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Interest rates

A3.9 Since August 2006, the Bank of England has increased the Bank Rate from 4.5 per

A3.10

cent to 5.75 per cent in a series of five quarter point rises. The most recent of these
was in July 2007.

These changes in the Bank of England bank rate have affected mortgage rates.
However, movements in the interest rates that affect mortgages have not, in recent
months, been fully determined by actual or expected Bank Rate movements.
Figure 1 below sets out movements in the three-month LIBOR, clearly illustrating
a significant hump in the LIBOR that was unrelated to any Bank Rate changes.’

Figure 1: LIBOR and the credit crunch
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A3.11 This has a cash flow consequence for those borrowers without fixed rate mortgages

and whose mortgages are priced off LIBOR. Further, as discussed later, there has
been a general tightening across the entire market in terms of loan to value ratios,
product availability and prices. In other words, the affordability of housing has been
adversely affected and this effect is likely to strengthen as existing borrowers come
off their existing fixed rate mortgages.

3 We note that another hump may be developing from mid-November.
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A3.12 The changing rate of tracker mortgages (based on a 95 per cent loan to value ratio)
is shown at Figure 2 below. These are the highest rates faced since early 2001.

Figure 2: Evolution of bank and building society mortgage rates
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A3.13 The current outlook for interest rates is, of course, intimately related to the outlook
for inflation and GDP growth — and consequently for wages and employment. This
outlook remains unclear, and we have not been asked to consider this question
as part of this study. However, we note that the Bank of England inflation report
published on 14 November indicates that the global credit crunch is expected to
reduce UK GDP growth in 2008. This has been interpreted by some commentators
as a signal that interest rates may be reduced by the Bank of England in early 2008.1

A3.14 Employment and wages so far remain robust, so income multiples have not changed
materially from July.

4 For instance, the Financial Times of 15 November 2007 predicts two interest rate cuts.
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Figure 3: Average mortgages as a multiple of income
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The availability of credit

A3.15 The phrase “sub-prime” in relation to mortgages (sometimes also referred to as “non
conforming mortgages” or “adverse credit mortgages”) relates to those mortgages
targeted at consumers with impaired or low credit ratings or limited employment/
salary histories who may find it difficult to obtain finance from traditional sources.

A3.16 The sub-prime component within the UK mortgage market has grown from an
almost non-existent base since the 1990s. Although the sub-prime mortgage market
is difficult to estimate, an FSA official estimated it at “8 per cent or more™ in 2007, in
2006 Oxera estimated it at 7 per cent.°

A3.17 This is well below the levels in the USA.” However, changing sentiment in the
USA housing market during 2006-7 and its related impact upon the USA mortgage
industry — particularly the sub-prime element within it — have adversely impacted
upon investor demand for credit in the USA and beyond.

A3.18 The dearth of credit appetite in global money markets has been most visible in a UK
context in respect to the well-publicised troubles of the Northern Rock. However,
since this entered the public consciousness only in September 2007, its impact upon
sentiment and behaviour is not yet fully apparent in the data available.

Speech by Clive Briault, Managing Director, Retail Markets, FSA to the Council of Mortgage Lenders Annual Lunch 20
April 2007.

Oxera, “UK Mortgage Underwriting”, April 2006, p10.

There may, however, be difficulties in comparison because of differing definitions of “sub-prime” in the US as
opposed to UK context.
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Mortgage product availability

A3.19 There has been a significant reduction in the number of mortgage offers available

in the housing market. Moneyfacts.co.uk reported in October 2007 an overall 40 per
cent reduction in the number of mortgage products available over the three month
period from July. This reduction was particularly marked in sub-prime (a 57 per cent
reduction) and in buy-to-let mortgage products aimed at credit impaired borrowers
(a reduction of 72 per cent), but was not limited to these areas. The mainstream
mortgage market has itself experienced a 16 per cent reduction in available offers:
this was described by Moneyfacts.co.uk as “unusual”.

A3.20 This is likely to reduce the level of effective demand for housing, particularly

amongst those with adverse credit histories. Indeed, the Council of Mortgage Lenders
(CML) report a 24 per cent fall in the underlying value of loans from “other specialist
lenders” from mid-year to September 2007. There is no data as to the correlation of
such credit-impaired individuals with property size.

Loan to value ratios

A3.21

A3.22

A3.23

Figure 4 indicates a relationship between property size and credit exposure. Buyers
of the larger properties (ignoring the zero bedroom category, which is assumed by
CLG to relate to studio flats) — whether or not first time buyers — tend to have a
lower loan to value ratio (probably mainly reflecting equity built up from previous
transactions).

First time buyers of 1 to 3 bed properties (inclusive) had an average loan to value
ratio of about 82 per cent in September 2007 against 71 per cent for first time buyers
of 4+ bed properties. The highest loan to value ratio for existing owner occupiers
was 73 per cent (one bed properties) dropping to 57 per cent for 4+ bed properties.

The chart suggests that there has been a slight retrenching of loan to value ratios
over the last twelve months. There is insufficient data here to conclude whether
this is driven by buyers, lenders or a combination of the two. However, given the
analysis above, it is likely that this trend towards reducing loan to value ratios will
continue at least in the short term.
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Figure 4: Average loan to value ratios
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Mortgage volumes

A3.24 Looking at mortgages for house purchase only (i.e. excluding, for instance,
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re-mortgages), it is apparent from Figure 5 below that whilst there was a sharpish
reduction in loans made in September 2007, that was well within the volatility
bounds of recent years, during which there has been a trend towards lower
mortgage volumes dating from March 2007, which in its turn has reflected a longer-
term downwards shift since 2003. Even March 2007, let alone 2003, is comfortably

prior to any effect that could be persuasively attributed to the implementation of
HIPs.
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Figure 5: Number of mortgage loans for house purchase
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A3.25 The relatively weak correlation between the number of mortgages taken out
compared to (non-seasonally adjusted) house price inflation is shown below.
Figure 6: Mortgages and house price inflation, 1984-2007 Q3
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A3.26 Bearing in mind that this is quarterly data, with the most recent quarter being the

third quarter of 2007, there is little to say directly about the implementation of
HIPs itself, although it is hard to argue from the above that it has been a major
de-stabilising experience upon either the trend of prices or upon transaction
numbers (as proxied by mortgages). Indeed, a not-unreasonable interpretation of
these data might be that (at least during the period of the house price boom, and
on a month-to-month, as opposed to year-to-year basis) causation runs mainly from
prices to listings, rather than from listings to prices — that is to say, when house
prices rise (for example) people react by being more inclined to put their houses
onto the market.

A3.27 Mortgages are taken at the end of the home purchase process. A comparison of

house prices (the HBOS monthly series) and the listings data derived from publicly
available Rightmove data is shown at Figure 7. To emphasise the linkage, the prices
data are non-seasonally adjusted and show the month by month percentage change
in prices.

Figure 7: Listings and house price inflation, 2004-2007
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A3.28 Whilst the seasonality of the market is well illustrated, the correlation between the

two series outside of the winter slowdown is less clear cut.? What this does indicate
is that the pace of house price inflation in the HBOS series has been weakening
since the third quarter of 2000.

8 We have adopted the same methodology with respect to the published Rightmove figures as in our Main Report, and
the same health warning applies.
9 The correlation coefficient between these two series is about 35 per cent.
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Other factors

A3.29 We have already noted that the Bank of England anticipates that the global credit

crunch will have an adverse impact on the UK economy in 2008. It is also likely

to have an adverse impact on remuneration and employment within the financial
services sector, particularly in London. This would seem likely to reduce demand for
housing and so reduce upward price pressure.

Outturns vs Modelled Scenarios

A3.30 At present, HIPs coverage of the market remains incomplete, with properties with

A3.31

A3.32

two bedrooms or less not yet covered and the date of that extension to full coverage
of the market not yet decided. The closest scenario we modelled to the actually-
chosen rollout path was Scenario III of the Main Report, a scenario in which HIPS
rollouts occurred on 1 August, 1 October and 1 December. This is not a precise
match to the actual phasing in that HIPs were extended to three bed properties on
10 September. This difference would imply that if our underlying behavioural model
were completely right, Scenario III might have over-predicted the HIP effect for
August (the reduction in listings modelled would be reduced by vendors bringing
forward listings from September — though this is slightly unclear in that we argued in
the Main report that the bringing forward of listings would probably only be a matter
of less than two weeks, and so might plausibly not appear in the August data at

alD, and under-predicted the HIP effect for September (listings would have fallen by
more in September than under Scenario III, since under Scenario III vendors were
bringing forward October sales into September in order to avoid HIPs).

We also emphasize again that Scenario III was an attempt to isolate a HIP effect —
the percentage reductions/increases in listings, during the transitional period, that
could be attributed to HIPs. It was not a prediction about wider market trends.

Figure 8 below compares Scenario III from Figure 5.8 with the actual data as inferred
from data publicly reported by Rightmove (using the same methodology as in our
report). The actual data are all materially below those from Scenario III in Figure 5.8.
However, this was already the case for the June 2007 figures, as can be illustrated if
we re-base Scenario III so that we begin with the actual June 2007 figures, and then
take the percentage changes predicted by Scenario III.
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Figure 8: New listings
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A3.33 However, the original implementation of HIPs due on 1 June 2007 was only pulled

on 22 May. Therefore, it is plausible (based on our own behavioural model of
vendors bringing forward listings as a response to the onset of HIPs) that there was
some increase in listings towards the end of that month, which would have been
followed by a dip in the subsequent month. The key question of the success or
otherwise (so far) of the model comes down to whether the fall in listings to June
can be convincingly attributed to HIPs or whether it is much more plausible that this
is principally a matter of wider market factors.

A3.34 May listings were 19,000 properties, or 10.5 per cent, up on our expected value.
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On the other hand, June was 40,000, or about 17 per cent, down. If one ignores all
other causes of market noise that could affect the level of listings, it would appear
that just under half of the June drop could be attributed to the aborted introduction
of HIPs resulting in listings being brought forward from June to May. Re-basing
Scenario IIT on this basis is also shown in Figure 8 (labelled as “Scenario III,
re-based on difference between May & June”). In addition, part of the discrepancy

is likely to be that predicted by the deviation of Scenario III from the actual roll-out
dates — namely that Scenario III gives figures that under-predict the fall in listings for
September.



A3.35

A3.36

A3.37

A3.38
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It seems likely that reduced mortgage availability and increasing uncertainty amongst
both buyers and vendors have had an effect on the number of recorded listings. The
dip in listings in September in particular may be seen as a reaction by vendors to
increased uncertainty in the housing market, followed by a subsequent correction.'

In addition, the HIPs regime may also have reduced the extent of multiple listings
for properties with three or more bedrooms. This may be causing some reduction in
the level of listings overall.

So, our model of the effect on listings appears, so far, broadly endorsed provided
that one accepts that market forces beyond HIPs have had a material impact upon
listings. Looking beyond the impact of HIPs on listings it is far from evident that
HIPs has caused any deviation from the pre-existing trend in prices or mortgages
(see for instance, Figure 6 and Figure 7 above).

Although our model appears so far to have predicted quite well the HIP effect on
listings in the transitional period, it does not of course automatically follow that our
model will be equally successful in its predictions of how the transitional impact
might die away. A critic might still reasonably assert the view that HIPs will have led
to material falls in the number of listings and that this fall will be permanent, rather
than the market returning broadly to its previous path (normalised for wider market
impacts, such as interest rate changes or the credit crunch) by April next year as
predicted by our model.

Time on market

A3.39

A3.40

In the Main Report we noted that efficiency gains (if any) that HIPs produce for the
home buying and selling process would probably not be apparent for at least six
months, and this does seem to be the case so far.

In our report we discuss the potential impact of HIPs on time on market, both in
the short and longer term. The chart below clearly illustrates that time on market
has increased in recent weeks. However, the timing of this increase makes it appear
more likely to be linked to the credit crunch and the slow softening of prices with
the market moving in favour of buyers than HIPs lengthening the process. Whatever
the balance of causation, increased time on market does impact upon listings in our
model as presented in our main report, albeit not significantly.

10 Tt is interesting to note that this closely corresponds with the key period of the credit crunch as illustrated in
Figure 1 above.
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Figure 9: Time on market
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The transitional arrangements

A3.41 The transitional arrangements are due to drop away at the end of 2007. These
arrangements have allowed, in theory, for the purchase of HIPs to be deferred,
as long as a HIP has been ordered prior to the property being marketed. If it is
assumed that these arrangements have worked, then they should have acted as a
partial brake upon one aspect of the behavioural changes that we incorporated into
our model. This is because, simplistically, if you do not need to have a HIP prior to
marketing you should be less likely to bring forward your plans in order to avoid it.

A3.42 However, the removal of the transitional arrangements, provided that it lags behind
the final implementation of the HIPs scheme to cover the entire market and the
necessary agents to provide HIPs are in place to cover new cases and any back log,
should not be of great consequence in itself.

A3.43 It seems likely that the transitional period, and perhaps some uncertainties created
by the complexities that have arisen in the policy process and timing, have tended
to delay the market’'s adaptation in terms of providing market-based “solutions”
to HIPs. For instance, once the HIP is established as a feature of the market, then
practitioners can focus upon delivering it more efficiently and/ or cheaply.
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Updated Conclusions

A3.44

A3.45

A3.46

A3.47

A3.48

A3.49

As noted in the Main Report, there were already signs of a softening in the housing
market that preceded the events of summer and autumn 2007. That said, the housing
market is in a more clearly vulnerable state now than was the case in July for the
reasons rehearsed above.

HIPs currently apply to approximately 60 per cent of the housing market in England
and Wales. Its implementation to date has been against a backdrop of an already
weakening housing market and new factors the full impact of which are not yet fully
apparent.

It seems likely that what we observe is a market that had begun to slow in 2007 and
upon which HIPs may have had an additional modest-but-material effect on listings
activity but no discernable impact on transactions, mortgages, or prices. However, at
this stage it is still too early to be definitive about what the scale of impact has been
(indeed, even on the Europe Economics model the transitional effects — let alone any
longer-term impact — are still under way).

Even with a longer-term view, the sort of data available and limits to the academic/
practitioner understanding of the functioning of the housing market mean that

in reality it will be very difficult to ascribe with any precision how significant an
impact HIPs will have had on prices, mortgages and transactions. The likelihood is
that it has been and will be much smaller than the uncertainties of measurement
surrounding much more material factors such as interest rates, and employment and
wage expectations. Going forward, with further potentially even more significant
factors adding to pressures upon the market — such as the unwinding of fixed rate
mortgages, the credit crunch and a slowing economy, the effect of HIPs (if any) on
prices, mortgages and transactions is likely to be an even more limited proportion
of the total impact, and even less possible in practice to measure separately — it will
just be too small to notice amongst the noise of the wider issues.

Notwithstanding this, we still expect the effect on /istings due to the implementation
of HIPs to have largely washed through within three to six months of its introduction
— so if, for example, smaller properties were to have a HIP requirement from 1
December 2007, the market would be back to a path that reflected wider market
developments, and in which there was no longer a material transitional HIP element,
by April 2008. There would be a residual impact in that we expect HIPs to deter

a small proportion of sellers (those testing the market without little real intent to
pursue a transaction through, or about 4 per cent of the total) from seeking a listing.
By definition, since those listing that fell into this category had no intention of
actually selling, this latter effect is unlikely to have a measurable impact on actual
transactions.

Standing back from this specific evaluation of the potential effect of HIPS and taking
a wider market based view, the position appears to be this:
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(a) The UK housing market has been growing strongly for a number of years and
affordability pressures have been building up. A combination of these and
interest rate increases resulted in an almost inevitable slowing in 2007 and this
process was added to later in the year by the effects of the ‘credit crunch’.
Although HIPs have surely had some impact on new listings, it is striking that
few analysts have identified HIPs with either the start of the wider market
slowdown or with much lower rates of house price growth in 2008. There is a
widespread view that it is very difficult to identify a specific HIP effect on price
trends (as distinct from listings).

(b) In a softening market reduced listings might most naturally be argued to lead to
limits on any tendency for prices to fall, since with buyers would have fewer
properties to choose from. With 60 per cent of the market already covered by
HIPs and with a degree of uncertainty regarding future house price trends there
are strong arguments for putting the whole market under the same regime,
particularly in the context of more testing and uncertain market conditions. From
a market perspective closing off uncertainty regarding the HIP regime is likely to
be seen as a positive step forward given the range of other pressures coming
through. Indeed, were the HIPs rollout not now to be completed, it is possible
that that might be interpreted as a negative signal for the future of the housing
market — as if the government “knew something nasty” about the outlook for
housing.

A3.50 We repeat, as in the Main Report: Although prices may fall (or rise) during the
next twelve months, as in other markets this will be overwhelmingly driven by
the fundamental drivers of supply and demand, rather than by HIPs. The idea that
HIPs would be the main or key determinant of the direction of the housing market
remains, in our view, unfounded. In other words, although the world has changed,
our view of the likely impact of HIPs has not.
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