lll — Outlook for UK house prices

The outlook for house prices remains one of
the great uncertainties in assessing
prospects for the UK economy in general,
and for consumer spending in particular,
over the next few years. We last looked at
this topic in detail in the June 2002 issue of
UK Economic Outlook, at which time we
noted that average UK house prices were
around 10% above their long run average
value relative to earnings, but that this might
be explained through a combination of
relatively low real interest rates and supply
shortages. In common with most other
forecasters, we expected house price
inflation to moderate gradually over the
following two years. In the event, house
prices have remained significantly stronger
than expected over this period, continuing
to grow considerably faster than earnings.

These trends raise a question as to whether
something fundamental has changed that
makes a much higher ratio of house prices
to earnings sustainable, or whether house
prices are now so overvalued that a sharp
fall in prices is now likely, with potentially
severe adverse effects on the UK economy
more generally. In this article, we review the
latest evidence on these issues, drawing on
a variety of alternative house price
valuation techniques. The discussion is
organised as follows:

e Section lll.1 summarises recent
developments in the UK housing market;

e Section Ill.2 reviews trends in a range of
alternative house price valuation ratios
since the 1960s;

e Section II.3 discusses the lessons that
can be drawn from econometric
modelling work on house prices;

e Section Ill.4 reviews whether, from the
perspective of a potential investor,
housing currently offers an attractive rate
of return relative to the risks involved;

e Section II.5 discusses briefly the possible
implications for the wider economy if
there were to be a significant fall in house
prices at some future point; and

e Section Ill.6 summarises and draws
conclusions from the analysis.

Figure 3.1 - Alternative house price inflation estimates
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In Section IV below, we then go on to
consider the related issue of the potential
implications of rising UK household

debt levels.

[1.1 Recent UK housing
market developments

UK house price inflation peaked at around
25-30% in late 2002 and then decelerated
during 2003. During the first five months of
2004, however, the Halifax and Nationwide
indices suggest that house price inflation
accelerated again, returning to around 20%
in the year to May 2004 (although it then
dipped slightly in June). In contrast, as
shown in Figure 3.1, the new ODPM
monthly house price inflation index has
decelerated, reaching only 7.8% in the year
to March 2004, although the rate of
increase picked up again to 10% in April.
These rather different trends may partly
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Source: Nationwide, Halifax, ODPM

reflect the fact that the ODPM index is
expenditure-weighted rather than volume-
weighted, so that it gives more weight to
transactions involving more expensive
properties, the prices of which have been
rising much less rapidly recently. Land
Registry data suggest an intermediate
house price inflation rate of around 14% in
the year to the first quarter of 2004, but
these data suffer from not being mix-
adjusted, unlike the other three indices.
Other sources of house price data, such as
Hometrack, Rightmove and RICS surveys,
tend to support the picture painted by the
Halifax/Nationwide indices of renewed
housing market strength in the first five
months of 2004.

There is general agreement across indices,
however, that the regional pattern of house
price inflation has shifted over the past
couple of years. Initially, the house price
boom was focused on London and the
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South East, but ODPM data (see Figure 3.2)
illustrate how this has decelerated
markedly since early 2003, whereas house
price inflation in previously less buoyant
regions (such as Wales, the North of
England and particularly Scotland) has
stabilised or accelerated over this period.
This follows the same pattern as the late
1980s, when the boom rippled out from
London and the South East, which was
also then the first region to experience a
correction in prices. Although no region is
yet experiencing falling prices on a year-
on-year basis even on the ODPM data,
some of the Southern regions were
approaching that point in March 2004,
before recovering momentum in April.

The ODPM index tends to show this
regional divergence more strongly than the
Halifax or Nationwide indices because, as
mentioned above, the ODPM index is
expenditure-weighted (rather than volume-
weighted) and so gives more weight to
transactions in higher valued properties in
London and the South East in particular. It is
the prices of these higher valued properties
that seem to have adjusted most so far,
whereas demand at the lower end of the
market has been sustained by buy-to-let
investors, who were not a significant factor
in earlier house price booms because the
UK private rental market was not
deregulated until the late 1980s.

Although buy-to-let owners still account for
less than 5% of the total housing stock,
their share of new mortgages has recently
overtaken that of first-time buyers, who
have been increasingly priced out of the
market. In many segments of the market
(particularly for flats rather than houses),
buy-to-let investors may now be the
‘marginal purchasers’ who determine
market prices. Since rental yields are now at
the lowest level seen since deregulation,
however, it seems that many of these new
buy-to-let investors may be participating in
the market for largely speculative reasons,
hoping for short-term capital gains and then
selling out. This is in contrast to traditional
professional landlords, who have generally
tended to focus more on rental yields. The
speculative nature of the buy-to-let
phenomenon poses obvious risks and
invites possible comparisons with the
activities of day traders in the dot.com
boom of the late 1990s (although there are

Figure 3.3 - Housing market transactions in England and Wales
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important differences such as the fact that,
unlike many dot.com shares that proved
entirely worthless, houses do have intrinsic
value that limits to some degree the scope
for prices to fall).

While house prices appear to have
strengthened again recently, the total
number of housing transactions has not
been nearly as high in the current boom as
in the late 1980s (see Figure 3.3), and
actually fell off in 2003 after peaking in
2002. This seems to reflect a lack of
housing supply, both because new housing
construction activity has remained relatively
subdued since the early 1990s, and
because existing homeowners may have
been reluctant to sell out of a rising market.

In summary, the surprising buoyancy of
house prices over the past year or so
appears, at least in significant part, to be
the result of speculative demand meeting
constrained supply. The question is whether
this can be sustained, particularly now that
interest rates are clearly on arising path. To
assess this, we need to take a longer term
historical perspective.

[1l.2 Alternative house price
valuation ratios

We consider three types of valuation
ratio here:

® house prices to incomes: as an indicator
of affordability that is generally used by
mortgage lenders;

e house prices to rents: as an indicator of
the relative attractions of buying versus

1983 1986 1989 1992 1995 1998 2001
Source: Land Registry

renting, as well as being of particular
relevance for the buy-to-let market; and

* mortgage payment to income ratios:
which provide an alternative indicator of
affordability that also takes account of
interest rates and mortgage debt levels.

House price to income ratios

The most commonly used ratio here is
between average house prices and average
earnings, which most closely parallels the
maximum ratios used by mortgage lenders
to ration credit. Figure 3.4 shows estimates
of how this ratio has moved relative to its
long run average value over the past 40
years using official ODPM " house price
data (not mix-adjusted prior to 1969) and
ONS average earnings estimates. We can
see that this ratio was more than 50%
above its long run average level in 2003,
well in excess of previous housing market
peaks in 1973 (+20%) and 1989 (+34%).

Using average earnings as the denominator
in this ratio can be criticised, however, on
the grounds that it ignores the number of
earners, which has risen over time (at least
for potential owner occupiers) as more
women have gone out to work. To allow for
this, we have also looked at the ratio of
house prices to average household
disposable income per capita, which also
takes account of the fact that it is post-tax
incomes that matter for affordability, rather
than pre-tax earnings. As shown in Figure
3.4, this ratio has followed a broadly similar
cyclical pattern to the house price to
earnings ratio for much of the period, but
the strength of employment during the

' The alternative is to use Nationwide house price data, but results are broadly similar over time. (The Halifax index is less useful here since it only begins in 1983.)
2 The ratio of house prices to disposable incomes has probably increased further since 2003, although this is much less marked with the ODPM index than with the Nationwide or Halifax indices, given the trends shown in Figure 3.1

above.
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latest house price boom means that the
ratio only rose to around 33% above its
long-term average in 2003 2, similar to 1989
(+35%) and only slightly higher than 1973
(+28%). We consider this a more plausible
estimate than the 54% overvaluation
suggested by the house price to average
earnings ratio.

Even if we focus on the ratio to disposable
incomes, however, we are still forced to
conclude that current house price valuations
appear very high relative to historic norms
and that, if past cycles offer any guidance, a
significant correction is in prospect over the
next few years. In particular:

e between 1973 and 1978, house prices
fell from around 28% above their long
run average relative to disposable
incomes to around 9% below their long
run average; and

e between 1989 and 1996, house prices fell
from around 35% above their long run
average relative to disposable incomes to
around 18% below their long run average.

In common with most other asset markets,
we can see that there is evidence of house
prices undershooting long run equilibrium
values during cyclical downturns.

If we assume that average household
incomes increase in nomina (i.e. cash)
terms at, say, 5% per annum over the next
5-7 years, then a repeat of earlier
experience would imply a cumulative
nominal fall in average UK house prices
from peak to trough of:

e around 10% if the experience of 1973-78
is repeated; or

e around 15% if the experience of 1989-96
is repeated.

In real terms, this would equate to a decline
of around 20-30%, which is similar to what
we saw in these two earlier cycles. These
previous cycles suggest that most of this
adjustment would occur over the 2-4 years
following the peak of the cycle, as can be
seen from Figure 3.5 above.

All of this analysis assumes, however, that
house price to income ratios should remain
broadly constant on average over time. As

Figure 3.4 - Alternative house price to income ratios: relative to long run averages
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Figure 3.5 : Real trends in house prices and rents
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discussed below, this may not necessarily
be the case for a variety of reasons,
including rapidly rising rents, falling real
(and possibly nominal) interest rates, and/or
increasing housing supply constraints.

House price to rent ratios

One reason why the picture presented by
house price to income ratios may be
incomplete is that it ignores rents. These are
relevant to owner occupiers since they
represent the cost savings made through
not having to rent, and they are clearly
relevant to buy-to-let investors as they
provide the income stream from their
properties. If rents have risen faster than
incomes, this might justify a rising house
price to income ratio over time.

An immediate problem here is that the most
relevant data would be on deregulated
private rents on assured shorthold
tenancies, but this has only been published

regularly since 1993/94, which is not a long
enough data run for the historic analysis
that we are carrying out here. The two main
alternative data sources are RPI data on
rents and National Accounts (NA) data on
household spending on rents. Both of these
data series go back to the early 1960s, but
they include subsidised local authority and
social housing rents, as well as regulated
private rents before the late 1980s. These
may therefore tend to overstate the true
ratio of house prices to market rents,
particularly in periods before deregulation.
But in the absence of better data, they
represent the only readily available sources
of information and have been used in recent
studies by the Bank of England * (who
focused on RPI rent data) and ABN-AMRO *
(who preferred to use NA rent data).

Figure 3.5 shows historic trends in real
house prices and the two alternative real
rent series. We can see that the latter follow
broadly similar patterns, with peaks in the
early 1980s (probably due to hikes in

¢ Olaf Weeken, ‘Asset Prices and the Housing Market’, Bank of England Quarterly Bulletin, Spring 2004. This study is also referred to in Section I1l.4 below.
ABN-AMRO, ‘The bends’, Economic Analysis paper, 5 May 2004. The authors argue that the NA data provide a better match for the private rental data since 1993/94, although the fit is in our view actually better with

the RPI data until 2001/2.
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Figure 3.6 : Alternative house price valuation ratios: relative to long-run averages
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Figure 3.7 - Real and nominal mortgage rates (%)
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Figure 3.8 — Average mortgage payments to earnings ratio (%)
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Figure 3.6 shows trends in the ratio of
house prices to rents for the two rental data
series, with the ratios to disposable
incomes also shown for reference. In
general, all three ratios follow broadly
similar cyclical paths in terms of timing,
although the magnitude of peaks and
troughs varies significantly in some cases.
All three ratios, however, show house prices

significantly above their long run averages
in 2008 relative to either rents or incomes.
Using the RPI rental series, the divergence
(+42%) is somewhat higher than using
disposable incomes (+33%), whereas the
divergence is somewhat lower using NA
rental data (+20%).

Mortgage payment to income
ratios

The above analysis suggests that house
prices are significantly (i.e. around 20-40%)
above long run average levels relative to
either disposable incomes or rents. But
none of these valuation ratios take account
of changes in mortgage interest rates,
which have fallen significantly in nominal
terms since 1990 as shown in Figure 3.7.

As a consequence, despite rising mortgage
debt levels, the ratio of average mortgage
payments to average earnings has
remained low relative to the peak of the late
1980s/early 1990s (see Figure 3.8, which is
based on Halifax estimates), although that
period was itself somewhat exceptional.
Mortgage lenders would argue that this has
justified them in increasing the average ratio
of mortgage advances to incomes in recent
years, as shown in Figure 3.9 (using ODPM
data). Together with constraints on housing
supply, this might help to explain why house
price to income ratios have risen.

The key issue is whether this increased
borrowing is justified. In theory, what
matters is the interest burden over the
whole lifetime of the mortgage, not just the
initial repayment level. If nominal interest
rates have come down just because of
lower inflation, without any change in real
interest rates, then the average interest
burden over the life of the mortgage will not
have changed, but will just have become
less front-loaded. If people borrow more to
pay higher prices for houses without any
change in real interest rates, then they will
do so at the expense of having to consume
lower levels of non-housing goods and
services in the long run. Furthermore, as
pointed out in a recent analysis by Andrew
Farlow ¢, if all potential housebuyers try to
follow this strategy, they will not actually
succeed in consuming a higher level of
housing services, but will instead just bid up
the price of housing in conditions of

° A. Farlow, ‘UK house prices: a critical assessment’, paper prepared for Credit Suisse First Boston, Housing Market Conference, 12 May 2003. An updated January 2004 version of the paper is available from the website run by Oxford

University housing economics specialists (www.housingoutlook.co.uk).
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Figure 3.9 — Mortgage advance to income ratios
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restricted supply. This seems a plausible
description of recent events.

It is true, of course, that real as well as
nominal mortgage rates have fallen since the
start of the 1990s. But the decline is much
less marked for real interest rates, particularly
when the effects of removing mortgage
interest tax relief are taken into account (see
Figure 3.7 for estimates of real post-tax ¢
mortgage rates using expected inflation 7,
which we regard as a better method of
calculating expected real interest rates over
the lifetime of the mortgage than using actual
inflation). We consider further in Section l1l.4
below how far this comparatively modest
reduction in real post-tax interest rates could
justify recent sharp increases in house
prices, but it seems unlikely that it can
provide a full explanation for these trends.

One reason why nominal, as opposed to just
real, mortgage rates might matter would be if
potential homebuyers were previously
prevented from borrowing as much as they
would like to spend on housing by credit
constraints linked to the ratio of initial
mortgage repayments to their current (as
opposed to expected future) income levels. It
is certainly plausible to argue, as econometric
studies discussed in Section 1.3 below
confirm, that the relaxation of credit
constraints in the 1980s due to financial
deregulation of the mortgage market
contributed to the house price boom seen
later in that decade. But that was a matter of
institutional change (to which both borrowers
and lenders may have over-reacted, to their
later regret) and it is not clear, as argued in
detail in Farlow (2004, op. cit.), that lower

1987 1990 1993 1996 1999 2002
Source: ODPM

nominal interest rates per se should rationally
lead to a further significant relaxation of credit
constraints in recent years. In particular,
Farlow notes that lower nominal interest rates
do not ease the problems of moral hazard
and adverse selection that encourage lenders
to impose credit constraints. Indeed, by
pushing mortgage payments further into the
uncertain future, lower nominal interest rates
(without any decline in real interest rates)
could make these problems worse.
Furthermore, the main reduction in nominal
interest rates occurred during the first half of
the 1990s, some time before the current
house price boom began.

This is not to say that lower nominal interest
rates have had no effect in boosting house
prices: they almost certainly have had. The
key question is whether this provides a
rational explanation for the current high
levels of house prices relative to incomes
and rents, as opposed to just contributing
to a speculative bubble. As we will see
below, more formal econometric models of
house prices offer some support for this
latter view, as well as for the longer term
significance of house price to income ratios.

[11.3 Lessons from
econometric house price
models

In May 2002, we estimated an econometric
model of UK house prices with the following
key characteristics:

¢ in the long run, house prices rose broadly
in line with changes in personal

disposable incomes (this was also the
conclusion of recent studies by the IMF @
and HM Treasury °);

when house prices were out of line with their
long-run average ratio to disposable
incomes, there was a clear tendency for
these divergences to be corrected over time,
although this was a gradual process with on
average only around 7% of the divergence
being corrected each quarter; and

in the short term, house prices were also
influenced by recent house price inflation
(in particular, market momentum effects),
real income changes and short-term
interest rates; on average, we found that
a 1% rise in interest rates would lead to a
fall of around 1% in real house prices
after a year, other things being equal
(although the effect could be greater in
the long run).

The main change over the past two years
has been that, as illustrated in Figure 3.4
above, house prices have now risen much
further above their long run average value
relative to disposable incomes. Since
interest rates have not changed greatly over
this period (the official repo rate stood at
4% in May 2002) and real income growth
remains close to historic average rates (i.e.
around 2.5% per annum), the model would
predict a gradual downward adjustment in
house prices of the kind discussed in the
previous section (i.e. a cumulative decline
from peak to trough of the cycle of around
10-15% in nominal terms, or around 20-
30% inreal terms).

The 2003 IMF study referred to above
reached similar conclusions, suggesting
that UK house prices were around 30%
overvalued in 2003. Independent UK
commentators such as Capital Economics™
and Durlacher " have also predicted
significant falls in the levels of UK house
prices over the next few years based on
similar analysis of historic trends.

All of the above analyses are based on
relatively simple ‘error correction’ models in
which house price to income ratios are
assumed to move back towards long-run
equilibrium values over time. A rather more

° Post-tax rates are calculated using Inland Revenue data on the cost of mortgage interest tax relief, expressed as a % of the total outstanding value of secured household lending.
As derived from Bank of England calculations of the difference between nominal and index-linked gilt yields since 1985, with the real gilt yield in earlier years assumed to be 2.5% in line with long-run trend GDP growth.

® IMF, UK Country Report 03/47, February 2003.
¢ HM Treasury, ‘Housing, consumption and EMU’, June 2002

'© Capital Economics, The Residential Property Analyst, No.1, 2004, repeats their earlier stated view that house prices are significantly overvalued and that prices might fall 20% from peak to trough.
" D. Pannell, ‘Bubble trouble: the UK housing market’, Durlacher, February 2004. This paper suggests that a 30% real fall in house prices may be necessary based on evidence from previous cycles, but that this may happen more quickly

than in previous cycles.

2 J. Muellbauer and A. Murphy, ‘Booms and busts in the UK housing market’, The Economic Journal, 107 (November 1997), p.1701-1727.
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sophisticated econometric model was
developed by Muellbauer and Murphy
(1997) 2, taking into account income and
house price expectations, credit constraints,
lumpy transaction costs, uncertainty,
demographic changes and trends in
housing supply. Applying their model to UK
house price data for the period 1957-94,
Muellbauer and Murphy found that:

¢ financial deregulation had an important
effect on house prices in the 1980s and
tended to make real interest rates (rather
than nominal interest rates) and expected
future real income growth more important
as determinants of real house price
movements;

¢ in boom periods such as 1971-73, 1978-
79 and 1986-89, house price movements
could only be explained by incorporating
‘frenzy’ effects into the model through a
cubic * term in the predicted rate of return
on housing in the current period (after
taking account of gearing levels); when
potential buyers expected high returns on
housing investment, lumpy transactions
costs were no longer a barrier to trading
and the market entered a period of
speculative frenzy where, with supply
effectively fixed in the short term, prices
could rise very rapidly for a few years
before adjusting back down to normal
levels relative to incomes; in a downturn,
these effects went into reverse, with
experience of past house price falls
deterring new buyers and leading to a
prolonged dampening effect on house
prices, as in the first half of the 1990s;

e demographic trends were favourable to
house price growth in the 1980s, with
relatively rapid growth in the key first time
buyer age group (25-34 year olds), but
became less so in the 1990s; and

e housing supply does have an impact on
house price growth, with relatively low
levels of new housebuilding playing a part
in the 1980s boom; on average, they
found that a 1% increase in the housing
stock would reduce real house prices by
around 2%, other things being equal
(similar estimates were used more
recently in the Barker Review of UK
housing supply).

If we apply these insights to the current
position of the UK housing market, then a

number of conclusions emerge. First, the
Muellbauer and Murphy paper, in common
with most other econometric modelling
exercises in this field, suggests that it is real
rather than nominal interest rates that
influence house prices in the long run, with
these effects becoming more important as
financial deregulation has proceeded.

Second, the analysis of speculative ‘frenzy’
effects in past house price booms would
seem equally applicable to recent events,
particularly in relation to the behaviour of
some buy-to-let investors, who seem to
have been attracted by the prospect of
capital appreciation despite low or even
negative net rental yields (after allowing for
financing costs). At some point, however,
these investors will need to sell in order to
realise their capital gains, and house prices
could then decline sharply in the relevant
segments of the market. Of course, some
buy-to-let investors may genuinely see
housing as a long-term alternative to
pensions and other financial assets as a
means of retirement provision. But this may
itself be an over-reaction to the falls in
equity prices between early 2000 and early
2003, and may not be sustained if equity
prices continue their recovery while house
prices fall back. Some buy-to-let investors
could do well in the long run by selectively
buying and holding good quality properties,
but others may fare much less well.

Third, the dominant demographic trend at
present is the movement of the second
baby boom generation born in the early
1960s into its forties, which may support
some trading up, but is not going to inject
new first time buyer demand into the
market. The older post-war baby boom
generation is now nearing retirement, when
trading down is more likely (although this
effect may not start coming through
strongly until after around 2010). Overall,
demographic trends do not seem to
support high house price

growth at present.

Fourth, the rate of increase of the UK
housing stock is currently running at around
0.75% per annum, down from earlier typical
levels of around 1% per annum. The
Muellbauer and Murphy model would
suggest that this 0.25% reduction would
translate into additional upward pressure on
UK real house prices of around 0.5% per
annum. This, however, would only explain a

small part of the rapid increase in real house
prices in recent years.

Overall, the more sophisticated
econometric model developed by
Muellbauer and Murphy lends additional
support to the view that the housing market
is currently in the middle of a speculative
bubble that is not justified (or at least not
fully justified) by fundamentals and will need
to be corrected at some point.

l11.4 Applying asset price
models to the housing
market

An alternative approach to house price
valuation is to apply the kind of asset pricing
models commonly used in equity market
valuation. Just as the fair value of a share
can be seen as the discounted present value
of the future stream of dividends that it
produces, so the fair value of a house could
be argued to be the discounted present
value of the net rents it produces for a buy-
to-let investor (or the net rental costs saved
in the case of an owner occupier). This
needs to be qualified to some degree as
houses are subject to greater transactions
costs than equities and are significantly less
liquid assets. Arbitrage, the assumption of
which tends to underlie asset price models,
is therefore much more difficult with houses
than with equities or bonds. But this actually
means that the housing market may be even
more prone to persistent periods of
overvaluation or undervaluation than
financial assets where arbitrage is easier.

Despite these qualifications, asset price
models are of some interest as an
alternative means of assessing housing
market valuations, provided that the results
are interpreted with appropriate care. In the
simplest case where net rents are assumed
to grow at a constant real rate, which is
probably as good a long-term assumption
as any, the fair value of a house would be
given by the formula:

P =R*(1+9)/(r+x-Q)

Where:

P = house price

R = current net rent (after allowing for

maintenance and service charges and void
periods)

'3 A similar effect had also been found in a 1984 model by Professor David Hendry even before the events of the late 1980s.
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g = expected real rental growth
r = real interest rate
X = required housing risk premium

In using this model, we have followed a
similar approach to a recent Bank of England
analysis ' in starting from an IPD estimate
that rental yields were 4.4% in 2002, which
can be translated into a cash amount using
Nationwide house price data. ONS rental
indices, either from RPI or NA sources as
described in Section lIl.2 above, can then be
used to derive estimates of average net rents
for other periods. For the real interest rate,
we follow the standard practice in equity
valuation models of using the gross
redemption yield on index-linked gilts (see
Figure 3.10) as a measure of returns available
on arelatively risk-free asset. This is also the
approach used in the Bank of England
analysis. An alternative would be to use an
estimated real post-tax mortgage rate, as
also shown in Figure 3.10 (and in Figure 3.7
above). We consider the effect of this
alternative approach below, although this
does change the interpretation of the implied
housing risk premium somewhat, since this
is now relative to the cost of financing (which
will itself include some risk premium to reflect
the fact that lending to households will
generally be considered riskier than lending
to the UK government), rather than being
relative to a risk-free rate.

We also need to make an assumption about
expected real rental growth (g). Historic data
(see Figure 3.5 above) suggest that, with the
exception of the one-off adjustment period
in the early 1990s following deregulation,
rents over the past 20 years have tended to
grow at an average real rate of around 0-2%
per annum, depending on the index used. In
our analysis below, we assume real growth
of 1% per annum (varying this assumption
would cause the implied housing risk
premium to shift by the same amount in the
opposite direction).

Given these assumptions, it is possible to
use the asset price formula above to
deduce the housing risk premium implied
by movements of house prices, rents and
index-linked gilt yields over time (assuming
constant expected real rental growth).
Figures 3.11 and 3.12 show alternative
estimates of this housing risk premium
using the RPI and NA-based rental data
series. The estimates only cover the period

since 1983 since index-linked gilts were not
issued in earlier years. We can see from
comparing the two charts that using the RPI

Figure 3.10 : Real post-tax mortgage rates and index-linked gilt yields (%)
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Figure 3.11 : Implied housing risk premium relative to gilts (using RPI rent data)
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Figure 3.12 : Implied housing risk premium relative to gilts (using national accounts rent data)
(%)
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e at the peak of the house price boom in
the late 1980s, the implied housing risk
premium dropped to zero or even lower

rental series implies a somewhat higher
implied housing risk premium than using
the NA-based rental series, but the trends in
the premium over time are broadly similar. In
both cases, we find that:

(using the NA rental series);
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e the housing risk premium has also fallen
significantly over the past five years from
a peak of around 4% to a current level of



Figure 3.13 : Implied housing risk premium (using RPI rent data and real post-tax mortgage rates)
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Source: Nationwide house price data and RPI rent data (using real mortgage rates)

around 2%, but has not reached the low
levels seen in the late 1980s due to the
fact that real gilt yields are also lower now
(asillustrated in Figure 3.10); and

¢ using the RPI rental series, the implied
housing market risk premium is now
somewhat below its average since 1983,
whereas the premium is still slightly
above its long run average if the NA rental
series is used; but the differences are
small relatively to the margins of
uncertainty surrounding any such
housing risk premium estimates (notably
as regards the assumed rate of future real
rental growth, as discussed above).

Overall, therefore, this analysis suggests
that, in contrast to the simple house price to
income or house price to rent valuation
ratios discussed in Section Ill.2 above,
current levels of house prices are not as
overvalued as they were in the late 1980s
once the decline in real interest rates since
then is taken into account. Nonetheless, a
risk premium of only around 2% still seems
relatively low given the historic volatility of
housing returns relative to the safe return
available on index-linked gilts (held to
maturity), particularly given the higher
transactions costs and greater illiquidity of
housing relative to bonds. By comparison,
equities (which are generally more liquid and
have lower transactions costs than housing)
have offered long-term average risk premia
of around 5-6%" over gilts in the US and the
UK over the past century, although many
analysts believe that this high ex-post equity
risk premium was exaggerated by
unanticipated inflation and the revaluation of
equities in the 1950s. Looking forward, UK
utility regulators and the Competition

Commission have tended to assume an
equity risk premium of around 3-5%, which
is closer to the current academic
consensus. Moreover, this is a geared return
on equity market investment, whereas the
housing market risk premium estimates in
Figures 3.11 and 3.12 relate to an ungeared
asset '*. Nonetheless, we would still judge
that 2% was a relatively modest risk
premium over gilts given the volatility of
house prices and its relative illiquidity. This is
particularly true given that index-linked gilt
yields are at historically low levels at present,
which may not be sustainable. But the
argument that house prices are significantly
overvalued is less clearcut using this
approach then using the simple valuation
ratios considered in Section 1ll.2 above.

One possible reason for this might be that,
by using index-linked gilt yields, we have
ignored the effects of the phasing out of
mortgage interest tax relief and might
therefore have overstated the decline in the
real post-tax mortgage rate, which could
be argued to be the most relevant real
interest rate to consider when assessing
housing investment. If we instead use the
estimates of real post-tax mortgage rates
from Figure 3.10 above, then we get the
alternative estimates of the implied housing
risk premium shown in Figure 3.13. For
simplicity, we only present results for the
RPI rental series, but the results for the NA
rental series are not markedly different.
Comparing Figure 3.13 with Figure 3.11
above, we can see that using real post-tax
mortgage rates rather than index-linked gilt
yields produces somewhat more volatile
estimates of the implied housing risk
premium, but the general pattern of
movements over time is similar. The implied

risk premium moved into negative territory
in the late 1980s, before rising to around
5% in the mid-1990s and then declining
back to around its long-term average value
of 2% by the end of 2003. So it does not
seem that using real post-tax mortgage
rates changes our conclusions greatly.

Overall, the analysis in this section
suggests that, because real interest rates
have declined since the late 1980s, the
implied housing risk premium is not as low
now as it was then. Therefore, other things
being equal, house prices may not be as
overvalued now as they were in the late
1980s, even though house price to
disposable income ratios are similar. But
the implied housing risk premium at the
end of 2003 still appears relatively low,
suggesting that investors may not be
taking into account the full risks implied by
past levels of house price volatility and the
relative illiquidity of housing compared to
financial assets.

l1.5 Implications for the
wider economy if house
prices fall

The analysis above makes it clear that,
while no-one can predict the magnitude
and timing of future house price corrections
with any precision, there is clearly a risk of
the level of house prices, as opposed to just
the rate of house price inflation, falling at
some point over the next 3-5 years. There is
no certainty about this, but both businesses
and policy-makers would be well-advised
to consider the implications of such a
scenario. There are clearly some sectors
that would be particularly badly affected,
such as mortgage lenders, estate agents,
and manufacturers and retailers of
household durables such as furniture,
curtains and carpets, for which demand is
closely linked to housing market activity.
But how large might the effect be at the
macroeconomic level?

There have been many past studies on this
topic, including most recently a detailed
cross-country analysis by the OECD "7,
which concludes that:

e UKreal house prices were the second
most volatile of any OECD country (after
Italy) during the period 1971-2002;

** E. Dimson, P. Marsh and M. Staunton, Triumph of the Optimists, Princeton University Press (2002). This is based on comparing geometric average returns on equities and bonds from 1900 to 2000.
'® The reason for the difference is that the stock market prices the equity value of companies after deducting debt, whereas the housing market prices the overall asset value, not just the value of housing equity.
7 ‘Housing markets, wealth and the business cycle’, OECD Economic Outlook, June 2004.
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Figure 3.14 — Correlation of consumer spending growth and real house price changes

Contemporaneous correlation coefficient (annual data, 1971 - 2002)

0.9

0.8 —
0.7
0.6
0.5
0.4
0.3
0.2

0.1
0

Source: OECD estimates using BIS house price data

Table 3.1 — Short-term and long-term impact of housing wealth on consumption

Country Short term Long term
effect effect
Australia 0.02 0.07
Canada 0.03 0.06
France
Germany .
Italy . 0.01
Japan 0.01 0.01
Netherlands 0.02 0.08
Spain 0.01 0.02
UK 0.08 0.07
us 0.05

..=negligible effect

Note:table shows % change in consumer spending for 1% change in housing wealth

Source: OECD Economic Outlook, June 2004

Figure 3.15 — Consumer spending growth vs mortgage equity withdrawal
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¥ over the same period, the UK shows the
strongest contemporaneous correlation
between real house price inflation and
real consumer spending growth of any
OECD country (see Figure 3.14);

¥ in the long run, a 1% change in housing
wealth is estimated on average to

Source: Bank of England, NS

produce a 0.07% change in UK
consumer spending; this is broadly
similar to estimated impacts in the US,
Canada, Australia and the Netherlands,
but much greater than for other major
EU countries such as Germany, France,
Italy and Spain (see second column of
Table 3.1);

¥ the UK is particularly distinctive in that the
effect of housing wealth changes on
consumption have tended to come
through much more rapidly in the past
than in any other major OECD country
(see first column of Table 3.1); and

¥ the relatively high sensitivity of UK
consumption to house price movements,
particularly in the short run, reflects
relatively high levels of housing equity
withdrawal and variable rate mortgage
debtin the UK.

HM Treasury reached broadly similar
conclusions in its June 2003 report on
OHousing markets, consumer spending and
EMUO. The conventional wisdom would
therefore be that a fall of, say, 20-30% in real
house prices over the next few years would
be expected to translate quite rapidly into a
decline of around 1.5-2.5% in real consumer
spending relative to what would otherwise
be expected. Put another way, it might result
in the loss of up to a year of normal real
consumer spending growth (which might
typically average around 2.5% per annum).

In its May 2004 Inflation Report, however,
the Bank of England notes that the
correlation between house price rises and
mortgage equity withdrawal on the one
hand, and real consumer spending growth
on the other hand, has not been as strong
since 1996 as in earlier house price booms
(see Figure 3.15%). In particular, the
acceleration in consumer spending growth
and the fall in the savings ratio was largely
complete before the most recent housing
boom began (perhaps in part reflecting the
earlier boost from demutualisation windfall
payments), since when consumer spending
growth has moderated somewhat. The
Bank suggests that this might imply that, if
house prices were to fall back at some
future date, the negative impact on
consumer spending could be less than
indicated by evidence from previous house
price cycles.

Even if this proves over-optimistic and
consumer spending was to decrease
(relative to normal trends) by, say, 2% as a
result of future house price falls, however,
this would be offset in part by a decline in
imports. The net direct effect might be a
decline in GDP of less than 1% (relative to

*® Figure 3.15 shows the relationship between consumer spending growth and mortgage equity withdrawal, but similar conclusions app

ly to the relationship with the change in real house prices
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what would otherwise have happened) and
this could be further reduced if the MPC
reacted by keeping interest rates lower than
would otherwise be the case, which might
also tend to weaken the exchange rate, so
boosting net exports. This suggests that the
outcome would be a slowdown in the UK
economy, rather than an outright recession.

1.6 Summary and
conclusions

The housing market has shown surprising
strength over the past year, although the
geographic focus of the house price boom
has rippled out from the South of England
to the North, Scotland and Wales.

Interest rate increases since last
November appear so far to have done
relatively little to dampen mortgage
borrowing or house prices.

As aresult, the ratios of house prices to both
incomes and rents have moved further
above their long-run average values, with
these measures now suggesting
overvaluations relative to historic norms of
around 20-40%. Part of this divergence from
historic norms can be explained by

reductions in real interest rates and slower
growth in the housing stock, but a significant
degree of unexplained overvaluation
remains. Historic evidence suggests that
speculative ‘frenzy’ has been a recurrent
theme in past housing market booms and
this seems particularly evident at present in
the buy-to-let sector of the market, which
seems increasingly driven by hopes of
continued capital appreciation as net rental
yields (after deducting finance costs) have
fallen to low or even negative levels.

It is impossible to predict the precise timing
and extent of any future housing market
correction, but it would be prudent for
managers in the most affected sectors
(such as mortgage lending, estate agency
and household durables) to consider the
potential effects on their businesses of
significant decline in the level of house
prices. Based on the experience of past
house price cycles, such declines might be
of the order of around 10-15% in cash
terms, or around 20-30% in real terms, from
peak to trough.

On a wider macroeconomic front, past
evidence suggests that a house price
decline of this magnitude might reduce
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consumer spending by around 1.5-2.5%
over a period of years relative to normal
trends. There is some indication that the
relationship between house prices and
consumer spending may not have been
quite as strong recently as in past cycles,
but there is no guarantee that this would
remain the case in the event of a severe
downturn in the housing market. The
impact on overall GDP growth would be
less marked, however, due to likely
offsetting effects from reduced imports of
consumer goods, lower interest rates and
possibly also a lower exchange rate in such
an adverse house price scenario. As
discussed in the next section, there could
also be adverse effects on mortgage
arrears and personal bankruptcies if house
prices were to fall at a time when UK
household debt levels are so high. But we
do not expect a repeat of the early 1990s
recession, even if there is a hard landing in
the housing market.



