Marks & Spencer suffered 2% like for like falls
in revenues, despite solid growth in volumes of
goods sold — price cutting is the reason why.
Many other retailers are in the same boat. On
the negative side, the sharply weaker pound is
already putting up import prices leading to
pressure at the factory gate. Producer price
inflation in December reached a 16 year high
at 0.5%. Producers will try, if they can, to

recoup higher input costs from their
customers, but they may not be able to pass
on the full costs, so margins across the
distribution chain are likely to feel pressure
too.

The employment market remains a bright spot.
Unemployment fell 0.1% to 5.3% [Chart 5] in

the fourth quarter while wage growth came in

stronger than expected, at 3.6% excluding

bonuses [Chart 6].

CHART 5: UNEMPLOYMENT (1,000s)

(National Statistics)
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CHART 6: WAGE GROWTH
(National Statistics)
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To some extent, this reflects the fact that firms
have not yet begun to adjust their headcounts
to tighter times, but nevertheless is very
encouraging for the mortgage industry and
housing market. Although it makes it
marginally more difficult for the Bank of
England to cut rates, strong employment and
solid wage growth will underpin families’
mortgage budgets, thereby sparing many debt
problems and missed payments. It also should

keep a lid on fears of recession.



UK Economy Overview (cont)

So while 2007 will have ended the year with
GDP growth of 3% [Chart 7], 2008 will be
cooler, with the economy likely to be less than
2% larger a year from now. Most economists
believe we can avoid an outright recession,
although the uncertainties are rather greater
than usual so a quarter of negative growth
cannot be ruled out; the economic effects of
shocks to the banking system are often
underestimated.

CHART 7: GDP GROWTH

(National Statistics)
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The decision in January to hold rates at 5.5%
[Chart 8] was not a surprise (vote:8-1), but it
was a disappointment. The mortgage and
housing market need a cut, but the effective
inflationary effect from a lower currency is
complicating the picture. A rate cut will come
in February, but we believe the Bank could
have acted early to buy some insurance
against the slowdown. Interest rates could end

2008 at 5.00%o.

CHART 8: UK INTEREST RATES

(National Statistics)
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Housing Market

CHART 9: HOUSE PRICES

(Halifax)
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Housing Market

In the fourth quarter, Halifax reported house
prices 0.8% lower than the third quarter,
equivalent to an annual decline of 3.2% [Chart
10].

CHART 10: HOUSE PRICES
(Halifax)
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Nationwide by contrast reported a quarterly
rise of 1%, equivalent to 4.1% annual growth.
Other indices differed again. Despite this
variability, there is no doubt, that through the
fourth quarter and into the new year, market
conditions continue to cool. Even if prices do
fall for the whole year, they will not do so in
every month, so we should expect mixed
signals to continue from the various market
watchers.

Nevertheless, in the absence of forced sellers,
there is little impetus for prices to fall rapidly.
Rising mortgage delinquency will push a few
homeowners onto the housing market, but we
need to see a large rise in unemployment
combined with rising mortgage costs to turn a
trickle into a flood. W.ith interest rates falling
now, pressure on mortgage borrowers should
start to ease, as long as lenders follow the

Bank of England’s moves. Most likely we will

see a stand off between sellers unwilling to
cut prices and buyers wary of paying up for
property in an uncertain climate. That means

falling transaction numbers. The Land

Registry lower transactions in

Q3 2007 compared to Q3 2006 and this trend

reported

is likely to continue [Chart 11].

CHART 11: HOUSING TRANSACTIONS
(Land Registry)
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RICS reported in December a reduction in
buyer numbers and a fall in the sales/stock
ratio as fewer sellers put their homes on the
market. Both of these are consistent with a
slowing pattern. This is not particularly good
news for the estate agency and mortgage
industries which rely more on brisk turnover
than on rising prices for profitability. But this
should all be kept in perspective. The market
is likely to look brighter in the second half as
the effect of interest rate cuts feeds through
to higher confidence and as the disruption
from the money market squeeze and
introduction of HIPS diminishes. The average
house price change predicted by the main

commentators for 2008 is -0.3%b.



Housing Market (cont)

TABLE 12: HOUSING MARKET FORECASTS
2008 GROWTH

Housing Market Forecasts
Hometrack 1.0%
propertyfinder.com 0-2.5%
Halifax 0.0%
Nationwide 0.0%
Capital Economics -5.0%
CML 1.0%
Average -0.3%

Mortgage Market

Despite the turmoil in the markets, the
mortgage market has not closed for business,
although it has cooled. The value of the UK’s
secured lending balances grew £7.8bn in
November, below the six month average
monthly growth of £8.8bn. £11.4bn was lent
in November for house purchases, down from

the six monthly £15.5bn average [Chart 13].

CHART 13: NET MORTGAGE ADVANCES (£M)
(CML)
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In line with this, the number of approvals
for house purchase dropped to 83,000 on a
seasonally adjusted basis, the Ilowest
number since the housing market’'s 2004/5
slowdown [Chart 14]. The 2005 slowdown
also followed a series of Bank of England
base rate hikes and quickly recovered
following the subsequent (single) cut, so we
should not be surprised to see these effects.
This time the slowdown is likely to last a bit

longer and purchase approvals are likely to

fall below the 2004 trough.

CHART 14: MORTGAGE APPROVALS
(Bank of England)
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Early indications from Connells Survey &
Valuation suggest that December, on a
seasonally adjusted basis, was weaker than
November, but it is difficult to separate
market trends from the disruption that HIPs
certainly caused in the month when they
were extended to all properties. Even a
couple of days’ less activity is enough to

push the comparables down by up to 10%.



Mortgage Market (Cont)

While demand from new buyers is likely to
be lower until confidence can be
reestablished, remortgaging still looks
relatively healthy. November saw both
the number of loans and the value
borrowed rise compared to October,
although there is likely to be reduced
demand for housing equity withdrawal
homeowners’

In Q3,

when remortgaging as
appetite for debt diminishes.
£10.5bn equity was withdrawn, up from
£10bn in Q2, but down from £11.8bn in
the same period last year. A large wave
of borrowers still need to refinance their
deals this year, so business should be
fairly brisk for the industry.

Variable rate mortgages are coming back
into fashion as borrowers anticipate falling
base rates. They have so far been
disappointed by the failure of lenders to
pass on the full extent of the last base
rate cut in their variable rates and the
cheapest fixed rates have actually risen
slightly since our last report, despite lower

swap rates [Chart 15].

CHART 15: YIELD CURVE
(Bank of England)
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Added to that, arrangement fees are much
higher. Fees of up to £1,500 for a two year
fix are now commonplace, equivalent to 0.5%
on the loan rate for a £150,000 mortgage,
much more if the amount borrowed is lower.
After years of cut-throat competition, lenders
are intent on rebuilding their margins and
some, including HBOS, have signalled an
intention to target a lower market share as
part of this exercise. Supply of credit is
shrinking. Some lenders particularly in the
specialist lending sector have had to curtail
their operations because there is no demand

for securitised mortgaged assets at present.
Indeed, on current trends, there will be a
£30bn shortfall in mortgage funding this year
as retail deposits fail to match demand for
borrowing. Despite the sharply higher
arrangement fees, proc fees also under
pressure, as lenders are squeezing the
brokers too. The high cost of arrangement

fees is likely to encourage borrowers to take



Mortgage Market (Cont)

longer dated deals, reducing remortgaging
activity in the industry over the next two
years. Many mortgage products have simply
disappeared, while trackers are much harder to
LIBOR’s

explain to consumers now that

relationship with base rates is so much weaker.

Buy-to-Let

Demand from landlords appears to be holding
up well, so much so that buy-to-let mortgages
passed the 10% hurdle as a proportion of all
outstanding mortgages for the first time in the
third quarter. The Association of Residential
Letting Agents (ARLA) reported an upbeat Q4
of ten landlords

survey where nine out

professed no intention of selling up. In fact,
40% expected to continue investing in 2008.
ARLA pointed out that its survey was carried
out after the credit squeeze began so landlords
had been able to digest news of higher interest
rates and a weaker housing market. Tighter

credit criteria in the buy-to-let mortgage

market means lower loan to value ratios and

higher required rental cover on interest

payments, but with tenant demand so strong,
and potentially being boosted by delayed
purchases from fearful potential owner
occupiers, the private rented sector looks set

to weather the slowdown.

Landlord optimism is partly due to the
enhanced pricing power they are enjoying. Not
only is ARLA reporting that the prices of rental
homes are nudging down, enabling landlords to
make opportunistic purchases, but rents are
rising too. Paragon Mortgages reported that
rents rose on average 6.3% in the three
months to the end of November, an annualised
rate of 28%, and continued to accelerate in

December [Chart 16 & 17].

CHART 16: UK RENTAL YIELDS
(Paragon Mortgages)
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Buy-to-Let (Cont)

Even on flat prices, that means yields are set
to grow, enhancing income returns in the
sector at a time when capital growth may
look less attractive. Void periods are also
shrinking too, boosting returns. According to
Paragon Mortgages, 70% of landlords are
finding tenants in less than two weeks; 30%
find them in less than a week.

Buy-to-let continues to perform strongly on
credit quality too. 3 month areas in the third
quarter (latest figures) were just 0.61%
according to the CML, in line with the level for

the last two years.

Sub-prime

Sub-prime is still where most of the impact of
the credit squeeze is being felt. IMLA
recently reported that sub-prime and self cert
represent around 14% of the mortgage
market, although this larger number may
reflect the organisation’s bias to intermediary
business. Sub-prime is usually placed at
around the 9% mark. This looks likely to
shrink. Specialist lender edeus expects the
premium interest rates to persist for some
time for sub-prime  borrowers. With
competition in the mortgage industry now
much less intense than it was six months
ago, those lenders who are able to access
funds to support their lending activities will
be able to restore their margins, even if

volumes may be lower.

edeus suggested in the late summer that
sub-prime volumes may be 40% lower in
2008 and added recently that the heavy
adverse and high LTV segments of the sub-
prime market are areas where lenders have
particularly cut back.

On the plus side, according to Baseline
Capital, (the specialist risk and analysis
business) more borrowers who previously
would have qualified as prime borrowers do
not now meet the tougher criteria and will
now be looking to sub-prime lenders for
mortgages. Six months ago, lenders might
have accepted two years' clean -credit
history to qualify as prime, but now most
lenders are leaning towards a three year
requirement. As Baseline says, a borrower
with two years’ clean credit history may not
qualify for prime lending in the current
market, but they do offer risk at above
prime price but close to prime quality — this
is an opportunity for lenders to take a
higher margin.

The wholesale markets for mortgage backed
securities will not stay shut forever and the
sub-prime segment meets a real need in
the market, so the cycle will turn again in

its favour.
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Equity Release

Equity release continues to make steady
progress. With total business for SHIP
members expected to reach £1.279 billion
by the end of 2007, an 11% increase on full
year figures for 2006, SHIP members
surveyed at the end of 2007 predict the
total for 2010 could reach £2.19 billion.
Such growth represents a real opportunity
for independent advisers.

The high profile sale of Northern Rock’s
£2bn equity release portfolio to JP Morgan
demonstrated the high level of demand for
these assets from major institutions. The
market is set fair for long term growth, both
for lifetime mortgages and the newly
regulated home reversions. Sovereign
Reversions, the parent company of equity
release adviser and provider Home &
Capital, has pointed out that a potentially
falling housing market may even boost the
home reversions side of the market. With a
lifetime mortgage (the larger part of the
market), a debt continues to roll up
(subject to a no negative equity guarantee)
and so can consume a greater proportion of
the value of a home if prices are falling.
With a home reversion, however, a
homeowner sells a fixed proportion of the
property up front, leaving the risk over the
price in the hands of the equity release
provider and pocketing the cash. Home &
Capital also calculated that UK over sixties
will own £2.21 trillion of equity in their

homes by 2036 at today’s prices. This is an

increase of 61% on the current level of £1.37
trillion. Inevitably, they will use this asset to

help subsidise their retirement.

Debt delinquency

In previous reports we have highlighted the
likelihood of rising debt delinquency, both in
mortgages and in personal debts. The CML’s
H1 (latest figures) mortgage arrears data has
not recorded a marked increase yet, but
anecdotal evidence suggests that more
homeowners have fallen behind with their

payments since then [Chart 18 & 19].

CHART 18: MORTGAGE ARREARS
(CML)
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Lower interest rates will help. Alliance &
Leicester estimates that rates would need to
hit 8.25% to recreate the debt crisis of the
early 1990s, and when base rates were at
5.75%, the bank acknowledged that many
households were

pushed beyond their

comfort zone. 5.5% is offering some relief,
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but some of those refinancing from cheap fixes
to today’s higher rates may begin to struggle.
The 14,000 possessions in the first half of the
year is up sharply on the 8,140 in the first half
of 2006, and we should expect to see that
number up again in the second half, probably

quite sharply.

CHART 19: UNSECURED LOAN DELINQUENCY
(Bank of England)
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Nevertheless, as a percentage of the almost 12
million mortgaged households, this is still set
to be a very small proportion, disproportionate
to the size of the likely headlines that will

result in the media.
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