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1 Recent developments
Since our last report, in July 2010, the UK economy looks to have settled into a slow recovery, with growth averaging 0.5% per quarter since the second quarter of last year. We think this is pretty much in line with the UK’s trend growth rate, meaning that spare capacity remains pretty much where it was this time last year. As such, there has been little positive news in the labour market, as job creation just about keeps pace with losses - unemployment has been pretty much stuck at 4.5% over the past year. So despite substantial cost pressures from a depreciating currency and rising commodity prices, these pressures are not yet feeding through into wage inflation, and the Bank of England has kept interest rates at 0.5% over the period. And while exporters are benefitting from a cheaper pound, a spate of high profile retail chains getting into difficulty underlines the fragility of consumer confidence, and the squeeze on real incomes

Against this background the housing market has also softened, following a mini-recovery in the year to mid 2010. Key to housing market developments over the past year in particular seems to have been increased discrimination amongst lenders over lending in different regions. At the overall level mortgage lending remains extremely subdued, around a third of the level seen during the peak, and transactions remain stuck at 40,000-50,000 per month, less than a third of the peak value and half of the average from 1994-2002. 
It appears that lending conditions are beginning to improve, with the latest Bank of England Credit Conditions Survey reporting a modest increase in mortgage credit availability and expectations of a further improvement over the coming quarter, and there are signs that higher loan-to-value products are gradually beginning to return to the market, albeit usually at a significantly higher cost. But this aggregate picture masks regional diversions. Lenders’ attitudes are hardening towards some regions (in particular the North of England), and relaxing in London and the South East. These differentials are largely explained by higher outstanding loan to value ratios outside the South of England, as well as better economic prospects in these regions than further north and west (especially in light of public spending cuts). 
These diverging attitudes towards mortgage lending have already been felt in prices. We estimate that house prices in London are already above their pre-crisis peak (albeit only slightly), while it will be four or five years before the same is true in most regions north of London. 
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Meanwhile, house builders have begun a very modest recovery, building around 48,000 homes in England during the second half of 2010 - up from 44,000 a year earlier, but still well short of the 80,000 typically built in a six month period over the longer run. Anecdotal evidence suggests that this recovery is also concentrated in the South East and London, where confidence in household finances and long run demand remains strongest.
2 Mortgage lending
Box 2.1: Mortgage lending – key findings 
The supply of net new mortgage lending remains depressed, in spite of an apparent easing in interest rate spreads, as lenders continue to require proportionately higher deposits as a safeguard against renewed price falls.
This seems to be pricing first time buyers out of the market in particular, with metrics of affordability continuing to move in an unfavourable direction in 2010. Existing owner occupiers and buy to let investors seem to be finding it easier to re-enter the market in light of having more equity.
That said, a gradual recovery in lending conditions should see these constraints start to ease as we move through 2011 and 2012. The financial effort required to get on the housing ladder will remain much greater over the medium term than during the peak years of mortgage lending though.
During our last report we highlighted the stabilisation in credit supply that had taken place during 2009 and early 2010 following the crisis of 2008. Evidence over the past year suggests that this stabilisation has continued, and there may even have been a very modest recovery in credit provision. According to the Bank of England’s credit conditions survey, credit supply has improved in each of the past seven quarters, although the scale of the improvement is probably within the margin of error of the survey for most of this period. 
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But the apparent improvement in credit availability looks less impressive when set against other indicators such as the price of mortgages (right hand chart above). Mortgage credit spreads improved more substantially during 2010 than overall credit provision, and as such mortgage rates themselves have come back down from their peaks in 2008-09. But overall demand for mortgages remains subdued – according to the Bank’s survey demand fell for five consecutive quarters up until the start of 2011, and there was minimal growth in the second quarter of this year. It seems that by and large potential house purchasers remain unable or unwilling to enter the market, despite apparently good rates on offer from mortgage providers.

One sector of the market that has been recovering far more quickly is the buy to let investors. Buy to let demand picked up most substantially in the most recent quarter, and lenders have started to respond by reintroducing new BTL deals to the market. But this marks the culmination of a number of quarters of growing demand from investors, possibly sensing that depressed prices in some parts of the country (as well as still low interest rates for those with equity) make property an attractive long term bet again.     
2.1 Loan-to-value ratios

Looking in more detail at the terms faced by different categories of borrowers indicates that first time buyers have been hit hardest by the downturn – average deposits required of first time buyers rose from around 15% in 2007 to over 30% at the depth of the crisis, and there has been only minimal recovery since. By contrast, former owner occupiers have not seen anything like such a shift – from around 35% in 2007 to around 40% now. As such, it seems that the key restriction on a more widespread recovery in lending activity is an easing in the demands placed upon first time buyers. 
First time buyers are particularly constrained in London and the South East, as lenders’ restrictions on income multiples (see next section) leave potential purchasers further short, due to a combination of substantially higher prices than elsewhere, as well as the price recovery that has started to take place in these regions. 
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2.2 Income multiples

As discussed in the previous section, income multiples remain some distance off their peak, particularly for first time buyers who are able to borrow around 2.8 time income compared to a peak of around 3.2. This is despite substantially lower interest rates than during the boom that should make greater income multiples more affordable than before. This underscores the level of risk aversion on the part of lenders towards those with little equity. Former owner-occupiers have seen a faster recovery in their access to credit, and are able to borrow around 2.6 times income, compared to just over 2.8 at the peak.
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In our last report we looked at the point in the income distribution that the average first time buyer at the UK level needed to be at in order to be able to get on the housing ladder. We found that a single buyer needed to be in the top 15% of incomes in order to achieve the average £40,971 annual income demanded by mortgage providers in 2009, up from the 19th percentile that had been sufficient in 2000. By 2010, the average income of a first time buyer had increased to £44,464 – close to the top 10% of earners (£46,428 or above). 
2.3 Deposit values

In addition, the burden of raising a deposit has continued to rise. This is set out in chart 2.4 below. Thanks to the substantial easing of lending standards from 2005 or so onwards the average first time buyer deposit fell from just under 1 year’s income to around 6 months. But this has been rising steadily ever since, and despite the fall in house prices seen since 2008 it seems the goal of home ownership seems further away than ever before for many first time buyers. 
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Two main factors have driven this, firstly tighter lending standards, particularly for first time buyers (as discussed above), but in addition weak (or in some areas negative) wage growth over the past couple of years. Chart 2.4 sets this out in nominal, pre-tax income terms, illustrating that the time taken to raise a deposit has continued to rise. As a result the time taken to raise a deposit in years of income has continued to edge upwards. 
But this measure is likely to understate the true change in effort required to raise a deposit, given the rate of increase in non-discretionary items such as food and fuel bills over the past couple of years limiting how much households can save, as well as changes in income tax, national insurance and VAT, that reduce post-tax income in the first place. However, it is not possible to get accurate data on post-tax incomes (or how much they spend on different types of goods) for different types of borrowers. 

2.4 Impact on mortgage activity

As a result of ongoing reluctance to lend to first time buyers, overall mortgage volumes remain badly depressed. The modest recovery in activity that took place in the immediate aftermath of the 2008 crisis seems to have stalled in 2010 – the number of loans in the first quarter of 2011 was 6% higher than a year before, compared to growth of 10% in the year to 2010Q1. The number of loans remains stuck at around half of the quarterly average from 2002-2006. A similar picture applies when looking specifically at loans for house purchase (as opposed to homeowners remortgaging or securing credit against their homes for other purposes) – at just over 120,000 in the first quarter of the year, the number of loans for house purchase is around half of the pre-peak average. Lending volumes are even more depressed compared to pre-crisis averages, but have also stagnated over the past twelve months.
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3 House building – only a partial recovery
Box 3.1: Housing shortages – key findings

Housebuilding has begun to undergo a tentative recovery over the past year, although for the time being growth in both actual starts and planning applications remains weighted towards London and the South.
As the recovery goes on we anticipate growth of around 10% per annum in housing starts over the next few years, but this will decelerate by the middle of the decade thanks to financial and policy constraints. We expect the number of new starts to end the decade just below the rate seen before the crisis.
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Housebuilding has started a tentative recovery over the past twelve months, with total private starts in England rising to 23,470 in the first quarter of the year (up from 20,360 in 2010Q1 and around 15,000 year earlier). But this remains well short of the rates of housebuilding seen over the years running up to the crisis, when around 35,000-40,000 were started on average per quarter. In addition, the rebound has been concentrated in London and the South, with northern regions seeing very limited activity. This disparity has mirrored trends in both house prices and lenders’ attitudes. 
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Looking at the pattern of applications working their way through the planning pipeline suggests some improvement in the rate of housebuilding over the coming year or two. The number of projects receiving planning permission has edged up steadily over the past couple of years, increasing by 50% on the trough. However, planning approvals remain well short of the pre-crisis trend (around two thirds of the average from 2006), and the tentative recovery could be undermined if house prices outside London and the South slip more than we anticipate over the coming year or two. As it is, the recovery in planning and development, like building itself, has been driven so far by London – the picture elsewhere remains much weaker.
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Nevertheless, we expect a gradual recovery in house building from this year onwards. As financial constraints on developers and borrowers ease, the volume of new starts should grow by around 10% per year over the 2011-2014 period. But further out the pace of recovery will slow 

Over the longer term we see new starts settling into a slower growth path of 2-3% as a result of both financial and policy factors. On the financial side, as borrowing conditions normalise to tighter standards than during the boom this will slow growth. And major changes to the national framework for housebuilding and land planning will also temper medium to long term growth. In particular, the scrapping of the previous government’s target to build 3m new homes by 2020, changes to the guidance from Whitehall to local authorities, and changes in the classification of domestic gardens as brownfield land, are all likely to undermine the growth in land availability.

 de Following the coalition agreement in May last year the new government formally abandoned the previous administration’s Housebuilding target of having 3m new extra homes by 2020. As we have noted in previous reports, this target required 230,000 houses to be built per year between 2010 and the end of the decade. Given that the average between 1990 and 2006 was just over 150,000 this aspiration seemed hopelessly optimistic, even without the financial crisis.
These policy changes are already having an impact on the planning decisions made by a number of local authorities - e.g. Bristol and the surrounding authorities, Milton Keynes and Leeds have cut their future housing allocations by a total of 88,000 according to the Home Building Federation. As such, we see only a gradual recovery in house building– it will take until 2020 or beyond for new starts to reach pre-crisis levels.
4 Demographics and Household Formation

Box 4.1: Demographics & household formation – key findings

Latest data indicates that the UK population has grown more quickly over the past year than we anticipated in our last report. However, since the growth is due to weaker emigration and stronger student inflows than expected, we see little reason to adjust our longer term population and household forecasts.
We expect the UK population to grow to around 67.5m by 2020, 1m less than the official projections from the ONS. This is exclusively down to our expectation that inward migration will slow over the coming decade. The number of households will rise by around 2.5m between now and 2020.
4.5 Recent data on demographic change

The recent release of the official population estimates for mid-2010 reported the strongest UK population growth for almost fifty years, rising by 470,000 or 0.8% compared with mid-2009. For the third successive year growth from natural change, i.e. the difference between births and deaths, outstripped net migration flows, though the level of inward migration was considerably stronger than might have been expected given the poor economic backdrop, and there was a substantial reduction in the number of outflows. 

The ONS is yet to publish its detailed analysis of emigrants for 2010, but we would expect this to reflect a combination of potential emigrants struggling to sell their properties to finance or facilitate their moves, as well as the depreciation of sterling making it much more difficult for emigrant groups, such as pensioners, to live off of benefits paid in sterling. There was also a modest pickup in the level of in-migration from 562,000 to 574,000, which came as a significant surprise given that in-migration tends to be highly correlated with employment prospects. The reason for this pickup in in-migration appears to have been a surge in migrants entering the UK to study. 

We have consistently argued that the recent high levels of inward migration are unlikely to persist and that the official population projections – which assume only a modest slowing – are too strong; this data does little to alter this view. Though the squeeze on university funding is likely to mean that inflows of migrant students remain high relative employment prospects remain poor and could worsen as the public sector cuts begin to bite. The government’s tighter immigration policies will also have some effect. It is also doubtful whether the recent low rates of emigration will persist over the longer term, with poor employment prospects also likely to drive people away from the UK. We expect net inward migration to have totalled 221,000 in the year to mid-2011 but tail off to around 90,000 a year over the medium-term, only around half the level of the official projections, and in line with our assumption from last year. 
4.6 Population and household formation trends

Taking our assumption for natural change in the population (which remains in line with the ONS’ 2008 based projection) along with our much lower projection for inward migration means that at the aggregate level we anticipate the UK population will grow more slowly than the official projections imply. We expect the population to reach 67.5m by 2025, 1m less than in the official figures. Again, due to the temporary nature of the strength in net inward migration over the year to mid 2010, this is little changed from the projections set out in last year’s report. Assuming a continued decline in the number of persons in each household (thanks to increasing longevity and higher divorce rates) we expect the number of households to rise by around 2.5m from 2011 to 2020.
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5 Outlook for house prices

5.7 House prices across England
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The north-south divide in housing costs is likely to widen over the coming decade, with further falls expected in the north in the next couple of years, and weaker growth thereafter. As we saw in chapter 3, housebuilding activity remains extremely subdued, and we expect it to take some time to recover. In the north this reflects a supply overhang that will undermine demand for new starts, while in the south the greater constraint on development is availability and affordability of land. Combined with generally stronger wage growth in the southern half of England than the north, this generates a widening disparity in house prices over the coming decade. 
The implications for first time buyer house prices are shown in the chart on the right hand side. During the course of the recession the ratio of average FTB to all dwellings prices has fallen from around 77% in 2006 to 74% in 2010. This is likely to be because first timers are more constrained in accessing finance, and as such there has been less demand for the types of homes typically bought by them. Looking ahead this we expect the ratio of FTB homes to all dwellings to normalise towards an average over the 2000-2010 period. As such, the average first time buyer home in London in 2015 will cost around £344,000 (up from £277,000 in 2010), rising to just under £450,000 in 2020. 
5.8 Burden of deposits for first time buyers
What do the above projections mean for affordability and access to the housing ladder? One of the key constraints is mortgage availability. We expect the squeeze in lending standards to dissipate gradually over the coming two to three years. We have already seen the reintroduction of mortgages with higher loan to valuation ratios, but ratios remain well short of those seen at the peak (lenders are just about starting to reintroduce 90% deal), and credit scores and other non-financial criteria are being applied much more strictly. As such, we expect the average LTV to creep up only steadily from the 2010 averages of just under 70% for first timers and 62% at the overall level. We assume that over the medium term average LTVs settle at 75% and 65% respectively.
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The limited rebound in LTV ratios means that first time buyers are likely to face increasing difficulty getting on the ladder in many parts of the country. The charts above set out the average deposit on a first time buyer home in terms of years of saving capacity, assuming a 25% deposit requirement. “Saving capacity” is defined as the portion of post-tax income not spent on essentials such as food, fuel and housing. We assume that the ratio of first time buyer homes to all dwellings reverts back to a long term average (there is evidence that during the past few years the ratio has fallen in light of much fewer FTB transactions). Additionally we define “saving capacity” as a household’s post-tax income less essential spending (i.e. food, bills and housing costs).  

Regional differences are especially important here. Thanks to faster house price growth in London, the South and East the burden of raising a deposit rises most rapidly, while in the North the burden falls slightly, as house prices soften over the coming couple of years. 
5.9 Proportions of owner occupiers

This increase in the effort to raise a deposit will cause the fall in the proportion of owner occupiers in a number of English regions to continue. We forecasted the proportion of owner occupiers based upon the relationship between this proportion and economic variables such as the house price/wage ratio and employment rates. 

The greatest falls are likely to be in regions with the strongest outlooks for house price growth, and the greatest increases in the burden of raising a deposit. In London the proportion fell from 60% to 52% between 2001 and 2010 - by 2025 we expect this to be just above 40%. The proportion of owner occupiers is likely to fall to just over 60% in the South West (from 75% in 2001), and from 75% to 64% in the West Midlands. In the regions where medium term house price growth is weakest (the North East and Yorkshire and Humber) the share of owner occupiers remains relatively stable.
One exception is the North West, where owner occupancy rates fell much more substantially over the past decade than in the rest of the North. The data indicates that owner occupancy in the North West is more sensitive to employment rates than in most other parts of the country. As such with the employment rate expected to fall over the next decade we expect the owner occupancy rate to edge down further. 
5.10 Rent forecasts

This fall in owner occupying in many regions will be felt in increased demands for rented accommodation. There is a lack of long-run accurate data on average rents in the private sector around English regions. The best available official dataset on an annual single calendar year basis is the series produced by CLG. However, this series only covers the period up to 2007. Hometrack produce a series up to 2011, but this only goes as far back as 2007. 
Alternative data series are available, for example the Survey of English Housing series. However the SHE series is only available on a three year average basis, and so is unsuitable for analysing against economic variables for which we have annual data. This is especially the case given the turbulence of the past few years – too much of the variation in economic variables that helps us identify relationships would simply be averaged out. In addition, the SEH series finishes in 2006-08 – extending the series would have to be achieved by using data on average local authority allowances for housing benefit claimants, and it is far from clear that these necessarily represent an accurate measure of rents faced by tenants in the private sector.  
As such we use the CLG series up to 2007, and extend using growth rates in average rents from Hometrack for the years since 2007. This does yield a series where levels are noticeably lower than can be found using other sources, but this is caused by the CLG series being lower to begin with – for example, average rents in London on the CLG measure in 2007 were £198 per week, compared to over £400 on the Hometrack measure. This could be caused by one of a number of factors – the type of property Hometrack monitors, compared to the mix used by CLG, the fact that Hometrack monitor asking rents as opposed to rents actually used in contracts, and so on. Nevertheless, we use the CLG measure extended using Hometrack growth rates.

We estimated the relationship between this composite measure of private sector rents and economic variables such as average wages, house prices, and the proportion of owner occupiers. We estimate over the sample period 2000-2010, given constraints on the data for owner occupiers.
For most regions the sole relevant variable is average wages, although the relationship between rents and wages varies by region. The sensitivity to wages seems highest in the East Midlands (where a 1% increase in wages is correlated with a 1.2% increase in rents over our sample), followed by the West Midlands, the East of England and the North West. Interestingly, the data indicates a relatively weak pass through from wages to rents in London (although at 0.86, this coefficient still equates to not far off a 1-1 relationship). 

There could be a number of drivers for differences in the sensitivity of rents to wages:

· Greater sensitivity of rents to wages seems to be associated with relatively smaller socially rented sectors. The two regions with the highest proportions of households renting from housing associations or local authorities (the North East and London) have two of the weakest links between wages and rents. Having a higher proportion of households in socially provided housing means more wage earners are out of the privately rented sector, blunting the impact of wages on rents. 
· Differences in the sensitivity of rents to wages could reflect faster population growth relative to dwellings in some regions, meaning greater competition for homes and increases in incomes feeding through more directly to rents. The number of dwellings relative to households has fallen over the past ten years in a number of the regions with the strongest wage-rent link, including the East Midlands and East of England.

· Differences in demographic profile may also be important. Regions with fewer working age people are likely to have a weaker link between average wages and rents (or indeed house prices) since retirement income tends to be more stable than wages. The South West has the weakest wages-rents link, and as of 2009 also the highest proportion of persons aged 50+ (39% compared to a UK average of 34%).
The impact of these variables on average rent levels may be more or less felt around regions, and it is difficult to get a run of reliable data on some of these variables with which to test these hypotheses. Regardless of the reasons behind differences in the relationship between regions though, the overall link between wages and rents is clearly significant in the modelling.

The sensitivity of rents to wages is important, but so of course is wage growth itself. Over the coming decade we expect wages to grow faster in London than elsewhere in the UK – by around 4.7% per annum on average over the 2012-2020 period - as financial services and supporting sectors lead the recovery. Wages will grow by slightly less than this on average in the East of England and the South East. Wage growth is expected to be weaker again around the other English regions (4% or just below), as the impact of public spending cuts on both direct employment and disposable incomes will be greater. 
Combined, these two inputs drive our rents forecasts. Rents in the East Midlands are forecast to rise fastest, despite not especially strong wage growth, as the data indicates a more than 1-1 relationship between wages and rents. We forecast rents in the East Midlands to rise by just under 5% per annum over the coming decade. In London, and the East of England stronger wage growth than elsewhere will cause rents to rise by just over 4% per annum. Elsewhere rents should rise by slightly less than 4%, except in the North East where relatively weak feed-through from wages to rents, together with weak wage growth, will mean that rents grow by just under 3% per annum. 
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