Highlights
Economy


Economy flatlines as GDP growth in Q2 2011
revised to just 0.1% as forecast 2011 growth cut to
1.5%



Unemployment tops 2.5m, 7.9% of the workforce



Increasing pressure on household finances as pay
to end of June rose 2.1% annually, far behind CPI
inflation at 4.5%

Chart 1

Chart 2

Housing market


Prices down 2.6% on the year, 0.3% in three
months to August



Wide regional price variation as London prices are
up 2.1% and North East is down 7.8% on the year



40% of houses on the market have had their prices
cut, by an average of 7.1%



Transactions down 9% year on year, less than half
the 2007 level

Mortgage economy


Average first-time buyer LTVs rise to 80%



Gross lending set to match 2010 level, with lending
of £130 - £135bn likely in 2012



Remortgage volumes up 18% on 2010 levels in year
to July, but purchase volumes down 3.7% in same
period



Affordability pushes arrears to 2.1% in Q2 2011, the
lowest level since 2008

Chart 3
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Economy
This summer’s weather was not as bad as the more
lugubrious choose to remember it, but the economic
climate is distinctly chilly, both in the UK and around the
world. Watching the stock market’s convulsions was
bad enough, but there was little to cheer in the real
world either. Events in the eurozone have taken on the
characteristics of a Sophoclean tragedy. The
protagonists follow a long arc of decline, continuing to
make the wrong choices, or failing to make any choice
at all, ensuring the next decision is even more painful
and expensive than the last.
Meanwhile the US has slowed dramatically, its
politicians making a damaging spectacle of themselves
in their wrangling over the budget, culminating in a
humiliating rating downgrade and damaged economic
confidence. Against this backdrop, it’s no wonder the
UK recovery has congealed, with few options to get
things moving again.
In the eurozone, fears over the creditworthiness of
Greece, Ireland, Portugal, Italy and Spain have
dominated the scene. As the UK’s biggest trading
partner, the fortunes of the eurozone are critical to our
success, not only to aid our own recovery, but because
our financial system is vulnerable to turmoil in the single
currency area. Greece is now almost a sideshow, as it
can only end in tears there. The losses will be
substantial, but are manageable.
Far more serious is the Italian government’s
characteristic failure to agree a meaningful budget
consolidation. The European banking system would
arguably not survive an Italian default given how much
Italian debt is held by the banks. Indeed liquidity in early
September began to dry up in echoes of the Lehman
crisis of 2008, as counterparties ceased lending to
vulnerable institutions, particularly in France, or doubted
the strength of others.
Lord Myners set out exactly how precarious the
eurozone banking system is and called an immediate
large scale recapitalisation ‘imperative’. A possible
massive strengthening to €2trn of the European
Financial Stability Fund (EFSF) would provide cash to
prop up the banks (if national governments approve it).
To address the short term liquidity issues, the world’s
largest central banks have promised unlimited dollar
liquidity in a bid to restore confidence and keep the
system afloat. This will provide some respite, but the

measures are also part of the preparations for a
managed Greek default - which estimates suggest
could be about half of Greece’s €350bn of debts.
The EFSF money is supposed to create a firebreak to
stop the markets moving on to other vulnerable nations.
Bond yields for Italy and Spain have shrugged off much
of the initial respite from the ECB bond purchase
scheme. Italy’s ten-year yields are now at 5.6% again
(late September). Time is running out for all of them and
it remains to be seen if a new deal (if it is agreed) will
work to insulate the other troubled states. Ultimately
structural change is essential in the way the eurozone is
run.
The eurozone’s economic woes are depressing, but this
is in reality a disastrous political crisis. The consistent
failure by politicians, led by an indecisive German
government hamstrung by a resentful electorate, to take
firm, timely action to help Greece has imperilled the
whole continental economy, and now the global one to
boot. Brinkmanship over the release of €8bn in
September, essential if Greece is going to be able even
to pay its workers, is utterly counterproductive.
The only solution for the eurozone is either a fiscal
union, allowing tax-euros to flood from north to south, or
a full or partial break-up, allowing devaluation by weaker
members as an alternative to many, many years of slowburn, agonising deflation. In the short term,
recapitalising banks to survive a Greek default effectively
means tax money flowing south. A more assertive
European Central Bank, flexing its independence
muscles could help ease the transitions, but not change
the outcomes.
Bond yields tell a lot of the story. Switzerland, struggling
under the vast weight of capital inflows seeking
sanctuary, need only pay 1% over ten years and has
now promised to print unlimited amounts of Swiss
francs in an attempt to weaken its currency. Germany,
paying 1.9%, is also seen as a safe haven, but will either
have to pay for its weaker neighbours or cut them loose
and damage its export economy in the process. The US
pays 1.8% to its creditors and is in an economic mess.
Britain, mercifully outside the eurozone and having
implemented a tough austerity plan, pays a mere 2.5%
for its borrowings (lower than Germany in real terms)
both because investors seem to believe the
government’s deficit cutting zeal, and because they
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think the economy is going to weaken, bringing too-high
inflation down sharply. The markets are saying there is
negligible demand for capital - and that implies
recession.
Britain’s economy is essentially already at a standstill.
Unemployment has topped 2.5m, 7.9% of the
workforce, with young people especially badly hit. The
80,000 increase in the number of people without jobs in
the three months to June (latest data) was the biggest
rise since August 2009, when Britain was still in
recession. 110,000 jobs were lost from the public
sector. Many more are to follow.

thinks there’s a one in six chance of a renewed
recession. 1.1% would imply just 0.4% growth for the
second half. The average of independent forecasts is
1.3% for 2011, compared to 2.0% at the beginning of
the year, but this forecast is still trending down.
Chart 5

Chart 4

The private sector is not making up the difference fast
enough to secure the recovery, but as things stand
Britain should avoid the dangerous 3m unemployed
mark where costs become increasingly difficult to
sustain and the economy increasingly unproductive.

The ONS’ latest revised figures show the economy
shrunk by 7.1% (revised up from 6.4%) from the 2007
peak to the trough in Q2 2009, making the last
recession only slightly less severe than the 7.6% drop
seen in the 1930s. In fact, given that growth has been
almost stagnant since Q3 2010, the current recession is
in terms of longevity already worse than that of the
1930s because by this point after the start of the
recession, recovery had already begun.
Chart 6

The savings ratio (4.6%) is relatively high compared to
recent history as households rein in spending and seek
to pay down debt, although it is lower than in 2009 and
2010, mainly as inflation eats into incomes and leaves
less money over after buying essentials. Household
consumption fell 0.8% from the first to second quarter in
2011 and has fallen 1.7% in the last year.
Survey data from across the economy looks
disappointing. Manufacturers record a slowdown in
export orders due to the economic problems abroad,
but domestic orders are also sluggish. Headline services
output is also down sharply, with the steepest fall in a
decade. Lending to businesses is weak too.
The economy did, however, grow in the second quarter,
just (by 0.1%), but forecasts have been cut from all
sides since. The IMF has slashed its full year forecast to
just 1.1%, down from the 1.5% it predicted in June and

The OBR’s own forecast of 1.7% looks wildly optimistic
now. The IMF is forecasting just 1.6% next year, well
below the OBR’s 2.5%. The IMF puts the chances of a
new recession at one in six - we think it may be more
likely than that. The inevitable coming cut in the OBR’s
forecasts means the fiscal position will look worse, on
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top of figures produced separately by the IMF and FT
which indicate the spare capacity in the economy is
smaller than thought, meaning the structural deficit
(which cannot be eliminated by economic growth) is
£12bn higher than previously estimated, equivalent to
another 2.5% on VAT. The coalition will struggle to close
that wider gap by its 2015 target.
Inflation is still problematic. Pay only rose 2.1% (ex
bonuses) in the three months to the end of June, far
behind 4.5% inflation.
Chart 7

Inflation expectations can lead to higher wage demands
and so second round effects of higher prices. The Bank
continues to smart from the accusations it has failed to
control inflation to date. But this hasn’t been enough to
dissuade them from expanding the QE programme by
£75bn in the October meeting, citing the need to
protect to UK recovery from growing ‘tensions’ in the
global economy. In our view, their preference for further
QE, rather than cutting rates to 0.25% is justified.
Cutting rates would be merely symbolic with little
practical effect on borrowing. Adam Posen, the MPC
member who has most consistently argued for more
easing, has raised his estimate of the additional stimulus
needed from £50bn to £100bn.
The quantitative easing programme in 2009-10 totalled
£200bn. Its effects are hard to measure, but the Bank of
England’s latest quarterly bulletin outlines its best
estimates. It believes QE between March 2009 and
January 2010 boosted real growth by 1.5-2%, but
acknowledged that inflation was probably raised by
0.75-1.5% too.

The weak jobs market means there is little upward
pressure on wages. Inflation expectations meanwhile
rose in August to their highest level in three years. On
average consumers expect prices to rise 4.2% over the
coming year-more than double the BOE's 2% annual
target and the highest rate of expectations recorded
since August 2008. In May, respondents expected
prices to rise 3.9%.

So, to proceed with a new bout of it, the Bank needs to
convince the sceptics inflation is going to fall fast, which
it will do if the economy is heading for the rocks. It’s
unlikely to work as well this time as last, but given how
poor the public finances already are, it is preferable to
relaxation of fiscal austerity. On balance, therefore, we
think a new round of money printing is a good idea.
Interest rate increases are off the table indefinitely. There
are no more dissenters on the MPC calling for a rate
rise. The market does not expect rate rises now until
late 2013. Early this year, consensus was for rate hikes
already by the end of 2011.

Chart 8
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Housing market
House prices are rather volatile at the moment, as
different indices show prices up one month and down
the next. All the main indices show prices slightly down
year on year - only Rightmove’s is up. Asking prices are
especially unreliable at the moment as sellers struggle to
set a price for homes they are selling and volumes are
low, making it harder to get a good steer on how much
to ask.

Transactions are about 9% below last year’s levels on
average and less than half the level in 2007.
Chart 10

Zoopla has demonstrated that two in five properties on
the market today have had their price reduced at least
once, the highest number of discounts in a year. On
average a price is cut 7.1% with northern cities offering
bigger reductions than those in the south. London has
the fewest (less than one third).
The Land Registry’s latest data (August) shows prices
down 2.6% on the year, and down 0.3% from June. At
£162,347 the average house is 7% higher than its 2009
low point, but that’s still a decline in real terms. Prices
remain almost 12% below the 2007 peak.
Chart 9

There is wide regional variation with the Land Registry
recording prices up 2.1% in London and down
everywhere else, as much as 7.8% in the North East.
The other main indices show a similar trend of a
relatively stronger capital and weaker regions. There is
little positive momentum in the economy to push prices
higher on a sustainable trend, despite the occasional up
month, and not enough finance to support price
increases, but the dismal levels of house building mean
supply is so tight that prices are underpinned by the
shortage. Last year 103,000 homes were built in
England, the lowest number since 1923, while around
twice as many households were formed.

Transactions are the life blood of the housing industry in
a much more meaningful way than house prices, but
without sufficient mortgage finance there is no way
transactions can grow substantially. There is a limit to
how much of the property market activity can be left to
the cash buyers. Simply looking at the difference
between mortgage advances and housing transactions
suggests cash purchases are now almost one fifth of
the market compared to about one eighth when the
market was busiest in 2006. On this simplistic analysis,
cash transactions have only fallen about 25%, while the
number of homes bought with mortgages has more
than halved.
There is some good evidence that first-time buyers are
more optimistic, but there are a lot of prospective homemovers who are unable to move owing to insufficient or
negative equity. Insufficient equity blocks the market
because tighter lending criteria mean many borrowers
end up without the borrowing capacity to get a
mortgage. Someone who bought on an 85% LTV in
2007 would now have only around 5% equity, nothing
like enough to remortgage or move up the housing
ladder. The average purchase LTV in 2007, for example,
was 80% so many borrowers from that year will be in
this position. Anyone on an interest-only mortgage
would be more exposed still. On top of that the costs of
moving home are prohibitive. Stamp duty and all the
various legal and removal costs mount up very quickly
when equity is already tight. Tinkering with the stamp
duty holidays could help a lot, perhaps extending it
beyond just first-time buyers.
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The rental market continues to roar ahead. Rents
repeatedly break new records every month according to
LSL’s buy-to-let index, with national rental inflation of
4.0% and as much as 6.6% in London.
Chart 11

The extra £30 per month a typical tenant needs to find
over the last year (£68 for a Londoner) is a big drain on
tenant finances. The rent increases reflect the relentless
demand for rented homes as population growth,
household formation, and the displacement into the
private rented sector of a missing 190,000 first-time
buyers every year (compared to the five years before the
crunch) swell the tenant population. Properties in the
busiest markets are being snapped up in hours and
there are tales of rental-gazumping. Zoopla.co.uk’s
latest research shows that buying is cheaper than
renting in all but six of Britain’s large towns, presenting a
real opportunity to save money for those able to get on
the property ladder.
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Mortgage market
Given the squeeze in the private rented sector and the
decline in housing supply, it’s no wonder, then, that
there has been an uptick in first-time buyer interest.
Economic uncertainty is not enough to dissuade people
from wanting to own their own home, when they can
see how much they can save by doing so. The share of
mortgages taken by first-timers has risen very slightly to
38% between February and July, compared to 37% last
year.

Chart 13

Chart 12

The professed desire among some prominent lenders to
take more market share is not translating into growth in
the market overall. Net lending is similarly flat and likely
to be close to £8bn this year, and somewhere between
£0 and £10bn next year too. The number of outstanding
mortgages has now fallen below 10 million for the first
time in at least ten years.

Borrowing activity from first-time buyers in June and July
was at its highest in a year, with a median loan to value
of 80% compared to the higher 70s last year. This
reflects improvement in the availability of higher LTV
mortgages in the early summer, but the rush of
expressions of interest is much higher than the
approvals suggest. Brokers and lenders are seeing
enormous levels of enquiries about mortgages, many
from first-timers. These volumes don’t show up in the
final mortgage numbers because so many fail to qualify
for the products being marketed.

Purchase volumes were 339,000 to the end of July
(nsa), down on the 352,000 in the same period last
year. Remortgage volumes of 226,000 are up 18% on
the same period last year, offering some welcome
respite for brokers, but the levels are still only a third of
2008 (see chart 3 above).
Remortgaging has been spurred by fears of missing out
on the ultra-low interest rates. The CML reported fixedrate borrowing up in the second quarter of 2011, with
63% opting for fixes, compared to 60% in the first
quarter and 46% in the second quarter of 2010.
Chart 14

Gross lending remains firmly in its range of the last three
years. After £143bn in 2009 and £136bn last year, gross
lending is on track to match 2010. In 2012, it is likely to
be between £130 and £135bn, and certainly no more
than £145bn.
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Even though interest rate hikes are off the agenda for
the foreseeable economic future, the CML believes the
uncertainty over the economy and the timing of rate
rises is encouraging borrowers to lock in now while they
can be sure of a low rate.
Borrower stress - the average interest rate (currently
3.3%) on standard variable rate mortgages is still close
to record lows, while the typical fixed rate is close to
matching the 2004 low point (when the Bank of England
began collecting records) of 4.99%.

undertake costly possessions with no certainty of
recovering the full value of the loan.
Buy-to-let lending is growing rapidly as landlords seek
to capitalise on average yields above 5% (source LSL)
and meet demand from tenants. The 32,000 buy-to-let
loans advanced in the second quarter was the highest
level since 2008, with £3.5bn in gross advances (CML).
Chart 17

Chart 15

The blend of the two means borrowers are now enjoying
the cheapest mortgage rates ever and this is largely why
arrears are so low, despite the weakness of household
finances and newly rising unemployment. In the second
quarter 3-month arrears were just 2.1% of loans to
owner occupiers, the lowest since 2008.
Possessions peaked at half the levels of the 1990s
recession; only 0.16% of mortgaged homes were taken
into possession in the first half of 2011, following steady
declines since early 2009.

This was split roughly equally between purchase and
remortgage, with the latter showing fast growth – more
products on the market are enabling landlords to
refinance on better terms. At 11.8%, buy-to-let
mortgages have now reached their largest ever share of
the mortgage market. Buy-to-let may even hit
constraints as lenders are forced to limit their exposure
owing to a need to keep balanced loan books. The
strength of the rental market means 3-month arrears are
just 1.5%, so these loans continue to perform very well.

Chart 16
PRODUCED BY WRIGLESWORTH RESEARCH
ON BEHALF OF AMI

Clearly the low level of arrears is partly behind the low
possessions but lenders continue to show forbearance,
preferring to keep people in their homes rather than
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