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Highlights
Economy


2011 GDP forecast down to 1.5%, down from 2.3%
last year



Household spending fell 0.6% in Q1, household
disposable income down 2.7% year on year



CPI reached 4.5% in April and May, although it fell
to 4.2% in June

Banking sector


Special liquidity scheme repayments leave only
£37bn of original £185bn outstanding



Significant risk remains on balance sheets as over a
third of Lloyds’, Santander and RBS’ lending is at
high or very high LTV

Chart 1

Chart 2

Housing market


Annual fall of 1.4% in England and Wales, but
London sees prices rise 2.9%



Short supply of private rental sector
accommodation and subdued mortgage funding
drives up rents



Owner-occupiers now make up 70.9% of the
market, down from 67.3% in 2003

Chart 3

Mortgage market


Gross lending hit £56.4bn in first 5 months of 2011,
but still below CML target



Housing equity withdrawal fell for12th consecutive
quarter by £5.8bn in Q2 2011



Arrears down 8% year on year, while possessions
fell 10%
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Economy
It’s only just beginning, but the economic effects of fiscal
austerity are already hotly disputed. On one side of the
argument Ed Balls the shadow chancellor stridently
urges more government spending and VAT cuts to
stimulate the economy, growing it and thereby shrinking
the deficit in relative terms. His is Keynsian economics,
where governments actively manage demand over the
cycle, encouraging budget deficits in the bad times to
keep the economy going.
It is rare, however, to hear a politician advocate tax
increases and spending cuts, and running big budget
surpluses when the going is good, the crucial (but
usually ignored) flip-side of Keynsianism. The persistent
large budget deficits in the UK’s mid-2000s boom years
are a case in point. Some readers will remember the last
government promising only to borrow over the cycle in
order to invest (Gordon Brown’s Golden Rule). But by
fiddling the deemed start and end points of the cycle
and by re-naming current spending (eg salary increases
in the public sector) as ‘investment’, he flouted his own
rules and prepared the ground for the fiscal mess to
come. With a 2010 budget gap of 11% and one quarter
of all government spending done with borrowed money,
it was the biggest ever peacetime deficit.
George Osborne has chosen rapid and dramatic fiscal
consolidation on an unprecedented scale to fix the
problem – big tax increases and deep spending cuts –
an austerity policy voluntarily chosen as an alternative to
having it imposed by financial markets. Let’s remind
ourselves, the plan does not even mean the UK will be
paying off any debt; it will merely slow the pace of
increase. The budget deficit this year will still be an
enormous 7.7%, adding £10bn to the national debt
every month. The Office of Budget Responsibility (OBR)
is still predicting deficits in 2016.
Chart 4

Even with government’s austerity plan, debt levels will
still balloon by another £400bn in the next five years,
reaching £1.3trillion, equivalent to around 80% of GDP
Chart 5

Markets will not tolerate ever rising debt and would
eventually lose confidence and refuse to lend, leaving
Britain at the door of IMF with other nations like Greece,
whose default is now inevitable in our view, although the
timing is less clear. The attacks solvent but hugely
indebted Italy show how real the risk is. The chancellor’s
argument is that taking firm action now to show the UK
is serious about rectifying the mess ensures longer term
interest rates remain low, keeping financing costs down
for future borrowing, and also encouraging private
investment and thereby long term growth. The danger
of his approach is that the job losses resulting from the
spending cuts, and the money removed from consumer
pockets in the form of higher taxes knock confidence,
reduce economic activity and so reduce growth and tax
income, and thereby fail to close the deficit.
Furthermore, with rates at 0.5%, there is no room for
the Bank of England to cut the cost of money any
further to offset the contractionary effect of the cuts.
Another attempt at quantitative easing would be the only
tool left.
There is truth on both sides of the argument. It is
impossible to predict the outcome with certainty, or to
know if an alternative path would have brought a better
result. For the time being, the economy is showing no
clear direction at all. It is certainly very sluggish, not
having grown at all since the autumn, although this is
nothing to do with spending cuts which had not begun
in earnest at central government level. Lower growth
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makes it harder to achieve the budget targets. High
commodity prices, a weak housing market and
increased taxes are hurting, and rapid inflation is eroding
real spending power.

But this is still growth. The jobs market is so far proving
resilient, unemployment is stable and job growth in the
private sector is compensating for public sector cuts.
Chart 8

Demand looks very weak, and retail sales surveys are
poor, with high profile failures of well known chains on
the high street. Household spending fell 0.6% in the first
quarter. The pound recently came under renewed
pressure when June’s MPC minutes showed that a new
bout of QE was indeed discussed to stimulate activity,
although the likelihood of it happening is rather low, in
our opinion. Rates certainly seem set to stay at 0.5%.
Each time we publish our bulletin, we push back later
and later our expectations for rate rises. Swap rates
suggest February 2012 is when the Bank will increase
them, but we think it could be even later than that.
Forecasts for growth have been trimmed again to 1.5%
for this year (a year ago at the time of the general
election, consensus was for GDP growth of 2.3% for
2011).
Chart 6

The negative outlook on the UK’s credit rating has been
removed by S&P, and the IMF’s assessment is
favourable. Tax receipts have also held up quite well
and the public seems to have accepted the case for
austerity.
There is also no doubt that the markets are onside,
while other countries are punished. Yields on 10 year
government bonds are only 3.1%, just 0.4% higher than
Germany, and yet we have higher inflation. Spain and
Italy, neither in IMF hands, must pay 5.9% and 5.6%
respectively and have recently seen huge speculative
attacks. Ireland must pay 13.7%.
Chart 9

Furthermore, we cannot look forward to a return to rapid
expansion in the near future. The OBR’s forecast for
GDP next year to grow 2.5% is markedly more
optimistic than the consensus of 2.1%.
Chart 7

The UK still has access to cheap borrowing in line with
the most creditworthy nations. This matters very much
to the UK taxpayer. If bond yields rise, we must pay for
the higher interest cost on our national debt through our
taxes or see yet more cuts.
A rise of just 1% in the rate at which the UK can borrow
would add roughly £10bn to our interest bill if all our
debt had to be refinanced at the new rate, equivalent to
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2% on VAT. Happily the UK does not have much shortterm debt, so refinancing is not a big problem, but this
amply shows why low interest rates matter to the
taxpayer, rather than simply to those who have
mortgages or loans. The low yield does suggest a lack
of confidence in a return to robust growth, but it also
shows investors believe the government is doing the
right thing by cutting now and cutting voluntarily, rather
find itself hostage to fortune in the future.

Chart 12

Inflation is still a fly in the ointment. CPI reached 4.5% in
May, and although it fell back to 4.2% in June, it doesn’t
yet show signs of abating quickly, despite (rather wellworn) promises from the MPC that it will quickly drop
back to target. Since the start of 2008, UK inflation has
exceeded the 2% target set by the government in 34 of
the past 40 months and averaged 3.2%.
Chart 10

Real household disposable income is now down 2.7%
year on year (latest data), the biggest drop since 1977,
and consumer confidence fell across the board in May.
This is bad for growth in the economy, of course. But by
eroding real wages, and keeping pressure on the
pound, inflation is improving British competitiveness
compared to other countries. We become poorer
compared to them, but we get cheaper too, thereby
stimulating foreign demand for our goods and services
and helping us grow our way back to health.
There are still a lot of risks in the UK economy. It is
unusually difficult to form a strong view on the future.
Rapid growth seems very unlikely. The most likely
outcome seems to be a prolonged period of very slow
expansion peppered by some intermittent upsets as the
UK gradually works through its imbalances.

The devaluation of sterling is the main reason for the UK
having the highest inflation among the big economies,
exacerbating the effects of the commodity boom on
British pockets.
Inflation expectations remain surprisingly well anchored,
despite the persistence of the current squeeze, although
they have certainly crept up.
Chart 11

High inflation is an official bogey man, but in one respect
it is actually secretly helping policy makers. Wages rose
2% in the year to April less than half the rate of inflation.
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Banking system
A fully functioning, well regulated, appropriately
capitalised, profitable, competitive banking system is
crucial to the health of the economy. So far, the UK is
falling short on many of these measures. UK banks are
slowly recovering.
Leverage ratios are down, capital and liquidity have
improved. Most of the Special Liquidity Scheme support
has been repaid, with just £37bn of the original £185bn
outstanding. The government has also recently
announced the terms of a facility to repay early
government-guaranteed bank debt issued under the
Credit Guarantee Scheme and talk of re-privatisation of
state banks has at least begun.
Nevertheless UK banks face considerable challenges
which will make it hard for them to resume lending in
any volume for some time. Tighter regulation will
significantly constrain banks’ ability to lend, and make it
even harder for mutual organisations who don’t have
equity share capital.
The new Basel III rules will demand they keep 7% Tier 1
capital, even more if they are considered systemically
important. UK regulators want to take that up to 10%.
That means banks will need more equity, and will need
more deposits and fewer loans.

Apart from making banks much less profitable (and
reducing their value, an important consideration when
taxpayers want value from the stakes bought by the
government), this will mean they are going to find it very
difficult to increase their lending activities. Profit margins
are already quite low.
Low official interest rates make it harder to earn a wide
spread, although most product rates bear little relation
to Bank rate as it is. Lloyds’ 15,000 jobs losses and
other measures to save £1.5bn are made essential by
the ongoing squeeze.
On top of this, new figures out from the Bank of
England’s Financial Stability Review show there are still
significant risks on bank balance sheets. 60% of Lloyds’
lending book is high or very high LTV, with RBS and
Santander having more than a third of their lending in
that category.

This reflects high-risk lending in HBOS and RBS before
the crisis, lower house prices (80% of homes bought
since 2006 are worth less than the buyers paid,
according to Zoopla.co.uk), but is also partly due to real
forbearance with struggling customers no doubt under
political pressure (see Arrears & Possessions section).
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It is not clear (according to the FSA) that adequate
provisioning is being systematically made for forborne
loans across the banking system. Dealing with this level
of exposure will also make it more difficult for them to
expand their balance sheets.
But, while new regulation being heaped on the banking
system will constrain its ability to lend, political pressures
are simultaneously exhorting banks to lend more and
quickly to get the economy moving. These are
incompatible aims – the banks can either obey the
regulations or yield to political pressure – they cannot do
both.

peripheral European countries. Although banks have
made provisions already for assets in vulnerable
countries, it is not clear this is sufficient, meaning more
capital requirements and less lending.
Even without direct UK bank exposure, a messy Greek
default will disrupt the world financial system, and
endanger other countries. The spectre of a Lehmans II
credit event, where institutions fear lending to each
other looms over the scene, and would directly affect
the UK system too.
Chart 13

Risks abroad also abound and are judged by the Bank’s
Financial Stability Report to be the most serious for the
UK system. The inevitable Greek default will hit UK
banks far less hard than their French and German
counterparts, but the private sector in the UK is still
exposed to around £6bn of Greek debt, much of this
with the banks.
Furthermore, UK banks have large exposures to the
private sectors (ie non sovereign debt) in a number of
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Housing market
Most house price indices are now reporting a year on
year decline, from the most pessimistic Halifax -4.2%
yoy in May to Rightmove’s -0.2%. The Land Registry’s
May index was in the middle, down 2.2%. It
demonstrates how London is increasingly diverging
from elsewhere in the country as the market in the
capital continues to rise (up 2.9% yoy in May and up
modestly on the month too).
All other regions reported annual declines, with the
North East dipping as much as 6.9%, and Wales close
behind on -5.6%. LSL/Acadametrics latest index for
June reported a 1.4% annual fall. Prices in Scotland fell
rapidly too according to the latest quarterly data
published by the Register of Scotland, (down 7.4%
quarter on quarter), although year on year, Scottish
values are down just 1.1%.
Sales volumes are essentially flat at present, although if
prices continue to drift downwards, they may slow a bit
further. In 2010, 650,000 homes changed hands in
England and Wales. 2011 will be similar, having had a
slightly better first quarter than last year, but with risks
for the rest of the year becoming more apparent, they
may not sustain the lead. Scottish housing transactions
plummeted 13% in the year to March.

It’s difficult to see where momentum for the housing
market will come from. Households are suffering the
biggest squeeze on income in 34 years; economic
growth is feeble. Regions most sensitive to public
spending cuts will bear the brunt of further weakness.
These factors are depressing demand.
Difficulty qualifying for mortgages is hobbling the
market too, constraining the ability of those who are
keen to get on or move up the housing ladder actually
to do so.
There is a real dichotomy between the factors
supporting the market and those weighing on it.
In the US and Ireland, housing supply is very elastic – a
huge speculative oversupply of homes is having a
significant dampening effect of house prices. In this
country just 102,570 new homes were completed last
year, 13% fewer than 2009, despite annual average
growth in household numbers of 250,000, driven by
population growth and more single person households.
Chart 15

Chart 14
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Planning policies remain highly restrictive and
housebuilders show little sign of wanting to increase
volumes significantly with the economy quite weak. The
huge supply/demand mismatch means house prices
are very well supported long term, and the long term
case to buy is strong.
In the short term, affordability is excellent. Even using
very generous assumptions, renting is more expensive
than buying in eight out of ten British cities, according
to Zoopla.co.uk. The gap in some parts of the country
is huge – renting costs over 30% more in places as
diverse as York, Birmingham and Milton Keynes. With
interest rate rises off the agenda for some time,
borrowers have little to fear in the short term from rising
mortgage costs. And rents are rising fast. In London
they rose 7.8% year on year in May, according to the
LSL Buy-to-Let Index, and were up 4.5% nationwide.
Tenant demand is extremely strong, and this is behind
the rise in rents. In the year to the end of March 2011,
there were 186,000 fewer first time buyers than the
previous ten year average. Most of these are now in
private rented accommodation. Immigration and
population growth is adding to tenant demand.

It is quite conceivable that owner-occupation will drop
below 65% in the next three years. This is neutral for
the housing market of course, since the expansion in
the rented sector is with private money. It just means a
concentration of property into the hands of landlords
rather than occupiers. Over the long term, there is no
doubt owning a property saves a lot of money – this is
simple logic – the private rented sector exists because
there is a margin to be made.
Zoopla.co.uk recently calculated buying a typical two
bedroom flat (£138,000) and living in it for 50 years
(with maintenance, insurance and so on) would cost
£350,000 less than renting the same home for the
same time. But renting is the right choice for many
people, at least for periods of their lives, so a healthier
mix between rental and owner occupation is to be
welcomed. Well-capitalised, competitively funded
professional landlords should be encouraged.
Landlord returns have clearly slowed in the last year as
house prices (outside London) have fallen, but yields of
5.1% and rental inflation of 4.4% (latest LSL Buy-to-Let
index), coupled with a long term investment horizon,
mean we should not expect landlords to exit the
sector.

In 2009/10 the social renting sector was 17% of all
households in England (English Housing Survey),
compared to 15.6% in the private rented sector. Within
the next twelve to eighteen months the private rented
sector will overtake the social sector. Homeownership
is in decline. Owner-occupiers are now 67.3%
compared to a peak of 70.9% in 2003.

Chart 16
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Mortgage market
The mortgage market showed some signs of life in May.
There were 45,940 mortgage approvals for house
purchase, a little higher than April, but fewer than the six
month average of 45,957.
Chart 17

The latest Credit Conditions Survey (conducted among
lenders) from the Bank of England reported a slight
strengthening in demand for secured loans, but this is at
odds with the data on actual credit granted. Lenders
expect demand to drop in coming quarters due to a
weak economic outlook, although they felt that
competitive pressure to win market share would offset
that to some extent.
Buy-to-let was especially strong, driven by demand and
increased competition among lenders meaning greater
supply of better-priced products. Lenders expect buyto-let demand to continue to strengthen.
There has been something of a pre-close scramble
among lenders for market share in the run up to the end
of June, but this is a skirmish rather than a sustained
campaign to raise lending volumes.

Remortgaging activity also increased slightly, with
28,759 approvals during the month – an increase of 2%
on April. Despite the uptick, the market still remains
sluggish with 19% fewer remortgaging approvals than at
the start of the year.

The CML’s target of £140bn gross lending for the year
looks a little optimistic. In the first five months of the
year, gross lending reached £56.4bn, implying an
annual total of £136bn. The monthly run rate for the rest
of the year must be 6% higher to reach the target. This
is unlikely to be achievable given the likely weaker
conditions in the second half.

While more attractive fixed rate products are trickling
onto the market, the prospects of interest rate rises are
slim this year, and borrowers on tracker rate mortgages
have little incentive to remortgage. As a result,
remortgaging activity will stay subdued through the
remainder of the year.
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Housing equity withdrawal
In the first quarter of 2011 over £5.8bn of equity was
accumulated in homes through the reduction of debt. In
the last 12 months, UK borrowers paid down £25.7bn
of debt. Housing equity withdrawal has been negative
since Q2 2008, surpassing the previous longest period
of negative housing equity withdrawal between Q4 1995
and Q4 1996. Since Q2 2008, borrowers have
accumulated a net total of £63.9bn in equity through
this process.
Chart 18

Contrary to perception, there is actually little evidence
borrowers are accelerating debt repayments. A recent
article from the Bank of England discusses the many
different types of equity injections and withdrawals.
It demonstrated how the net effect of a chain of housing
transactions leads to equity withdrawal as most buyers
increase their borrowings as they move up the chain,
with the total net withdrawal of equity outweighing those
who pay with cash or reduce their mortgage in the
transaction process.
This analysis suggests that the housing market turnover
slowdown is actually more responsible for the increase
in housing equity than a desire among borrowers to be
less indebted. Nevertheless, the sustained negative
equity withdrawal still represents a steady deaccumulation of debt in the economy relative to
household assets.
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Arrears and possessions
By the end of Q1, 236,600 mortgages were more than
three months in arrears – 2.1% of all outstanding loans.
While this figure was unchanged from the end of 2010,
there were 8% fewer mortgages in arrears than a year
ago, when 2.3% were three months in arrears.
Chart 19

Arrears and possessions are much lower than in the US,
for example, partly because the high number of
borrowers on variable rate mortgages mean customers’
interest bills have fallen, but also because banks have
switched many to interest only products. However, with
house prices falling, equity is being eroded, increasing
the risk for banks. The increased forbearance among
lenders dealing with customers under financial stress
may be disguising the extent of losses banks face if
payment difficulties persist.
The latest Credit Conditions Survey reported a slight
drop in default rates in Q2, following a sharp rise in Q1,
but lenders expect this to increase in the coming
periods. Loss rates given default rose and lenders
expect them to rise again too.

As a result, possession figures have remained
historically low. Although the number of properties
taken into possession rose by 1,200 in Q1, there were
10% fewer possessions than a year ago, and an
astonishing 30% fewer new cases than two years ago.

The Financial Stability Report shows how the proportion
of secured debt held by vulnerable households (those at
risk of arrears and default due, for example, to low
equity or payment difficulties) has risen, and that such
debts are unevenly spread across different banks. Two
thirds of this vulnerable debt is held by households more
likely to be affected by public sector spending cuts.

There is no doubt the banks have shown real
forbearance with struggling customers and that has
kept arrears and possession numbers artificially low.
There is a real economic benefit to this, at least in the
short term, but risks are rising as a result too.
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Furthermore, the high level of variable rate mortgages
means that households are more vulnerable to eventual
interest rate increases. Though this danger has now
been postponed, there could be a sharp increase in
loan losses when that happens. Chart 19 shows the
effect a Bank rate increase to 5% would have on
household incomes (on the simplistic assumption that
spreads, debt levels and incomes remained the same).
In this eventuality, income gearing would reach 1990s
levels, demonstrating how much more sensitive the UK
has become to interest rates.

The different behaviour of the banks through this
downturn has certainly avoided a lot of human and
economic misery, but it is only reasonable to expect
banks to show forbearance to the limits of enlightened
self-interest, where not foreclosing on loans protects
them for firesales of homes at knock-down prices,
damaging publicity, and potentially touching off a
downward spiral in the housing market. At some point,
the risks of showing forbearance get too high too. If
these limits are exceeded, arrears and possessions will
rise.

Chart 20
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