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‘Why Property Values Must Go Up’

When the financial crisis first hit back in 2007 average UK house prices declined by
some 20% by mid-2009, following which they staged something of a recovery to come back
up by 10%, before levelling off. Since then, by and large, UK house prices have been
broadly flat.

| stress this is average prices as there have been marked differences between the
regions. Prices in some areas, particularly Northern Ireland, have declined considerably,
whilst prices in London and the south kept on rising.

Now, because property values fell and have since been stagnant in most areas of the
UK for the last couple of years, capital growth has become something of a dirty word in
some investing circles.

I think we need to be careful not to throw the baby out with the bath water.

Many experts are now stressing that one upshot of the credit crunch is that it has shown
investors the importance of buying using ‘the fundamentals’.

The fundamental, in this context, is to buy for cash flow and not for capital gain.
Capital gain, they say, is the icing on the cake, but is an added bonus and not a reason in
itself to buy.

| agree that in uncertain market conditions buying a property for positive cash flow
makes sense and gives the investor a degree of security.

But, I'd also argue that, although we might not have capital growth now, when it does
come back, we’ll then wish we had bought property or properties which catch the wave.

Of course, the big question is, ‘what are the prospects for house prices going forward?’

None of us have a crystal ball so who can tell when the market will give consistent
growth? Trying to predict future house prices has embarrassed many commentators. Even
under “normal” economic conditions predicting future house price movements has proved
fraught but it’s even more so now in today's uncertain climate.

Who can predict what the future outcome of the Eurozone crisis will be? What will
happen in the world economy? Will the UK government manage to cut the budget deficit?
What effect will the age of austerity have? When will the major world economic powers
return to growth, or strong growth or consistent growth?

However, I'm prepared to stick my neck out and suggest that one thing we can be
sure of is that house prices, or to be more accurate property values, will increase in the
future.

Now, some of you may not need to be persuaded of this fact, you may never have
thought that to be in doubt.

Others may read this and think I've lost the plot. After all, every so often, an
economist or think tank will publish their conclusions along the lines of either that house
prices are still due a sharp but short-term correction or, alternatively, a long term decline.
Being cynical | assume that the amount of forecast decline is usually in proportion to the
amount of publicity craved by that particular economist or think tank. So we will occasionally
see what | consider to be outrageous claims that the property market is still 30% overvalued,
or is due to decline another 20% over the next 20 years, and so on. It’s all good for the
headlines.

In my opinion such claims are incorrect.



Why? Quite simply because of the fundamental principles that drive property values and
which they seem to have overlooked or disregarded.

There are a number of factors which interact and which drive property values. These
include:

*Rents generally increase in line with inflation

*Property values generally increase slightly faster than inflation

*Rents and capital values are inextricably linked

*Household incomes generally increase slightly faster than inflation

*Household incomes and rents and capital values are inextricably linked

*Interest rates and capital values are inextricably linked.
At the moment these are all pointing to a future increase in property values.

We’'ll have a look at these, and how they impact on property values in this report but

first we need to look at some fundamentals of how we value property, So we can see more
easily how they impact.

A Bluffers Guide to the Mechanics of Property Valuation

When | was at university one of the first things | was taught was “The value of a
property is the sum of all its discounted future earnings™.

Let me try to explain what that means.

In simple terms, the value of a property reflects the property’s earning potential. To
calculate the value of a property, a mathematical process adjusts future earnings back into
today's value, assuming an element of inflation and risk, and then all the individual
discounted sums are added together to arrive at the value.

In this context ‘future earnings’ will usually mean rent but what do | mean by
discounted to today's value? Well, if you think about it, we all know that a pound in 10 years
time won’t be worth as much as a pound today, just as a pound today isn't worth as much as
a pound was worth 10 years ago. The real value of a pound has been eroded by inflation,
and so its buying power is less.

As we know inflation means the spending power of next year's rent won’t be as great
as the spending power of this years rent, we need to discount the rent to see how much it’s
worth in real terms, in other words, relative to the value of a pound today.

So, for example, if inflation is running at 3% per annum, each pound of rent we’ll
collect next year will only be worth 97p in today’s value and each £1 of rent we collect in 2
years time will be worth only 94p in today’s terms, and so on.

To value the property, we can take this years rent, then discount the value of next
year's rent back into terms of today's value, and add it to this years rent, then we can
discount the rent payable in two years time back into terms of today's monetary value and
add at that, and so on until we have the total value of all future potential earnings
appropriately discounted into today's monetary value

We need to do this for all potential future income flows for the property, and when
they are added together, that gives us the value of the property.

If that sounds like hard work, don’t worry, thankfully a mathematical process is used
to value property which takes this into account by discounting, or adjusting the value of
future receipts into today's value for us.

Very briefly the maths requires multiplying today’s annual rent by a multiplier, called
the ‘Years Purchase’, which in turn reflects the need to discount and the risks involved in
owning this property. The multiplier is simply an investor’s required return divided into 100.



So a simple property valuation will look like this:

Rent received £10,000 per annum x Years Purchase @ 8% 12.5 (100/8) =Capital Value
£125,000

8% is the return required by ‘the market’ for this type of property.

There is also something else going on other than inflation and which we also need to
take account of. The price an investor will pay, in other words the value of the property to the
investor, will also reflect how risky the investor thinks it is to own that property. Using
investor speak, the greater the perceived risk the higher the yield or return that will be
required by the investor.

If you think about it this makes perfect sense. An investor has to be incentivised in
proportion to the perceived risk, to own a particular property and this is reflected by the
return he or she will require.

The yield or return is simply the income, or rent, expressed as a percentage of the
property's value, or price.

So as a simple example, if you buy a property for £200,000 which pays you a
£10,000 a year rent, the yield is £10,000 divided by £200,000x100 which equals 5%.

When you understand the maths you can see another principle at work here which is
the higher the yield, the higher the perceived risk of owning a property and so the lower the
value, and conversely the lower the risk, the lower the yield and the higher the value.

Less risky properties are worth more and give a lower return.

More risky properties are worth less and have to give a higher return to induce and
investor to buy them.

At first sight that statement can seem confusing. After all, it would be natural to
assume that a property giving a greater return would be worth more than an identical
property giving a lesser return. Surely a higher return is worth more?

Look at it this way.

In property terms the return on a property investment will be the rent. Let's assume our
investor is interested in property which pays a rent of £10,000 a year.

We’'ll look at a couple of extreme examples merely to illustrate the point.

On the one hand, our investor may think that this property is a very risky buy. It may be in a
poor location, it may be in an area where tenants are known to default on their rent, it may
be in an area where it's hard to let property and there is a risk of prolonged voids, or it may
be that the property itself has inherent risks due to its construction, or its age and the
likelihood of the need for ongoing repairs. In extreme cases it could be that the property has
all of these and more.

As a result, our investor will need to be rewarded, and rewarded well, in order to be
incentivised to own the property.

Let's say that our investor will require a minimum return of 15% before he or she will
buy this property. We need to calculate the value of a rent of £10,000 returning 15% a year.

As we already know the value of the property is the summation of all future receipts
discounted to the present value, and reflecting all the interest risks perceived by the investor,
we need to multiply the rent by a suitable multiplier to account for inflation and risk.

The multiplier, known as the Years Purchase, is calculated by dividing the required
return in to 100.

So if our investor requires a 15% yield the multiplier will be 100 divided by 15% which is
6.67.



Then, to establish the value of the property, all we need to do is multiply £10,000 x 6.67,
which is £66,700.

(An alternative way of doing the maths is to divide 15 by 100 which gives 0 .15, and
then divide that into £10,000. The result is the same.)

Those of you who are good at mathematics may already have an inkling of where I'm
going with this so let's now look at what difference it will make to the value if, instead, we
assume that the property is in an excellent location, is likely to easily attract excellent tenants
who pay their rent on time and in full, and where there are likely to be minimal if voids.

Let's assume that the investor thinks that owning this property is a particularly
attractive proposition and is prepared to accept a much lower yield in return.

Let's also assume that the investor is prepared to accept a return of just 5%

Again, we can look at the value of the property as being the summation of all future receipts,
and so we need to calculate the value of receiving £10,000 per annum at a return of 5% per
annum. We do the maths as before and we can see that the Years Purchase, the multiplier,
is 20. So if we multiply £10,000 x 20 the result is £200,000.

So we can see that although the investor is receiving a much lower return the value
of the asset is much higher. Mathematicians will say that it's because the investor is
receiving a lower return the value is higher.

For many readers I'm probably stating the blindingly obvious, and to risk over-stating
the point a lower return implies a higher value, and a higher return is implies a lower value.
So in this instance, looking at the two extremes, our property yielding £10,000 a year can be
worth anywhere between £66,700 and £200,000 depending upon the amount of risk that an
investor perceives there will be in owning property.

In practice the market, which will be made up of a number of potential investors and
buyers who will each bid or offer to buy at a price which reflects their own individual
perceptions of risk, will determine the appropriate yield.

Whilst we’re talking about risk it's worth bearing in mind yet another fundamental
principle which is that a low yield suggests that an investor considers there to be a greater
chance of future capital growth, and a higher yield suggests an investor considers there to
be less chance of future capital growth.

If you think about it this also makes sense. An investor may be prepared to pay more
for a property now because he considers that there is a much greater chance that the
property will be worth considerably more at some point in the future.

Conversely, an investor is likely to pay much less for a property where there is little or
no chance of capital growth, or meaningful capital growth. He’ll want a much higher return to
compensate.

So the likelihood or otherwise of future capital growth is one of the major risks
‘implied’ within the level of return required by an investor.

Before we move on | just want to make a quick tangential point. You may be thinking
that you have bought and sold plenty of properties without going through this mathematical
process of valuing a property.

Most people's experience of valuation would be comparing a property with similar
properties which are sold and where the sale price is known.

So, for example, if you are buy a three bed detached house on an estate of similar
houses you may know that three or four similar houses sold recently at prices ranging
£180,000 and £195,000. The property which sold for £195,000 has been improved by the
owners and was in slightly better condition than the property that sold for £180,000. On the



basis of this information you may consider your property is worth 190,000. This is a very
simple example of what is known as The Direct Comparison Method of Valuation.

There’s nothing wrong with this method of valuation and in many cases is perfectly
suitable. But what you should be aware of is that the mathematical process and analysis we
have just undertaken is “implied” within the figures used to make the direct comparison. For
example, when we buy our own home you are unlikely to work out the rental value and come
up with a suitable multiplier. That's usually not necessarily because you will probably know
what similar properties have sold for. By making comparison you can come up with an idea
of value.

However, we could value it on potential income if we wanted to and we could analyse
the sales prices of similar properties, by estimating the rental value and then working out
what multiplier that rent implies. In other words, use the process | showed you earlier but
backwards. We can then apply that multiplier to the estimated rental value of a property to
get to the value.

Where there’s plenty of direct comparable evidence the Direct Comparison Method is
merely a short-cut so we don’t have to go into all of that detail and analysis and will implicitly
reflect the market’s view on rent and multiplier.

This has all been a rather long-winded preamble to set the scene about how property
valuation works. What we will look at now is the interaction of rents and capital values and
why | think the market is due a (big) increase in prices and how you can take advantage.

Why Rents Point The Way For Capital Values

I'd like to quickly cover what is one of the most fundamental drivers of the market and
is often overlooked by those who claim that prices are due another fall or that capital growth
is many, many years off.

That’s increasing rental values.

Rents and capital values are inextricably linked so it makes no sense to consider property
values whilst not also considering rent.

We can already see from the simple mathematical example that if rents increase, all
other things being equal, then the capital value must also increase.

So why do rents increase?

Simply stated, it's a question of supply and demand. For any product where there is
restricted supply but high demand, prices rise. When there is restricted demand but high
supply, prices fall, and when supply and demand are in equilibrium prices are stable.

Property is a commodity and the same principles of supply and demand apply, and
they apply just as equally to rental property.

At the moment, with first time buyers and others not able to obtain mortgages, or not
able to obtain mortgages on terms which make sense, there is strong demand for rental
property.

It's also true that there are a large number of accidental landlords, home owners who
would, perhaps, ideally liked to have sold their property. However, with the lack of credit
restricting the number of potential buyers they have opted to let their properties instead. This
has increased the supply of rental property, but hasn’t fully satisfied the extra demand. The
result is an overall increase in rents.

Because demand is running slightly ahead of supply, potential tenants will bid at a
level to secure a property. The proviso is that they will only do this if they need to, for
example if demand in the market exceeds supply and there is a shortage of rental property.



In times of acute shortage rents will increase much faster than inflation, but only as long as
tenants can afford to pay the increase. When tenants can no longer keep increasing their
bids, rents will hit a ceiling until incomes catch up again, or unless a tenant is prepared to
accept a squeeze on their living standards to secure the property.

At the time of writing LSL Property Services report that average rents have just hit a
record high, again. Rents are now 3.4% higher than in the same month a year ago. By
comparison the RPI index was 2.7% and the CPI index was 3.2%, so here we can see rents
running slightly ahead of inflation.

So, at the moment rents are on an upward path. Why? The 3 main reasons are:

*demand is running slightly ahead of supply

*despite the poor prevailing economic conditions incomes are still rising, albeit

slowly, in monetary terms if not in real terms

*and inflation is still rising.

If rents are increasing then, at some stage, property values must also increase.

We can see this from the maths.

Going back to our previous example what would the value be if rents increase by 3% per
annum over the next 10 years?

If rents increase by 3% each year then in 10 years time the rent will be £13,439 a
year, say £13,500. So the valuation will look like this:

Rent £13,500 per annum x YP at 8% 12.5 = Capital Value £168,750

The value is now £168,750. This isn’t all that surprising. All other things remaining
the same, if the rent increases, so must the capital value. In this case the rent increases by
35% over 10 years and so the capital value increases by 35% over 10 years.

The point to notice is this. If rents are increasing year on year, as they have been,
arguments to the effect that house prices are going to fall are illogical.
lllogical unless, that is, all other things, apart from the rent, don't stay the same. We can see
that the value of property depends on two main building blocks, the rent and the multiplier
adopted by the market.

So, if rents are rising and prices still fall, the most probable cause of a fall in value will
be a proportionately larger change in the YP or multiplier. Such a change would reflect that
the market has changed it’s view on the return it requires in order to own that type of
property, and that it deems the property to be much less attractive even though the amount
of rent received has increased.

So is it possible that the market could adopt a smaller multiplier in real life or is this
just a hypothetical possibility? Yes, of course it is possible the market might adopt a smaller
multiplier.

We know from before that the multiplier decreases when an investor requires a higher
return, and they will require a higher return when the prospect of owning that property is less
attractive.

We've also already seen that the multiplier has two principal functions. It discounts
future cash flow, in other words the rents receivable into today's monetary value, and it
reflects all the risks associated with the property.

We've also already touched on what some of these risks might be such as void
periods, rent arrears and so on, and we saw that an investor will also want a greater return
when there are reduced prospects of capital growth, and will accept a lower return when
there are higher prospects of capital growth.



So a significant risk which can and does push values down is the risk of reduced
demand from potential buyers of this type of property, which an investor would interpret as a
risk that capital values may rise more slowly or even fall.

So could an increase in return and a fall in the multiplier happen because of a
general lack of demand in the market place?

Yes, of course, if demand for property generally has slumped than the risks of buying
and owning property increase.

An investor will be wondering if prices will fall, or if prices will continue to fall,
depending upon what is happening in the market, and will be also wondering when values
might come back up.

Depending upon how he sees the market performing he or she may need to be incentivised
to buy, through receiving a greater return.

So what could cause a decline in demand? Since the credit crunch we've seen the
property market hit by:

*Rising unemployment. Less people in employment reduces the number of potential

buyers, and people still in employment postpone the decision to buy in case they are

made redundant in the future.

*Lack of credit, mortgages being hard to get, and mortgage terms being restrictive.

Since the credit crunch we've seen mortgage lenders lower LTVs and require higher

deposits.

Interestingly, on the supply side we've seen a fall in the number of new properties being
developed, and owners who didn't need to sell, or couldn't sell, have either not put their
property on the market, or have taken it off the market if a buyer at the right price didn't
materialise.

Together these have created a “low-volume equilibrium” which has helped support
prices to some extent.

The lack of development of new properties probably means we'll see an increase in
prices at some point in the future when, for example, credit comes back and demand
increases and gets ahead of supply.

Getting back to our point, although we might not have recognised it as such, we have
seen buyers demand a higher return.

An investor is unlikely to go into an estate agent and say “l want a higher return” but
they may well say “l want a lower price”. The effect is the same.

An expression of this which we are probably all familiar with is buying BMV, or buying
below market value.

By buying at 25% to 30% BMV the investor automatically increases the return, and
builds in equity. If the investor is nervous or doubtful about the prospects of future capital
growth, in a sense, the equity is the future potential capital growth but received today.

Let's have a look at a mathematical example of how buying BMV affects the return.
Let's say our investor is offered a property for £125,000 which is let out at £10,000 per
annum, in other words is producing an 8% return.

Recent sales to owner occupiers of similar properties suggest that £125,000 is the
true market value.

Our investor is concerned about cash flow and has calculated that he or she will need a
minimum return of 10% in order to cover all the costs of owning this property, including
paying the interest only mortgage. With this in mind investor could offer:

Rent £10,000 x YP 10 percent 10 = Capital Value £100,000



This is £25,000 less than the current open market value, as suggested by recent
sales, and represents a 20% discount.

However, our investor is also concerned that there will probably be no growth for the
foreseeable future and so, inspired by a talk he heard recently at a networking meeting, is
determined to buy at a full 30% discount.

Eventually, after leafleting the area, he finds a highly motivated seller who will let the
property go for £87,500.

Our investor is now able to analyse the deal and calculate he is receiving a return of
11.42%:

Rent £10,000 x YP 11.42 per cent 8.7 = Capital Value £87,500

Our investor now owns a property worth £125,000 which he bought for £87,500 and
which is giving a return of 11.42%.

As chance would have it the tenant leaves shortly after he purchases. Since the last
tenant moved in rents have increased at a little and the investor is able to re-let the property
at £10,300 a year, which is an increase of £25 a month.

Our investor is hoping to finance after six months in order to withdraw some equity to
use to purchase another property and so is hoping the valuer reflects the increasing rental
value.

Assuming nothing else will change the valuation would look like this:

Rent £10,300 x YP at 8% 12.5 = Capital Value £128,750

A valid concern is that the valuer will only have regard to evidence provided by
historic house prices. The difficulty is, and we’ll look at this later, is that there is a time lag
between rents increasing at a nominal rate, and the market recognising capital values have
increased in line.

Here are a few final thoughts before we move on from property values and rents.

If rents increase then the logical outcome must be that capital values increase.

In the examples we looked at earlier we saw that capital values will increase in
proportion to the increase in rent. If all other things remain the same, in other words the
multiplier, this is to be expected.

However, in real life I'd expect capital values to increase at a faster rate than the
increase in rent. Here's why.

Let’s go back to our earlier example of the £125,000 house which is let at £10,000 a
year. We know the return on that property is 8% per annum.

Let’'s assume rents increase by 3% a year.

At the end of year five the rent will be £11,593 and we can calculate that the property will be
worth:

Rent £11,593 x YP at 8% 12.5 = Capital Value £144,912 But say £145,000

Just for a moment, let's assume the rent increases but for some reason the value
doesn't. What would that mean to the return? By working backwards, and by y dividing the
rent into the assumed value of £125,000, we can work out the multiplier is 10.78. This is the
same as a return of 9.3% per annum.



To any investor in the market for this type of property, this property is now looking
more attractive.

Let's see what happens at year 10. If the rent has been increasing by 3% a year then
by the end of year 10 the rent will be £13,439 a year.

If values increase in line with rents then the value would be:

Rent £13,439 x YP at 8% 12.5 = Capital Value £167,987 But say £168,000

But again, let’s see what happens to the return if the rent increases but the value
doesn't increase in line.

Now we have a property producing £13,439 which is still worth £125,000
We can calculate the return on the rent is 10.75%

This is what | think would happen in real life.

If the rents increase the value will not remain at £125,000.

Instead, as rents increase, at some point ‘the market’ will recognise that this is an 8%
property which is now yielding more than 8%. It will be seen to be a bargain. At some stage
the market will bid the property back to 8% and, as we’ve seen from the maths, this would
mean an increase in value. The price/value will be ‘bid up’ long before the return reaches
10.75%.

In fact, from past experience it is possible that ‘the market’ may adopt a lower yield
than 8% (and a higher multiplier than 12.5%). Here’s why.

When the rent of a property increases then the return generated by that property also
increases.

In any market investors will have a choice of assets in which they can invest and the
decision about which assets to invest in will be a trade off between the return generated and
the risks of owning that asset. Generally speaking, as the return increases an investor will
be more inclined to accept a higher risk and of course, regardless of risk, all other things
being equal, a higher return will make an asset more attractive.

As the return generated by the property increases (as the rent increases) the market,
which we can loosely define as being the summation of the views and opinions of the
individual investors who make up the market, will become more and more interested in the
property and will be prepared to bid more for it.

One thing we know about markets is that they are irrational and at some stage it's
more than likely that over-excited investors will over-bid for the property, driving the yield
down and the value up even more. Why? Well, to rationalise what could be an irrational
decision, they will see the rent and the value increasing and may decide it's worth paying
slightly over the odds to secure a steadily increasing return and a steadily increasing capital
value.

That’s something | witnessed in the early 2000’s when | was buying properties in the
north east of England. At first | could buy a 3 bedroom flat for £20,000 yielding 18-20%. At
that point the properties were undervalued. Eventually, as word spread, more investors
came into the market and were to prepare to bid the price up to £40,000, representing a
return of around 10%, and then went all the way to almost £80,000, which represented a
return of around 5%.

My view was a reasonable yield was around 8%-10% and eventually prices fell back
(accelerated by the credit crunch) to that level.

So, in summary, whilst rents are rising, the most logical outcome is increasing
values. If rents keep rising and values don’t increase in line then, at some stage there will be



a stampede of investors into the market who will bid up the price so they can get their hands
on assets returning such an excellent return.

A market will always find it's equilibrium so if a property is deemed to be an 8%
investment but rents push the return up above 8%, eventually the price will increase to
reduce the yield back to 8%, or even lower.

Values Increase in ‘Steps’, or ‘Fits and Starts’

If we accept the premise that property values increase in line with inflation, earnings
and rents we can see that any increases in value don't occur simultaneously. | know that,
again, this is blindingly obvious but it's worth saying.

What we usually see is a time lag. Inflation, earnings and rent, either individually or
collectively increase, and then, sometime later, house prices jump to catch up. So rather
than being a smooth curve, house prices increase in a series of steps.

Because of the lack of credit which has held the market down, we are probably due a
big step up when credit comes back. Some commentators suggest this could be as one big
surge in prices over a short time frame. More likely, in my opinion, it will be a series of small
steps over a longer timeframe.

Why Capital Values Increase With Household Incomes

If household incomes don't increase then eventually renters won'’t be able to pay
increased rents, and values will plateau, and perhaps even fall if the market requires a
higher return to compensate for the prospect of limited growth in rents (and by implication,
limited growth in capital values).

So we can see that there is a strong relationship between income, rents and capital
values.
Of course, a similar relationship exists between property values, inflation and income, as
incomes will respond to inflation, and capital values will respond to income.

Although it’'s hard to put rents to one side, just for clarity, as far as I'm able, I'd like to
quickly look at the relationship between house prices and income in isolation.

As | said earlier, the rule of thumb, which | admit is rough and ready, is that rents rise
roughly in line with inflation and house prices increase slightly ahead of inflation.
Why do house prices rise faster than inflation? Quite simply because house prices are
directly driven by earnings, and generally the trend is for earnings to increase quicker than
inflation

I'm a big fan of David Smith who writes a regular column in The Sunday Times. He
briefly covers the relationship between house prices and income in his excellent book Free
Lunch (published by Profile Books). | think it's worth listening to what he has to say:

“Rising incomes pull house prices higher and incomes have risen steadily, and by about 2%
a year more than inflation (in other words real terms) as long as anyone can remember,
although both fell as a result of the crisis in both 2010 and 2011. Only rarely do real incomes
fall. When it happened in 2011, the 1.2% fall in real household incomes was the biggest
since 1977.

In 2010, the Halifax looked at house prices over the previous 50 years. The average house
price had risen from £2507to £162,085. This is faster than inflation resulting in an increase of



273% in real, or inflation adjusted, terms. It was also a little faster than the growth in
earnings”.

As | write we have just been told that real incomes fell again in October 2012.
However, the point is that despite recent ‘real falls’, in monetary terms incomes are still rising
despite that we are now in the age of austerity.

So this begs the question ‘Are values too high compared with earnings?’

We are often told that they are.

Here’s one way we may be able to get a more informed view. If we go to the Halifax
House Price website we'll see a link for “Housing and Mortgage Affordability Data”. The first
tab shows the house price to earnings ratio.

This data goes back to 1983 and is available regionally and for the UK as a whole.
At the time of writing it shows the house price ratio for most regions is either very slightly
above the long-term average for that region or, in most cases, slightly below the long-term
average for that region. In the UK as a whole the long-term average is 4.07 and the current
ratio is 4.04.

So, on the basis of this data, we can assume that, despite arguments to the contrary,
property is not now overvalued in comparison to earnings.

Earnings are, of course, an important driver of house prices because most, if not all,
lenders grant mortgages based upon multiples of income earned by the household applying
for the mortgage.

The affordability of the mortgage is another potential indicator of the level of house
prices, and the Halifax also show mortgage repayments as a percentage of income.

As base rate is 2%, and has a consequent downward pressure on mortgage rates,
it’s not surprising that today's ratio is lower, in every region, than the long-term average.

For the UK as a whole the current figure is 26.1% compared with a long-term
average since 1983 of 36.3%.

Lower interest rates mean buyers can afford to borrow more on their mortgages
whilst paying less interest. So they can afford more expensive property on their income or,
put another way, housing becomes cheaper relative to their income.

At the moment this is probably underpinning prices but lays a foundation for future
growth.

Are Interest Rates Really ‘Artificially Low’ and When Will They

Increase Again?

I've read a few times comments to the effect that the Bank of England is keeping
interest rates ‘artificially’ low. I'm not entirely sure what is meant by this. Behind this
comment is the implied assumption that rates should be higher, perhaps 3% or 5% or
whatever.

However, as the economy is failing to generate any meaningful growth, even with
rates as low as half a percent, I'd argue that these rates are not artificial but are entirely
‘appropriate’ to the economic situation we find ourselves in.

Certainly Japan provides a precedent for ultralow rates over a prolonged period of
time. At the moment the USA and the Eurozone also have sub 1% rates.

The reality is that we are frequently told a recession following a financial crisis isn't
like a ‘normal’ recession because of the overhang of debt which results, and different rules

apply.



Bank of England minutes from a recent rate setting meeting show that the Bank of
England have recently discussed with the FSA the possible effects on the banking sector of
a further cut in base rate. The fact that they have even had the discussion when base rate is
just half a percent speaks volumes of the times we are now in. The Bank of England were
persuaded that another rate cut would be detrimental to the financial sector but the fact that
they investigated a cut shows that they aren’t thinking of an increase any time soon.

As | write the money markets are implicitly suggesting rates won't revert back to 1%
in the UK until 2018 and this suggests that in this economic cycle we could well see rates
peak well below the previous equilibrium rate of 5%. Relatively low rates could be with us for
a long time.

Does that suggest the danger of another house price boom? Not necessarily, a lot
will depend on the underlying economic conditions, levels of unemployment, and critically,
availability of credit. At the moment getting any sort of momentum into the housing market
seems hard.

Should Interest Rates be Increased to Drive Down Property Values
and Make Property More Affordable?

There ‘s another argument | find curious, that interest rates should be increased
regardless of their affect on house prices, or even that they should be raised to drive prices
even lower to finish the correction and make property more affordable.

I can't help feeling that those who suggest that this should happen haven't really
thought through the consequences, and have forgotten that it's only four years since the
Government spent billions of pounds bailing out the banks after the last fall in property
values.

The banks still have significant loan books with collectively millions of mortgages
worth trillions of pounds secured against property. There’s already an uneasiness as to
whether there is sufficient collateral represented by these properties because of possible
negative equity.

The banks are obliged to have a minimum value of assets held against these loans. If
interest rates went up, suddenly, and prices fell again, the value of the assets, in other words
the property backing the mortgages, would fall, and the banks would be in serious trouble.
We'd be looking at bank bail out number two, something the Government really can't afford
and something the Bank of England will be anxious to avoid.

To me, this suggests that interest rates aren’t moving much until property values
increase, and won't be back at the ‘equilibrium level’, whatever that is nowadays, until the
property market recovery is well-established. Otherwise we could be heading for another
financial crisis with multiple bank failures.

Is The Current ‘Real Value’ of Property Part of a Government Plot?
Whilst we’re on the subject here's something else I've been wondering about for a

while. As | write, we’re now some five years into the credit crunch and credit is still crunched.
It's obvious to many that the mortgage market is starved of credit and businesses are finding
it hard to get loans. For the last four years or so the Government has been saying that banks
need to lend more. Despite that the UK Government now has a major stake in the banking
sector, for whatever reason, they have been unable to lean on the banks enough to get them
lending more.



This seems a little strange. | might sound like a conspiracy theorist but | wonder if
this is a case of “crocodile tears”. It sounds good to say that the banks need to lend more but
perhaps the Government are happy not to interfere too much. Perhaps they have their own
agenda?

What agenda? Well, | don't know, this is purely conjecture on my part but perhaps
they are happy for restricted credit to dampen the property market.

If you think about it, any Government initiative to help the market has so far been
restricted to helping first-time buyers and builders of new developments, and even then will
only help a limited number of buyers. There has been no general help for the market as a
whole. In fact, if you think about the way that stamp duty for first time buyers was
reintroduced, you could even say that the Government have not been helpful to the market
at all.

There was talk towards the end of the boom in 2007 of “decoupling” the housing
market from the economy, the rationale, | think, being that the economy was too dependent
on the housing market. Perhaps saying the right thing in public, whilst leaving things as they
are, is part of this decoupling process?

Using average UK prices, values are currently 10% below the 2007 peak. However,
since 2007, we’ve had about 20% of inflation meaning that real values are now some 30%
below the peak.

Whether it's part of a secret government plan are not, there has already been a substantial
readjustment of property prices, and perhaps that's what they've been hoping for.

So Will Property Values Increase?

When you take into account inflation, rents and household incomes, I'm confident
house prices will rise, as the drivers of increasing property values are all in place. In
summary these are:

Firstly, household incomes are increasing, albeit at the moment behind the long-term
trend, but they are increasing in monetary terms despite the recession.

Secondly, interest rates are low and are destined to stay low for the foreseeable
future, and this is reflected in one of the lowest ratios of mortgage payments to income that
we've ever had, if you look at the Halifax statistics.

Thirdly, rents are still increasing. Even if the rental market slows and rents plateau,
we can still see that rents are now considerably higher than they were when house prices
peaked in 2007, suggesting house prices need to catch up at some stage.

The only drivers not currently in place are accessible credit and market confidence.
The Government and the Bank of England are hoping to resolve the ongoing problem of lack
of credit by way of quantitative easing and through the Funding For Lending scheme, £80
billion made available to banks to pass on to small businesses and home buyers. It's early
days but there are suggestions it’s helping ease the credit markets.

Increasing market confidence is harder to address and will recover only gradually as
the economy as a whole improves and makes potential buyers feel safer in their jobs and
increases their spending power.

As underlying demand is still present in the market I'd suggest easily available credit
is the more important of these two missing drivers.

Something we haven't mentioned too much so far is the lack of supply. Instead, we've
concentrated on the demand side but, as we all know, prices are influenced by the
interaction of supply and demand, so let's have a quick think about supply.



Even before the credit crunch developers weren't building nearly enough properties
and since the credit crunch things have only got worse.

The truth is that the Government can tinker with planning all they like to try and
encourage developers to build but until prices come back to a level which makes
development financially viable, in other words profitable, developers are bound to be a little
half-hearted.

At the same time the population of the UK is increasing, and the number of
households needing somewhere to live is increasing. These, together with the drivers we've
already thought about, give some credence to the view that the housing market is currently
like an elastic band which is stretched and waiting to snap back. When it does, prices could
increase rapidly.

Again, this isn't a surprise. As Warren Buffett says “all markets revert to the mean”, in
other words it’s long-term trend. House price increases are now some way below the long-
term trend. Of course, a key question, which | won't answer now, is “has the long-term trend,
or future rate of increase, been permanently changed or affected by the financial crisis?”

Of course, the only thing we don’t know is when values will recover although the
quick and easy answer is “when credit becomes more readily available”.

Even though we don’t know when we do know that they will.

I'd like to finish this section by quoting David Smith again (from Free Lunch) with his
excellent summary of why we can expect house prices to increase over the long-term.

“No longer do you have to wonder uneasily whether the local pub bore might be right when
he tells you that house prices are going to fall for the next 30 years. Just ask him whether he
thinks incomes are going to fall at and why that should be. No longer, too, do you have to
smile politely when somebody suggests that, irrespective of the level of interest rates, house
prices are too high’.

Here’s to successful property investing.
Peter Jones B.Sc FRICS
Chartered Surveyor, author and property investor
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