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The European elections are in two weeks, so this update is focused on the UK and its 
relationship with the EU.  
 
It is a pleasure for me to state that the UK economy is now growing across all sectors, 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

with the exception of agriculture which shrank by 0.7% in the first quarter of 2014. This 
was primarily due to the weather. Manufacturing has had its best quarter for 4 years. The 
economy is now only 0.6% smaller than at its peak in Q2 of 2008 – if this continues there 
will be an overall growth of >3% for 2014, which would be excellent. 
 
 
Net lending by UK banks to business continues to fall, and is 2.1% less than it was a year 
ago. The money supply would be contracting but for strong growth in consumer credit at 
just under 5% year on year, as well as a 1.1% growth in net mortgage lending. It seems 
clear to me that the growth is driven by the release of cash balances by companies and 
households, so the velocity of money is increasing. In other words, a unit of money is 
changing hands faster than before. This subtle distinction will be not lost on the members 
of the Monetary Policy Committee – the clarion calls for an increase in interest rates will be 
ignored by them. As I have said before, if wage inflation runs above 3.5%, then they will 
begin to move rates upwards, but not before. In the three months to February, wages plus 
bonuses rose by 1.7%. I therefore do not expect an increase in bank base rate this year. 
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In the first quarter of this year, VAT receipts were £500m less than a year ago. This implies 
that the black market economy is growing. Indeed a recent report by Merrill Lynch 
suggests it is now 14% of GDP (nearly double the long run estimate of 8%). 
 
The performance of the economy over the last 9 months has caught most forecasters by 
surprise; we economists always underestimate human spirit, ingenuity and the wisdom of 
the crowd. It is getting better because people believe it is getting better, so a virtuous circle 
is established. As I have mentioned before, the wealth effect (either real or imagined) 
increases the velocity of money. 
 
 
 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Is it a debt-fuelled recovery? 
 
 As you can see from the above chart, net lending is flat or negative for all businesses, but 
is £15Bn positive for households. This is mostly credit cards and unsecured borrowing. It is 
financing about 2.5% of consumer spending. I do not consider this sufficient to justify “debt 
fuelled recovery” headlines. 
 
It is worth noting that loans outstanding to British companies amount to £409Bn. This is 
about £40Bn greater than their cash pile - hardly excessive. 
 
The amount outstanding on credit cards is £159Bn, which is around 11% of household 
income. High, but again, not excessive. 
 
The amount outstanding on mortgages is £1.28Tn, and the value of the assets securing 
this debt is around £4Tn. The gearing is 32%.  
  
The amount of debt is not the issue; it is the ability to finance it. So what will matter over 
the next few years is the rate of income growth in relation to interest rates. And the MPC 
will only move interest rates up, if incomes grow in excess of 3.5% pa. 
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We are about 12 months from a general election. Rising house prices (at around 3% pa) 
with low interest rates is an election winner. A debt-fuelled speculative housing bubble is 
likely to be seen as a cynical ploy.  Which is the most likely? 
 
 
 
 
 

 
 
 
Real house prices have begun to rise again, and the data for March shows an increase in 
momentum. It will not continue. Firstly, the average price is still high in relation to average 
incomes. Secondly, from now on, mortgage lenders are required to stress-test the would-
be borrower’s financial position. This is a move away from the mechanistic income multiple 
approach, and is an initiative from the new financial stability division at the Bank of 
England. 
 
The lender now has to review the borrower's utility bills, credit cards, lifestyle expenditure 
and, crucially, assess their ability to meet the interest payment, assuming a 7% mortgage 
rate. This approach will result in low income, but careful and prudent, borrowers getting 
mortgages, and high income, high expenditure, applicants getting less than they expected.  
 
The risk is the rise of the dodgy mortgage broker who will, for a fat fee, seek out mortgage 
money from those who ignore or bend the guidance. 
 
In March 2014, mortgage approvals fell by 12%. I expect the blue line on the graph to run 
flat for a while, until real incomes pick up. 
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The Help-To-Buy Scheme 
 
80% of all completions under this scheme were for houses under £250,000. 70% of all 
purchases in Sefton, Merseyside used the scheme. House prices in Sefton stayed flat. 
45% of all purchasers in Enfield, North London used the scheme. Prices rose 6%. In total 
20,000 houses have been sold using Help-To-Buy and, on average, the top seven house 
builders sold 30% of their stock financed by it.  
 
To date, the UK Treasury would have made a capital gain of £4.5Bn on the shared equity 
element if all borrowers sold last month. The data shows that the scheme is not causing a 
regional house price bubble – the average is 3% - and where the increases are substantial 
as in Bury, Lancashire (15%), they are recovering from a very low base. 
 
 
The Balance of Payments and the Exchange Rate 
 
We are a major trading nation; 32% of GDP comes from exporting. In most goods sectors, 
the UK’s performance is close to, and sometimes above, that of France; Germany is 
usually way out in front. 
 
There is a weak correlation between the sectors that contribute the highest value to overall 
UK exports, and the sectors where the UK has the strongest share of global exports.  
 
The major part of UK exports consists of manufactured goods such as machinery, 
pharmaceuticals, electrical goods and vehicles - plus mineral fuels and related products. 
 
Pharmaceuticals are the only one of the above where the UK has a market share above 
5% for the overall sector. The UK tends to export a lower volume of goods to markets with 
a lower GDP per capita, because of the premium nature of the products.  
 
We tend to have a lower market share in more geographically distant markets. The effect 
of distance is exaggerated when the market is also culturally and/or linguistically different, 
but our share tends to be higher in distant markets with strong cultural and historical ties, 
such as Hong Kong and South Africa.  
 
Our highest sectoral deficits are in electrical equipment (your washing machine), vehicles 
(your car) and mineral fuels and oils (we need to frack). Our trade balance is somewhat 
reliant on the price of oil. 
 
At present, 23% of the UK’s SMEs export - on a par with other large EU economies - and 
nearly half of these are considering entering new overseas markets. 
 
We export machinery, vehicles and consumer goods and services to the BRIC and MINT 
markets. We compete against developed economies such as the US, Germany, France 
and Japan, rather than against emerging economies. 
 
However, the BRICs and MINTs (Mexico, Indonesia, Nigeria, and Turkey) are rapidly 
developing domestic capability and/or overseas partnerships in areas such as aerospace, 
automotive, transport, business services and creative and educational services. They will  
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continue to move up the value chain, and start providing an increasing level of direct 
competition to UK providers of high-tech goods, branded and luxury goods, and skilled 
services. This is an inevitable global trend, whether or not we stay in the EU. 
 
The graph below shows that the current account of the UK balance of payments has 
deteriorated significantly. The deficit is 5% of GDP. Unusually, we now have a deficit on 
investment income, because the return on overseas assets is less than the return on UK 
assets. The accounts are in sterling (most overseas assets are in dollars), and the current 
strength of sterling will make the situation worse. A current account deficit has to be 
financed by a capital account surplus. The UK is second only to the USA as recipient of 
net inward investment. It is this which allows us to balance our books and which solves the 
paradox of a growing current account deficit but a strengthening currency. Nearly 50% of 
the inward investment comes from companies within the EU, 35% from the US, and the 
residual from the rest of the world.  
 
In recent weeks there has been a lot of media noise suggesting that, because the UK is 
now one of the fastest growing economies, interest rates will rise. In the USA an awful 
winter has reduced growth to near zero in the first quarter, and delayed interest rate 
increases, so the markets are betting that the UK will raise rates before the US. They sell 
dollars and buy sterling. Once the rate moves, it will gain momentum as corporate 
treasurers act to shift dollar earnings into sterling. Sterling becomes overvalued and 
effectively tightens monetary conditions, thus interest rates do not rise as expected, and 
the whole process unwinds. Because of this we should expect sterling to perhaps reach 
$1.80 (I cannot say when!) before dropping back to the $1.50-$1.60 range. The calculated 
Purchasing Power Parity rate is $1.50. 
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On a PPP basis, the Euro is overvalued by 16% against the dollar. Sterling should be 
around 1.26 Euro. But as Keynes pointed out in 1923, market players mostly ignore the 
facts in favour of guessing what the other players will do. Keynes lost a great deal of 
money speculating in currencies after the UK left the Gold Standard because he guessed 
wrong! 
 
 
The UK and the EU 
 
There are important distinctions and issues to be fully understood before making a 
judgment on 'in or out'. 
 
A Free Trade Area is where members agree to eliminate quotas and tariffs on their trade 
with each other. Examples are Canada, the USA and Mexico (NAFTA) and ten Asian 
countries (ASEAN). 
 
A Customs Union is where members agree to support internal free trade but protect their 
union from external competition using a common external tariff.  
 
The EU is not a Free Trade Area; it is a Customs Union, with an external tariff which 
averages 10%. Some examples: bananas 16%, trainers 17%, peaches and plums 12%, 
shirts 12%, string 10%, wine 32%, bicycles 15% and motor vehicles 9.8%. 
 
Members of a Customs Union cannot conduct bilateral agreements with countries outside 
the union. Such negotiations are conducted by the union as a whole. The EU has four 
freedoms: of capital, goods, people and services. There has been very little agreement on 
and implementation of the free movement of services (the French are particularly 
resistant!). This is the one area where the UK has competitive advantage.  
 
In a survey of US companies by Ernst and Young, 72% thought reduced integration of the 
UK with the EU would increase its attractiveness as a destination. Since the Lisbon Treaty 
came into force in 2009, the UK has been unable to negotiate international agreements on 
FDI with newly industrialising countries. 
 
In a survey of 2,272 multinationals, the UN Conference on Trade and Development found 
that local market size was the most important criterion determining the location of Foreign 
Direct Investment (FDI) for both the manufacturing and services sectors, and the third 
most important for the primary sector. 
  
Membership of the Union, net of receipts, costs us £48 per head at current exchange 
rates. Norway is not a member, but still pays £106 per head; Switzerland is also not a 
member and pays £53 per head. 
 
On a regional basis, Wales is a net recipient of £74 per head, N Ireland £106 per head, 
Scotland £2. England is a net contributor of £72 per head. The message is England is a 
net contributor, Scotland just, the rest net recipients. The main reason is the funding from 
the Common Agricultural Policy. Wales and N Ireland have more farmers per capita! 
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The OBR estimates that, for every pound of compliance cost for applying EU directives, 
we gain £1.02 of benefit; this compares to £2.35 of benefit from UK compliance directives. 
On the following pages I simply outline the options: 
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