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Market slows
The string of five quarter point increases in interest

rates set in train by the Bank of England in the year

from October 2003, from 3.5 per cent to 4.75 per cent

in August 2004, predictably saw house price rises

beginning to ease back by the end of 2004. House

prices were nonetheless 12 per cent higher for the UK

as a whole in 2004 than a year earlier (Compendium

Table 47b), and the full effect of those interest rate

rises on prices was not felt until the first half of 2005.

However, while property transactions fell back in the

first half of 2005 from the high levels of 2004

(Compendium Table 39a), they remain well above

the levels experienced in the first half of the 1990s.

Indeed, it is notable that even the 2004 level (1.79

million), which almost certainly represents the peak

of the current housing market cycle, is still well below

the 2.15 million level in 1988 at the peak of the last

cycle. 

Initial broad indications are that house prices have

stabilised in the first half of 2005, although there have

been some very small falls in some regions and sub-

sectors of the market. The August 2005 decision by

the Bank of England to cut interest rates by 0.25 per

cent (back to 4.5 per cent) should also serve to

stabilise the market, and ease any fears of a more

significant slow down. As ever, much will depend on

wider economic developments (see Commentary

Chapter 1), although the housing market in London

and the broader South East will continue to be

buoyed for some time by the under supply of new

housing (see Commentary Chapter 2). 

Changing sources
Most analyses of house prices from the Survey of

Mortgage Lenders (SML) are now published on

the ODPM website, rather than by the Council of

Mortgage Lenders (CML) who have now ceased

the paper publication of Housing Finance

Quarterly. A range of useful articles and data can,

however, be sourced from the CML website.

One related consequence of that re-organisation is

that it is now more difficult to update the figures

for numbers of mortgages in 2004 in

Compendium Tables 42a and 42c. These figures

are not included in the SML based tables now

made available on the ODPM website, or the

routine tables on the CML website. Underlying

this is some difficulty with the data. For some

years now the SML has clearly distinguished

between mortgage advances to first-time buyers,

moving home-owner households, and

remortgages for home-owner households not

moving. 

While there has always been a small number of

mortgage advances for house purchase that were

not categorised in the SML returns, those have

increased significantly since 2000, with the SML

growing from a 5 per cent sample survey to a 100

per cent survey from all those lenders willing to

supply the data (while the remainder continue

just to provide data on 5 per cent of their cases).

As a result it is consequently more difficult to

provide an accurate split between first-time buyers

and moving home-owner households. 

That said, CML estimates suggest that the numbers

of first-time buyer mortgages in 2004 fell only

marginally compared to 2003, to some 358,000.

This is, however, some way below the average over

the previous decade, although above the levels

during the difficult years at the beginning of the

1990s. 

The line between first-time buyers and moving

home-owner households is also less clear cut than it

might appear at first sight. Indeed, a recent CML

analysis of first-time buyer households has shown

that roughly one in five might be better described as

‘returning buyers’ (Smith, Pannell, Holmans and

Thomas). These are households that move into

home-ownership from the rented sector, but have at

some previous point in time been home-owners.

These may be made up of households that rent

temporarily due to relocation, have suffered

relationship breakdown or divorce, or may have

moved out of home-ownership in the past because

of difficulties meeting their mortgage payments.

While the current decline in the numbers of first-

time buyers partly reflects typical cyclical trends, the

CML analysis also suggests that younger households

are now more likely to defer house purchase, and

following the deregulation of the private rented

sector they are more liker to prefer the flexibility and

easier mobility offered by renting in the short term,

while retaining the aspiration to purchase at a later

point. Another factor highlighted in the analysis is

the decline in the earnings of younger working

people, relative to that of older groups. Thus, for
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example, over the last two decades male earnings

for men aged 21-24 have fallen from 75 per cent to

65 per cent of the average for all working men,

while the average for men aged 25-29 has fallen

from 90 per cent to 85 per cent.

The Affordability index
Last year the Review introduced a new Affordability

index compiled by the editor for the Review, and

also featured in Roof, the Shelter housing journal.

A key features of the index that distinguishes it

from other similar exercises is that it is based on

the incomes of all working households, rather

than just those households that succeed in

accessing the market in a particular year, or

individual earnings. The index also focuses on

mortgage cost to income ratios, that take account of

variations in interest rates, rather than house price to

income ratios. 

While economists may argue that it is real interest

rates (i.e. net of inflation) that are important rather

than ‘notional’ interest rates this ignores a critical

feature of the housing market. They are right to

stress that low interest rates in a low inflation

environment mean that home-buyers initial

mortgage commitments are only slowly eroded by

inflation and higher earnings, and that this offsets

the initial advantages of low interest rates at the

point of purchase.

However, housing is a unique ‘commodity’ where

access is governed by the affordability of the

initial years’ payments, and that ‘flattening’ of

purchase costs over the lifetime of the mortgage is

a critical factor in enabling households to afford

their purchase. The contrast between the high

inflation/high interest rate and low inflation/low

interest rate time profiles of purchase are

illustrated in Figure 2.3.1. 

A further critical factor is the approach taken by

mortgage lenders in accessing households’

capacity to meet mortgage obligations, and the

advances they are therefore prepared to make. As

a whole (but with well publicised exceptions)

lenders have been relatively cautious in relaxing

their lending criteria to reflect lower interest rates,

but as can be seen in Compendium Table 42a

average mortgage advance to income ratios for

first-time buyers have increased quite significantly

over the last four years, and in 2004 the average

ratio was 3.01 : 1.

The updated Affordability index is shown in Tables

2.3.1 and 2.3.2. It is based on Survey of Mortgage

Lenders house price data, and Expenditure and

Food Survey working household income data,

and assumes a constant 15 per cent deposit (for

all regions and the UK as a whole) over time. This

is roundly based on the average UK level of first-

time buyer deposits over the last decade. The

consequence of this approach is that the new

index fully reflects from year to year the impact of

changing house prices.
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Table 2.3.1 Affordability index
Based on first-time buyer house prices and average incomes for all working households

Country/Region 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

United Kingdom 100.0 94.4 87.2 99.2 109.6 113.6 121.6 109.6 131.2 128.8 156.0

North East 100.0 92.9 88.9 92.9 111.1 112.1 117.2 97.0 99.0 98.0 128.3
North West 100.0 94.8 84.5 95.7 100.9 100.9 112.9 100.9 113.8 104.3 131.0
Yorkshire and The Humber 100.0 95.6 85.8 95.6 107.1 108.0 115.0 95.6 114.2 112.4 141.6
East Midlands 100.0 95.5 86.4 102.7 108.2 110.0 116.4 103.6 124.5 128.2 157.3
West Midlands 100.0 93.1 82.3 88.5 92.3 96.2 102.3 96.9 116.9 111.5 139.2
East 100.0 94.7 87.8 101.5 106.9 110.7 124.4 120.6 145.0 142.7 164.1
London 100.0 103.8 94.0 109.0 122.6 136.8 141.4 131.6 148.9 142.9 167.7
South East 100.0 91.5 83.8 94.4 107.0 108.5 121.8 115.5 138.0 134.5 154.2
South West 100.0 94.1 85.9 101.5 111.1 117.0 127.4 121.5 145.2 145.9 171.1

England 100.0 93.1 84.6 97.7 106.9 111.5 118.5 111.5 131.5 130.0 155.4
Wales 100.0 89.1 84.0 90.8 105.0 107.6 111.8 105.9 117.6 106.7 142.9
Scotland 100.0 98.9 94.6 103.2 128.0 134.4 130.1 117.2 125.8 115.1 140.9
Northern Ireland 100.0 115.5 109.5 131.0 154.8 158.3 167.9 148.8 164.3 146.4 165.5

Source: Calculated from Survey of Mortgage Lenders and Expenditure and Food Survey data.

Table 2.3.2 Mortgage cost to income ratios
Based on first-time buyer house prices and average incomes for all working households

Country/Region 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

United Kingdom 12.5 11.8 10.9 12.4 13.7 14.2 15.2 13.7 16.4 16.1 19.5

North East 9.9 9.2 8.8 9.2 11.0 11.1 11.6 9.6 9.8 9.7 12.7
North West 11.6 11.0 9.8 11.1 11.7 11.7 13.1 11.7 13.2 12.1 15.2
Yorkshire and The Humber 11.3 10.8 9.7 10.8 12.1 12.2 13.0 10.8 12.9 12.7 16.0
East Midlands 11.0 10.5 9.5 11.3 11.9 12.1 12.8 11.4 13.7 14.1 17.3
West Midlands 13.0 12.1 10.7 11.5 12.0 12.5 13.3 12.6 15.2 14.5 18.1 
East 13.1 12.4 11.5 13.3 14.0 14.5 16.3 15.8 19.0 18.7 21.5
London 13.3 13.8 12.5 14.5 16.3 18.2 18.8 17.5 19.8 19.0 22.3
South East 14.2 13.0 11.9 13.4 15.2 15.4 17.3 16.4 19.6 19.1 21.9
South West 13.5 12.7 11.6 13.7 15.0 15.8 17.2 16.4 19.6 19.7 23.1 

England 13.0 12.1 11.0 12.7 13.9 14.5 15.4 14.5 17.1 16.9 20.2
Wales 11.9 10.6 10.0 10.8 12.5 12.8 13.3 12.6 14.0 12.7 17.0
Scotland 9.3 9.2 8.8 9.6 11.9 12.5 12.1 10.9 11.7 10.7 13.1
Northern Ireland 8.4 9.7 9.2 11.0 13.0 13.3 14.1 12.5 13.8 12.3 13.9 

Source: As Table 2.3.1
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The Index is currently based from 1994, as that is 

the earliest date for which the time series data on

working households’ incomes was readily available.

In time, it is intended to extend the Index

backwards to the beginning of the 1980s. However,

this will require a consistent time series of working

household incomes over the whole period. Analyses

using a slightly different working household income

time series nonetheless suggests that mortgage cost

to income ratios in 2004 are still a little below those

experienced at the peak of the last housing market

boom, despite the sharp rise in the ratios in 2004 as

a result of the Bank of England interest rate rises.

It is notable that in 2004 the sharpest proportionate

rises were in the Northern and Midland regions of

England, and in Wales, and affordability in those

regions worsened relative to London and the South

of England. Nonetheless absolute affordability ratios

remained substantially higher in London and the

South, with the highest average mortgage cost to

income ratios located in the South West (23.1 : 1),

which was also the region where affordability

worsened most over the last decade. While the

relative position of the Southern regions has varied

over the decade, affordability has now been more

problematic in the South West, than in London and

the South East, for two years running. 

The continuing run of substantial increases in the

level of new mortgage advances, together with the

interest rate hikes over the last year, has also had an

impact on the average mortgage payments for all

home-buyers with outstanding mortgages. Average

mortgage payments now, for the first time, exceed

£100 per week (Compendium Table 50). 

Buy to let
The further growth in the market for ‘buy to let’

mortgages in 2004 can be seen in Compendium Table

55. Some 218,000 ‘new’ buy to let mortgages were

advanced in 2004, but this includes a large number of

remortgages as well as new mortgages. Nonetheless,

over the year the stock of buy to let mortgages rose by

108,700 to 526,200 and now underpins almost a

quarter of the total private rented sector.

With house price rises now stabilising, and with the

possible risk of house price falls, it might be expected

that the numbers of new buy to let mortgages will

decline. However, there have been only limited signs

of a slow down in new buy to let investment in the

first half of 2005, although that decline may

accelerate in the second half of the year if house

prices fall more widely than was the case in the first

half of the year. 

There is a new factor which will influence the buy to

let market from April 2006. From that date holders of

self invested personal pensions (SIPPs) will be able to

buy residential properties, with the significant tax

advantages that are attached to those pension

schemes (Birch). Unless there is a far more severe

market downturn in the second half of 2005, and

greater uncertainty about future house price

movements, the new SIPPs provisions must be

expected to result in a further boost in new

investment in the private rented sector.

While this may be good news for the younger

households that now prefer to rent longer before

buying, it will be less good news for those households

wishing to buy who will have to compete in the

market place with the new SIPPs investors. This is also

a remarkable turn around from the times when

private landlords could justifiably complain about the

more generous tax breaks available to home-buyers. It

is also an area where competing government policies

(promoting house-ownership and promoting private

pensions) are clearly in conflict with one another.

Mortgage arrears and repossessions
Repossessions in 2004 fell to the lowest annual level

for over 20 years, as did the number of cases with

mortgage arrears of more than 6 months. Given that

the number of mortgage advances has grown by some

60 per cent over the past two decades the current

levels of arrears and repossessions are even lower in

relative terms.

Nonetheless, these figures reflect a very benign

economic and housing market context, and with the

economy slowing and house prices falling in some

areas, repossessions and arrears figures must be

expected to rise in the year ahead. Indeed this has

already been seen in figures for the first half of 2005.

However, it is only if the current economic and

housing market slow down severely worsens that

repossession levels are likely to rise to levels that are

problematic for lenders (or the government).

While the Review has regularly included figures on

mortgage possession actions it has not hitherto
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included figures on possessions actions in the rented

sector. That omission is, at least in part, remedied in

the article in this year’s Review by Hal Pawson on

possession actions by social landlords.

Land prices 
ODPM have introduced a new data series on

housing land prices, and as a result it will no longer

be possible to update Compendium Table 46. The

old series was based on transactions, and in London

and the South East the numbers of transactions of

land sold on the open market with existing planning

permission for housing has fallen to such a low level

that it could not be reliably continued. The new

series is, instead, based on valuations, and shows

that by July 2004 average residential land values had

risen to over £3 million for England as a whole, and

to over £8 million in London (Table 2.3.3). 
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Table 2.3.3 Average valuations of residential building land with outline planning permission
£ per hectare

Region 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 Jan 2004 July 2004

North East 437,312 447,355 429,038 449,256 451,594 463,628 507,716 543,095 627,652 964,209 1,269,655 1,830,838

North West 427,291 446,819 451,278 461,990 524,644 573,469 631,495 744,421 815,422 1,109,161 1,397,194 1,668,520

Yorkshire & The Humber 428,837 497,042 489,102 532,931 553,062 578,089 632,403 688,803 752,683 1,002,155 1,648,664 1,849,735

East Midlands 388,505 397,096 396,022 427,096 497,444 529,256 616,392 811,441 937,180 1,342,216 1,561,085 1,731,546

West Midlands 574,645 597,383 599,984 637,614 772,089 826,416 961,625 1,155,503 1,285,188 1,534,969 1,811,794 2,022,421

East 604,379 735,231 732,264 808,907 898,870 947,453 1,342,715 1,637,111 1,840,339 2,454,095 2,744,648 2,871,280

South East 739,056 862,368 854,106 1,008,744 1,225,825 1,392,684 1,862,731 2,185,985 2,423,778 2,752,169 2,865,183 3,042,034

London 1,912,127 2,107,732 2,140,519 2,486,641 3,059,363 3,484,825 4,244,864 5,490,647 6,945,826 7,683,403 7,945,908 8,262,509

South West 533,609 591,412 604,577 677,361 858,503 948,178 1,160,049 1,352,397 1,518,927 1,830,694 2,025,919 2,178,630

England 731,168 812,328 816,828 921,288 1,098,965 1,223,258 1,514,834 1,873,027 2,213,187 2,616,528 2,897,663 3,125,090 

Source: ODPM website.
Note: Valuations for the years to 2003 are for the Spring of each year.


