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Highlights  
Economy 
− GDP down 0.5% in the final quarter of 2010, but 

flat if adjusted for poor weather 

− Inflation climbs sharply presenting big policy 
dilemma 

− Manufacturing exports reach highest level in 16 
years while services languish 

− Unemployment to rise to 2.8m in 2011 

 

Housing market 
− Regional price disparities to intensify as public 

spending cuts will hit north hardest 

− Prices end 2010 flat and may fall this year 

− House starts now at less than half the level 
needed to satisfy demand 

− Tight mortgage lending to ensure that transaction 
volumes remain subdued in 2011 

 

Private rented sector 
− Restricted supply and strong tenant demand 

keeps buy-to-let busy and rents rising 

− Buy-to-let finance begins to improve 

 

Mortgage market 
− Gross lending to remain flat in 2011 

− First-time buyers make up smaller proportion of 
borrowers in 2010 than 2009, despite higher LTVs 

− No momentum in purchase market but 
remortgage volumes are rising from their lows 
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Economy 
The preliminary estimate for Q4 2010 GDP showed 
the economy shrank 0.5%, far weaker than even the 
low end of expectations.  
 
National Statistics acknowledged that 0.5% of this 
loss was due to the extreme weather, but even at 0%, 
the outturn for the quarter is far poorer than expected. 
The preliminary figures are always subject to heavy 
revision, however, so we should not carried away (yet) 
and believe the UK is sinking back into recession, no 
matter what the headlines and Ed Balls may say. 
 
Chart 4 below shows how GDP forecasts for 2010 
evolved from early 2009 as the UK began emerging 
from its recession. It shows a progressive realisation 
that growth would be stronger than thought as the 
unprecedented fiscal and monetary policy response 
had its effect.  
 
Chart 4 
 
 
 
 
 
 
 
 
 
  
 
 
 
 
At the same time as economists increased their 
forecasts for UK growth in 2010, they were cutting for 
2011 (chart 5), steadily downgrading as the coalition 
talked tough on the deficit and people become more 
concerned about the risk of a double-dip recession 
when tax increases and spending cuts began to bite. 
 
Chart 5 
 
 
 
 
 
 

 
 
 
 
 
The UK’s public deficit must indeed be tackled. 
Economists are deeply divided on when is the best 
time to reduce it, with some claiming it is far too soon 
to switch off life-support as to do so would kill the 
patient.  
 
The national debt will continue to swell for years to 
come (see chart of net public debt and budget deficit 
below), as the tightest public spending squeeze in 
living memory will merely slow the growth of national 
debt.  
 
Chart 6 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Only if the Treasury runs a budget surplus will we 
begin to pay back any of this debt. The government is 
trying to walk a tricky line to avoid tipping into 
recession on one side, or into the maw of a market-
imposed restructuring as in Greece and Ireland, 
potentially Portugal and possibly even in Spain, on the 
other.  
 
Growth is crucial, of course. If your economy is 
shrinking fast enough, cutting public spending can 
mean your budget deficit keeps growing anyway, and 
you risk accelerating the process by taking money out 
of the economy.  
 
Debts, meanwhile, remain fixed in cash terms and 
grow in relative terms. Add deflation to the mix and 
prices and incomes fall but debts get even bigger still 
in relative terms. It’s very hard to escape the trap. 
Debts growing in a growing economy are far 
preferable in terms of human misery to debts growing 
in a shrinking one. 
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The UK has a better chance of avoiding this trap. It 
has the luxury of its own currency, which allows a shift 
in relative prices (and incomes) compared to other 
countries without painful deflation. What’s more, 
government debt is denominated in sterling, so a 
devaluation does not leave you with expensive foreign 
borrowings (and in fact imposes a haircut on foreign 
lenders).  
 
The UK also has an average maturity of government 
borrowing of fourteen years, far longer than similar 
countries, which means there is almost no ‘rollover’ 
risk where a state faces a large refinancing need in a 
short time-span (as in Portugal, for example).  
 
And the economy is probably still growing – just. The 
December increase in the 2011 forecast to 2% from 
1.8% seems a little heroic after the Q4 figures, and in 
any case is still well below what one would expect so 
early in the cycle. This slow growth expectation 
reflects the CIPS/Markit PMI surveys showing the 
UK’s domestic economy is much weaker than 
internationally focused sectors.  
 
Manufacturing is benefitting from overseas demand – 
growth accelerated in the fourth quarter to 1.4%, in 
contrast to the declines in services. The much 
watched PMI showed it is growing at its fastest rate in 
16 years.  
 
Manufacturing depends on export orders and is 
consistently giving better readings than the more 
domestically orientated and much larger services 
sector. Construction is also weak. The BCC survey 
agrees, suggesting manufacturing exports rose to 
their highest level in also 16 years.  
 
This will give much cheer to a government depending 
on overseas demand to rebalance the economy away 
from a dependence on financial services and 
consumer spending. The contrast also seems to be 
showing up in the labour market too.  
 
 
 
 
 
 
 
 
 
 

 
The CBI reported strong growth in hiring among UK 
manufacturing firms, even as national unemployment 
rose by 49,000 to 2.5 million, equivalent to 7.9% of 
the workforce. A record one in five young people is 
without a job. The consensus expectation for claimant 
unemployment is more positive, suggesting only a 
small increase this year. 
 
Chart 7 
 
 
 
 
 
 
 
 
 
 
 
 
 
Austerity measures are about to intensify, which will 
put further pressure on the economy – they will hit 
consumer spending power through higher taxes and 
as public sector spending cuts remove cash from the 
economy. Unemployment is likely to rise further this 
year – in our view to around 2.8m by year end. The 
public sector is of course where most of the jobs will 
be shed. 
 
Consumer spending was weak in the fourth quarter 
with December retail sales the poorest on record, as 
volumes slumped 0.8%, leaving them just 0.2% 
higher for the quarter, after 0.9% growth in the third 
quarter. The severe winter weather is doubtless 
largely to blame, and the underlying trend is certainly 
somewhat stronger than this, but nevertheless, high 
inflation and squeezed spending power is 
constraining consumer demand.  
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Chart 8 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The latest lending trends from the Bank of England 
also indicates consumers are trying to get on top of 
their debts. Credit card and personal loan balances 
fell by £121m in November after increases in 
September and October. They are £13bn lower than a 
year ago.  
 
Growth in consumer credit is set to remain low in 
2011, but lenders do not expect an increase in bad 
debts, although public spending cuts increase the risk 
of higher write-offs and personal insolvencies.  
 
Housing equity withdrawal remains firmly in negative 
territory too – another £6.0bn was repaid in Q3 2010, 
taking the total since Q2 2008 to almost £50bn. This 
reflects both the lack of new lending and that there is 
no let up in the eagerness of households to pay down 
their mortgage debt. The savings ratio is twice the 
level pre-recession. 
 
Chart 9 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
Taken in the round, there is no likelihood the 
consumer will provide the engine of growth in 2011.  
All this suggests monetary policy should remain very 
loose, but for inflation.  
 
This is the biggest fly in the ointment, making it more 
difficult to support the recovery. In December, the RPI 
reached 4.8%, with CPI soaring to 3.7% from 3.3% in 
November. Transport costs were the main contributor 
to the big jump, with fuel costs close behind. Food 
also rose sharply by 1.6% in the month (its highest 
ever November to December increase). Core 
consumer price inflation rose to 2.9% from 2.7%. 
 
Chart 10 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Many of the factors driving inflation are beyond the 
control of policymakers as they are dependent on 
world commodity markets. Bad harvests and rising 
demand are pushing agricultural commodities from 
rubber and cotton to grains to record levels. Oil prices 
are close to $100 per barrel as demand from 
emerging giants China and India combines with tight 
quota controls from the producer countries. 
 
Meanwhile, the after-effects of the 2009 devaluation 
of sterling are also still showing up in price increases 
as producers and retailers seek to recoup margins 
squeezed by higher input costs. Britain is twice as 
dependent on imports than Europe or the US, so 
inflation is more easily imported here too in response 
to price pressures elsewhere in the world.  
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This process is far from over, but in theory at least, it 
reflects a change in the price level and so, once these 
new prices are set, inflation (which is about the rate of 
change of prices, rather than how expensive or cheap 
things are) will slow rapidly. The VAT increase is 
another such example, pushing prices up by a one-off 
amount.  
 
So what will the Bank of England do? Its responsibility 
is to maintain inflation close to 2%. Getting the 
economy growing was part of that strategy, but now 
the Bank faces the prospect of rapid price increases 
and low growth. Its credibility is already damaged by 
the failure to even predict this higher inflation, let 
alone prevent it.  
 
Political pressure about rising prices is increasingly 
uncomfortable, and inflation expectations have 
climbed sharply from 2.5% a year ago to almost 4% 
today, evidence that people increasingly believe the 
Bank has lost control of prices.  
 
But, bond yields have not leapt as they would if 
inflation were believed to be untameable. They remain 
relatively low (at 3.7% for ten year gilts), which means 
people do expect inflation to fall back again, and so 
far there is little evidence of second round effects. 
Earnings growth is just 2%, with surveys indicating it 
will accelerate to 3% this year; this means most 
people’s living standards are falling (even faster in the 
public sector where wage freezes are common).  
 
Chart 11 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Unemployment is also rising – the labour market is too 
weak to enable people to demand higher pay to 
compensate for rising prices.  
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Housing market
 

Chart 12 
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The housing market was still enjoying the late 2009 
boom at the beginning of 2010 but quickly ran out 
steam, struggling across the finish line more or less 
flat for the year. The market peaked in the first 
quarter, roughly a year after it reached its low point.  
 
This favourable base meant prices were 6-11% higher 
depending whose index you favour. By the end of the 
year, a succession of monthly price falls and a less 
favourable base meant prices were back where they 
started, with the main indices recording a range of -
1.6% to +2.9%.  
 
The main lender indices were weakest (but are based 
on a diminshed sample of mortgage borrowers). 
Halifax recorded seven monthly declines last year. 
LSL Acadametrics and the Land Registry (which each 
look at cash and mortgaged transactions) showed a 
stronger performance.  
 
Chart 13 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Given that cash purchases make up about a quarter 
of transactions now, their impact on house prices is 
important, but is missed by the lender indices. 
Southern regions were much stronger than those to 
the north.  
 
This disparity is likely to persist or even intensify in the 
coming year as the impact of public spending cuts 
hits harder in the north both as people lose jobs and 
as wage freezes constrain affordability. At the end of 
2009, the market was boosted strongly by the 
impending end of the stamp duty holiday, so 
comparing volumes to a year ago is tricky. In 
September, they slipped below the previous year for 
the first time since June 2009. Demand is not strong 
enough to keep volumes up.  
 

Chart 14 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 The new 5% stamp duty band on homes over £1m 
won’t make much difference to overall volumes ahead 
of its April introduction, and even less to the mortgage 
market since so much of that portion of the market is 
for cash buyers. LSL Property Services, which owns 
national chains Your Move and Reeds Rains, has 
taken the temperature of the market through the 
relationship between demand and supply, looking at 
ratios of buyers to sellers and time to sell. Buyer 
numbers are down 9% over the last quarter, faster 
than the decline in instructions for sale. Time to sell 
has risen sharply over the year.  
 
Although the research does not adjust for seasonal 
changes, it is clear that the current supply/demand 
balance is far weaker than is consistent with rising 
prices. LSL has given cautious guidance to City 
investors for the coming year on the grounds the 
market is unlikely to make much progress. Consensus 
is certainly for the market to be relatively weak. 
Capital Economics (perennial housing market bears) 
predict -10%, RICS says -2% to -5% (depending on 
the level of unemployment), Halifax says they will be 
broadly flat, while Zoopla.co.uk’s December survey 
reported the weakest housing market confidence 
among consumers in two years. 
 
The difficulties the market has faced over the last 
three years have massively dented housebuilder 
activity. Housing starts of 100,000 are less than half 
that needed to meet demand. New planning laws 
giving local authorities more power may lead to a 
more appropriate mix of homes, but may also leave 
housebuilding hostage to nimbyism. Either way the 
long term supply shortage suggests prices will rise in 
the longer term.  
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Private rented sector
 
The supply of mortgage lending continues to have a 
huge impact on the shape of the housing market. 
Affordability constraints and a simple lack of lending 
to first time buyers and others mean home ownership 
in the UK is in decline.  
 
Having peaked at 70% in 2007, it has been in decline 
since then, and is likely to keep falling down to 
between 60% and 65%. These homes will still be in 
private hands however – landlords (both sole traders 
and likely bigger corporations) will take up the slack 
as there is unlikely to be any expansion in the 
provision of social housing.  
 
A million more people live in private rented 
accommodation compared to ten years ago, and in 
fact, rented homes are more suitable for the lifestyles 
of many younger people. Interest-only mortgages 
(while suitable for some types of borrower) are 
essentially akin to renting with capital at risk.  
 
Equity can only be accumulated through house price 
inflation and the principal is never paid down (at least 
through mortgage payments). When prices fall, 
however, borrowers take the hit and can quickly end 
up in negative equity. In our view, interest-only 
mortgages will continue to decline, driven by lenders 
shying away from a product that under new rules will 
make their capital adequacy levels look weaker.  
 
Of course, buy-to-let mortgages are usually interest-
only products and it remains to be seen whether 
lenders will still want to play in this market. Finance 
for the private rented sector improved further in the 
fourth quarter with more products coming back to the 
market and higher demand for loans.  
 
Northern Rock re-entered the sector too, but there are 
still relatively few products and many lenders (not 
Northern Rock) now require landlords to have a salary 
as well as rental income on their investments.  

 
To meet the massively growing demand for rented 
homes, other forms of capital may be needed – these 
could include corporate loans for firms looking to 
build portfolios of residential property, or equity 
capital in the form of traded investment funds.  
 
The LSL buy-to-let index showed rents fell in 
December from a record high in November, the first 
decline in almost a year, but new tenancies may have 
been affected by the weather, or normal seasonality. 
The average yield also fell slightly to 4.9%.  
 
Tenant demand remains sky-high, however. 
Landlords have enjoyed huge returns over the last 
eighteen months – someone buying a rental property 
in May 2009 would have made almost 14% total 
return. This is now slowing fast as house prices falter, 
but the long-term prospects for landlords look good. 
 
Chart 15 
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Mortgage market 
 
Gross lending in 2010 was roughly £136bn after 
£146bn in 2011 and is likely to remain in that range in 
2011. The second half will be stronger than the first 
half as lenders begin to fight a bit harder to grow 
market share.  
 
Competitive pressure began to build at the end of 
2010 too and will continue in the first quarter. Even 
though the supply of lending is not likely to shrink, 
lenders pointed to weak demand in the Bank of 
England’s credit conditions survey. Lenders expect 
the first quarter to show further weakness in demand 
for home purchase as people worry about the outlook 
for house prices.  
 
Net lending will have been less than £10bn in 2010 
and is unlikely to change this year.  
 
This reflects the lack of first-time buyers who made up 
a smaller proportion of the purchase market in 2010 
compared to 2009 (although they advanced more 
generous LTVs) and how busily existing homeowners 
continue to redeem their debts.  
 
Chart 16 
 
 
 
 
 
 
 
 
 
 
 
 
Indeed there are now around half a million fewer 
outstanding mortgages in the UK compared to the 
peak in 2007. Apart from a brief blip in 2004, we have 
never seen the number of mortgages in the UK fall so 
far, or so consistently. Older people paying off their 
mortgages are no longer being replaced by new 
buyers. 
 
 
 
 

 
Purchase approvals overall will have fallen in 2010 
compared to the year before, as the end of 2009 was 
boosted by the stamp duty holiday. We expect 2010 
to end at about 580,000 compared to 597,000 in 
2009.  
 
Chart 17 
 
 
 
 
 
 
 
 
 
 
 
 
 
The second half was much weaker with purchase 
approvals showing double digit annual declines from 
August onwards. With the 2010 first half still relatively 
strong the comparables will look difficult for the 
beginning of 2011, all the more because of the 
weakness in the housing market. 
 
Remortgaging has been showing a very different 
pattern. The remortgage market ended an unbroken 
succession of 27 months of annual volume declines in 
July. Since then it has been growing rapidly. By 
November the volume of remortgages was over 40% 
higher than November 2009.  
 
Chart 18 
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Borrowers have enjoyed exceptionally low interest 
rates for a long time, and are now seemingly 
increasingly concerned about the direction rates will 
take. Faced with the prospect of higher payments, 
many are looking to lock in now while rates are still 
relatively cheap. If pressure for higher base rates 
grows, we could see gross lending outperform our 
£135bn expectation. 
 
But lending will not make a step change this year. 
Lenders are still constrained by funding availability, 
which is not set to improve dramatically. At the end of 
November, Special Liquidity Scheme outstanding 
balance had declined by £75bn, but a further £110bn 
still must be repaid, with another £120bn due to go 
back to the government as the Credit Guarantee 
Scheme is unwound. 

All this means banks are going to struggle to provide 
additional funds for lending in any significant volumes 
in the short to medium term. 
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