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Executive summary

e Reduced military tension in the Middle East has led to a partial unwinding of the
spike in oil prices, easing inflationary pressures. This in turn has driven UK interest
rate swap and fixed-rate mortgage pricing down. The latest 5-year swap price is
4.3%, against a peak of 4.7% in May. It has also allowed the Bank of England to
leave Bank Rate unchanged at 3.75%.

e GDP increased by 0.6% in the first quarter and by a slightly higher 0.7% in the
three months to April, powered by the services sector. This strong growth at the
start of the year mirrors the pattern seen in 2024 and 2025, but in both these
years growth subsequently slowed.

e Job vacancies were down 19,000 in the March-May period compared to
December to February and the number of payroll staff was down 76,000 between
January and May. But unemployment fell by 42,000 in March, pushing the
unemployment rate down from 5.0% in February to 4.9%.

e UK inflation has been lower than expected since the start of the conflict in the
Middle East. CPI inflation was unchanged at 2.8% in May while core CPI (which
excludes food and energy prices) rose slightly from 2.5% to 2.6%.

e Earnings growth has slowed sharply in recent months. Regular wage growth fell
from 4.1% in December to 3.4% in April. At 2.9%, regular private sector wage
growth is now barely higher than CPI inflation.

e Although the RICS Residential Market Survey for May showed clear signs that
housing market confidence had been dented by the war in the Persian Gulf,
harder data in the form of house purchase approvals has held up well. House
prices continue to show low single-digit gains.

e The buy-to-let lending market is holding up well despite the pressure from higher
mortgage rates. The sector continues to benefit from excess tenant demand and
rising rents, supporting house purchase lending, which was 7% higher in
March/April than the monthly average for 2025.

e Mortgage arrears continued their downward trend in the first quarter of 2026 in
both the owner-occupied and buy-to-let markets. Overall arrears of more than
2.5% of the loan balance fell from 0.85% of all loans to 0.83%.



The economy
Output

National output is repeating the pattern of the previous two years with strong growth
in the first quarter again this year. Output was up 0.6% compared to Q4 2025. Growth
was slightly stronger still in the three months to April at 0.7% (see Chart 1). However,
in both these earlier years, growth lost momentum over the following months.

Chart 1 - Sources of GDP growth (three-month rolling average %)
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The services sector has been the main driver of growth so far this year. Services output
rose by 0.8% in the three months to April. But construction has also started to recover,
following a period of weakness in 2025 driven mainly by new construction projects,
repair and maintenance having performed better.

Labour market

The labour market is showing conflicting signs. Total vacancies in the March-May
period were 19,000 down on the figure for December to February (as shown in Chart
2), while graduate recruitment research firm High Fliers reported the worst job market
for new graduates for over three decades, partially as a result of the increased use of
Al. And the number of payroll staff, at 30.25 million, was down 76,000 between
January and May.

But on a brighter note, total employment, which includes the self-employed, reached
a new high of 34.4 million in the February to April period while the number of
unemployed was down 42,000 compared to the previous month. The unemployment
rate also dipped slightly in the February to April period to 4.9%.



Chart 2 - Job vacancies and unemployment
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Private sector regular earnings growth has slowed every month since March 2025,
reaching 2.9% in the three months to April, barely above the rate of CPl inflation (see

Chart 3). Public sector pay growth has also been slowing in recent months, taking total
regular earnings growth down to 3.4%.

Chart 3 — Regular pay growth compared to CPI inflation
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Inflation and interest rates

According to the S&P GSCI Global Commodities Price Index, commodity prices rose
29% between the start of the war in the Middle East in late February and their peak
on 6 April (see Chart 4). The easing of tensions in recent weeks has seen commodity

prices falling back but they remain 15% above the level recorded at the start of the
year.



Qil prices played a leading role in driving these sharp commodity price movements,
going from $67 a barrel before the outbreak of war to a peak of $113, but are now
back to around $71. However, this is still 25% ahead of the $57 oil was trading at

arou

nd the start of 2026.

Chart 4 — S&P GSCI Global Commodities Price Index in Sterling
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rprisingly, UK producer input and output prices have risen in response to the
global price shock. In January, input prices were down 0.3% on a year earlier but were
up 8.7% by May. Output prices were already rising faster at the start of the year,
reflecting domestic cost pressures, and have so far accelerated much less sharply to
4.0%. They usually lag input prices, so may rise further in the coming months.
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Chart 5 — Producer input and output annual rate of inflation
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Consumer price inflation slowed unexpectedly fast in April, from 3.3% to 2.8% despite
higher petrol prices. There was an even larger fall in the RPI, which was 3.0% in April
against 4.1% in March. CPIl inflation was unchanged in May, with higher transport costs
being offset by lower food and drink prices. Core CPI (which excludes food and energy
prices) rose slightly to 2.6%, but April’s figure of 2.5% was the lowest since July 2021.

Chart 6 — CPI, RPI and core % annual inflation and Bank Rate
16.0

14.0
12.0
10.0
8.0
6.0
4.0

2.0

0.0

2021
APR
JUL
OCT
2022
APR
JUL
OCT
2023
APR
JUL
OCT
2024
APR
JUL
ocT
2025
APR
JUL
ocT
2026
APR

Bank Rate emmm==CP| inflation rate e RP| inflation rate Core inflation

Source: Office for National Statistics

The Bank of England has pursued a wait-and-see strategy regarding the war in the
Middle East and its potential to increase inflation in the UK, leaving Bank Rate
unchanged at 3.75%. But market concerns about rising interest rates pushed swap
prices up sharply, forcing lenders to pull fixed-rate products and alter prices at short
notice.

The 5-year swap rate increased from 3.8% on 27 February to a peak of 4.7% in mid-
May. Although this has eased back to 4.3%, it remains well above the level before the
recent conflict, despite the agreement to end the fighting. This partly also reflects
domestic political uncertainty as the markets await a clearer view of policy in the post-
Starmer era.

Housing and mortgage markets

Activity

As a guide to sentiment in the housing market, the RICS Residential Market Survey
for May suggests that the economic uncertainty and higher mortgage rates that
followed the war in the Middle East have had a significant impact. The balance of

agents reporting lower buyer enquiries and agreed sales rose sharply.

Given the lags involved in house purchases and registrations, it is too early to see these
trends reflected in the housing transactions data, but mortgage approvals for house



purchase have held up well, being broadly in line with the 2025 monthly average in
April and May (see Chart 7).

Chart 7 — Housing transactions and mortgage approvals (monthly)
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House prices and rents

The May RICS Residential Market Survey showed falling prices over the past three
months with further expected price falls over the following three months. But again,
it is too early to see whether the war in the Middle East has had a substantial impact
on harder, sale price data. As Chart 8 shows, house price gains have been in the low
single digits for a couple of years. Although price growth might ease in the coming
months, the improved geopolitical situation and lower swap and mortgage rates is
likely to prevent much of a decline.

Chart 8 — House prices (annual growth rate)
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Rental price inflation on new contracts is on the rise again according to the latest
figures from Homelet (see Chart 9). While last summer, rental price growth was
almost at a standstill, it has now reached 3.4%, outstripping CPI growth for the first
time since October 2024. The ONS rental series shows a similar rate of increase.

Chart 9 — Private rents (annual % growth)
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Mortgage lending

House purchase approvals provide something of a leading indicator for lending and
housing transactions data. So it is reassuring that they held up quite well in April and
May (see Chart 10). Remortgage approvals jumped to 59,000 in March, perhaps driven
by borrowers who were concerned that rates could go higher. The figures for April and

May fell back but the average monthly total for this year is still 17% up on 2025.
Chart 10 — Number of mortgage approvals (monthly)
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The monthly average value of house purchase lending is down 11% compared to the
equivalent figure for 2025 but remortgages have been stronger, with a rise of 9%.
Comparisons with 2025 are distorted by the end of the stamp duty exemption in

March 2025. Comparing this year to 2024 shows an 8% increase in house purchase
advances and a 28% rise in remortgage volumes.

Chart 11 — Monthly mortgage lending (£ million)
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There was a slight reduction in the proportion of mortgage advances with a loan-to-
value (LTV) above 90% in the first quarter of 2026. But as Chart 12 shows, since 2021
there has been a sharp upward trend in mortgages with an LTV of between 90.1% and
95%. Even loans over 95% LTV, which had become a rarity, have seen a modest

comeback in recent years, with 0.6% of all regulated loans falling into this category by
Q1 2026.

Chart 12 — % share of regulated mortgage lending over 90% LTV
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Source: Financial Conduct Authority

Product transfers

Chart 13 - Value of product transfers and remortgages (Em 3 month rolling average)
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The recent rise in fixed-rate mortgage prices may be encouraging more customers to
take a product transfer as the easier option (see Chart 13). Figures for March and April

show a strong rise in product transfers, with the three-month rolling average up 8% in
April.

Mortgage pricing and products

Chart 14 — Mortgage pricing for 75% LTV loans
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As Chart 14 illustrates, average fixed-rate mortgage pricing has come off its recent
highs as swap rates have eased back, but remains above the level before the conflict
in the Middle East began. Bank of England data from the end of May showed 2-year
fixed rates at 4.92%, 0.22% below the previous month’s level, with 5-year fixes down
0.18% to 4.8%.

Chart 15 - Fixed and variable rate share of new lending

80%

70%

60%

50%

40%

30%

20%

10% :: ’\_ Z \ /\
0%

c > = a
S O 2 o
=z < »n

= > c o0 5 VU >+ = w
3 T 9 ®© 0 2 0 0 2 9 ©® R & 5 ©
[ R 0os 0 s< -

o
@
0so0s233=2<

Jan
Feb

2016 = 2017 2018 2019 2020 2021 2022 | 2023 2024 @ 2025 2026

@ \/ariable e Fixed for less than 5 years

=== Fixed for 5 years == Fixed for more than 5 years

Source: UK Finance

So far the data on the share of borrowers taking variable or tracker rate mortgages
shows no sign of increasing from the 5% it has held at since January, despite the large
relative shift in pricing shown in Chart 14. But there has been a marked shift away
from 5-year fixes to shorter-term ones despite the higher price of 2-year fixes.

Buy-to-let market

Chart 16 — Buy-to-let lending (monthly £million)
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2-year fixed rate buy-to-let mortgage pricing rose by 0.9% between the end of
February and the end of May to 4.36%. This is below the equivalent rate for owner-
occupiers, largely reflecting the higher level of arrangement fees in the buy-to-let
market. Many landlords are choosing products with high arrangement fees to pass
the affordability stress test and the higher mortgage rates of recent months will no
doubt have increased the number of borrowers for whom the stress test could be
challenging.

Despite the economic uncertainty overhanging the market since late February and
higher mortgage rates, buy-to-let lending volumes have been strong. In March and
April, remortgages were up 8% on the monthly average in 2025 and house purchase
lending up 7%. Rising rents, as shown in Chart 9, and strong tenant demand are
underpinning activity in the sector.

Arrears and possessions

The downward trend in mortgage arrears continued in the first quarter of 2026 in
both the owner-occupied and buy-to-let markets. All arrears over 2.5% of the
mortgage balance fell from 0.85% in Q4 2025 to 0.83% (see Chart 17).

Chart 17 — Mortgages in arrears as % of loan balance
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There was a modest increase in properties taken into possession between Q4 2025
and Q1 2026 to 2,060, but this figure was below the average quarterly rate for 2025,

suggesting that the exceptionally low level of possessions of recent years is set to
continue.
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Prospects

A ‘memorandum of understanding’ between the US and Iran signed on 17 June
indicates a desire on both sides to reach a lasting end to the military conflict, but it
remains a fragile peace with the two sides still trading occasional strikes. Commodity
prices have fallen in response to the de-escalation but remain above their pre-war
level.

As a result of the uncertainty in the Middle East and the political changes at home,
interest rate swap rates have also not returned to their pre-war level, leaving fixed
mortgage pricing higher than it was, although below its recent peak. In domestic
economic terms, it is becoming clear that the impact of this latest external shock is
not nearly on the scale of Covid-19, the Russian invasion of Ukraine and the Kwasi
Kwarteng mini-budget of September 2022.

The impact on UK inflation looks likely to be relatively contained, particularly as oil
prices have already fallen back sharply. As a result, the Bank of England has not felt
the need to raise Bank Rate, leaving the average rate of new tracker mortgages
almost unchanged. If the peace between the US and Iran holds and a new UK Prime
Minister is able to reassure the financial markets that they will steer a fiscally
responsible course, fixed-rate mortgage pricing could return to the levels seen
earlier this year and talk of Bank Rate hikes could be replaced by talk of further cuts.

Such a return to more stable conditions would underpin the UK housing and
mortgage markets, as they continue to benefit from the structural factors that have
supported them in recent years, namely a shortage of supply and relatively good
mortgage affordability.
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