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HIGHLIGHTS

ECONOMY

. UK’s recession set to be deeper and longer
than most expected

. Global responses to date fail to tackle global
imbalances

. UK fiscal decline means no more room for tax
giveaways

. Unorthodox monetary policy must take the
strain

. Credibility of Bank of England and of UK
government are key to getting policies to
work

. Some optimistic signs emerging that

contraction is slowing

HOUSING MARKET

. Prices to continue falling, but pace of decline
should be slower

. Activity levels beginning to improve, but will
remain at very low levels

. Transactions are much more important than
prices

. Mortgage availability is still a major
constraint

MORTGAGE MARKET

. Housing equity withdrawal goes into sharp
reverse as households seek to pay down debt

. Mortgage approvals pick up from lows

. Big balance sheet lenders will dominate the
market - lenders relying on wholesale

markets will continue to struggle

. In specialist sectors, sub-prime is over as a
major category, but buy-to-let and equity
release should show long term growth
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ECONOMY

International organisations spent March vying for
headlines on their forecasts for the world economy.
They all agree it is going to be bad. The IMF was first
out of the blocks expecting a UK contraction of 3.8%
this year, the biggest contraction since World War I,
and continuing into next year. The fund expects the
UK to show the worst economic performance of all
the major countries except Japan; rich countries
should fall around -3 to -3.5%, and global GDP will
drop by up to 1%. The World Bank was next out,
plumping for a global contraction of -1.7% with rich
The OECD trumped the
-2.7%
(although some of the OECD’s difference in the global

countries shrinking by -3%.

others with a forecast world recession
forecast is the way different countries are weighted)
and -4.3% for the richest countries. Unlike the others
and despite its direr predictions overall, the OECD
expects the UK to fare rather better than some
competitor countries with a -3.7% recession this year.
Germany, it says, will shrink -5.3% and the US -4%. It
expects the sharp fall in sterling to stimulate exports
and in so doing compensate for the sharp drop in
domestic demand. By contrast the rapid revaluation
of the euro is hitting export-dependent Germany

hard.

Chart 4.

UK key economic indicators 2007 2008 2009 e* 2010 e*
GDP 3.0% 0.7% -3.2% 0.30%
CPI 2.3% 3.6% 0.3% 1.70%
RPI 4.3% 4.0% 2.1% 2.60%
Claimant unemployment (m) 0.86 0.90 1.97 2.32
Bank rate at end of period 5.50% 2.0% 0.5% 1%

* average of latest independent forecasts

The truth is that all forecasting is likely to be wrong
while things are moving so fast. Our December

expectation of a -3% decline in GDP this year now

looks too optimistic after the 1.6% fall in the fourth
quarter [Chart 5]. If the economy shrinks another -
1.6% in Q1 and -1.2% in Q2, but the pace of decline
slows sharply in the second half, the UK could end
the year at -3.3% to -3.5% - this would be an

optimistic outturn.
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The result is that unemployment [Chart 6] is likely to
hit at least 3m in the UK and could go significantly
higher (note consensus in Chart 4 is claimant count,
not ILO unemployment). Much will depend on the

success of the fiscal and monetary stimulus
undertaken by the UK authorities and by other

governments around the world.
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responsible for the current problems we are
experiencing. Massive current account surpluses in
the world’s large exporting countries (such as China,
Germany and Japan) are the direct counterpart of
the massive deficits in the big consuming countries
such as the US and UK, where consumption is funded
by large personal indebtedness. The deregulation
and breakneck innovation in financial markets and
the banking industry facilitated and amplified the
processes which perpetuated these imbalances. The
surplus countries led by Germany (somewhat self-
righteously) believe it is up to the deficit countries to
stimulate their economies again in order to produce
the demand to buy their goods. This will merely
prolong the imbalances, and, incidentally, means
that much of the UK’s fiscal stimulus will ultimately
be spent boosting the Chinese, German and Japanese
economies at the expense of massive budget deficits
here. Just as the spender countries are to blame for
having a chronic excess of demand over their ability
to supply and finance it, so too the saver countries
are to blame for having an excess of supply over the
level of domestic demand. There is no long run
alternative but for the saver countries to save less,
export less and consume more, and there is no
alternative but for the spender countries to save
more, export more and consume (and borrow) less.
This is a painful adjustment that both sides will have
to undertake and will involve big cultural as well as

economic shifts.

To some extent the process is already underway in
the UK. The 25% devaluation in sterling’s effective
exchange rate since the end of September 2007
[Chart 7] directly reduces UK consumers’ spending
capacity on foreign goods and services, and improves
the competitiveness of UK businesses trying to sell

abroad.
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Indeed, the manufacturing purchasing managers’

index rose in March to its highest level since last
October, rising in three of the last four months. At
39.1 it remains at a very low level and still indicates
contraction in industrial production, but it is higher
than the eurozone index by the largest margin in
twelve years as the high value of the euro squeezes
the life out of industry there. Other manufacturing
data is more negative, but there is no doubt weaker
sterling will help. Meanwhile the decline in the
housing market and the recession with its
concomitant rise in unemployment have caused a
sharp decline in household consumption and a sharp
rise in the savings ratio [Chart 8] as households

scramble to rebuild their personal balance sheets.
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With UK government borrowing heading for £150bn or
worse next year and the year after, a fiscal deficit
equivalent to more than 11% of GDP [Chart 9] and
likely the worst in the G7 group of countries (US,
Japan, Germany, France, UK, Canada, ltaly), there is
no safe room to stimulate the economy through

further tax cuts or spending increases.

Chart 9.
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The governor of the Bank of England’s warning to the

prime minister over further spending was

unprecedented but understandable. The national
debt is forecast to hit a whopping 75% of GDP by
2012, around double the levels we have come to
expect in recent years. This matters because current
taxation will have to fund the interest payments on

this borrowing. The government’s failure to reduce

(let alone reverse) the structural deficit during the
boom vyears is largely to blame for the magnitude of
the decline. The overall debt to GDP ratio will still
be lower than some G7 countries, but a deterioration
in the UK’s fiscal position of this size will mean
higher taxes and fewer government services for years
to come, and it will mean significantly slower
economic growth in the medium term as the deficit is

reduced.

Monetary policy is offering the best hope of boosting
the economy. In fact with interest rates at 0.5%
[Chart 10], there is little difference between
monetary and fiscal policy - both are about getting

money into the system.
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The policy of quantitative easing is aimed at boosting
the money supply (particularly broad money - notes
and coins in circulation and deposits in bank
accounts). By buying government and corporate
bonds from investors, the Bank is explicitly trying to
create deposits in the system as these investors park
the cash they receive. These deposits become
available for lending, are spent, and re-deposited,

being available again for lending and so on



The aim is to kick off the money multiplier and
stimulate economic activity. The second aim is to
push down market interest rates. Policy rates can go
no lower but the credit crunch means low policy
rates have not been transmitted through the
economy - the market rates at which companies and
individuals actually borrow are still too high. £75bn
of Bank of England cash (of which £40bn had already
been spent at the time of writing) will make a dent in
these rates to the benefit of everyone. The key will
be knowing when enough is enough. Creating money
is inflationary and as the economy recovers, the Bank
of England will need to reverse the process, selling
the assets it has bought back to the market and
destroying the cash it receives for them, thereby
reducing the money supply. If it makes any losses on
these transactions, the government will have to
reimburse them from taxation, not by allowing the
created money to stay in circulation, risking runaway
inflation. The commitment to long term economic
stability will therefore be crucial to the success of
the policy. Credibility is key, or the markets will not
stimulus.

respond positively to the policy

It’s not all doom and gloom. Despite a surprisingly
sticky inflation rate in March where RPI fell to zero
(not negative as some had forecast, as the weak
pound contributed to higher import prices), inflation
expectations [Chart 11] are flat on their back, having

fallen sharply in recent months.

Chart 11.
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RPI is almost certain to turn negative and CPI to fall
towards zero [Chart 12]. This gives policy makers
some leeway to push hard on the monetary policy

lever. There is already some evidence the



deterioration in the economy is slowing down even
though we are a long way from renewed growth. As
well as the improved manufacturing purchasing
managers’ index, the services index rose for the
fourth month in a row, even though it still signals
contraction. The Bank of England’s credit conditions
survey showed banks lent more to business in the
first quarter than they had expected to at the end of
the fourth quarter last year. They also said they
expected to lend still more both to businesses and as
mortgages in the second quarter, even though they
were likely to keep criteria for business and
consumers tight. Lenders cited increased deposit
availability and a desire to build market share as
reasons for the increased optimism. Finally there are
tentative positive signals from the housing market

(see below).

Two swallows do not summer make and we should
expect conflicting news for some time to come, but
the very fact there is some good news is already a
turnaround on where we were six months ago. By the
end of August we will have a good idea of how well
the policy initiatives are working, and hopefully a

clearer idea of when the UK will return to growth.



HOUSING MARKET
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HOUSING MARKET CONT.

There are some tentative signs of life in the housing
market.  Buyer interest had increased for four
months running by February according to RICS and
supported anecdotally by many players in the
property market. House prices even rose in March by
0.9% according to the Nationwide, after a year and a
half of continuous declines. A halt in the downward
trend, even if it’s only temporary, is certainly
welcome, but we should expect further price falls in
the months to come. The indices will conflict with
one another and muddy the picture, but such
conflicting data has previously indicated the bottom
of the market may be in view. Halifax for example

showed continued price falls for March [Chart 14].
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Smartnewhomes.com, the new homes website,
reported a rise in new build prices in February, the
first increase since May 2008, and suggested there
was increased demand for homes. Overall, the pace
of the decline in the wider housing market should
now start to slow. Prices are now down about 20%
from the peak. We are hopeful they will not fall

more than another 10% or so.

More importantly for the industry and for the
economy, it looks like transaction levels may be
bottoming out [Chart 15]. February mortgage
approvals for house purchase were up 19% month on
month [Chart 15] and the propertyfinder.com
monthly survey of housing market confidence,
suggests people are less negative about the outlook
for the market [Chart 16]. Both bode well for
increased activity levels which will benefit mortgage
brokers, surveyors, estate agents, and all the other
industries associated with home moving (retail,
jobbing builders and so on). In fact, DIY stores

reported brisker trade in March.

Chart 15.
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Activity levels still remain far below their peak -
there were 36,341 transactions in December (latest
data from Land Registry), compared to the record
124,553 in August 2007, the month the credit crunch
began. Nevertheless, we might now be seeing the
beginning of the end of the housing recession in the
UK.

Mortgage availability is the key constraint on the
market. Those with good deposits or plenty of equity
can access very competitive rates, but those who
can’t are unable to take advantage of lower house
prices.

affected.

First-time buyers are the largest group

Prices have fallen so much they are
offering first-time buyers a terrific opportunity to get
on the housing ladder - if they can raise the money.
The first map in Chart 17, produced by
propertyfinder.com, shows how it is cheaper to rent
than buy in large parts of the country at the current
mortgage rates available to typical first-timers. The
second map demonstrates how buying would be
better value almost everywhere if this group could

get rates comparable to other borrowers.

Chart 17.
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The rental market is going great guns. Lettings agent
Your Move reported strong tenant demand in
February, a rise in landlord instructions and a
stabilisation of rents which have been under pressure
in recent months. The pent up demand from first-
time buyers either stuck without a big enough
deposit for our risk-averse lenders, or holding fire for
further price falls, is keeping the lettings market

busy.

Rising unemployment [Chart 6] will stop the housing
market taking off again, and the large number of
borrowers now in negative equity will mean they
need to stay put until they have paid off some of
their mortgage, or house prices have risen, floating
them out of the debt trap. The FSA in March
suggested that up to 2.5 million UK households will
be in negative equity over the next year, around a

quarter of mortgage borrowers.



MORTGAGE MARKET

The rise in negative equity means it’s no surprise that
housing equity withdrawal is no longer all the rage.
Quite the opposite in fact, and Britain has taken to
thrift with gusto [Chart 18]. In the three years
between 1995 and 1998, households paid £10bn off
their mortgages, boosting their housing equity by
0.5% of their post tax incomes, but in no period did
they pay more than 1.3% of their income. Between
Q208 and Q408, households paid off £15.7bn,
equivalent to a hefty 2.2% of their incomes on
average. In Q4 alone, housing equity withdrawal was

a negative £8bn, a record 3.3% of household income.

Chart 18.
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The value of Britain’s housing equity has fallen

almost a third from £3.1trillion to £2.2trillion since
the housing market peaked in 2007 - a loss of almost
£1 trillion due to a combination of falling prices and
higher mortgage balances. It should come as no
surprise, therefore, that households are paying back
their mortgages at an unprecedented rate. In the
early 2000s many people treated their home like a
cash machine, withdrawing a staggering £300billion
between 2000 and 2007. The focus now is on

protecting themselves against falling house prices.

The mortgage drought has undoubtedly exaggerated
the figures. Remortgaging has fallen dramatically
[Chart 19] as lenders have withdrawn from the
market and borrowers are finding it cheaper to roll
over onto their lender’s SVR than find a new product
and be tempted to extract a bit of equity.
Remortgage volumes fell to just 33,000 in February,
even as volumes of mortgages for purchase hit
38,000, the highest level in more than a year and

marked four consecutive months of increase.
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The drop in remortgages means gross lending fell

even lower in February to less than £10bn [Chart 20].

Chart 20.
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Net lending is the difference between two large
numbers so it is harder to draw conclusions from the
slight increase in February to £1.5bn [Chart 20]. We
think there is a good chance net lending could be at
the top of the -£20bn to +£20bn range we expected
at the beginning of the year. Gross lending of £145bn
still looks achievable. Big lenders’ restrictions on
supply means just less than half of the 145bn is likely
to be lent direct, with the remainder being
channelled via intermediaries, a slight thawing on our

previous fears for the intermediary sector.

Balance sheet lenders certainly have plenty of capital
now but fear the falling property values and are still
finding the cost of funding high on the money
markets and in the competitive race for deposits.
Three month Libor is still about 120 basis points over
bank rate [Chart 21], a marked improvement on early
March (150bp) but still above the 100bp average for
the first quarter and far above the 20-30bp long run
historical average. (See Chart). Those who wrote
tracker deals close to or below Bank rate 18 months
ago are losing money hand over fist as they cannot

finance these deals now with a margin.
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IMLA, the intermediary lenders body, is optimistic

about the return of the wholesale markets.

75% of its member lenders think the markets for
prime mortgages will be back in action by 2011.
IMLA’s hope is that the Asset Protection Scheme will
encourage liquidity back into these markets, and will
allow banks to reopen warehousing facilities to non-

bank lenders.

A transparent clean up of the various CDOs and
wholesale products should indeed help this market
reopen, but investors will demand high prices to
invest in new securitisations and volumes will be low.
There is little doubt in our minds the originate and
distribute lending model is essentially over as a
major force in the British mortgage market. There
will only be room for a limited number of players and
some of the products where the specialist lenders
were traditionally strong (sub-prime, self cert) simply
won’t return in any size in the near future. Mortgage
intermediaries will find most of their volume coming
from the big balance sheet lenders and principally in

prime sectors.

Mortgage experts, Exact, are lobbying hard for
renewed local authority lending to fill the mortgage
gap. They would like to see specialist lenders as a
conduit to supply loans to the market using local
authority funds, in effect replacing wholesale
markets with local authorities who have the capacity
to borrow on their own account. A lack of expertise
and infrastructure will be a major hindrance
however. At present the government seems keener

to fix the banking system than try this route.

The Asset Protection Scheme is intended to achieve
this. The idea is to allow lenders to ring fence their
poorest assets in the scheme for a fee payable to the

government. The lender would then bear the first

11



10% of any losses with the taxpayer footing the bill
for the remainder. The aim is to unfreeze the
lenders’ balance sheet by providing them with clarity
over their bad loans. It’s still early days to see if this
will work, but combined with the large scale
recapitalisations and requirements to lend more, it
should help draw a line under the excesses of the

past.

Banks saw the largest rise in February mortgage
[Chart 22],

influence and the balance sheet strengthening is

approvals suggesting  government

helping.

Chart 22.
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Affordability has certainly improved dramatically

[Chart 23]. For homemovers and first time buyers,
lower house prices have brought income multiples
down sharply, while lower interest rates (even
though they have not fallen anything like as far as
base rates) have slashed the amount of income
needed to service the debts. Affordability, however,
borrowers  fear

is immaterial if potential

unemployment.

Chart 23.
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At the beginning of this year, first time buyers were

long run average ‘

spending a quarter less of their income on interest
than September 2007 - at 15.8%, the lowest since
2004 [Chart 24].

of income to service their debts. This is a third less

Homemovers must only find 11.9%
than the recent peak. The figures show the
advantage existing borrowers with equity in their
properties have over first time buyers, who naturally

have small deposits.
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SPECIALIST LENDING

Specialist sectors, particularly sub-prime look
unlikely to return in any size. The notion that Britons
have a right to a mortgage and home ownership
regardless of their ability to pay is simply not
sustainable; economic funding is just not available.
The private rented sector is likely to supply homes to
these people in future. Although the rental market is
in good shape from a demand point of view, as an
investment category, buy-to-let has not been doing
so well. New property services website for landlords,
smartlandlord.co.uk points out how falling property
values and lower rents have hit capital and income
returns on portfolios [Chart 25]. There are even
anecdotal reports of cash calls being made on
landlords by their lenders to boost the equity in their

portfolios as house prices have dropped.

Chart 25:
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While existing portfolios have taken a knock, those

wanting to invest in buy-to-let now are faced with a
much more attractive picture. Rents seem to have
stabilised and values are low and falling, meaning
yields are on the up while financing costs (for those

with reasonable deposits) are cheap. The private

rented sector certainly has a strong future and we
expect landlords who take a more professional
approach to the market to remain at the core. We
do not expect the amateur and speculative end of

the market to return in any significant size.

Equity release also seems to be more resilient in line
with our expectations early on in the credit crunch.
For the full year 2008, the industry body SHIP
reported a 9% year on year decline in the value of
lending and 4% fall in plans sold, far better than the
overall mortgage market. The Hodge equity release
IFA confidence survey showed 73% of IFAs expect
business to increase in the next three months.
Newcastle Building Society equity release services
also released an upbeat statement in March and
signalled the intention to boost its distribution

through intermediaries further.

DELINQUENCY

Arrears and possessions will continue to rise as
unemployment grows. At the end of 2008, 1.01% of
mortgages were 3-6 months in arrears, the highest
since 1999, and double the number in the middle of
2007 [Chart 28]. Possessions accordingly rose to their
highest level since 1996 in the second half of last
year both as a percentage of mortgages and in the

absolute number [Chart 29].
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Chart 26.
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The 75,000 CML forecast for this year still seems

realistic. Because they are linked to unemployment,

itself a lagging indicator, arrears and possessions will
lag behind so even as the market begins to recover,
we should expect delinquent loans to take longer to
improve. Low interest rates will certainly be
helping. Those on sub-prime deals which come to an
end will struggle harder, however, as they are forced
onto penal variable rates with their lenders and find
themselves unable to find another deal elsewhere.
Rising delinquency in the housing market is mirrored
in unsecured debts [Chart 28]. Write-offs will

continue to climb for the next few months.

Chart 28.
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