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1.0 Introduction

1.1 This paper 

There are a number of factors which will result in low levels of housebuilding and access to the housing market
. These include:  

· The availability of the investment finance to developers;

· Restrictions on mortgage lending;

· A general uncertainty over house prices; 

· An increasing nervousness regarding future employment prospects amongst prospective house purchasers; 

· Fewer people in employment – affecting household formation and first time buyers; and 

· Unknown loss of capacity in the housebuilding industry.  

This paper examines the impact of national financial and fiscal policy on a householder's ability to purchase property.  It forms part of a series of papers (see below), that consider the supply and demand factors which influence a householder's ability to purchase property and from this, the future effective demand for housing across the Yorkshire and Humber region. The various papers include:  

· An assessment of the impact of national financial and fiscal policy on householder's ability to purchase; 

· An assessment of the capability and capacity of the house building industry to achieve the rates of delivery seen at the peak of the market and potentially higher rates; 
· An assessment of the impact of pattern and type of job growth on householder's ability to purchase; 

· The effect of the combination of the above circumstances on the demand for non market housing; and
· An assessment of when the region's housing build rate will return to the target in the approved RSS and the pattern of recovery.  
1.2 The context to the paper 
This paper considers the implications of key national monetary and fiscal policies that have formed the centrepiece of government's response to the credit crunch and ensuing recession – the longest and deepest recession on record.  Collectively their purpose has been fiscal stimulus, comprising temporary tax reductions, including VAT and Stamp Duty as well as spending packages such as the £400m car scrappage scheme.  Accordingly, the budget deficit has risen from 52% of GDP at the end of 2008 to over 60% at the end of 2009, with the expectation that it could reach 70% in 2010.

Spending packages include bringing forward and reallocating planned government expenditure to protect key areas of the economy.  In particular, the Housing Pledge boosted Homes and Communities Agency (HCA) expenditure on house building by £1.5bn in 2009.
Monetary policy, managed through the Bank of England's (BoE) Monetary Policy Committee (MPC) has continued to pursue a target of 2% consumer price index inflation.  For the first time in history, MPC has employed quantitative easing; an asset purchase scheme, authorised by the Chancellor in January 2009 as a temporary means to boost money in the economy.  
The MPC's February 2010 Inflation Report confirm that alongside maintaining a historically low base rate that had remained at 0.5% since 5th March 2009,  £200bn of asset purchases had been made by the BoE.  
Eye watering QE figures bear witness to the worst recession of modern times and sit alongside the BoE special liquidity scheme that itself has effectively swapped £185bn toxic bank and building society debts for secure government debts.  In total, the National Audit Office has estimated that the so called 'bank bail out' has cost the government £850bn to date.  
As the country tentatively emerges from recession, the pressure to address the resultant deficit is growing, and is likely to translate into both tax rises and public spending cuts over the next parliamentary term.
All of the above have impacted, and will continue to impact on the behaviour of prospective buyers and their ability to enter the housing market.  In this paper we are concerned mainly with the impacts on access to finance, since for most households, borrowing is how purchases are made.  Moreover, since current monetary policy is about getting credit to flow through the economy again, this area is doubly significant.
The causes of the credit crunch have been well documented and its origins are linked to the collapse of the sub-prime mortgage business in the United States during 2007.  It is not proposed to discuss in great detail the events surrounding the economic downturn, other than to determine the overall impact this has had on the availability of finance and the ability for households to access the UK housing market.  
1.3 Effect of Credit Crunch on the Housing Market 
The boom in the housing market over the last decade was underpinned by a corresponding period of cheap and easy credit.  Low interest rates and the availability of debt finance on benign terms fuelled economic growth, rising employment, wage inflation, housing development, house buying and house price inflation – albeit that housing supply never threatened to meet demand.  Indeed, effective demand, swelled by the availability of credit, helped sustain upward pressures on prices at least until mid 2007 when the first cracks began to appear in the US sub prime market.  
The five years between 2003 and 2007 saw affordability ripple out from the traditional hot spots, even into areas of low demand in the midlands and north of England as speculative investors, many new to the property market, ventured into emerging markets in search of a spectacular return on investment.
Such were the levels of confidence, that speculative development of city living apartment schemes across hitherto unchartered residential markets took place, with the public sector shouldering part of the risk in many early schemes.  Whilst the desire was to see owner occupiers take up residence, a buoyant property market that was out performing the stock market (and pension funds) saw investors snapping up discounted units off plan and a new breed of buy to let investor was born.  
This unintended and unforeseen outcome then drove city centre residential development pipelines forward.  It provided a quick return for the developer, satisfied the bank lending on the scheme and represented a sound investment for the buyer.  But it all relied on the availability of credit which was inflating values.  When the credit stopped, the bubble burst. 
The impact of the credit crunch on the UK housing market was significant and in the summer of 2007 it underwent a sharp downturn
.  By way of illustration, between 2000 and 2007, the UK's top ten mortgage lenders' reliance on customer deposit funding declined from 72% to 55%, whilst, by contrast, gross mortgage lending trebled from £119 billion to £364 billion.  

During this period, mortgage lenders actively competed with one another to provide more attractive credit (e.g. waiving 'normal' income to lending ratios, in some cases the waiving of deposits or the availability of mortgage finance at more than 100% of the property value).    The increasing mortgage market was further fuelled by the growth of the 'buy-to-let' market which fostered the growth in new housing developments such as the city centre apartment market
.  

In direct response to the collapse in the US sub-prime lending market, the UK financial lenders started to apply restrictions to UK borrowers with poor credit histories, which in turn led to a restriction on the availability of mortgage funds. This move saw a significant drop in the number of mortgage products on offer from 13,027 in August 2007 to just 3,748 a year later.  By January 2009 the number of mortgages approved was half the amount that had taken in place in January 2008.  The position has since recovered so that in November 2009, 53,000 loans for house purchase were approved, some 20,000 more than in November 2008 but still about 25,000 fewer than in November 2007.   
1.3.1 House Prices and Sales
Between 2000 and 2007 the average house price for England and Wales increased by 200%.  Prices peaked in Q3 2007.  Two key features then come into play, a fall in prices as the credit inflated price bubble bursts and a fall in the number of transactions as the credit is abruptly switched off.  To illustrate the impact on prices, figure 1.1 shows price median house price change in Yorkshire & Humber alongside other regions between Q3 2005 and Q3 2009, indexed at Q3 2007 - the pivotal point between boom and bust. This clearly illustrates the effect of the credit crunch and recession on house prices.  
Figure 1.1  Median regional house prices, indexed to peak values of Q3 2007 
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Source: CLG Live Tables

Note that London has been particularly resilient, never falling below 90% of peak values and reaching 98% of peak value in Q3 2009.  Yorkshire and Humber prices fell to 87% of peak values, but have also rebounded to 97% of peak as at Q3 2009.
The price rebound since 2009 was not expected by most analysts and is probably accounted for by an extremely tight market.  A paucity of transactions after Q3 2007 is clearly evident in figure 1.2, which shows the pattern of sales corresponding to the change in median house prices presented in figure 1.1.  
Note that Yorkshire and Humber has closed to less than 50% of Q3 2007 sales, even though prices have closed to 97% of their value at that time.  Sales in London, the South East and for England as a whole are recovering at a faster rate.  Notwithstanding the immediate dampening effect that the recession had on demand and housing market activity in general, the effects of a prolonged paralysis in lending is clearly evident.  Mortgage lending is considered in more detail later in this paper.
Figure 1.2  Regional house sales, Indexed to Q3 2007
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Source: CLG Live Tables
Figure 1.3 sets the Yorkshire and Humber price and sales indices alongside each other to illustrate the changed relationship between house prices and the number of sales.  Prices have proved to be resistant to downward pressures and have remained relatively constant when compared to the corresponding volume of sales.  
Through this comparison, we are probably observing the fact that prospective sellers are holding out for the best price, or not selling at all.  Accordingly we can hypothesise, in contrast to the housing market in Yorkshire and Humber before the financial crisis, that about 50% of prospective sellers are holding until the market improves.  In doing so, sellers are buoyed by historically low interest rates – if you have a mortgage already, monthly repayments have probably never been cheaper.  A chance for householders to do some balance sheet repairing of their own.   
Figure 1.3  Yorkshire and the Humber Sales and Prices, indexed at Q3 2007
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Source: CLG Live Tables
Whilst prices have been sticky, the fluctuations are apparent and set to continue.  A number of commentators expect prices to stay flat or even fall in 2010.  Savills and Knight Frank expect values in Yorkshire and Humber to remain below Q3 2007 values until 2014/2015.  This is predicated on a modest recovery from 2012 in the economy and housing markets.  Savills latest forecast
 for house price inflation in the Yorkshire and Humber Region are as per table 1.1.  Note that in modelling effective demand, we have used a range of house price growth scenarios consistent with those used by Yorkshire Forward and based on Experian's steady recovery assumption of 1.8% growth per annum between 2009 and 2026 
Table 1.1   Mainstream Markets: Regional Property Value Forecasts

	Forecasts (As at  January 2010)
	2009 (Actual)
	2010
	2011
	2012
	2013
	2014
	2015

	UK
	3.4%
	-6.6%
	2.7%
	5.5%
	8.0%
	5.7%
	5.5%

	North West
	2.7%
	-6.7%
	1.7%
	3.6%
	6.3%
	4.8%
	4.8%

	Yorkshire & Humber
	2.7%
	-6.7%
	2.0%
	3.8%
	7.4%
	7.1%
	5.0%

	London
	7.0%
	-4.1%
	2.1%
	5.6%
	7.3%
	7.0%
	5.8%

	South East
	5.9%
	-3.1%
	3.8%
	6.7%
	6.9%
	6.0%
	6.0%


Source: Residential Property Focus, February 2010, Savills
1.3.2 Interest rates and quantitative easing
The last decade can be characterised as a period of relatively low and stable interest rates, providing the conditions to reduce the effective price of loans and mortgages.  As the UK's central bank, the Bank of England sets the price of money using official interest rates to regulate the economy. The Bank Rate radiates out into the economy and affects the cost of loans to developers, the cost of mortgages to households and the return on savings.

In March 2009, as the recession took a firm hold, the Bank Rate was reduced to an unprecedented low of 0.5% in an ongoing bid to stimulate lending in the wake of the credit crunch.  However successive rate reductions failed to make an impact, so in March 2009, at the point when interest rates had effectively reach zero, quantitative easing was introduced as a further stimulus.

At the time of writing, the Bank Rate had remained at 0.5% for 12 months (at the time of writing the next Monetary Policy Committee (MPC) meeting was scheduled for 5 March 2010).  Over the same period, £200bn worth of asset purchases have been made by the Bank of England, effectively by increasing the credit in its own account by the same amount and so creating 'new money'.  

The measure of the success of the MPC in both governing the Bank Rate and now quantitative easing is how effective the measures are in maintaining low inflation and meeting the government's stated inflation target of 2%.  Since upward pressures are now evident, the likelihood is that the base rate will rise over 2010 and beyond.  Figure 1.4 charts the annual average Bank Rate since the start of 2008 and forward rates.  It is sourced from the latest Bank of England Inflation Report.
 
Figure 1.4  Bank Rate and Forward Market Interest Rates
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Whilst the bank rate is expected to rise steadily as the economy recovers, mortgage interest rate rises are expected to be slightly less pronounced, mainly because they have remained relatively high from the start of the financial crisis and so have not followed the decline in the bank rate.  To an extent, particularly when considered alongside relatively low loan to value ratios, this is symptomatic of monetary policy failure to stimulate lending thus far.  Table 1.2 presents the latest NHPAU interest rate and loan to value assumptions to 2016 (thereafter the values are held constant)
Table 1.2  NHPAU Interest Rate and LTV Assumptions

	Assumptions
	2009 
	2010
	2011
	2012
	2013
	2014
	2015
	2016

	Interest
	4.5%
	4.88%
	5.88%
	6.25%
	6.25%
	6.25%
	6.25%
	6.25%

	LTV
	75%
	75%
	78%
	80%
	83%
	85%
	88%
	90%


Source: NHPAU
1.3.3 Mortgage lending
As shown in Figure 1.5, between 1990 and 2007 there was little change in the number of mortgage advances paid out by banks and building societies. However, due to the increase in house prices, the average mortgage advance increased from £41,000 to £150,000 over that period. However, following the shock of the financial crisis and as the global flow of credit seized up, so the mortgage market collapsed in 2008 with the number of mortgages taken out more than halving in one year. 

Figure 1.5  Number of mortgages advanced and average amount advanced, UK

	[image: image5.emf]0

200

400

600

800

1,000

1,200

1,400

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

Thousands

0

20,000

40,000

60,000

80,000

100,000

120,000

140,000

160,000

Number of loans (LHS) Average advance (RHS)




Source: CLG Live Tables
The severity of the collapse can also be observed in changes to the aggregate volume of mortgages, which contracted from a peak of £157bn in 2006 to just £68bn in 2008, as shown in Figure 1.6. 
Figure 1.6  Aggregate mortgage advances, UK
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Source: CLG Live Tables
1.3.4 Mortgage lending in Yorkshire and the Humber
Figure 1.7 shows that the value of mortgage advances increased at a greater rate than the incomes of borrowers over the early 2000s. The average mortgage taken out in Yorkshire and Humber was only twice the average annual income of borrowers in 1997. By 2007, this ratio had risen to about 2.75. Since then, a halt in the rise of mortgage advances in the region saw the ratio of advances to income fall to about 2.35 in the first quarter of 2009.
Mortgage to income ratios tend to be lower in Yorkshire and Humber than in England as a whole, suggesting that, assuming there is no regional variation in interest rates, mortgages are relatively more affordable in the region and mortgage providers are taking lower risks.

Figure 1.7  Ratio of average mortgage advance to average income of borrowers
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Source: CLG Live Tables
In England, the average household with a mortgage spends about a fifth of its disposable income on repayments. Households with a lower combined income tend to spend a higher percentage of their income on mortgage repayments than more well-off households. As Figure 1.8 shows, mortgage affordability is a particular issue for households on very low incomes (less than £1,000 per month). Although this group makes up only 7 per cent of all households with a mortgage, the median household in the lowest income bracket spent 48 per cent of its income on mortgage repayments in 2007/08 (up from 36 per cent in 2006/07). It is likely that many of these households were among those sold unaffordable mortgages in the years preceding the credit crunch.

Figure 1.8  Mortgage payments as percentage of disposal income (median) by income band
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Source: CLG Live Tables
1.4 Availability of finance at National and Regional Level
Despite the unprecedented scale of intervention by the UK government to prop up the banking sector, such was the extent of damage done by the credit crunch that banks and building societies are still not in a strong enough position to start lending 'normally'.  Nor are the economic circumstances right for them to do so.  

The process of repairing balance sheets, decimated by exposure to toxic debts and write downs, is ongoing.  Until there are clearer signs of growth, as opposed to the anaemic performance of Q3 2009, and greater certainty about how the budget deficit will be tackled and who by, it seems unlikely that lenders will wish to significantly re-enter markets that have any shadow of doubt about them.

Whilst the number of mortgage approvals is starting to grow again and lending criteria softening, the market still retains its post credit crunch and highly risk averse character, favouring relatively low loan to value ratios and so big deposits.  According to CML data for Q3 2009, the average advance to all buyers in Yorkshire and the Humber was 75% LTV, corresponding to an average deposit of £30,000.  As Figure 1.9 shows, it is first time buyers who have born the brunt of the lenders' approach to risk.  Specifically the 90% mortgage has been curtailed in favour of the 75% mortgage since Q1 2009.  Figure 1.10 illustrates the low base from which loans to both first time buyers and home movers have rebounded since Q1 2009.   

Figure 1.9  Relative movement in average percentage advanced to UK first time buyers and home movers.  Base period Q3 2007
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Source: CML
Figure 1.10 Relative movement in the number of loans to UK first time buyers and home movers.  Base period Q3 2007

	[image: image10.emf]-

20

40

60

80

100

120

Q3 2005 Q4 2005 Q1 2006 Q2 2006 Q3 2006 Q4 2006 Q1 2007 Q2 2007 Q3 2007 Q4 2007 Q1 2008

Q2 2008 

Q3 2008 Q4 2008 Q1 2009 Q2 2009 Q3 2009

FTB

Home Mover




Source: CML

There is clear evidence of the loan criteria softening, with the average standard variable standing at about 4.5% at the end of 2009 down from over 6% in 2008.  90% mortgages are available again, but they are not widely available and their interest costs are prohibitively high at up to 7% and significantly more than the interest cost associated with lower LTV products.  A key ask of the house building sector is the return and wide availability of a 90% mortgage for first time buyers in order to stimulate demand.  The latest NHPAU advice assumes a return to 90% mortgages in 2016 as per the trajectory shown above in table 1.2.
1.5 Impact upon the household's ability to access housing 

Despite the period of historically low interest rates and the unprecedented bank bail out, it is evident that lenders are neither prepared nor able to expand their operations as yet.  There is considerable uncertainty surrounding both the state of the UK economy and that of the Eurozone, which is likely to take at least another 12 months to play out.
Lenders therefore are approaching with caution, steadily consolidating their position, but still not out of the woods.  There are concerns of a dip in the housing market this year, which to some extent explains a reluctance to increase LTV ratios in the event that prices are once again artificially inflated.  Furthermore, there is uncertainty about how the massive public deficit will be addressed and by which political party, albeit that there is general understanding that spending will be reined back over the next parliamentary term and that public sector job cuts will follow.
This leads us to conclude that access to finance will be constrained for a number of years to come, in line with forecasts that predict housing market recovery from 2012 onwards.  It is only after that point that we would expect mortgages to become more widely available.  In this respect our conclusions accord with the latest NHPAU advice as well as the most recent regional property value forecasts.  
The memory of the credit crunch is likely to be engrained in the psyche of lenders for many years to come and combined with better regulation, we are unlikely to see a return to profligate lending.  Self certification and 125% mortgages are therefore things of the past.  Consequently, whist we can expect that gradually LTVs and interest costs will reach a more affordable balance and become more widely available over the next 5 years, we anticipate that long term, mortgage finance will be accessible to fewer households than was the case before 2007.  

That being said, the main constraint on lending at the present time is uncertainty over the state of the economy and the upcoming election.  Post election, clearer signs of economic recovery and certainty as to how the fiscal deficit will be addressed are required before the impact of fiscal policy can be translated into a stronger flow of available housing finance.  Accordingly, and in line with the shape of recovery suggested by Savills' regional property value forecasts shown at table 1.1, housing market activity in 2010 is likely to stutter, followed by modest price growth through 2011 and 2012. 
Of more significance in terms of the scale of effective demand are the recent assumptions by NHPAU that lending will not return to 'normal' until 2016, when the average loan to value ratio is modelled to reach 90% and then remain constant.  Taken in combination and assuming that the economy continues to recover and that there is certainty and market confidence in deficit reduction plans, the following observations can be made about housing market recovery after 2010:
· Stabilisation and modest price growth after 2011 

· Lending criteria gradually soften between 2011 and 2016 as the flow of available housing finance increases

· Effective demand steadily rises between 2011 and 2016 after which it flattens out
· To illustrate the scale of demand being released, we can hypothesise that nationally, the current c50,000 monthly gap in mortgage approvals compared to the long run trend rate will close between 2011 and 2016.   
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