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The long and winding road to recovery in the mortga ge market
By Gary Styles Strategy, Risk and Economics Directo ~ r Hometrack

Over the last few weeks | have been presenting Home  track’s latest views on the mortgage
market to various audiences around the country. Wh at is clear is the industry has become
resigned to a long and protracted period of weaknes s in the mortgage market with widespread
acceptance that any recovery could be short-lived o r undermined by any economic and policy
shock.

Making an economic assessment at present is extremely difficult given all the uncertainties that Mervyn King and others
have outlined in recent statements. The key issue seems to be the depth and duration of the current recession and the
shape of any subsequent economic recovery. Is the recovery going to be V, U, W or indeed L shaped? Existing economic
models and approaches are finding it increasingly difficult to cope with new data as it is published. In many senses the
current economic developments will shape new models and new approaches to economic management going forward.

The uncertainties we face can be broadly split into cyclical and structural issues — see chart below. There has been huge
discussion about the cyclical issues we face namely near zero interest rates, huge output falls, rapidly rising unemployment
and falling household wealth (housing and financial). These factors alone are difficult enough to deal with but when
combined with the structural upheavals in the banking sector and the subsequent reform of the regulatory regime it should
come as no surprise that economists are running for cover.



Threats to recovery — structural and cyclical
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Banks and lenders are having to cope with political interference and regulatory imposition not seen for many decades and
perhaps not really experienced since the 1930’s. As banks struggle to fund existing balance sheets and meet all the other
requirements mentioned above it should come as no surprise that lending remains in the doldrums and hibernation has
become an attractive option for some.

The parallels with the 1930’s should not be forgotten or as J K Galbraith said in The Great Crash of 1929 , “The story of the
boom and crash...... is worth telling for its own sake. Great drama joined in those months with a luminous insanity. But
there is the more sombre purpose. As protection against financial illusion or insanity, memory is far better than law. ”

As in the 1930’s we are likely to face even more rules and regulations rather than rely on the memory of the incredible
events of the last two years. Misdirected or heavy handed regulation and rules could hold back any recovery in the market
for a decade.

The chart below compares and contrasts the performance of the housing market in the latest downturn with the 1930'’s.
(Similar pictures for world trade, industrial production and the stock market show great parallels between the two periods).
The housing market has experienced a far deeper fall than in 1930’s and more importantly over a much smaller time period.
So far house prices have fallen from peak levels by 18-22% depending on which index you use compared to a maximum fall
of only 14% in the 1930’s.



House price falls much steeper than 1930’s
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It is this acute fragility in the market combined with the synchronised nature of the global economic recession that makes
forecasting so challenging (or foolhardy).

Hometrack has produced a detailed set of forecasts for the UK economy and for the mortgage and housing market. The
summary below shows the base mortgage and housing forecasts for the next 4 years. The broad picture is of a very
gradual recovery in transactions and a restoration of stability in house prices over the next two years. Gross mortgage
lending is expected to reach around £160bn next year up from £144bn this year. Net lending is projected to be zero in 2009
picking up very gradually to £20bn over the next 4 years (around 1/5th the peak level seen in 2007).

Base forecast

G
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House Prices (Q4%)(DCLG Measure)

Housing Transaction Growth (%) -43 -22 24 5 8
Mortgage Lending Stock Growth (Q4 %) 34 0 1.0 1.8 1.6

Net Mortgage Lending (£bn) 40 0 12 22 20

Gross Mortgage Lending (Ebn) 259 144 160 171 191
Gross Mortgage Lending Growth (%) -29 -44 11 7 12

Source : Hometrack. £160-170bn gross lending per annum is likely to be the typical base level for lending. . This is ] |||ll| "l

consistent with 1 million housing transactions (750,000 mortgage transactions). hometrack




These forecasts are conditional on the economy beginning to show some growth from 2010 onwards and for the shape of
recovery to be more U shaped than L shaped. This forecast has a probability of around 40% but as shown below the risk of

a double-dip remains very significant at least 25% or so.

Shape of any recovery / recession
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If history is any guide, then as recovery begins to gather pace the authorities and the central bank may easily be tempted to
tighten policy more than is actually required. This is made more likely as they overestimate how much of the recovery is
due to the natural recovery process as opposed to the impact of quantitative easing and special time limited government

measures.

| will explore some of the scenarios for the lending market next month.



