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Introduction
Last year’s survey was focused on the credit crunch and the issues surrounding liquidity and funding. In the last year the UK economy has experienced unprecedented events, with GDP in decline, interest rates at a historic low, and the Bank of England ‘printing money’. This year’s survey focuses on how societies are dealing with the challenges encountered in a period of economic turmoil. Concerns around funding and liquidity are still evident in 2009, but these are now combined with an array of other challenges brought about by a housing market in decline and low levels of consumer confidence. 

The low interest rate environment is a particular concern for societies as it makes it more difficult to attract savers, and as a result societies have less funding for their mortgage business. Confidence in the housing market also remains at low levels. With prices continuing to fall, and lending criteria tightened by many firms, potential buyers are waiting for prices to ‘bottom out’ before entering the market. 

The wholesale markets are offering little value for money, as risk is still being priced highly as a result of the credit crunch. As a result, competition for funds in the retail market has increased, and is not likely to subside for some time. Given the above difficulties, society CEOs believe that house prices will suffer a 10% annual decline by the end of 2009, but may stop falling by the end of 2010. 

Despite the challenges faced by building societies, their CEOs feel they are in a strong position to overcome these challenges whilst continuing to offer competitively prices products to their members. The next year is not seen as a period of growth, but a time when balance sheets can be strengthened, and the business primed to take advantage when market conditions become more favourable.

Section one – The state of Play in 2009
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House Price Inflation 

The average house price change over 2009 predicted by building society CEOs is minus 10%. 39% of the CEOs who responded to the survey expect house prices to fall by more than 5% and up to 10% by the end of 2009. However, a further 29% predict a greater fall of between 10% and 15%. House prices have fallen 15% in the 12 months to April, and forecasts from the wider financial community foresee an average 10% price reduction in 2009. Turmoil in the financial markets has seen reduced lending in a housing market where prices were already at unsustainable levels leading to a fall in house prices of 16% by the end of 2008. With the effects of the financial crisis now filtering through to the real economy, prices will suffer further. 8% of CEOs are more optimistic, predicting a small rise in prices in 2009 compared to the previous year. In last year’s survey, CEOs predicted an average house price decline of 6% by the end of 2008, and a further 3% in 2009.
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The average house price change predicted for 2010 is minus 0.8%, and the most common response is for no change, chosen by 39% of respondents. Over a fifth predict prices to fall slightly, by up to 5%, and some think greater falls are likely. 29% were more optimistic, predicting that house prices will rise in 2010. The government has introduced a range of initiatives to help normalise market conditions and encourage lenders to provide more credit for home purchase. These should help stabilise house prices, however it is still uncertain how effective these initiatives will be.
Building Society Lending and Deposits
Society CEOs forecast building society net lending to fall on average 22% this year compared to 2008, reflecting the suppressed demand in the housing market. Advances are forecast to recover by the end of 2010 with an 8% increase year on year. In last year’s survey, CEOs forecast a 9% fall in net lending in 2008 compared to 2007, but in reality a 57% decline was experienced.
Net receipts are also forecast to fall, by an average of 9%, but to recover in 2010 with an 8% increase. With interest rates at record lows, CPI inflation still above the 2% target, and unemployment rising, 2009 will be a challenging year for deposit takers. In last year’s survey, CEOs forecast a 6% rise in net receipts in 2008 when in fact there was a 3% fall.
Wholesale Funding
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Building societies are permitted to raise only 50% of funds from the wholesale market, and in practice, the average proportion of funds raised is approximately 30%. Many smaller societies do not rely on wholesale funding at all, and fund their lending solely from retail deposits. Of those societies that do borrow from the money markets, 37% of societies expect to reduce their use of wholesale funding, and 56% expect it to stay the same. Only 2 societies (7%) predict wholesale funding increasing. The money markets have proven inefficient over the past twelve months as market participants raise the cost of funds to price in increased perceived risk levels. It is no surprise that societies are becoming less reliant on wholesale markets when the cost and availability of funds is becoming less favourable. 
Bank of England Base Rate 
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66% of building society CEOs predict the Bank of England base rate to remain at 0.5% until the end of 2009. The average predicted rate is 0.8%. Many mortgage holders on variable rates have benefited from the drastic rate cuts at the end of 2008, however savers have been punished, especially those who rely on interest as a source of income. But drastic rate cuts alone have not provided the stimulus needed to kick start the economy. With further rate cuts offering little benefit, the Bank has been forced to adopt an unconventional programme of quantitative easing as its main monetary policy tool. Only once the economy shows real signs of recovery will rate increases even be considered. However, if market incentives do take hold suddenly, the risk of above target inflation will be high, which could lead to significant pressure to tighten monetary policy.
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Forecasts for the bank rate at the end of 2010 are much more variable, which highlights just how uncertain the outlook for the UK economy is over the next two years. Never before has quantitative easing been adopted in the UK, and only limited evidence of Japan’s experiences exists to suggest how the economy and inflation will respond. Nearly all CEOs predict the base rate to rise to at least 1% with the average forecasted rate at 2.2%. The highest rate forecast is 4%.
Section Two – The state of Societies in 2009
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The mutual sector has not escaped the effects of the credit crunch and has seen consolidation as a result, but society CEOs have a generally positive outlook.
CEOs were asked if they felt optimistic about 2009, and 55% said yes. Given the turmoil faced by the financial service sector in the past 18 months, and the bleak economic outlook for 2009, it is encouraging to see the majority of CEOs feeling optimistic. Building societies will face a challenging business environment over the next year; however as the climate changes opportunities will also emerge. 
Opportunities
Building society CEOs were asked to identify the three main opportunities their society faces in the next year. Despite lending reaching very low levels, and the savings market predicted to contract, CEOs were able to identify a range of opportunities that will see them through these difficult times.
One distinct advantage and opportunity identified by many CEOs is their local customer base and their ability to engage with their customers on a more personal level than many banks. One CEO aims to “build better local membership relations through a simplified and more customer focused approach”. With many building societies being relatively small, and serving a local customer base, CEOs feel this gives them a competitive advantage by being able to react quickly, and offer tailored products to their customers. In addition, with many lenders absent from the market, societies can seize “Niche opportunities...with a flexible and adaptable approach to product design”.
Building society CEOs feel that the building society model is “trusted by the general public and supported by politicians”, and want to further promote the benefits of mutuality. Previously, the public may have considered large firms as offering added security for their money, however it is now clear that this is not necessarily the case. CEOs want to “capitalise on the idea that building societies are a safe place to invest” and bring about a “renaissance of the merits of safety, security, and trust”. 
CEOs also see the possibility of wider margins as risk is re-priced. Margins can also be improved through careful product pricing and market selection but keeping things simple and prudent. Societies will be seeking to “take opportunities to lend in market sectors that provide superior returns whilst maintaining an overall low appetite for risk”. 
Rather than a period of growth, many societies are “seeing the next 1-2 years as a period of consolidation”, to focus on maintaining strong balance sheets, and increase the efficiency of their operations. One CEO says “our running costs have been reduced to the minimum necessary to run the business - we are therefore very well placed to capitalise on any upturn in the economy”.
Some societies also identify a greater focus on income from non-margin products, such as referral commission on investment products and arrangements with estate agents. 
Challenges

When building society CEOs were asked which three challenges faced them in the coming year, a range of responses were received, representing the varied nature of building societies, in size, regional presence, and customer base. However, unsurprisingly, there were a few core themes that featured in nearly all responses that reflect the increasingly challenging environment.
Over half of CEOs identify the low interest rate environment as a significant challenge for 2009. Interest rates are at their lowest level on record at 0.5%, which makes it very difficult to manage the interests of both savers and borrowers, and maintain profit levels. Societies have been expected to reduce their mortgage rate as the Bank rate has fallen, and simultaneously offer relatively high interest rates to their savers. This puts enormous pressure on the margin between mortgage and savings rates, reducing the income earned, and therefore adding pressure to the bottom line. 
Not only are margins squeezed when rates are so low, but it also makes it more difficult to attract and retain savers, and therefore secure cost effective funding. The growing difficulty in securing funding was reported by over half of CEOs. One CEO makes the point that it is “difficult to judge ongoing saver behaviour in such a low rate environment”. The UK has never experienced interest rates at such low levels, and therefore there is uncertainty as to how savers may behave. With low interest rates, and rising unemployment, society CEOs expect funding to remain tight throughout 2009. 
As the savings market contracts in 2009, building society CEOs anticipate high levels of competition for deposits as firms seek to secure retail funding, which drives up costs. Competition will intensify further as the nationalised, and part nationalised banks, look to increase their residential lending levels. The wholesale market also “remains challenging” and therefore the relatively little funding societies obtain from this source remains expensive. 
Unsurprisingly, growing levels of arrears and possessions are also identified as a challenge for 2009, with 43% of CEOs identifying this in their response. The unemployment rate is currently at 7.1% and is forecast to rise further by the end of 2009. This will inevitably lead to an increase in the numbers of arrears and possessions in the coming year. Society CEOs are acutely aware of the threat of growing arrears and possessions, and many have adopted “pro-active” strategies in order to manage any further arrears. Other CEOs report there is an “opportunity to work with our borrowers who experience difficulties,” and via close dialogue and flexible management of arrears on a case by case basis, many respondents reiterate that their overriding aim is to enable the borrower to stay in their home.

Increased regulation from the FSA, and additional pressures from the Government also feature strongly in the results, with one third of society CEOs reporting it as a challenge for 2009. One society CEO states that increased “regulation and associated pressures will impose significant strain on the business”. New capital and liquidity requirements are viewed as “unrealistic” and are likely to “impact adversely on margins”. A number of CEOs see the administrative burden from added regulation increasing “thus reducing time…devote[d] to running the business”. One CEO also points out that “conflicting demands from the Government to simultaneously increase lending, maintain prudency, fund via retail savings, and support capital will be increasingly difficult in the current environment”. 
The costs associated with the FSCS payments were also mentioned by numerous society CEOs. Both the current levy on societies which is impacting on margins, and the “threat of further costs beyond society control arising from the FSCS” are a concern for societies in the coming year.
Section Three – The Housing Market
First Time Buyers

It remains exceedingly difficult for first time buyers to enter the housing market. Lenders have tightened their criteria which has excluded many first time buyers from the market. First time buyers typically need a 25% deposit, and although house prices are falling, this is unachievable for many without additional financial support.  We asked CEOs what lenders and the government can do to assist first time buyers in the market.
How can lenders help?

The general consensus from society CEOs is that most lenders are doing all they can at the moment to assist first time buyers. The most direct option of increasing the LTV ratio to around 90% is extremely unlikely in the current climate when lenders are looking to reduce risk, and focus on keeping people in their homes. 

However, a number of initiatives are suggested that can help first time buyers. Increasing shared ownership schemes is mentioned by a number of respondents. One CEO says that under this scheme their society offers “lending up to 90% LTV [where] most of the business is [from] first time buyers”.  Expansion of parental guarantor schemes is also encouraged by CEOs who see this as a means of helping first time buyers without increasing the level of risk. Lastly, continued product innovation will ultimately help first time buyers.

How can the Government help?
Abolition of stamp duty for first time buyers is called for by many society CEOs. This would assist buyers across the country regardless of the value of the home they wish to purchase, which could act as a real incentive. There are also suggestions that the Government could offer tax breaks for first time buyers in order to make it easier for them to save for a deposit. Further, there are calls for the government to offer “guarantees to lenders on high LTV loans” which will encourage lending. Lastly, the Government should focus on the long term macroeconomic conditions which cause first time buyers to be priced out of the market such as “releasing land to encourage more home building, provide incentives for builders to return to the market place to build affordable homes…. to avoid a long term mismatch between supply and demand”.
Arrears and Possessions

The economy officially entered a recession at the end of 2008. Together with the problems facing the housing market it is inevitable that arrears and possessions levels will start to rise. We therefore asked society CEOs how they thought total arrears and possessions levels will change by the end of 2009 compared to the end of 2008. On average, CEOs report that the number of borrowers in arrears will rise 51% and possessions will rise by 52%.

We also asked societies if they were undertaking any additional measures to help homeowners in difficulty. Many societies are not changing their arrears policy despite the worsening economic outlook. This is because societies already have good arrears practices in place such as ‘one to one’ case management aiming to keep people in their home. With the majority of societies having a regional customer base, they have developed strong relationships with their customers allowing them to better understand their needs. One CEO reports that “with only a small mortgage book we know many of our borrowers reasonably well and therefore have always held close dialogue with customers when they have been facing difficulties and this will continue throughout these difficult times.” 


The overall feeling from societies is summarised by one response that says “wherever possible we try to take a flexible attitude and manage the situation rather than instigating legal action - this really is a last resort. We offer our borrowers a range of assistance”.

Although societies are not changing their arrears and possessions policies, many have made practical changes in order to further help any customers who face difficulties. For example one society reported that they are “extending resources and moving to weekend working to improve chances of making early contact with borrowers who miss payments”. Other societies have retrained staff to better deal with borrowers in arrears, and are liaising with local Government and housing associations. 
Lending Criteria
The housing market is facing a number of issues, with prices falling, low levels of consumer confidence, and mortgage providers restricting credit flows. We therefore asked society CEOs if their lending criteria will change over the next year. 40% of CEOs who responded said there would be little or no change to their lending criteria. Building societies already operate a very prudent business model, and do not take on excessive risk. However, with house prices continuing to fall, and unemployment rising, some are looking to reduce risk further by introducing a maximum Loan to Value ratio (typically 75%) and reducing income multiples on home loans. A handful of societies indicate that maximum LTV ratios may be increased towards the end of 2009 / beginning of 2010 as house prices ‘bottom’ out, or in special circumstances, for example, when there is parental support for first time buyers.  
Section Four – The Authorities

FSCS Levy
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Building societies are being required to foot a large share of the compensation costs of failed banks that operated much more risky business models than themselves. Of societies that have announced details, provisions of approximately £370 million have been made, reducing societies’ profits for the year. To understand the consequences of these costs, we asked building society CEOs what impact the FSCS payments will have on their society’s business. 

60% of CEOs think mortgage rates may have to rise, and 53% think savings rates could fall as a result of the additional cost to societies from the FSCS charge. 43% of CEOs think that a fall in staff investment and the postponement of projects will also occur.  Building societies are owned by their members, with profits being paid to members in the form of very competitive rates and high levels of customer service. It is clear that the additional costs incurred from the FSCS payments will have a direct effect on building society members. 
Government Initiatives
Over the past year, the Government has introduced a number of initiatives, and has adopted bold policy measures in an attempt to improve the health of the economy. We asked building society CEOs to rate how effective they felt these initiatives have been on a scale on 1 – 10 where 1 is ineffective and 10 is very effective. As seen in the chart below, no initiative scored particularly highly, with the top rated initiatives being the Bank Recapitalisation fund (5.3/10) and the increase of the deposit compensation limit to £50k (5.2/10).  Although not particularly high scores, these two initiatives did have a direct and immediate impact on consumers and the stability of the UK economy as a whole, and therefore it is no surprise they were given the highest scores. Likewise, the homeowner support scheme, and the VAT cut to 15% are perceived to have had a negligible effect on either consumer spending or the housing market and so have received scores of 2.0 and 1.6 respectively.  
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Section Five – Building Society Strategy
The Mutual Model
Society CEOs were asked if they feel the mutual model is now in the ascendancy compared to the PLC model. In general most CEOs did feel this was the case. The recent fall of Dunfermline indicates that the sector is not immune to the wider economic environment, however with distrust of banks at an all time high, it is important that consumers are aware of the higher levels of trust and fairness and better levels of service generally offered by building societies.
CEOs feel that the public still have more trust in building societies than banks but it is important that societies “continue to promote the safety and dependency of mutuality and encourage the public to take a long term view of good value when considering where to purchase their financial services.” Societies are aware of the need to continue to promote the concept by “translating it into standards of behaviour as well as better products” so it is clear for consumers to see the benefits of building societies.

Tripartite Authorities
We asked society CEOs what one thing the Tripartite Authorities should do to restore stability to the financial sector. A handful of core themes emerged from the responses we received. 
One of the most repeated messages was for better cooperation and coordination between the Tripartite. Building societies, as with all other lenders, need a clear and consistent message from the Authorities in order to operate efficiently. Society CEOs feel they receive conflicting guidance from the members of the Tripartite, and therefore they need more structure and for the Authorities to “talk to one another and present the agreed plan of action cohesively”. The Authorities need to “create confidence not uncertainty”.
An increase in the Bank Rate was another popular response from CEOs. They point out that the significant reduction in the Rate has had a limited effect in stimulating the economy and has in fact caused further problems as low rates make it more difficult to attract retail deposits which is in turn used to fund mortgage lending. An increase in rates would be welcomed by building societies, as it will allow higher rates for savers, and help stimulate lending. Societies would also like to see improvements made in the medium term inter-bank lending market to allow funding to be secured at a more reasonable rate.
A call for more patience with policy is also made by society CEOs. The Tripartite should “allow the initiatives already introduced into the system time to settle down and to have a positive effect”. Introducing too many initiatives can cause further uncertainty, and it can take many months for policy decisions to filter through the economy and have the desired effect. It is said that it can take six months to two years for monetary policy to become effective, and therefore the full impetus of the recent interest rate cuts may still be yet to be seen, however quantitative easing was adopted nearly simultaneously.
Lastly, society CEOs want the Tripartite to recognise the strength of the mutual model, and not treat building societies in the same manner as banks “that have played fast and lose with investors’ money.”  
Messages

Society CEOs were asked for one message they would send to the Chancellor, consumers, the FSA, and the Bank of England. Below are a few responses.
The Chancellor

· We need clarity on what our liabilities will be under existing FSCS defaults for the coming years
· Accept some responsibility - champion responsible lenders/institutions and don’t give the nationalised banks unfair advantages.
· Economy needs decisive action and it has taken too long to make decisions.  Stop crowing about the 10 years of economic prosperity because it’s gone and has been replaced with concerns for businesses and families.
· Tell the truth about the public sector constraints which we must have in next five years.
· Stronger message that mutuals do not act or behave like banks.
· Savers need encouragement to save.
· Admit the party's over.  We must not stimulate demand on further credit.  Encourage savings.  Regret this will lead to fall in consumer spending.  

· Make the Tripartite work in union, so that there is a clear picture of the desired outcome.  

Consumers
· Don't panic

· Trust an established provider operating a safe business model.

· Remember if the product looks too good to be true then it probably is.

· There is no need to panic.  We will get through this recession.

· Ensure you consider the long term good value and safety of building societies when planning your savings for the year.  
· Know who you are dealing with and be clear that familiar household names, e.g. Post Office are in fact products supplied by a foreign bank.

· Don't be drawn in by short term offers - think of the long term.
FSA
· Regulate properly.


· Be proportionate.


· By all means learn from your lessons but don't go over the top on supervision as a result.
· Recognise the difference between investment banks and building societies.


· Effective regulation is not all about bombarding the industry with consultation and changes.

· Improvements need to be planned and focused on businesses which need regulatory attention. 

· The last 18 months have demonstrated that one size does not fit all and this needs to be reflected in the work expected of different institutions.


· Keep new regulatory burden proportionate to the firm.


· Work with us, be prepared to listen and employ better supervisors.


· Now is the time for 'value added regulation'. Being told that we should be afraid of the regulator is not going to help anyone.


· The real issue is not capital but liquidity.

· Don't put us out of business by over regulation and the use of extreme scenarios.
Bank of England

· Reducing interest rates is not the answer - only stops savers.

· Bring interest rates back to 2-3% and leave them alone for more than 5 minutes.

· Work out when and how the quantitative easing will be taken back out of the system and don't cut rates any further.

· You need to review the tools available to you to help manage the economy and therefore need to speak to government to agree how the UK moves forward in the future using all practical and sensible options and not be a one trick pony in the measures used.
· Too little too late may have contributed to the current financial crisis! Revisit the fundamental rules of Banking and establish a positive dialogue with the FSA and HMT.
· Low interest rates are a systemic threat to building societies.
· Watch the dangers of uncontrolled inflation once measures have started to work.

· Return rates above 2% as soon as possible and in future wait to see the effects of one rate change before imposing others.

· Take great care to ensure that quantitative easing achieves the correct balance between staving off deflation and causing acceleration in the coming years.

· The key emerging threat is now inflation - prepare for that otherwise rates will have to rise sharply.
Financial products in 10 years 
Building societies operate a simple, but efficient business model, but the demands and needs of consumers will change, and with that so will the products being offered. We asked CEOs how they foresee their product range changing over the next 10 years, and we received a range of interesting responses. 
CEOs envisage a mortgage market where there is “less reliance on tracker products” and for fixed rate loans to be the prominent offer. Offset and equity release products are also thought to grow in popularity. A reduction in the number of remortgage products is also anticipated, with lenders offering “long term rewards for loyalty”.  

A savings market focused on “simplicity and ease of access” are considered to be the main developments over the next 10 years. There will also be more tax free products on offer, and competition for ISA customers will remain intense. It is also envisaged that the reliance on introductory bonus rates to lure new customers could diminish due to a consumer or FSA backlash. Some societies will be evaluating the benefits of offering tailored savings products for the over 50s.
30 out of 53 building society chief executives responded to the BSA’s Chief Executive Opinion Survey during April 2009. This represents 71% of the sector's assets. All percentages shown have been calculated from the total number of respondents to each question. All quotes have been taken from CEO responses. 
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