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HIGHLIGHTS

ECONOMY

Recovery underway, but further quarters of
GDP contraction may yet happen

Unemployment less than feared

Government must cut spending, but
electioneering is delaying the inevitable
squeeze

Inflation rises sharply in December, but is
not a serious threat and will subside again as
2010 progresses

MORTGAGE MARKET

2010 gross lending £150-160bn barely up
from £144bn in 2009 as lenders remain very
risk averse and hoard cash

LIBOR spreads remain very low

Interest rates at risk of government credit
rating downgrade - longer bond yields up

Remortgaging volumes to stay low for short
term, but could rise sharply if mortgage
rates rise on fears over long term interest
rates

HOUSING MARKET

Housing market recovery was sharp in 2009
but is now likely to slow

Transactions of likely 560,000 in 2009 are
less than half peak levels. 620,000 expected
in 2010

RICS reports slightly lower buyer demand
going into 2010

Association of

A@W

Mortgage Intermediaries

Chart 1.
UK key economic indicators 2007 2008 2009 e* 2010 e*
GDP 3.1% 0.8% -4.7% 1.4%
CPI 2.1% 3.80% 1.9% 2.0%
RPI 4.1% 3.1% 0.1% 3.0%
Claimant unemployment (m) 0.85 1.05 1.65 1.77
Bank rate at end of period 5.58% 2.39% 0.50% 1.10%
* average of latest independent forecasts
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ECONOMY

Britain is out of recession, but it may not be out of the
woods. Q4 was turning point for the wider economy at
last with the provisional estimate showing 0.1% growth,
following Q3 2009’s -0.2% contraction. We have been a
little too optimistic in recent months and the Q4 figure
will disappoint other commentators. The provisional
estimates are rather unreliable, however, so we should
expect a revision, which we think will be slightly
upwards. Survey evidence is certainly more positive.
The services sector purchasing managers’ index put in
another strong performance in December, indicating
expansion in activity, while the smaller manufacturing
sector index also did well, growing at its fastest pace in
two years. The worst of the recession in the jobs
market seems to be over. The latest study from the
Recruitment and Employment Confederation (REC) and
KPMG, along with better-than-expected unemployment
figures in December (2.5m), shows that demand for
labour is at its highest in two years. This is a welcome
sign but also means strong employment growth is
unlikely to emerge as firms have hoarded labour
leading to productivity declines. We also remain
concerned about (necessary) large job cuts in the
public sector to help curb the budget deficit and

expect unemployment to remain high, but below 2.8m.
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But there is no likelihood of a dramatic rebound - the
British Chambers of Commerce survey is skeptical that

even Q4 will have returned to growth.

There are four main components to economic
growth; government spending, investment, net trade

and consumption. None of these look especially

inspiring. Government spending has been a major
engine of the economy over the last year. All that
spending finds its way into consumers’ pockets

through tax cuts, benefits, wages for public sector
workers and contracts for private sector companies.
The budget deficit of £178billion, over 12% of GDP, is
the worst of any major economy however, even
though our recession has not been more severe than
other countries. This is a result of the UK’s extreme
vulnerability to the disruption in credit and collapse
in profits of financial companies. The financial sector
had a huge role in supporting consumption, property
transactions and company profits in the UK. Tax
revenues have therefore been extremely sensitive to

the fortunes of this sector.

Deficits of a similar size have forced drastic action on
small peripheral economies like Ireland who have
imposed huge spending cuts, wage reductions in the
public sector and higher taxes, accompanied by even
more brutal recessions. The UK’s size and
prominence has allowed the government to get away
with this level of borrowing for now, but markets will
punish the UK if firmer action is not taken to fill the

yawning hole in the Treasury’s coffers.



Indeed the debt to GDP ratio is not even forecast to
peak until 2015.
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The risk of costly and damaging credit rating
downgrade grows greater the longer the tightening is
delayed. The government will find it harder and
more expensive to raise money (indeed yields are
already rising) and sterling, already at multi-year
lows would fall further. Britain would once again be
the sick man of Europe. Economists are split over the
need to fix the deficit now to stop the rot, or
whether removing this important fuel from the
economy will plunge us back into recession. The
need for a general election is unfortunately only
delaying the resolution of this dilemma; it should
stimulate debate of course, but politicians are being
frustratingly coy about the pain they must inflict on
us. The public is already fearing the squeeze when it
comes, but probably does not yet grasp how tight the

fiscal grip will be.

Investment is also unlikely to drive the recovery.
Overall the economy will have shrunk around 6% peak
to trough. This means there is a lot of spare capacity
in the economy so firms do not need to invest in new

offices, shops, factories, cars and so on.

The weak pound is making trading conditions easier
for UK exporters, but an apparent reluctance to
lower prices means export volumes have not picked
up dramatically. The UK’s trade deficit improved in
the first half of 2009, but stronger imports in the
third quarter halted the gains. Trade should help the
UK economy in the months to come, but hopes should
not be pinned on foreign buyers for UK goods and

services to rescue our economy.

The news from the consumer is rather contradictory.
On the one hand retailers are reporting a respectable
Christmas and January sales trading period but on the
other, the Nationwide Consumer Confidence Index,
which charts the difference between those expecting
their situation to improve and those who feel it will
deteriorate, recorded its biggest fall since November
2008 when Britain’s recession accelerated in the
aftermath of the Lehmans collapse. Consumer
spending has no doubt been boosted by the partial
VAT holiday and car scrappage schemes but
temporary initiatives can simply shift the timing of

spending rather than the total amount.

British consumers are the most indebted in the
world. Even after eighteen months of net saving,
household debt is still above 150% of household
income, compared to 100% in the 1990s. The
recession has shocked many into realising how
precarious their financial situation is, while the
sharply reduced supply of credit and higher cost of
consumer loans has reduced appetite to borrow. The
end of the housing boom also reversed the trend of
housing equity withdrawal leading to net debt

repayment (chart 6).
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As a result the savings ratio reached 8.6% of post-tax

income in the third quarter of 2009, higher than at
any time since 1998 (chart 7).
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People are likely to tuck away an even larger
proportion of their income in the months to come,
particularly if interest rates begin to rise. While this
is good for repairing household balance sheets, it’s
bad for consumption and will constrain economic
growth as the government’s need to fix the deficit
become urgent and it begins withdrawing its fiscal
stimulus. The Bank of England will also need to

reverse its monetary stimulus at some point too.

It is clear households are painfully aware of the
parlous state of public finances and that they will be
shouldering the burden of refilling government
coffers through higher taxes and lower public
spending. Austerity will dominate the fiscal debate
for the whole of the next parliament and consumer
spending is unlikely be a major driver of the economy

over the next 12 months.

The mood is similar among investors. The Investment
Management Association’s latest survey of retail
investors showed a marked drop in confidence since
May 2009 in the outlook for investment returns in the
coming year, coupled with a rise in risk aversion and
an increased intention to seek the safety of cash
savings this year. Asset markets produced strong
returns in 2009 after the equities and house prices

bottomed out in the spring.

Loose monetary policy usually finds its way into asset
prices - the asset bubbles that materialised before
the crunch were built on easy credit. The wave of
money from the Bank of England and the Treasury
has probably helped fuel an asset price recovery in
2009 which was itself based on relief that a global
depression was avoided by concerted government

action around the world.
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The Bank of England left interest rates on hold in

supply
programme at £200bn. A mere £7bn of funds remain

January and maintained the money
to be spent, suggesting the policy is nearing its end.
The February inflation report will provide the data
the Bank needs to decide whether to extend
guantitative easing further. We believe further
expansion is unlikely but do not expect the Bank to
begin the process of reversing the programme and
returning its balance sheet to normality for some
time yet as the drivers of growth are not strong
enough and, despite likely higher inflation in the
short term, as the VAT effect washes through,
inflation is not going to emerge as a major threat
while demand is subdued and spare capacity remains.
Inflation expectations are steady for the third

quarter in a row at 2.4% (chart 9).
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Monetary policy is set to produce rapid economic

expansion.

The consensus for GDP growth in 2010 has
consistently been revised up from just 0.3% in March
to 1.4% in December as optimism grew that the
recession would be less prolonged than feared (chart
10).
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Predictions for 2010

The Bank of England is much more bullish, expecting
growth rates of 2.1 per cent for 2010 and 4 per cent
for 2011 in its last quarterly inflation report. We
think this is excessive. Further quarters of
contraction should not be ruled out. On the
Treasury’s current forecasts, the economy will regain
2008 levels of economic activity in 2012. Four years

of expected growth would have vanished.




BUY TO LET

The private rented sector had rather a good year in
2009, at least compared to expectations early on.
The latest buy-to-let index from LSL Property
Services, which owns YourMove and Reeds Rains,
shows landlords made an average return of £12,700
per property in 2009, of which about 60% was rental
income and 40% capital growth from rising property
values, a total return of 7.6%. This almost reverses
the £15,100 loss they incurred in 2008. LSL Property
Services are expecting slightly better returns this
year - around £16,000, close to 10%, based on the
current yield of 4.8% and house price growth of a
little under 5%. Tenant arrears also performed much
better than expected, and better than 2008, as
landlords focused on cash flow and kept a close eye
on rental income. The phenomenon of the accidental
landlord adding supply at low rents eased in the

summer as the housing market picked up again.

Finance for buy-to-let remains hard to come by,
however, frustrating landlords who feel it is a good
time to be expanding their portfolios as tenant
demand remains strong and prices are still some way
off their peak. Spreads narrowed a bit in the fourth
quarter, according the Bank of England, but volumes
remain low. According to the CML, the number of
buy-to-let loans advanced for house purchase did rise
in the third quarter, however, to 14,460, up from
just 12,370 in Q1, but this is still far below recent
business volumes. The Credit Conditions Survey
expects reduced demand for loans in the first
quarter, but this is at odds with what landlords are
suggesting they will do. LSL Property Services’
recent survey of landlords suggests they want to
expand their portfolios modestly in 2010 and most

will need mortgages to do so. In 2008, when the

credit squeeze was already in full swing, over

100,000 loans were advanced for purchase.

In 2009

year, the total will have been around 58,000.
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Buy-to-let will have more than halved its share of
total gross mortgage lending in 2009 to less than 6%

compared to 2007.

Lower home ownership means, the private rented
sector will have to take up the slack in providing
homes for the growing number of households.
Corporate landlords may increase in prominence and
collective investment schemes and exchange traded
funds may also bring capital into the sector, but
private landlords, many using buy-to-let finance will
be a crucial part of the picture. Mortgage lending will
certainly flow back to the sector to meet this
demand eventually. Potential regulation may colour
the picture, but won’t change the landscape.
Professional landlords don’t need regulatory
protection, but it would be appropriate for amateurs
to have consumer protection and it should weed out
unscrupulous advisers who sold heavily to unknowing

retail investors at the peak of the market.



DELINQUENCY

In the Credit Conditions Survey, lenders reported
stable default rates on secured lending in the third
quarter, and were surprised to see a decline in the
value of losses given default. For the full year,

possessions may even come in lower than the CML’s
65,000 revised forecast (chart 23).
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Lenders expected defaults to rise over the first

quarter, with unemployment likely to impact on
borrowers’ ability to pay.

Chart 24.
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Sale and rentback may have contributed to the
smaller number of official repossessions in 2009. The
Conservative Party says the repossession numbers are
distorted by dramatic growth in the sector. 50,000
such transactions took place in the year to October
2008 according to the OFT, and the Conservatives

believe this will have been much higher in 2009.
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