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UK growth remains relatively strong, but will
slow this year

Despite the onset of the credit crisis, the UK economy
still expanded at the trend rate of 0.6% a quarter in
the second half of last year. All latest indicators, in-
cluding retail sales and manufacturing output figures,
suggest that growth in Q1 2008 remained at or near
trend. Business and consumer confidence surveys
have painted a somewhat less optimistic picture and,
on balance, we expect UK growth to slow to just
above 2% for 2008 as a whole. This is down from
the strong 3% growth rate last year, but is only slightly
below the long-term average of 2.5%. Hence, the UK
economy is not heading for a recession, but unem-
ployment is forecast to rise slightly from current 30-
year lows.

How will slower economic growth impact on
corporate default rates?

The default rate fell to only 0.6% last year, well down
from the peak of near 3% in the last recession back
in the early 1990s. We expect the corporate default
rate to start to rise this year, but to remain low by
historical standards, rising to 0.8% by 2009 - see
chart a.

The relationship between economic growth and cor-
porate default rates in the last 20 years is shown in
chart b. In particular, the early 1990s recession led
to a sharp rise in the default rate, but a sustained
period of growth since then has pushed the default
rate lower. A similar picture emerges in chart c, which
shows the relationship between industrial produc-
tion and corporate default rates. Notably, we expect
the weaker pound will support the manufacturing
sector, so the forecast rise in corporate defaults could
be more concentrated in other sectors more affected
by the current economic slowdown, including retail,
finance and property. Chart d shows the close rela-
tionship between the unemployment rate, which is of
course another indicator of economic activity, and
the corporate default rate. (Individual insolvency rates
and mortgage arrears will also be affected by
changes in unemployment).

Tighter corporate lending standards will also
lead to higher defaults, but to what degree?

Bank lending standards also have an impact on eco-
nomic activity. Both the Bank of England's latest credit
conditions survey and the ECB's bank lending sur-
vey (which has a longer history) show that corpo-
rate lending standards remained tight, though there

What do macroeconomic prospects say about the UK corporate default rate?

Chart a: Corporate default rate is forecast to rise,
but to remain low by historical standards

Chart b: Weaker economic growth leads to higher
corporate defaults

Chart c: The industrial sector will be supported by
the weaker pound, hence most defaults may occur in
other sectors
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* Please turn over for key financial market interest rates and for interest rate and spread forecasts *

are indications that conditions may become slightly
less restrictive in the next three months. Chart d
shows that looser corporate lending standards be-
fore the credit crisis began last summer contributed
to lower corporate default rates. Therefore it seems
sensible to assume that the tightening of credit avail-
ability will weaken economic growth and result in
higher corporate default rates.

However, corporate balance sheet indicators such
as profits remain relatively strong, and this will help
to cushion many companies from the impact of tight-
ening corporate lending standards and, indeed, of
wider credit spreads. So, overall, the credit crisis
will weaken UK growth and raise default rates this
year, but the situation is nowhere near as bad as
during the early 1990s.

Hann-Ju Ho, Senior Economist

Chart e: Tighter corporate lending standards will
leasd to weaker growth and higher defaults

Chart d: Lower unemployment, reflecting strong
economic activity, has led to lower corporate
defaults
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Table 1: Key financial market interest rates

   Table 2: Interest rate and spread forecasts


