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This review explores trends in consumers’ financial behaviour through the
third quarter of 2023. With consumer confidence fragile amidst ongoing
cost pressures and global tensions, we look how the wider landscape

is impacting on patterns of spending, borrowing and saving by the
household sector.

Q3 2023 HIGHLIGHTS

Household confidence recovered through Q3 but remained downbeat overall. More
recently, we have seen confidence fall away sharply in October.

Retail sales saw a larger than expected contraction at the end of Q3 but card spending
held up, with ongoing strength in the travel sector.

The contraction in house purchase lending continued, with cost-of-living pressures
and higher interest rates presenting a significant barrier to mortgage affordability.
Indications are that Q4 will show a further contraction.

Mortgage lending is weak in almost every segment of the market, but this can be seen
most acutely in the tighter end of affordability, in particular lending at higher LTVs and
income multiples. Customers with lower incomes are currently putting down deposits
equal to twice their annual income in order to meet affordability requirements.

Mortgage refinancing remained strong in Q3. Within this, the same affordability
pressures, as well as competitive retention deals, drove yet more customers to take a
Product Transfer with their existing lender.

Households continued to run down savings to cover increased monthly bills. At this
stage, however, there is no sign of increased reliance on overdrafts or credit cards to
cover any shortfalls in budgets.

Arrears saw an expected larger rise in Q3, with signs that more increases lie ahead.
Cost and rate pressures have pushed more customers into a payment shortfall and
increased the pressure on those already in arrears. However, arrears cases continue
to be mainly older mortgages, with very few mortgages underwritten since FCA-
mandated stress tests came into force now entering arrears.

Possessions fell slightly and remain at historically very low levels, as the industry works
through the historic backlog of cases. No possessions related to arrears newly arising

amidst cost-of-living and interest rate pressures are expected until the end of 2024 at

the earliest.
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In the three months to September — the period covered by this latest Household Finance Review, the economic story was technically one of no
economic growth at all in the UK, with GDP unchanged from 2023 Q2. While the UK’s economic performance in the first half of this year could
best be described as sluggish, this latest data on the state of the economy cements expectations for very little, if any, expansion in activity in the
second half of 2023.

Looking at Q3 GDP numbers in more detail, those parts of the economy which had been providing some modest support to growth in the first six
months of this year, namely some resilience in household spending and increased investment, completely fell away in the third quarter, according
to the Office for National Statistics (ONS). Notably, household spending contracted by 0.4 per cent, the fastest pace of decline for a year. Only
net trade provided any contribution to growth, but only because of imports declining faster than exports compared with the previous quarter.

Weakness seen in consumer spending over the quarter aligned with fragile consumer confidence, which we will turn to in more detail in the next
section. In addition, the effects of increasingly cautious households are evident in particularly weak reading for consumer-facing services activity.
Output of these industries, which include retail and hospitality, fell by 0.7 per cent on the quarter and, moreover, declined in each month in the
quarter.

While some of the weakness in retail was attributed to unseasonably warm weather in September delaying purchases of autumn clothing the
underlying picture is, nevertheless, broad-based weakness.

The prolonged period of persistently high inflation and the impact of past interest rate rises does now appear to be having a more significant
dampening effect on demand. The Bank of England, in its November Monetary Policy report, reiterated the lagged impact of higher interest rate
with the full effects of past rate rises on GDP expected to be fully felt only in 2025.

Monetary tightening does also appear to be tackling the challenge of high inflation. CPI inflation fell to 4.6 per cent in October — good news
for the Bank of England as it is getting closer its two per cent target, good news for the government — it has met its own commitment to halve
inflation by the end of 2023 — and good news for consumers — as it signals cost-of-living increases are starting to ease.

However, the main contributor to October’s fall was a reduction in the energy price cap. Other inflation measures, which may be better indicators
of persistence, for example, core inflation and services inflation did not see falls of the same magnitude, posting annual increases of 5.7 per cent
and 6.6 per cent respectively.

While headline inflation may be heading in the right direction, it will likely be some time before households really feel like the pressure is off. Food
prices, for example, were still up by around ten per cent in the year to October, and have risen by more in the last two years than in the preceding
fifteen.

The latest public opinion and social trends survey from the ONS supports this, with around half of households surveyed reporting an increase
in their cost of living in the previous month — down from over three-quarters reporting a rise a year ago — but still a sign of ongoing pressure on
household budgets.

This all speaks to the household spending outlook remaining pretty weak for the next year. In the near term, firms in the services sector report
activity in contractionary territory at the start of Q4, citing cost of living pressures, high interest rates and weak consumer confidence as factors
holding back customer demand.

A still-resilient labour market is one positive for households. The latest data suggests the unemployment rate has held steady at 4.2 per cent over
the third quarter, and wage growth has remained robust. That said, a softer demand outlook and weaker business confidence across all three broad
economic sectors — services, construction, and production, is reducing demand for labour, which should take some heat out of wage growth.

The Bank of England has revised down its expectations of the UK’s economic prospects, and it now predicts no GDP growth through 2024. A
key contributor to this downgrade is the expectation that any resilience we saw in consumers earlier this year will continue to fade in the year
ahead. And with that, the MPC is likely to hold rates at current levels in the near term. The committee voted to retain Bank Rate at 5.25 per cent
at both its September and November meetings, though the decisions were not unanimous. Some MPC members still question whether policy is
sufficiently restrictive, but the overall message was that consideration of interest rate cuts were still some way off.

Alongside the autumn statement, the Office for Budget Responsibility gave a slightly less downbeat assessment of the UK’s economic prospects.
At 0.7 per cent, its forecast for growth next year is stronger than the Bank’s but still subdued and a significant downgrade to its March forecast.

The bigger news in the Autumn statement was the Chancellor’s additional spending and tax cuts, amounting to around £17 billion per year over the
forecast period. Higher nominal tax revenues and falling inflation provided some leeway for a few big giveaways for households and businesses.
The main measure for households was a 2p cut to the main rate of employee National Insurance contributions. There were several smaller scale
measures, including extending the mortgage guarantee scheme to June 2025, uprating working age benefits by inflation and further support for job
seekers.
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Q3 saw consumer confidence continuing to build Chart 1: Consumer confidence

from the historic low last September following the

Truss administration’s mini-budget but, even with this
continuing recovery, remained in a significant negative net
position (Chart 1). 0 1

Within this, households’ intentions to make major 10
purchases followed a similar path to overall confidence,
recovering but still a distance away from the modest net
positive position seen briefly in early 2021.

In part, the recovery in confidence is due to the receding =0
impact of the deep fall in the indicator readings following -60
the mini-budget. It also likely reflects the steady fall in

inflation through Q3 (with a sharper than expected fall in

more recent data). Whilst inflation appears now on a solid Consumer Confidence, plans to make major purchase
trajectory back down towards the two per cent target,

price increases seen through the cost-of-living crisis are

largely baked-in (excluding energy costs which remain

volatile and subject to fluctuation in both directions). Robust wage growth will have eased cost pressures to an extent, although the continuing
negative confidence readings suggest these were still weighing relatively heavily in the quarter.
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More recently, however, October saw a very significant fall in confidence, most particularly in households’ intention to make major purchases. A
range of explanations have been offered for this, including energy cost uncertainty and global events such as the situation in the Middle East.

Whatever the underlying reasons, however, this reinforces our observation in previous Reviews that, in the current uncertain economic and
geopolitical environment, confidence remains fragile and subject to negative shocks.

When looking at how weak confidence and cost Chart 2: Retail sales volume index (2022 =100)
pressures are impacting on consumer spending, the data
gives some mixed signals. Whilst the value of retail sales
rose through Q3, much of this growth was driven by
continuing price growth. Underlying sales numbers have,
in fact, been falling for the past two years as prices have
risen.
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The savings built up in the household sector through the early months Chart 3: Card spending — number of transactions (000s)
of the pandemic are likely to have supported consumer spending

through the cost-of-living crisis. However, recent weakness in retail
activity overall could be a sign that increasing numbers have run
through their savings and no longer have the ability to maintain their
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In part this may reflect a continuing rebound following the absence of opportunity for holidays through the pandemic. However, whether the

strength comes from households making up for lost holiday time or from elsewhere it appears that, at least for some, holidays away are an
expenditure that trumps cost of living pressures.

Retailers are braced for the possibility of muted activity over the run-up to Christmas, compared to normally elevated spending patterns through
December. However, there has also been some speculation that the recent weakness in retail sales is due to households reining in their spending
now, in order that they can then afford “a proper Christmas.”

It remains to be seen whether Christmas spending, like holidays, is an area where households are prepared to stretch their wallets even amidst
cost-of-living pressures, possibly at the expense of drawing back in other areas so they can afford to do so.

Until late 2022 household borrowing via personal Chart 4: Amounts of new personal loans from banks
loans, which are often used to fund purchases

of larger items, had been recovering from the
depressed levels seen through the early months of £25bn
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last Autumn’s mini-budget, levels have again been
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(Chart 4).
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Mortgage lending for house purchase continued to
fall sharply through the third quarter. Lending to both
first time buyers and home movers has now fallen,
year on year, in every month since December 2022.
Although the rate of decline moderated through the
third quarter, first-time buyer (FTB) activity was still
down almost one fifth, and movers by one quarter,
compared with Q3 last year (Chart 5).
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With the Bank Rate increases seen since the end of 2021, we are now in a situation where prices remain elevated relative to average incomes, but
mortgage payments have moved sharply up from the abnormally low levels seen through the era of ultra-low Bank Rate.

Whilst new mortgage rates now are broadly in line with those seen prior to the financial crisis, the combination of these rates and the much higher
house prices faced by prospective borrowers presents a dual affordability challenge to prospective borrowers to pass FCA-mandated affordability
tests to buy the house they want. Layered on top of this, the cost-of-living pressures affecting all households have also brought the scales down
heavier on the outgoings side of these income-expenditure tests, further raising the affordability bar.

The significant contraction in lending this year has been
widespread with few, if any, areas of new lending seeing growth.
However, looking within the overall figures we can see some
areas of particular weakness, which speak to the affordability
constraints facing borrowers and where these are biting most
severely.

Perhaps surprisingly, given the drivers of weakness, first-time
buyer numbers have not been hit disproportionately hard. In the
year to date, FTB activity is currently 22 per cent down compared
with the first nine months of 2022, slightly less in fact than the

26 per cent decline in homemover numbers. Even amongst
younger FTBs, who might be expected to be more sensitive to
affordability-related pressures, numbers have fallen by slightly less
than the wider house purchase market (Chart 6).

Chart 6: Number of mortgage loans, year-to-date comparison,
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However, we can also see that the affordability challenges arising from the rise in interest rates have borne down more significantly on borrowing
at both higher LTVs and, even more significantly, at higher income multiples.

Over the past couple of years, significantly more customers have borrowed over a longer term to reduce initial payments, which makes it possible
to borrow the same amount at a higher multiple of income and/or with a smaller deposit. But, as we have observed in previous Reviews, this looks
to have reached its limit in the current higher rate environment, meaning that those with smaller deposits or needing to borrow more relative to
income are facing much greater challenges in meeting affordability rules.

Inevitably, the households facing the greatest affordability Chart 7: FTB Deposit-income ratio, new borrowers
challenges in accessing mortgage credit are those on lower

incomes, and this is a theme that we have seen throughout
cost-of-living research across almost every aspect of 250% -
household finances.
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incomes - who still make up nearly half of all FTBs - have

needed to put down much larger deposits, and this has SOURCE: UK FINANCE

accelerated over the past few years. For those with higher
incomes, the typical deposit put down has not changed
dramatically, and stands at around one year of gross income, or
a little lower for those in the highest income brackets.

In stark contrast, however, borrowers with less than £50,000 gross income are now typically putting down deposits of nearly two times their gross
household income. This is a particularly difficult hurdle given those on lower incomes typically have less free disposable income to put away each
month, and this pressure on disposable income has, as we know, has been accentuated for lower income households throughout the cost-of-living
crisis (Chart 7).

This underlines the much greater challenges facing prospective borrowers in the current environment. Although house prices have been softening
in recent months, the rate of decline remains relatively modest, and the affordability challenge remains significant for many.

With wage growth now running ahead of inflation, employees are seeing real income growth. This, combined with softer house prices will help to
bring affordability back within reach of more customers in due course, although this adjustment is likely to take some time.

In the near term, applications data — a forward looking indicator of final market outturn — had suggested the rate of decline in lending was
moderating through the year but this has turned more sharply negative through Q3, suggesting that the fourth quarter will see a further, deeper
contraction in mortgage completions.



UK Finance Household Finance Review - Q3 2023 7

Whilst some areas of consumer spending continue to show resilience, cost pressures are acting as a brake on spending overall, with inflation
masking the underlying weakness. In the housing market, higher cost-of-living and interest rates are material obstacles to obtaining mortgage
credit. Wage growth is now moving in the right direction to alleviate these constraints, but there is some way to go until the combination

of incomes, prices and interest rates adjust to bring affordability back to levels that open up the market to many more households. As such,
transaction levels remain significantly down on recent years, with further weakness expected until these affordability constraints ease.

. ‘ R Chart 8: Number of residential remortgages and internal product transfers
As shown earlier in Chart 6, remortgaging activity is

the only area of the mortgage market which has shown
strength through 2023. This is in line with our forecasts,
driven by the strong numbers of fixed rates coming to
maturity through the year, in particular those taken out
two and five years ago.
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The same affordability challenges facing prospective buyers also limit the options for those looking to remortgage away from their existing lender,
and particularly so when looking to increase the size of loan at the same time. This has driven more customers towards the internal PT route,
where lenders offer competitive rates to retain customers without the need for new affordability tests or a long application process.

Due to the historic pricing of fixed rates scheduled to expire, borrowers refinancing this year — in particular those who took out their previous loan
in 2021 when rates were at their lowest - are likely to have experienced the largest rate shock. However, as we explored in our previous Review,
even though these rates are significantly higher, new deal rates are still comfortably below those at which their previous loans were stress-tested.
Next year the rate differential for borrowers refinancing looks to be a little less, but still significant compared with recent years.

This suggests existing customers will continue to face some affordability challenges when looking to remortgage on the open market next year,
and so we are likely to see a continuing preference for PTs through the remainder of this year and into 2024.


https://www.ukfinance.org.uk/data-and-research/data/mortgage-market-forecasts
https://www.ukfinance.org.uk/system/files/2023-08/Household%20Finance%20Review%202023%20Q2.pdf
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In Q3 we continued to see a decumulation of household Chart 9: Personal deposit account balances
deposits held with retail banks. Overall, deposit levels at
the end of the quarter were some three per cent below £1,200 bn

those seen a year ago (Chart 9). This represents a further

acceleration on the two per cent annual contraction in S
deposit levels seen in Q2, as households continue to run .
down their savings to cover higher household costs.
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As cost and rate pressures continue, we are likely to see

a further decumulation of savings. At this stage, however, overall deposit levels are still significantly elevated above trend levels, due to the sums
built up through the periods of pandemic-related social restrictions in 2020 and 2021.

It is difficult to precisely gauge the overall level of additional savings built up due to the pandemic, as other factors will have also affected
household savings rates over the same period. However, a ballpark approximation indicates that the value of deposits held by retail banks is
currently around £110 billion higher than it would have been had savings grown in line with the trend over recent years.

This would suggest that, even with the current rate of decumulation, households still have a significant cushion of savings to draw upon. Although
this is a reassuring finding, it is important to bear in mind that savings are not held evenly across households. The National Institute for Economic
and Social Research, amongst others, has published research showing that the additional savings built up over the pandemic were concentrated
strongly amongst those in higher incomes deciles, whilst the lowest deciles actually ran down savings over the same period. And now, with cost of

living and interest rate pressures coming to bear, these have also hit hardest on those lower income households, who are much less likely to have
these additional savings to draw on.

As set out above, inflation is now falling back, and wage growth is beginning to ease some of the cost pressures. For the time being however the
combination of higher prices and interest rates means that more households need to tap into their savings to cover their monthly outgoings. At
the same time increasing numbers, particularly those lower down the income scale who do not have this savings buffer, will either need to make
additional cuts to spending or look to other ways to finance their higher spend.

The continuing strong maturity schedule has kept mortgage refinancing activity buoyant through the third quarter. However, affordability
pressures and competitive retention rates have meant that most of the refinancing business is currently via internal Product Transfers. Whilst
customers are facing much higher new deal rates than their previous ones, stress tests applied by mortgage lenders are ensuring that, even where
the new rate is significantly higher, mortgage payments remain affordable for existing customers. Meanwhile, those households who still have
excess savings built up over the pandemic continue to draw on these to cover higher monthly expenditure.


https://www.niesr.ac.uk/wp-content/uploads/2022/08/NIESR-UK-Economic-Outlook-Summer-2022.pdf
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After nine months of continuous savings decumulation,
we still have yet to see any sign that households are also

drawing on overdrafts to cover higher household costs
(Chart 10).

As we move forward, the extent to which overdraft
debt remains at these subdued levels depends on how
long the pressure on real household incomes persists.
As we observed earlier, wage growth is now beginning
to catch up with prices, albeit that previously it lagged
inflation for some time and, as a result has, some way to
go before real incomes are fully adjusted.

Should wages and inflation normalise relatively quickly,
it may be possible that a build-up of overdrafts and
other unsecured debt is largely avoided. However, the
longer the imbalance between incomes and household
expenditure remains, the more likely it is that we will see
these indicators of household stress start to rise.

Chart 10: Household sector overdraft debt outstanding at end of period
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Growth in credit card debt continued to run at historically
high levels through Q3, after falling away in Q2 (Chart 1).

Much of this growth is driven by higher prices; total card
debt is still around nine per cent below its pre-pandemic
peak, as significant amounts of card debt were paid down
through the early months of the pandemic).

Whilst overall card debt is remains well below its trend
level we did see modest increase over the quarter in the
proportion of balances that are interest-bearing. This can
be affected by a number of different factors, including the
availability of interest-free balance transfers. However, an
increase in interest-bearing balances is a broad indicator
that larger proportion of balances are not fully paid off
each month (and therefore attract interest).

It is dangerous to over-interpret data, and one quarter of
increase in this proportion does not constitute a trend.
However, should this continue increasing into the fourth
quarter and beyond it would suggest there is some
increased pressure on unsecured debt payments.

Chart 11: Credit card balances outstanding
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Since Q4 2022, when arrears numbers first showed a Chart 12: Ist charge mortgages in arrears’
marginal increase, each consecutive quarter of data has
shown a further, and more material increase in borrowers

behind on their mortgage payments. This trend continued 250000 - sox
in Q3, and at the end of the quarter there were some
99,480 mortgages in arrears representing over 2.5 per cent 200,000 40%
of their mortgage balance. This represents an increase of
nine per cent compared with the figure at the end of Q2 150,000 | 30%
(Chart 12).
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Notes: 1. Arrears measured as those representing more than 2.5 per cent of

Arrears numbers have risen in all bands, from the lightest .
outstanding mortgage balance

through to the heaviest cases, although the largest
percentage increases remain in the lower bands.

As with the previous three quarters, early arrears (below 2.5 per cent of balance) showed a greater increase in Q3, pointing towards another larger
increase in Q4 data. Whilst inflation is coming down and market expectations are that we are at, or near, the peak of the interest rate cycle, these
are still exerting pressure on household budgets and, at the margins, more customers are having difficulty meeting higher mortgage payments.

However, whilst the data suggest we are not yet at the peak of the arrears cycle, arrears levels remain very low by historic comparisons. Overall,
less than one per cent of all mortgages are in arrears, less than half of the proportion seen at the height of the previous downturn through the
Global Financial Crisis and less than a quarter of the rate seen in the early 1990s.

The rising arrears landscape, whilst expected, is a concern for lenders, whose priority is to help any customers who are struggling to get back on
track, with the most appropriate help and forbearance measures. However, it is also important, at the aggregate level, to consider both the historic
context and the factors which have - and will continue - to mitigate the extent of payment problems as we move through this cycle.

Over the past two years, both inflation and interest rates have risen to levels above the range of most public forecasts prior to 2021. However, the
data - both from the rising, but still low, arrears numbers, and typical affordability for borrowers refinancing this year - points to the affordability
tests in place since 2014 working effectively. Specifically they are, demonstrably, protecting the vast majority of mortgage customers’ ability to pay,
even in a negative scenario that is beyond previous expectations.

The flipside of this, however, is that most of both existing and newly arising arrears cases relate to mortgages taken out before these affordability
rules became standard practice, particularly in those pre-GFC years. Many of the loans written in those years were — and still are — on interest-only
terms. When an interest-only mortgage falls into arrears some forbearance options, including those set out in the government’s Mortgage Charter,
cannot help the customer’s situation. In these cases, the tailored forbearance and help offered by all lenders becomes even more important, and
so it is vital that customers facing difficulty speak to their lender at the earliest opportunity, in order that the best option to help can be identified
and deployed.
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Mortgage possessions were static in Q3, with 1100 cases, ~ Chart 13: Mortgage possessions in period
compared with 1]20 in the first quarter (Chart 13).

Although arrears have risen broadly in line with 14,000 014%
expectations, possession activity remains incredibly low by

12,000 0.12%

historic comparisons, and is still well below even the very
low activity levels seen immediately before the pandemic 10,000 010%
took hold. 8,000 0.08%
6,000 0.06%

The typical timeline from the emergence of arrears until
all help and forbearance options have been exhausted 4,000 0.04%
and possession, as a last resort, becomes the best option

. 2,000 0.02%
for the borrower is well over twelve months, and often
considerably longer. This means that the current adverse - ; ; ; 0.00%
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result in any increase in possessions in the near term.

Number (LHS) Possessions rate (per cent of mortgages outstanding, RHS)

The low number of possessions still largely relate to a

backlog of customers in long-term, unrecoverable arrears SOURCE: UK FINANCE
positions. Since the possessions moratorium in place during

the pandemic came to an end, the industry has been

working through this backlog and is still doing so.

Whilst possession is always a last resort, it is important that when it does become necessary, the process is as efficient as possible, so that the
customer is able to exit the mortgage with as much equity as possible. This becomes even more time-sensitive in the current environment where
higher mortgage payments, as well as a softening of house prices, mean that customers in arrears can see their equity eroded at a much faster rate
than has been the case in recent years.

Going forward we expect possessions to remain muted into early 2024, with any increase still leaving numbers very low. The current cycle of
increasing arrears cases will not result in any material possessions activity in the short term, as lenders will work with customers to help them
through this period of higher costs and mortgage payments. The very small proportion of customers who are unable to get back on track with the
help of lender forbearance, and ultimately work through to the possession stage, will not start to emerge until late 2024.

Whilst households continue to rundown their savings to cover higher monthly expenditure and bills, we have still yet to see any confirmed signs
of payment stress in the unsecured space. However, arrears on mortgages, typically the largest credit commitment for households, have continued
to increase as those (mostly older) mortgages on variable rates have seen payments rise significantly through the past two years.

Despite this, the affordability tests carried out by all lenders since 2014 are keeping the emergence of new arrears to a minimum. As such, whilst
arrears will see further increases, we expect these to remain relatively low and to peak well below the levels seen in any of the previous market
downturns. Likewise, possessions will remain at very low levels in the short term, and any eventual increase in possession activity relating to new

arrears cases will be similarly modest.

As always, the industry stands ready to help its customers when they experience financial difficulties, and we strongly urge anyone worried about
their situation to talk to their lender at the earliest opportunity.

Disclaimer

This report is intended to provide information only and is not intended to provide financial or other advice to any person. Whilst

all reasonable efforts have been made to ensure the information contained above was correct at the time of publication, no
representation or undertaking is made as to the accuracy, completeness or reliability of this report or the information or views
contained in this report. None of UK Finance or its officers, employees or agents shall have any liability to any person for decisions or
actions taken based on the content of this document.




