
Commentary

Chapter 3 
Private housing

Section 2



Market slows
The increase in interest rates by the Bank of England,

from 3.5 per cent in October 2003 to 4.75 per cent

in August 2004, saw house price rises and housing

market activity beginning to ease back by the end of

2004. The full effect of those interest rate rises was

not felt until 2005, which saw a sharp fall in levels

of property transactions (albeit only from 2004

levels – Compendium Table 39a), and annual house

price rises falling to 5.5 per cent (on a mix adjusted

basis – Compendium Table 47b). Even so, house

price rises in 2005 were higher than the 3.7 per cent

rise in full-time earnings during the year.

In part the 2005 price rises were sustained by the

August decision by the Bank of England to cut

interest rates by 0.25 per cent (back to 4.5 per cent).

Indeed the first half of 2006 saw a modest

acceleration of overall house price rises, and in part

this led to the August 2006 decision by the Bank of

England to put interest rates back up to 4.75 per

cent. However, it is notable that the house price rises

in 2006 related solely to purchases by former owner-

occupiers – prices paid by first-time buyers in August

2006 were still slightly lower than in December

2005 (DCLG, 2006).

Housing market affordability 
That house prices for first-time buyers did not rise in

the first half of 2006 should be no surprise given

that mortgage costs as a proportion of earnings were

already as high in 2005 as they were at the peak of

the last housing market boom (see Figure 1.1.1 in

Contemporary issues Chapter 1). 
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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 2005

United Kingdom 100.0 94.4 87.2 99.2 109.6 113.6 121.6 109.6 131.2 128.8 156.0 160.0

North East 100.0 92.9 88.9 92.9 111.1 112.1 117.2 97.0 104.0 109.1 142.4 156.6
North West 100.0 93.2 82.9 94.9 100.9 100.0 112.0 99.1 109.4 100.9 126.5 139.3
Yorkshire and The Humber 100.0 95.6 85.8 95.6 107.1 108.0 115.0 95.6 109.7 108.8 137.2 147.8
East Midlands 100.0 95.5 86.4 102.7 108.2 110.0 116.4 103.6 122.7 126.4 154.5 158.2
West Midlands 100.0 93.1 82.3 88.5 92.3 96.2 102.3 96.9 111.5 107.7 134.6 141.5
East 100.0 94.7 87.8 101.5 106.9 110.7 124.4 120.6 139.7 137.4 158.0 160.3
London 100.0 103.8 94.0 109.0 122.6 136.8 141.4 131.6 148.1 144.4 169.2 172.2
South East 100.0 91.5 83.8 94.4 107.0 108.5 121.8 115.5 138.0 140.1 160.6 157.7
South West 100.0 94.1 85.9 101.5 111.1 117.0 127.4 121.5 143.7 145.9 171.1 170.4

England 100.0 93.1 84.6 97.7 106.9 111.5 118.5 111.5 130.0 130.0 155.4 160.0
Wales 100.0 89.1 84.0 90.8 105.0 107.6 111.8 105.9 114.3 104.2 139.5 151.3
Scotland 100.0 98.9 94.6 103.2 128.0 134.4 130.1 117.2 122.6 111.8 137.6 140.9
Northern Ireland 100.0 115.5 109.5 131.0 154.8 158.3 167.9 148.8 160.7 146.4 164.3 196.4

Sources: Computed from Regulated Mortgage Survey house prices for first-time buyers and household earnings data from the Expenditure and Food Survey.

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 2005

United Kingdom 12.5 11.8 10.9 12.4 13.7 14.2 15.2 13.7 16.4 16.1 19.5 20.0

North East 9.9 9.2 8.8 9.2 11.0 11.1 11.6 9.6 10.3 10.8 14.1 15.5
North West 11.7 10.9 9.7 11.1 11.8 11.7 13.1 11.6 12.8 11.8 14.8 16.3
Yorkshire and The Humber 11.3 10.8 9.7 10.8 12.1 12.2 13.0 10.8 12.4 12.3 15.5 16.7 
East Midlands 11.0 10.5 9.5 11.3 11.9 12.1 12.8 11.4 13.5 13.9 17.0 17.4
West Midlands 13.0 12.1 10.7 11.5 12.0 12.5 13.3 12.6 14.5 14.0 17.5 18.4
East 13.1 12.4 11.5 13.3 14.0 14.5 16.3 15.8 18.3 18.0 20.7 21.0
London 13.3 13.8 12.5 14.5 16.3 18.2 18.8 17.5 19.7 19.2 22.5 22.9
South East 14.2 13.0 11.9 13.4 15.2 15.4 17.3 16.4 19.6 19.9 22.8 22.4
South West 13.5 12.7 11.6 13.7 15.0 15.8 17.2 16.4 19.4 19.7 23.1 23.0

England 13.0 12.1 11.0 12.7 13.9 14.5 15.4 14.5 16.9 16.9 20.2 20.8
Wales 11.9 10.6 10.0 10.8 12.5 12.8 13.3 12.6 13.6 12.4 16.6 18.0
Scotland 9.3 9.2 8.8 9.6 11.9 12.5 12.1 10.9 11.4 10.4 12.8 13.1
Northern Ireland 8.4 9.7 9.2 11.0 13.0 13.3 14.1 12.5 13.5 12.3 13.8 16.5

Source:  As Table 2.3.1.



The further deterioration of affordability for first-

time buyers is also reflected in the Review’s own

affordability index, which is also featured in Roof,

the Shelter housing journal. A key feature 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. 

The updated Affordability Index is shown at Tables

2.3.1 and 2.3.2. It is based on Survey of Mortgage

Lenders’ house price data, and the 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. By taking this

approach the index captures in full the annual

impact of house price rises.

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. 

It is notable that in 2005 the sharpest proportionate

rises were in the northern regions of England, and in
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Wales, and affordability in those regions worsened

relative to London and the South of England.

Indeed, affordability marginally eased in the South

East and South West in 2005, but despite that

absolute affordability ratios remained substantially

higher in London and the South, with the highest

average mortgage cost to income ratios still located

in the South West (23:1). While the relative position

of the southern regions has varied over the decade,

affordability has now been more problematic in the

South West than London for the last three years. 

The impact of worsening affordability across Britain

as a whole can also be seen in Figure 2.3.1, which

shows house price to income ratios for every local

authority area in Great Britain. This is based on

average house prices for 2/3 bedroom dwellings, and

household incomes of younger working households

(aged 20-39). What is most notable from the figure

is the affordability hot spots in regions outside the

south of England, including Richmondshire and

Ryedale in Yorkshire (Wilcox, 2006).

Buy to let
2005 saw a further substantial increase in the market

for ‘buy to let’ mortgages. However, the extent of the

rise in 2005 shown in Compendium Table 55 is

partly the result of a large lender beginning to

provide data for inclusion in the table. That rising

trend accelerated further in the first half of 2006,

when 152,500 ‘new’ buy to let mortgages were

advanced, although this includes a large number of

remortgages as well as new mortgages. Nonetheless

by the mid point of 2006 the stock of buy to let

mortgages had risen to 767,600 and now underpins

over a quarter of the total private rented sector.

It is notable that this increase in buy to let investment

took place despite the abandonment of the proposals

to permit (from April 2006) holders of self-invested

personal pensions (SIPPs) to buy residential

properties, with the significant tax advantages that are

attached to those pension schemes. This rise in

investment is quite remarkable given the falling yields

in the private rented sector following the recent sharp

rises in house prices, and the less certain future for

house prices in the years ahead. 

Over the years of the buy to let boom yields from

rental investments have out performed average UK

share dividend yields (CML, 2006), and rental

demand has been boosted by the rapid rise in the

numbers of students in higher education (up by half a

million in five years), high levels of net inward

migration, increased affordability constraints on

access to home-ownership, and the reduced

availability of lettings in the social rented sector

(CML, 2006).

Nonetheless, net yields (measured in terms of the

current value of investments) fell to just 3.6 per cent

in 2005, while returns on capital deployed fell to 

8.1 per cent, of which the net income component was

3.7 per cent, and the capital growth component was

4.3 per cent (IPD, 2006). However, this relatively poor

performance in 2005 (compared to equities and other

investments), and declining income returns that are

now some way short of covering the costs of



borrowing for investment, have not prevented a

further sharp rise in new buy to let investment in the

first half of 2006. 

While some of the PRS market factors remain

favourable, the overall prospects for growth in the

next few years must be considered to be uncertain.

Any rise in interest rates will put further pressures on

net rental returns, while any slowing of house price

rises will reduce levels of capital growth. This remains

a very new market and we have yet to see how, in

practice, the new generation of PRS investors will

respond to any downturn in the housing market. 

Mortgage arrears and repossessions
Repossessions rose in 2005 to just over 10,000, from

the exceptionally low levels of 2003 and 2004

(Compendium Table 51), and the rising trend has

followed through into the first half of 2006.

Nonetheless repossessions remain at very low levels

compared to any time over the previous two decades,

despite having risen much more rapidly than arrears

levels over the last two years. 

Despite the slight increase in unemployment over the

last year, the increases in interest rates since October

2005, and the limitations of the safety net for home-

buyers (see Commentary Chapter 5), the continuing

rises in house prices make it easier for home-buying

households to adjust to adverse changes of

circumstances, and it is only if the economic and

housing market conditions sharply deteriorate that

repossession levels are likely to become more

problematic.
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Figure 2.3.1 House price to household earned incomes in 2005

Source: Wilcox, 2006.
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