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HIGHLIGHTS

ECONOMY

» UK economy set to shrink 4% this year

= Recession likely to have passed its low point

« But despite signs of life, weakness will
persist

« Long, painful unwinding of public and private
debt ahead

« Potential impact of unemployment on
economy and mortgage industry

HOUSING MARKET

= Housing market recovery is under way
« Shortage of supply supporting house prices

« Further weakness possible, but worst is
behind us

MORTGAGE MARKET

« Banking sector weakness will constrain
recovery

« Shortages of capital will continue to limit
mortgage supply

« Mortgage pricing remains at large premium
to wholesale rates

« Low base rates making re-mortgaging
unattractive, but low property prices tempt
buyers

« Homeowners focus on repaying their debt

Chart 1.

UK key economic indicators 2007 2008 2009 e* 2010 e*
GDP 3.1% 0.8% -4.1% 0.9%
CPI 2.1% 3.80% 1.1% 1.8%
RPI 4.1% 3.1% -1.3% 2.7%
Claimant unemployment (m) 0.85 1.05 2.00 2.27
Bank rate at end of period 5.58% 2.3% 0.52% 1.41%

* average of latest independent forecasts
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Forecasts for 2009 GDP
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ECONOMY

The UK recession grinds on, but it seems fairly clear
the worst is now behind us. Given how weak the
economy has been, that is really not saying much.
The economy shrank a revised -2.4% in the first
quarter, the worst quarter in half a century. To put
that in context, in just three months, the economy
lost almost an entire average year’s growth, or
almost as much as in the entire recession of the early
1990s. Over the last year, the economy has shrunk -
4.9% equivalent to about two years’ growth. The
ONS further concluded this recession began in Q2

2008, not Q3 as previously thought.

The consensus among independent forecasters is now
for a decline of -4.1% for the UK this year, in line
with our own expectations, the Q1 downward revision
having pushed our forecast lower. Chart 3 shows how
forecasts for 2009 have been progressively lowered
over the last year as the severity of the recession was
gradually realised. Those of us in the mortgage
industry saw the downturn coming harder and faster
than commentators elsewhere, but we have also
been amongst those detecting early signs of
improvement. Economists have been steadily
revising up their forecasts for 2010 from 0.3% growth

in March to growth of 0.9% now, Chart 1.

There has been better news from the housing market,
where transactions have picked up from their lows,
accompanied by slowly improving mortgage lending
volumes. The decline in house prices has also now

slowed and may even have stopped.

Britain's main manufacturing survey, the CIPS/Markit
manufacturing purchasing managers' index (PMI), rose

to 47.0 in June from 45.4 in May, the highest since

May 2008. Manufacturing output grew for the first
time since last March, with an index reading of 52.1
up from 48.1 in May, though the overall index, which
includes hiring intentions and other elements, still
shows a modest contraction in overall activity. For
the bigger services sector, official data showed
output fell at its slowest rate in six months, and the
services PMI stayed steady at a level indicating a
small expansion. This all suggests the worst may be
over after a year of recession, and suggests any
further contraction in the second quarter will have
been mild at worst. The improvement is welcome,

but there are reasons to doubt its sustainability.

The stock cycle is responsible for a large part of the
initial severity of the fall in GDP and subsequent
improved optimism. Manufacturers hit the brakes
hard late last year, stopped producing (some even
closing factories for a few months) and focused on
clearing excess inventory in the face of weak
demand. That hit GDP by £5.4bn, more than half the
total contraction in the economy in Q1. When stocks
are finally sold, manufacturers can begin producing
again at lower levels, which causes an uptick in
economic activity as inventory levels are replenished.
That may already have been happening in the second
quarter. Unfortunately the boost from restocking is
temporary and can give way to greater weakness

later on.



Chart 4.

Source: National Statistics

UK savings ratio

The initial flurry of optimism that greeted the more
positive news has been undermined as the structural
problems facing the UK economy return to the
be

saving much more of their income in their attempt to

forefront of people’s minds. Households will
reduce their debts and compensate for lower asset
values (both homes and other investments), Chart 4.
The current weakness in consumer spending is
evidence of that process. Firms will also be paying
down debts and falling back more on equity
financing. Meanwhile, the banking sector is focused
on shrinking its balance sheet and restoring its
capital base. So on the one hand demand for credit
will be subdued, and on the other, supply is also

likely to remain constrained.

Degearing of the private sector is a very painful
process and takes a long time; as interest rates begin
to rise, that process becomes even more acute. As
this retrenchment continues, GDP growth will be
anaemic for some years, the risk of deflation will
persist, and budget deficits are likely to remain huge
for years as a sluggish economy fails to produce
enough tax to plug the gaps. This was starkly
demonstrated in mid July, when the government

quietly slipped out figures showing the worst drop in

tax revenues since the 1920s. The government will
have to cut back and the massive (and ultimately
unsustainable) support in the form of quantitative
easing will have to be reversed. Both of these are
negative for economic growth too. So although we
may see some good news on GDP in the short term,
we are likely to suffer further quarters of contraction
in the coming year and a half.

The fiscal deficit will hit 14% of GDP in 2010,
meaning there is no room for further fiscal stimulus.
Total debt as a proportion of GDP is heading quickly
towards 90%, taking Britain from a once envied
position as a low debt country owing less than 40% of
its output to one of the most indebted countries in
the G8. That means the amount of taxes spent
paying interest is going to more than double. Just as
the economy has been saved from a deep depression
by the £175bn fiscal stimulus in the coming year, so
too paying down that debt and cutting the deficits
through spending cuts and higher taxes will drag on

the economic growth for many years.
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So far, the markets have been quite tolerant of the

additional borrowing. A clear and credible path back

to balance (and an eventual winding down of the



Bank of England’s quantitative easing programme)
must be set out to ensure Britain does not encounter

a major funding crisis.

Chart 6.
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Unemployment made its biggest jump since 1971 in
the second quarter, rising 281,000 and reaching a 13
year high of 2.38m Chart 6. Almost 800,000 people
have lost their lost their jobs since the crunch began
in 2007. 7.6% of the workforce is now without work.
Claimant unemployment has risen more slowly to
1.56m as newly unemployed have so far been
reluctant to enter the benefits system. Nevertheless,
private sector job losses have been less dramatic
than some feared as firms seem to have attempted to
hold onto labour in anticipation of an eventual
upturn, through short working hours, plant closures,
sabbaticals and so on. This has led most economists
to revise down their expectations and consensus is
now more in line with our own forecast of a 3m peak,
equivalent to around 10% of the workforce. The big
unknown is the extent to which the cash strapped
public sector will wield the knife. The government
continues to pretend public finances can be restored
with little pain, but taxpayers will not tolerate the
higher  taxes finance

sharply required to

unsustainable spending plans and cushy public

pensions.

Tax rises are inevitable, but deep spending cuts are a
Having to wait until next year for an
of the

necessity.

election will delay acknowledgement

blindingly obvious. The public sector has been
responsible for most of the employment growth in
Britain in recent years, up by almost a million since
1997 to over 6 million. It was still hiring in the first
guarter of this year and pushing wages up at 3.5% per
annum. Meanwhile hundreds of thousands of private
sector workers lost their jobs and those in work saw
their wages including bonuses rise just 0.3%, well
below inflation, Chart 7. A second wave of job losses
may therefore workers.

begin among public

Depending when this hits, it could push total
unemployment higher, or if it takes place more
slowly, disguise a general improvement in the private
sector.

Unemployment matters for our industry because it
will affect the ability of mortgage borrowers to pay
their loans, pushing up repossessions and making
remortgaging more difficult. Crucially the fear of
unemployment, as well as actual job losses, also

depresses demand for new borrowing.
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Inflation has remained persistently higher than
expected as the weakness of sterling and resurgent
energy prices kept imports and inputs more
expensive. In June CPI finally dipped below the 2%
target, hitting 1.8%, and is likely to slow further from
here, Chart 8. But inflation expectations have
actually increased again, rising to 2.4% in Q2 from
2.1% in Q1, Chart 9. The fact that actual inflation has
stayed higher has affected people’s perceptions, but
it may also be due to concerns about the size of the

Bank of England’s quantitative easing programme.

Chart 8.
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A sluggish recovery means interest rates are likely to
stay very low for a considerable time. Economists
expect base rates still to be at 0.5% by the end of
this year and still below 1.5% by the end of next
year. If inflation does not fall as much as is hoped,
rates will have to move earlier. For the mortgage
industry, changes in the timing of rate increases, or
expectations of higher inflation will both affect
product pricing negatively and would prompt a wave

of remortgage applications.

BANKING SYSTEM

Discussions over the future of the banking sector will
have a major effect on how and when the economic
recovery will begin. For our sector it is of crucial

importance.

The system has suffered massive losses which dwarf
the capital pumped in by shareholders. Chart 10 is
taken from the latest Financial Stability Review from
the Bank of England and shows how the market value
of banking assets compares to the new capital

injected.

Chart 10.
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interest rates peaked, while home movers are now
spending 36% less of their income paying the
mortgage, Chart 18. Since house prices are down
around 20%, and since lending criteria are now more
restrictive for first timers, meaning they are
borrowing less in absolute terms and in LTV terms,
we must conclude there has essentially been no
benefit to first-time buyers from lower interest rates;

indeed they may be paying more for loans.

Chart 18.
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OTHER SECTORS

The buy to let market has declined faster than the
owner occupier market. In Q1, volumes were down
around 78% for both purchases and remortgages,
while values were down around 84%. The number of
buy to let mortgages outstanding declined for the
first time on record in the first quarter as amateur
landlords exited the sector and the stream of new
investment slowed to a trickle. Buy to let looks a lot
more attractive as an investment opportunity now.
Financing costs are very low and house prices have
fallen. Although rents have fallen (11% since the
peak according to Your Move), yields in many parts of
the country are now much more attractive, and rents

may now be stabilising. Mortgages for Business

reports that buy to let volumes have now started to
grow in response. The private rented sector has a
very sound future in Britain, but is more likely to be
dominated by larger scale individual landlords and
big corporate investors in future, the latter using
outsourced portfolio management services and

gathering funding on capital markets.

Equity release continues to hold its own. SHIP, the
industry body, reported slightly increased volumes in
Q2, but slightly lower values of plans taken out. SHIP
will release a discussion paper later this month into
the future evolution of the market. The report is
expected to discuss the widening of the equity
release customer base, but also to open the debate
on reducing some of the constraints, both in terms of
market innovation and regulatory, which are
restricting the potential of the industry to respond to

the potential demand.

DELINQUENCY

The Financial 14,825

properties were repossessed by lenders in Q1, 62 per

Services Authority said

cent more than during the same period of 2008. But
government and industry intiatives have meant a
slower increase than initially feared. The CML has
now revised its prediction of 75,000 repossessions to
65,000, considerably below the 75,500 recorded at
the height of the 1990s recession. On arrears, the
CML says the number of borrowers who fall more
than three months behind with their mortgage
payments will also be lower than expected - down to
425,000 from a previously forecast 500,000 at the
end of this year. The risk of a second wave of

arrears and possessions persists however, as
unemployment grows and in the face of higher

mortgage interest rates.
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