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Highlights  
 

Economy 
 2011 GDP forecast falls to 1.7% after weak growth 

in Q4 2010 

 Retail sales at lowest level since March 2005 as 
prices outrun wage inflation 

 VAT rise pushes CPI inflation up by 0.75% but CPI 
falls in March to 4% 

 Tax rises and spending cuts of £32bn are equivalent 
to 2% of GDP 

 

Housing market 
 Slight recovery in early 2011 leaves annual price 

growth flat 

 Price falls in 8 out of 10 regions as only London and 
the south-east see prices rise 

 2010 transactions rise for first time in 2 years but 
set to fall following austerity measures 

 House starts at lowest level since 1923 

 

Private rented sector 
 Price falls bring total annual returns down to 3.4%, 

but long term picture is solid 

 Rental yields outperform equities and cash savings 

 

Mortgage market 
 Affordability improves as mortgages hit cheapest 

level since 2004 

 Volumes for cheaper homes rise as average LTVs 
top 60% for first time in 3 years 
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Economy 
 

2010 was a landmark year for living standards. 
Purchasing power declined for the first full year since the 
deep recession in 1981, and by much more. Last year 
real household disposable incomes dropped an 
astonishing 0.8% compared to 2009, far worse than the 
0.2% fall in 1981 during Mrs Thatcher’s monetarist 
experiment to squeeze 1970s inflation out of the 
economy for good.  

In fact, last year was the worst year for consumers’ 
living standards since the dark days of 1977. With prices 
5.5% higher than a year ago at the end of February, and 
wages up only 2%, it’s easy to see how disposable 
incomes contracted so sharply.  

What’s more, the interest rate dividend of sharply lower 
mortgage costs is diminishing or even reversing, both as 
lower mortgage payments are already built into budgets, 
and because rates have now started to creep up. It took 
some time for the squeeze to be felt, but by the end of 
2010, the chickens were arriving home to roost.  

Household consumption fell 0.3% in the last three 
months of the year. The March manufacturing PMI 
showed a sharp slowdown in demand, especially for 
consumer goods, and a spate of comment and surveys 
from retailers suggest trading conditions on the high 
street are pretty tough, with sales growth only being 
achieved due to price inflation.  

Retail sales volumes reported by ONS have been flat 
since June, and dropped sharply in February after a 
January post-snow boost. 

Chart 4 

 

 

 

 

Food is the weakest sector – consumers tend to know 
the prices of regularly purchased items, so they are 
quickly turned off when they see them rising sharply. 
Fuel, gas and electricity expenditure is up, taking a bite 
out of consumer budgets. The volumes are down, but 
fearsome energy price hikes are more than offsetting the 
reduction in consumption. Clothing and footwear 
volumes are also in decline. 

Inflation continues to cause concern. CPI dropped back 
to 4.0% in March on suddenly cheaper food prices, 
having reached 4.4% in February, a 28 month high. 
Meanwhile RPI dropped back to 5.3% from 5.5%. 

Chart 5 

 

 

 

 

 

 

Inflation has been aggravated by the increase in VAT, 
contributing as much as 0.75% of the CPI total. The 
biggest contributors to the February shock were 
domestic heating costs and clothing. It’s no coincidence 
that volumes of clothing sold are falling and the BRC 
reported the worst March since 1995 (even though the 
timing of Easter played a role). What’s clear is that 
consumers are resistant to paying higher prices and 
retailers will face a margin squeeze if they can’t pass on 
the sharply higher input costs (cotton prices are up 
142% over the last year). Inflation expectations rose 
again in February, with consumers now expecting 4% 
increases over the next year, up from 3.9%. 
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Consumers seem to be losing faith in the ability of the 
MPC to bring down inflation, even though many of the 
forces pushing prices up are largely beyond the MPC’s 
control. The difficulty is that as expectations for inflation 
rise, so too it gets harder to control actual inflation, of 
the kind that is sensitive to interest rates.  

The MPC’s 4.1% Q1 inflation forecast was not met, but 
the sudden March decline will take the pressure off the 
committee and has made a May rate rise far less likely. 
Consensus is shifting towards later rate hikes – with the 
first coming in August, or, if then news remains 
subdued, November. 

Demand is certainly not responsible for inflationary 
pressures – it’s mostly cost-push. Indeed, a more 
obscure data release tells a much more benign story for 
inflation, although it’s also a harbinger of weakness for 
the economy. M4 (the broadest measure of money 
supply that is most closely watched) contracted 0.5% 
over the last year (excluding into account activity by 
financial institutions, even as RPI inflation hit 5.3%.  

This is an indicator of poor activity levels in the 
economy. Fast growing money supply is usually 
associated with rising inflation. The Bank of England, 
whose repeated pledge that inflation will fall has begun 
to sound rather hollow, can rightfully point out that 
money supply this subdued indicates lower inflation to 
come, and may mean interest rates can stay lower for 
longer. 

It’s quite likely 2011 will see another year of falls in living 
standards. The next few months are certain to. Public 
sector wages are frozen, while rising unemployment and 
weak economic growth will constrain wage increases in 
the private sector.  

Tax increases of £16bn, combined with spending cuts 
of £16bn will take close to 2% out of the economy this 
year. This will barely scratch the surface of the £150bn 
annual budget deficit, merely slowing the roaring pace 
at which government spending is piling onto the national 
debt. The UK’s debt to GDP ratio will only begin to fall in 
2014-15 in percentage terms (peaking at 70% the year 
before), but will still rise in cash terms, according to the 
OBR. 

Chart 7 

 

 

 

 

 

Government spending had risen from 39% of GDP in 
2000 to 52% by 2009 under the last government. Most 
of that rise now needs to be clawed back under control. 
The planned reduction in Britain’s cyclically adjusted 
fiscal deficit is bigger even than in Greece, Ireland and 
Portugal, who are all in the sin bin of IMF and EU 
supervision. Spain may yet join them.  

As we have pointed out before in our economic 
bulletins, the dampening effect of such a draconian (but 
necessary) fiscal adjustment is significant. Where the 
public spending binge fuelled much of the economic 
boom in the late 2000s (and most of the employment 
growth – an additional 800,000 public sector jobs 
between 1997 and 2007), now the private sector will 
have to do all the heavy lifting to keep the economy 
afloat.  

 

 

Inflation expectations                    Source: BOE, GfK NOP inflation 
attitudes survey 
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The OBR expects claimant unemployment to be about 
70,000 higher than at the time of its last forecast due to 
the slower than expected growth. Most of the rise in 
unemployment will be in the public sector, from which 
half a million jobs must be cut.  

Meanwhile, inflation will yet take some time to come 
back to target. It’s hard to conceive of a big uptick in 
consumption under these circumstances. Indeed, the 
household savings ratio remains at a much higher level 
than in recent years, the opposite of what is needed if 
the consumer is going to provide some momentum in 
the economy.  

Chart 8 

 

 

 

 

 

 

Taking all this into account, the Office for Budget 
Responsibility, as part of its forecast downgrade for 
GDP growth to 1.7% for the coming year from 
November’s 2.1% forecast, now expects consumption 
growth to contribute only 0.4%, down from 0.9%. 
Despite likely rate hikes, the economy does look weak, 
or at best, the signals are very mixed, as they often are 
at turning points in the cycle. The downgrade in the 

OBR forecast specifically blames the loss of momentum 
in the economy at the end of 2010, higher inflation and 
higher commodity prices sapping energy from the 
economy. The final revision to the Q4 numbers showed 
a 0.5% contraction; with the ONS estimating that 
without the snow related disruption activity would have 
been flat.  

Chart 9 

 

 

 

 

We should by the same token be suspicious of strong 
Q1 GDP numbers as they are likely to be flattered as 
some of the snow-losses are recouped. On the positive 
side, there was a sharp upgrade in investment growth in 
Q4 – flat from -2.5%.  
  
Manufacturers grew their investment most, as export 
orders stimulate demand, and the main PMI services 
sector survey was surprisingly positive for Q1, despite 
the weakness in retail. The weak pound is helping 
manufacturers compete against foreign competitors.  
 
At 1.7%, the OBR now expects a weaker 2011 than the 
average of new independent forecasts (see chart 1). 
Independent economists had already downgraded 
expectations from the 2.0% in our last report in January 
to 1.8% most recently. These forecasts are likely to drop 
a bit further. 
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Housing market
 
Looking through the month on month noise the main 
house price indices show the housing market overall is 
pretty much flat at present. There are signs of a bit of a 
pick-up in first-time buyer volumes thanks to slightly 
easier lending criteria, and a bit of pre-April boost to the 
super-premium market for homes above £1m, as 
buyers rushed to beat the new 5% stamp duty rate.  
 
Prices appear to have shown a small recovery in the last 
month or two, consistent with a slight uptick in 
mortgage volumes, but this is by no means a strong 
trend. Compared to a year ago, Nationwide and 
LSL/Acadametrics show zero growth, while Halifax is 
slightly down. Other indices are similar.  
 
The averages, however, mask considerable regional 
differences. According to LSL/Acadametrics, based on 
the average annual change over the last three months, 
eight of the ten regions in England & Wales are currently 
experiencing falling house prices. Only the positive 
movement in prices in Greater London and the South 
East is keeping the average headline figure for England 
& Wales marginally above zero. Other indices agree. The 
regions most sensitive to spending cuts are those 
suffering most in the housing market too. This is likely to 
worsen.  
 
A recent RICS survey in concert with the FT showed 
concern in all regions of the UK among surveyors, but 
least so in London and the south east. The same survey 
showed a greater willingness among public sector 
homeowners to consider selling and reluctance to buy. 
In geographical terms, it is hard to challenge the view 
that we are seeing further development of the 
North/South divide. Foreign money and money from the 
City are supporting London and the south east in a 
trickle down effect although these regions will not be 
immune to wider trends.  
 
 
 
 
 
 
 
 

 
Chart 10 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The volume of transactions remains very low, however. 
Only 650,000 homes changed hands in 2010, a small 
improvement on both 2008 and 2009, but still only a 
little over half the previous levels.  
 
Chart 11 
 
 
 
 
 
 
 
 
 
 
 
 
Some commentators are convinced that austerity and 
rising interest rates mean house prices cannot avoid big 
falls. Transaction levels will probably stay low in these 
circumstances, as those who don’t need to sell sit on 
the sidelines. But house prices are determined by the 
marginal buyer and seller, so in theory one can see quite 
rapid adjustments based on very low volumes if there’s 
a sudden rise in the number of distressed sellers.  
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That can become self-perpetuating if mortgage criteria 
restrict borrowers’s ability to refinance as LTVs rise on 
falling prices. We are not at this point, but it is 
something to guard against over the next year or so. 
RICS expects house prices to end the year 2% to 5% 
lower than in 2010 depending on the level of 
unemployment. 
 
A complicating factor as ever is the long-term picture. 
In many other countries, housing supply is elastic, so 
there is no reason to assume residential property 
should rise significantly over time compared to 
incomes.  
 The USA is a good example of a country where more 
homes can always be built thanks to a combination of 

lax planning laws and lots of space. Neither exist in the 
UK. The growth in the number of households presently 
consistently outstrips the number of new properties 
built. In fact last year, only 102,570 homes were 
completed, the lowest in almost a century (since 1923). 
An estimated twice as many households were formed.  
 
 
This relationship, supported by the sharp downward 
shift in long-term interest rates in the last ten years, 
explains why house price to income multiples can 
continue to expand as more and more people chase 
fewer homes. So while property is a risky investment in 
the short-term, the long-term dynamics are strong. 
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Mortgage market
 
 
Banks are now in a much better state. Capital ratios are 
strong, and profitability is growing. Regulators, however, 
are now raising concerns about liquidity matching, 
pointing to banks lending long term, but borrowing short 
(in the form of customer deposits). This is overkill. The 
whole banking model depends on banks operating in 
this way.  
 
The fact that customers do not withdraw deposits en 
masse (except in very, very specific circumstances, and 
even then they are mainly covered by the compensation 
scheme) is what makes banking work at all.  
 
The new regulators are extremely cautious these days, 
and are still feeling their way into their role, but they 
must operate in a framework that allows the industry to 
flourish within prudential constraints. In any case, the 
regulatory environment cannot be settled until the EU 
mortgage directive has been agreed later this year. 
Implementation will take longer still.  
 
The MMR will have to take account of the EU law, 
meaning the MMR cannot deliver any significant change 
for at least the next year. 
 
Despite continuing regulatory pressure, the most recent 
Bank of England Credit Conditions Survey supports the 
view that mortgages are becoming more available.  
 
Lender expectations for secured lending growth showed 
the second most positive balance in three years, and 
were driven by the strongest impulse to take mortgage 
market share since 2007. 
 
Data from e.surv, the chartered surveyor, which 
analyses the thousands of surveys it conducts every 
month supports the Credit Conditions Survey.  
 
e.surv showed that the average LTV topped 60% in 
March for the first time in three years, and that volumes 
of mortgages to buy cheaper homes rose much more 
quickly than the average.  

 
 
Chart 12 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Indeed, more than a third of March’s approvals were for 
homes worth less than £125,000, indicating that more 
first-time-buyers are getting access to finance and 
wanting to buy homes. 
 
At 12.5% of income, first-time buyer mortgages are  
at their cheapest since 2004, although new buyers 
would be wise to consider the impact of rate rises on 
their budgets. Mortgage approvals for house purchase 
crept up in March following the Bank of England 
reporting growth in January and February.  
 
Chart 13 
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Remortgaging has been stronger still, with approvals 
rising in February to the highest level since November 
2008.  
 
Chart 14 
 
 
 
 
 
 
 
 
 
 
 
 
 
More is likely to come. 62% of borrowers are currently 
on variable rates according to Nationwide estimates, 
compared to 48% before the recession. The temptingly 
low variable mortgage rates compared to fixes mean 
few have wanted to lock in.  
 
A quarter of borrowers are on SVR, either because they 
want the flexibility (eg to overpay freely, or switch lender 
quickly, or to avoid refinancing fees), or because they 
don’t qualify under strict remortgage criteria.  
 
The first category will provide a useful source of income 
for mortgage brokers when interest rates start to move 
upwards as they move to remortgage.  
 
The second category will depend on LTVs rising, or 
income multiples loosening. Some of them will fall into 
arrears, and some of these will become repossession 
statistics. Depending how many there are, the damage 
to the housing market could be significant.  
 
Borrowers looking to remortgage are not extending their 
loans, however. In the second quarter, housing equity 
withdrawal is likely to be negative for the 12th successive 

quarter. By March 2010, a net £58bn had been put 
back into homes to build equity, almost £5,000 for every 
mortgaged household in three years. Borrowers have 
taken advantage of extra low interest rates (and 
mortgage payments) to pay down their debts.  
 
Chart 15 
 
 
 
 
 
 
 
 
 
 
 
 
 
In the 1990s, housing equity withdrawal was negative 
for 15 successive quarters, although the sums involved 
were a quarter of today’s totals compared to post-tax 
income. Today’s figures are unprecedented. 
 
For the full year, we still do not expect gross lending to 
exceed £140bn this year. The six and twelve month run 
rate is just over £136bn. Net lending has been just 
£8.3bn over the last twelve months.  
 
Chart 16 
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Arrears and possessions 
 
 
Low interest rates and unemployment broadly steady 
now for nearly two years have limited the number of 
distressed borrowers, and there has been little pressure 
to sell. But even though unemployment stats are still 
quite benign, later in the year it is likely to climb more, 
and interest rates are likely to rise.  
 
The Credit Conditions Survey, as well as showing some 
more positive signs for the market, also shows lenders 
expect mortgage defaults to increase, and for the losses 
on defaults to rise too. There is a strong relationship 
between unemployment and mortgage arrears.  
 
Chart 17 below shows how closely 12 month arrears 
are linked to unemployment. 
 
Chart 17 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
When people first lose their jobs, they are generally able 
to sustain mortgage payments through savings and 
redundancy payments, or by relying on a partner’s 
income.  For those who quickly get back into work 
again, their period of unemployment never shows up in 
the mortgage stats.  But if they do not find work quickly, 
the evidence suggests they are more likely to fall behind 
with mortgage payments.   
 
The actual number of mortgages in arrears is well below 
the number of unemployed, indicating that this is a rump  
 
 
 
 

 
 
of the hardest pressed who get into difficulty. 
 
Nevertheless, the number of mortgages in arrears for 
more than a year have more than quadrupled in the last 
four years or so. We should expect them to climb further 
as unemployment and interest rates do. Possessions 
are actually quite low. They have risen around a quarter 
since 2007 and have dropped back in the last year or 
so as lenders have shown considerable forbearance 
(not without political pressure). 
 
Chart 18 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The FT has produced research on the relationship 
between unemployment and repossessions and 
published an interactive map on its website, showing 
how vulnerable different local authority areas are. In 
London, for example, despite the strength of the overall 
market, the outer east London boroughs of Barking & 
Dagenham and Newham are at particular risk.  
 
In a world where house prices are falling, it is in the 
lenders’ interest to foreclose early, in an attempt to 
realise as much value as possible from a property, 
however, so if the market does take a downturn, we can 
expect possessions to rise again. 
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Buy-to-let 
 
 
The latest buy-to-let index from LSL Property Services 
shows annual returns from property falling to 3.4% over 
the last year, as a slight fall in property prices offset 
yields which rose to 5%. Nevertheless, the volume of 
advances in the buy-to-let market was at its highest in 
Q4 2010 since 2008, driven both by an uptick in 
purchases and especially busy remortgaging. 
 
Chart 19 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The Credit Conditions Survey shows demand for buy-
to-let lending has been consistently the strongest 
secured lending category for the last year, and lenders 
are returning to the market – notably Paragon.  
 
As an asset class, property is currently offering an 
excellent yield. Equities yield 3.3%, ten year gilts 3.7%, 
and cash a meagre 2.6% for the best savings accounts. 
Property, like equities, but unlike bonds and cash, also 
offers the possibility of income growth. Rents rose 3.9% 
over the last twelve months. 
 
Clearly investors are putting their capital at risk, but 
landlords take a very long term view – typically more 
than ten years – and so are less concerned about short 
term fluctuations in property values.  
 
 
 
The time and transaction costs of buying and selling 
property make it impractical and uneconomic to trade  

 
 
the assets actively anyway. The solid yields and rising 
rents (due to ever stronger tenant demand – driven by 
rising numbers of households) cover the cost of 
financing and running costs, particularly since on 
average landlords (with a mortgage) are 63% geared 
(source Your Move), 41% gearing if you include those 
who don’t have mortgages. Capital growth should then 
take place over the longer term. 

 

 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

PRODUCED BY WRIGLESWORTH RESEARCH 
ON BEHALF OF AMI. 

 
 



 | 11 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 

 
 
 

Quarterly economic bulletin 
Volume 18 | April 2011 
 
AMI 
2-6 Austin Friars House 
Austn Friars 
London 
EC2N 2HD 
 
Telephone: 020 7628 1287 
Email: info@aifa.net 
Web: www.a-m-i.org.uk 
 
Ref: AMI-QEB-04/11 


	1104_AMI_qea-front_cover2
	1104_AMI_qeb

