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HIGHLIGHTS  
 

UK ECONOMY 

• UK officially slipped back into recession in Q2 

• GDP picture is mixed – many indicators are 
positive but eurozone turmoil and even public 
holidays could hold the economy back 

• Unemployment in particular is performing better 
than expected, perhaps explaining low 
productivity growth 

• Inflation proves stickier than expected, but is on 
a declining trend 

• With export demand hit by problems abroad, 
corporate investment low, household real 
incomes under sharp squeeze and government 
spending being cut, there is no obvious stimulus 
for rapid growth 

 

MORTGAGE MARKET 

• Gross mortgage lending jumped in Q1 due to first 
time buyers rushing to complete house purchases 
ahead of the end of the stamp duty holiday in 
April 

• Remortgaging values remain subdued 

• Little sign of real energy returning to the bottom 
of the market with few mortgage options 
available 

 

HOUSING MARKET 

• Housing market remains volatile and London 
continues to lead the way with prices 

• New stamp duty band  for homes valued over £2m 
will significantly impact  on larger B2L investors 
and property investment companies 

• Lack of credit combined with negative real 
income growth provides no impetus 

• Rents remain close to record highs 
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UK ECONOMY 
 
The UK officially slipped back into recession in the 
first quarter, after a weak end to 2011, when the 
economy shrank 0.3% as confidence was hit hard by 
the crisis in the eurozone.  In the first quarter the 
economy defied a range of survey data and 
brightening optimism among economists and shrank 
0.2%, bring a very shallow technical recession.  
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The biggest drag was the construction sector which 
shrank 3%, figures which the Bank of England 
described as odd, but which others attribute to the 
likely effect of reduced public sector demand for 
building.  Without the construction effect, GDP 
overall would have been flat.  Manufacturing shrank 
at a much slower 0.4% in Q1 after contracting 1.3% in 
Q4. Services rose 0.1%, a disappointingly subdued 
performance given the survey data.  David Miles on 
the MPC believes the underlying economy is actually 
stronger than the headline GDP numbers.  It is, 
however, rather academic whether growth is slightly 
positive or slightly negative.  Even growth of 0.3% 

would be so slow, it wouldn’t feel like growth at all, 
and is not fast enough to help the UK’s public debt 
dynamic come under control.  This is the feeblest 
bounceback from recession seen in the UK and there 
is simply not enough momentum to prevent the 
occasional negative quarter.  Recent MPC minutes for 
example highlighted the Jubilee holiday as one factor 
that might cause the economy to shrink in Q2.  
Furthermore, the eurozone economy has now taken a 
sharp turn for the worse with economic indicators 
across the region turning downwards.  The victory of 
Francois Hollande in the French presidential election 
is likely to make the situation worse, given that it 
will shift the tectonic plates of eurozone politics, and 
put a man at the helm in France who is openly hostile 
to financial markets, yet heavily reliant on their 
goodwill for his financing needs in the next couple of 
years.  Contraction or sluggish growth among the 
UK’s main trading partners is bad news for the UK.  
The fallout from a potential collapse of the eurozone 
has almost certainly been underestimated. 
 
 
CHART 6 
 

 
Despite the headline GDP number, many indicators 
are more positive and forecasts have crept up during 
Q1. The forecast is likely to be trimmed again, but 
the underlying picture does seem to be improving. 
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CHART 7 
 

 
 
 
Survey data from the big services sector and the 
smaller manufacturing sector both look positive 
although the surveys have tended to overestimate 
GDP growth lately, and did so again in Q1. The 
Markit/CIPS UK manufacturing PMI rose to a ten 
month high of 52.1 in March from 51.5 in February, 
enough for manufacturing not to be a drag on 
growth, but not enough to suggest robust expansion.  
The services index expanded to 55.3 from 53.8. 
 
 
The latest unemployment statistics (December to Feb 
stats) were also pleasantly (if also only modestly) 
positive, with the jobless total falling by 35,000 to 
8.3% (down from 8.4%) a total jobless figure of 
2.65m.  
 
CHART 8 
 

 
 
This follows two consecutive months of no increase, 
and reflects the modest improvement in the economy 
since Q4.  The labour market is not strong, however, 
with far more people in part time work (now 1.4m, 
the highest since records began in 1992) as they 
struggle to find full time employment.  
Unemployment is likely to rise again given the 
lacklustre growth picture and because there are still 
more public sector job cuts to come, but we are still 

confident in our expectation that it will not top three 
million. The OBR is among the more optimistic 
forecasters and expects it to peak at 8.7% by the end 
of this year and decline to 6.3% by 2016.  
 
Unemployment has fallen far less relative to output 
than in the recessions of the 1980s and 1990s.  This 
means productivity or output per worker (a key 
engine of economic growth and rising living 
standards) has been very low. Capital Economics 
calculate that productivity has actually declined 0.8% 
annually since the recession began, far more than 
previous cycles. This also helps explain the very slow 
growth in wages.  Without higher output, there is 
little justification for wage hikes.  On the latest 
statistics, wages grew just 1.1% on an annual basis, 
dragged down by the public sector which is subject 
to strict deficit-busting caps.  Even excluding lower 
bonuses which fell 6.2% (especially due to City 
firms), overall wages only rose 1.6%, well below 
inflation. 
 
CHART 9  
 

 
 
Sluggish growth, a weak labour market, and a stable 
currency mean there is little other than perennially 
volatile commodity prices to drive inflation. 
Nevertheless, even though the trend in inflation is 
now down, it is proving stickier than the Bank of 
England hoped.  CPI actually rose in March to 3.5% 
from 3.4% in February, after peaking in September at 
a painful 5.2%. RPI continued to fall, from 3.7% to 
3.6%.   
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CHART 10 
 

 
 
The March uptick, driven by food, petrol and 
clothing, will prove temporary in our view, as 
positive base effects and a still sluggish economy 
help constrain price growth, but Paul Tucker on the 
MPC now thinks CPI will remain above 3% into the 
second half of 2012. Stubborn inflation means more 
QE is off the table, with even Adam Posen, one of its 
arch-proponents, dropping his support for expanding 
the money supply any further. The consensus is for 
inflation to reach 2.3% by year end.  It may, in fact, 
be a little higher than this. 
 
 
The public finances came into focus in April’s budget, 
with a renewed focus on how the government plans 
to bring the deficit under control.  The budget was 
politically damaging for the government given the 
reaction to the tinkering with taxes and allowances 
that were announced, but it did not change the 
fundamental path of deficit reduction.  Just as a 
reminder, there are four distinct components to a 
nation’s income or GDP.  These are consumption, 
public spending, investment, and net trade (exports 
minus imports).  This is why an economy can actually 
grow if a government runs ever increasing deficits, 
borrowing to spend more and more on public 
services, even if both consumers are spending a bit 
less, exports decline more than imports, and firms 
reduce how much they are prepared to invest.  The 
idea is that a big public deficit should provide 
households with income to keep their consumption 
up, and to encourage firms to invest, even though in 
the UK, higher consumption always means a bigger 
trade deficit which partially offsets the stimulatory 
effect.  The collapse in demand that followed the 
credit crunch and the sudden realisation by UK 
households that they need to repay their enormous 
debts has been shored up by huge government 
borrowing, supported by the massive monetary 
stimulus (with QE now at £325bn).  Running annual 
deficits (and therefore adding more to the stock of 
public debt which has now reached £1.02 trillion) can 
only ever be a temporary strategy to support the 

economy until private demand returns in a 
sustainable way. 
 
Debt is measured as a proportion of GDP, so you can 
cut the debt burden either by having a bigger 
economy, or a smaller amount of debt in cash terms, 
or both.  Growing the economy about 3% for five 
years while running a balanced budget would cut the 
debt/GDP ratio roughly ten percentage points.  You’d 
have to run a budget surplus of approximately £28bn 
per year to achieve the same result through tax and 
spending (that roughly means eliminating all the 
armed forces, or increasing VAT to 25.5%, all on top 
of measures needed to balance the budget in the 
first place). The UK’s debt is still rising rapidly as 
government spending cuts and tax rises are not yet 
close to balancing the budget. At the end of April, 
the Treasury signalled another £16bn of spending 
cuts will need to be found to keep the programme on 
track. So far around one third of the £79bn of 
announced cuts has taken place, so there is a long 
way to go. The deficit in the last financial year was 
£126bn, equivalent to 8.3% of GDP, down from 11.1% 
in 2009-10. 
 
CHART 11 
 

 
 
This year it is predicted to be £105bn; assuming the 
current stalled pace of improvement is accelerated 
again.  It will be at least 2016/17 (and possibly later) 
before the deficit is eliminated. Too many people 
still believe that means the UK’s debt mountain will 
be gone at that point.  Far from it.  The £1.02 trillion 
outstanding is currently 66% of GDP, having climbed 
5.5% points over the last year. 
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CHART 12 
 

 
 
The OBR predicts the debt/GDP ratio will stabilise at 
76% in 2015 – this is the point at which the problem 
merely stops getting worse, rather than actually 
improving. 
 
Rating agencies fret about how sustainable a 
country’s debt position is.  Moody’s and Fitch have 
both put the UK’s AAA rating on negative watch 
fearing the government’s plan is failing to bring the 
UK’s debts back under control, even though neither 
advocates the alternative strategy of higher 
government spending to boost growth. There is a one 
in three chance of each agency’s rating being cut.  
Low interest rates keep the cost of servicing the debt 
low, so a high credit rating is important. The 
sovereign debt crises among our near neighbours in 
Europe will arguably help keep rates in the UK low in 
the medium term, even if a downgrade happens 
here, but it would both be a blow to confidence (and 
the government’s political legitimacy) and also longer 
term cause a higher interest burden if the AAA rating 
is lost.  The recent tentative stabilisation in the 
economy in our view diminishes the chance of the 
downgrade actually materialising. 
 
Public spending will be a continued drag on growth 
through another five years of austerity.  Consumption 
can also only make a weak contribution while wage 
growth remains low, households continue to pay 
down debts, and engines of spending such as the 
housing market remain subdued by credit availability.  
The latest trade figures also do little to encourage 
the idea of rapid expansion. The trade deficit made 
the headlines in April when February figures showed 
the goods deficit widening to £8.8bn; January’s was 
revised up to £7.9bn. The overall deficit, which 
incorporates services, widened to £3.4bn in February.  
Exports to countries outside the European Union 
dropped fastest so the weakness is not due to the 
economic problems of the eurozone. Capital 
Economics estimates the deficit will have been £2bn 
larger in Q2 than in Q4.  A widening of the gap means 
net trade is subtracting from already feeble 

economic growth. For the full year, the OBR 
estimates it will only add 0.5% to GDP. Finally, 
investment by British firms is also not contributing 
much to economic growth, up only 1.2% last year 
according to the Ernst & Young Item Club.  The 
corporate sector is highly cash generative, and 
margins are high, meaning UK Plc now has a 
collective £754bn cash pile (around half of GDP!), but 
this is not being invested in the UK and much is 
finding its way abroad.  Recent figures on corporate 
borrowing from the Bank of England’s Trends in 
Lending report showed business borrowing falling at 
its fastest pace in two years in February, especially 
among smaller companies.  High funding costs and 
limited demand for investment are to blame.  Firms 
remain focused on strengthening balance sheets.  
 
With all four contributors to growth so subdued, this 
explains why consensus forecast for GDP growth this 
year is just 0.6% and next year 1.7%, both of which 
will probably be downgraded.  Rapid growth is 
unlikely to return for as long as five years. 
 
 
MORTGAGE MARKET 
 
The latest figures from the CML showed gross 
mortgage lending jumped 30% to £13.4bn in March, 
up from £10.3bn in February (not seasonally 
adjusted).  It was the highest monthly total since 
September, and the highest March total in four years. 
Taken as a whole, lending declined 9% to £34.4bn 
compared with the final quarter of 2011, but was up 
13% compared with the first quarter of 2011. 
Purchase approvals followed a similar trend in the 
first quarter. 
 
CHART 13 
 

 
 
However, this increase does not mean there is a new 
boom taking hold.  Rather, this reflects the rush 
among first-time buyers in particular to complete 
home purchases ahead of the end of the stamp duty 
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holiday at the beginning of April.  And with LTV ratios 
actually falling in March (according to e.surv’s 
mortgage monitor) as lenders focused more on higher 
value borrower (who have bigger deposits relative to 
the home value), there is little sign of real energy 
returning at the bottom of the market. Things will 
now look much quieter for the rest of the year.  
Remortgaging volumes remain very subdued, much 
lower in January and February than a year ago; the 
upward trend in product rates (see below) is not 
spurring customer to remortgage fearing further 
increases. 
 
CHART 14  
 

 
 
 
CHART 15  
 

 
 
Last year, gross mortgage lending totalled £140.7bn, 
up from £134.9bn in 2010, with the fourth quarter 
showing slightly greater strength than we expected.   
In real terms there was no increase.  The UK’s 
mortgage lenders expect to provide a total of £130bn 
in gross lending in 2012, less than last year, although 
we think it likely they may end up a little higher than 
this.  The current trend suggests they are on track to 
lend more than £150bn this year, so it is quite clear 
they expect to rein their activities back in sharply as 

the year progresses.  Lenders are already preparing 
for the impact new Basle capital regulations will have 
on their balance sheets, while building societies are 
lobbying against rule changes that they say will 
penalise them for their high lending to capital ratios, 
given that their lending is high quality prime 
mortgages. Banks are only two years through a five 
year exercise to re-size their balance sheets. The 
likely outcome of all of this is a further curtailment 
of lenders’ capacity to lend, so we do not expect the 
total gross lending target to exceed the £130-140bn 
range over the next two to three years, as both the 
regulatory and the macroeconomic environment offer 
no obvious stimulus for rapid growth. 
Net lending in 2011 was a mere £9.5bn, up slightly 
from £7.5bn in 2010.  It has started 2012 strongly for 
the same reasons as gross lending, and is likely to 
cool sharply from this point.  We again expect the 
total to be close to but less than £10bn for the third 
year running. 
 
CHART 16  
 

 
 
There is simply no expansion of mortgage books 
taking place.  Existing borrowers are gradually paying 
their loans back (slowly shrinking the UK’s household 
debt mountain), and new borrowers are restricted by 
the tight mortgage criteria and put off by the 
moribund housing market.  In the second half of 
2011, the savings ratio reached nearly 7.8%, other 
than 2009, the highest level since 1998 as individuals 
focus on bolstering their financial position. 
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CHART 17 
 

 
 
 
Interest rates are rising in the mortgage market, 
despite the fact that the Bank rate is still at 0.5% and 
markets don’t expect it to rise until the end of 2014.  
SVRs have been steady for around six months, 
although a number of lenders have now announced 
increases; more will follow. 
 
 
CHART 18 
 

 
 
 
Fixed rates have been creeping upwards for several 
months.  This reflects demand management by the 
lenders, attempting to control application volumes 
with pricing, and it also reflects a rising cost of 
funding as they compete to attract scarce deposits, 
and suffer the consequences of tighter wholesale 
markets.  Lenders are still picking and choosing and 
will do so for the next couple of years at least.  
Interest-only mortgages barely exist any more for 
those wanting more than 50% LTV, and lenders are 
increasingly insisting on a repayment vehicle. 

For mortgage brokers, dual pricing is once again an 
issue as lenders try to drive volumes through their 
branch networks as much as possible to cover their 
fixed costs. Usually it is only when they feel they 

have ground to make up, perhaps later in the year, 
that they turn again to the broker market.  This year, 
with volumes in the first quarter relatively good, it 
could be a leaner year for the broker community. 

 
HOUSING MARKET 
 
February house prices rose 0.1 per cent from January 
according to the Land Registry, taking the average 
house price in England and Wales to £161,588.  In the 
February prices were 0.6 per cent lower than the 
year before.   London continues to lead the way with 
average prices up 4.2% over the year. Prices in the 
North West are falling most rapidly (down 3.5% year 
on year), reflecting the different economic 
performance of the two regions. 
 
 
CHART 19 
 

 
 
Nationwide’s and Halifax’s house price indices are 
both still rather volatile on a monthly basis owing to 
their low volumes, but both agreed that in the three 
months to the end of March, prices dipped 0.1%. 
Rightmove recorded asking prices up 4.9% in the first 
quarter, with the difference between its (also 
volatile) index and the lenders’ indices implying that 
sellers are overoptimistic on what they can achieve 
in final sale prices. 
 

The most up-to-date figures available show that, 
during December 2011, the number of completed 
house sales in England and Wales increased by 8 per 
cent to 61,470 compared to 56,875 in December 
2010. The number of properties sold in England and 
Wales for over £1 million in December 2011 
decreased by 13 per cent to 488 from 559 in 
December 2010.  A new stamp duty rate of 7% 
introduced in the budget for homes valued over £2m, 
and anti-avoidance measures for properties owned in 
companies, are likely to reduce the volume of 
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transactions significantly.  Property investment 
companies are lobbying hard for exemptions from the 
penal 15% stamp rate that now applies to homes 
owned in companies.  Even buy-to-let investors 
buying homes to redevelop and divide into smaller 
units sold for cheaper prices will potentially find 
their returns significantly impacted by the new stamp 
duty band.  

Overall there is little to suggest a rapid revival in the 
property market. Lack of credit and continued 
deleveraging by consumers, combined with negative 
real income growth provide no impetus to increased 
transactions or rising prices, especially now technical 
factors around stamp duty have fallen away. 

The private rented sector has cooled markedly lately.  
Annual rental inflation slipped to 2.7% in March 
according to the LSL Buy-to-Let index, with rents 
falling for two months in a row to £705.  The drop is 
very modest and leaves rents still very close to 
record highs.  Rental inflation is of course still far 
outstripping wage inflation and has been for some 
time.  Inevitably, even given strong tenant demand, 
rents can only stretch so far relative to incomes.  In 
London, where the economy is stronger, demand for 
housing especially high, affordability to buy low, and 
supply tight, rental inflation is more rapid (see 
chart). Rents are 4.9% higher than a year ago in the 
capital, although they have also dipped slightly in the 
last month.  For landlords, better news on house 
prices, according to the LSL/Acadametrix house price 
index, is offsetting the weakness in rental inflation 
have pushed up the total annual return on a property 
to 5%. This represents an increase from an average of 
2.7% a year ago, and marks the highest level since 
December 2010, equivalent to an average return of 
£8,217. LSL calculates that if property prices 
maintain the same positive trend as the last three 
months, an average investor in England and Wales 
could expect to make a total annual return of 10.7% 
per property over the next 12 months – equivalent to 
£17,657 per property.  The average yield on a rental 
property is now 5.1%, compared to 5% a year ago.   

 
 
 
 
 
 
 
 
 
 
 
 

CHART 20 
 

 

 
 
 
 
 
 

 

 
 
 
 
 
 
 
 

 

 

 

 

 

 

 

 



 9 

 

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 

 

Quarterly economic bulletin 
Volume 22 | May 2012 
 
AMI 
1st Floor 
Midsummer Court 
314 Midsummer Boulevard 
Milton Keynes 
MK9 2UB 
 
Telephone: 01908 847021 
Email: info@ a-m-i.org.uk 
Web: www.a-m-i.org.uk 
 
Ref: AMI-QEB-05/12 

 

 

PRODUCED BY TEAMSPIRIT ON BEHALF OF AMI 
 

  
 


