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There have been stirrings of excitement in the property market recently. Data on 
activity, such as home loan approvals, has been picking up ever so slightly. And I’ve 
seen it at first hand too.  
 
I was a member of the panel at an investors’ seminar hosted by PFP Group in 
Harrogate last week. Two investors came up to me at separate times and said they 
were trying to buy properties but the market had got very tight and the estate 
agents they were talking to had never been busier. Did I think we’d already seen the 
bottom?  
 
I had to disappoint them. I don’t think we’ve seen the bottom – in fact, I don’t think 
we’re anywhere close. Here’s why...  
 
Affordability is the problem in the UK housing market... 
 
The problem in the UK housing market is affordability – or the lack of it. We are 
nowhere near the levels where the market can start to resuscitate. The Nationwide 
Building Society’s first-time buyer affordability index (black line on the chart below), 
which measures initial home loan payments as a percentage of take-home pay (so 
the higher the index, the worse affordability is), is still five years away from a 
market trough if the last housing downturn is anything to go by.  
 

 
 
The low on the affordability index was 46, in March 1996, which was around about 
bang on when house prices finally began to trend up again after the 1989-95 sell-off. 
House prices are of course part of the mix of the affordability equation and so it’s no 
surprise to see that the index fell faster in the early days of 1989-93 than it did when 



house prices were much closer to levelling out in 1993-96 (i.e. still falling but at a 
much slower rate).  
 
Bringing that analogy forward to today’s market, the index (which is quarterly and 
lagged, so the most recent datum is December 2008) is currently 105.7, or less than 
a third of the way down to cycle-low affordability. As at end-December, the 
Nationwide house price index was 14.75% below its peak. Can we say that a drop of 
that size is likewise less than a third of the required correction? Probably not, but 
almost no matter how you look at the UK housing market – be that through the UK 
house price to history ratio; the house price to GDP ratio; the ratio of house prices to 
other assets, or house prices to earnings – you get the same sort of target fall: 40-
50% in real terms. Given that 1989-1996 saw a real-terms drop of nigh-on 40%, 
that’s not so surprising.  
 
...but that's only half the story 
 
Aha! Say some. Surely the late 1980s were characterised by super-high interest 
rates, so it was no wonder prices fell. Well actually, the super-high rates were at the 
peak of the market. Rates fell every year from 1990 to 1994 and again 1995-1996. 
Yet real house prices fell in each and every year. Because affordability (in terms of 
monthly outgoings) is only half the story. If I’m a buy-to-let landlord and my rental 
income now exceeds my home loan payments (for the first time in quite a while) that 
does not mean I make money, even after all costs.  
 

 
 
The change in the value of the property is critical. Even small percentage changes in 
capital value far outweigh any considerations about rent, a fact that the property 
cheerleaders made the most of during the upswing. Even though we could see it 
would all end in tears because rents weren’t covering outgoings, landlords were still 
enjoying total returns that were comfortably positive.  
 



In the end, it wasn’t just net rents that couldn’t cover a 100% home loan – some 
landlords found that gross rents (before all costs, voids, etc) wouldn’t even cover 
loans that were well short of 100%. Such warning signs went unnoticed by far too 
many people. Yet now, many still want to rush back into the burning building just 
because a temporary change in wind direction has blown the smoke away to one 
side.  
 
HBOS, presumably a bit concerned by just how unaffordable its data was making UK 
houses look, stopped publishing its house price to earnings ratio in early 2006. This 
is just one of the problems with data on housing: it all comes from less-than-neutral 
sources such as estate agents and lenders. Still we can do a rough update by using 
HBOS house prices and weekly earnings from the government’s ASHE (Annual 
Survey of Hours and Earnings).  
 
According to HBOS, house prices peaked out in August 2007 at £201,000. Average 
weekly gross earnings in the UK in 2007 were £376 (£19,552 a year). Multiplying 
that by about 1.5 brings single person earned income up to (earned and non-earned, 
usually two-person) household income of around £29,900. The house price to income 
ratio would therefore have been around 6.72 times at its peak, using the HBOS 
measure.  
 
So have house prices hit the bottom? 
 
On the same basis, today, the ratio, based on an assumed average household 
income of £31,200 and an average HBOS house price of £160,869 is still a very high 
5.16 times. To give you an idea of just how high that is, it’s still above the 1989 
peak ratio of 5.02 times.  
 

 
 
Now if that looks like a fully mature sell-off to you, then I say go for it and pile back 
into the property market. Personally, I think I’ll wait until either one of the 



affordability or the long-term house price to earnings ratios returns to ‘buy’ signal 
territory.  
 
History says it may take a while; perhaps three to five years. But history also 
suggests it’ll be worth the wait. The downside could easily be 40% in real terms, 
even from here. Just look at what’s happened in the US already (-32% and falling, 
judged by the Case-Shiller index) if you don’t believe me.  


