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BOOM OR BUST – WILL THIS TIME BE ANY DIFFERENT
The title of this speech is “Boom or Bust will this time be any different” 

Or as I prefer to call it “Great Property Slumps I have known”

Before you can talk about property slumps you need to talk about property booms

I don’t really remember the early 1960’s boom

Though I am told that it was quite something

 I do remember the 1971 – 1973 boom and that’s still my favourite

That was a hum dinger of a boom

I suspect some of us remember our first property boom with most affection like our first love or first car

And to me that’s still the best one we’ve had

I remember the 78 – 79 boom and I remember the 1986 – 1988 boom

And now we’ve had what I think will be called the 1999 – 2002 boom

Now you’ll have gathered that this speech is an alternative view 

It isn’t about economics

It is simply based upon my observations of the English property market over the years

I wouldn’t claim to be able to talk for Scotland or Northern Ireland or Wales

During that time I have noticed that whilst there are things you can’t predict about a boom

There are certain things that don’t change

I call them my inevitables

The first is that if you have a property boom

  It will inevitably be followed by a property slump

Another inevitable is that whilst the boom is happening everyone will always say that this time is different and there won’t be a slump like last time

The third is that when you are then in the middle of the slump

Everyone will inevitably say that we’ve learnt our lesson this time and it will never happen again

And another is that a few years later it all starts all over again

Another of my inevitables is that people don’t accept a property boom is finished until months, possibly years after it has

Most now agree that the late 80s boom ended on 31st July 1988 when the hysteria created by the abolition of joint MIRAS relief just came to a full stop

But the fact is that estate agents continued to price up properties throughout 1989 and 1990 even though fewer and fewer were selling

This meant the highest prices and worst lending were after the date on which most now agree the boom in practical terms finished

Which leads me to another of my inevitables

And that is that during a boom surveyors are under pressure to do “realistic” i.e. high valuations

Then in the slump lenders sue them for over valuing

There are however some things which aren’t certain

You don’t know how big the boom will be

But you can come up with some form of prediction of the size of the slump

Because another inevitable is the bigger the boom the bigger the bust

This means sometimes it will entail the full horrors of negative equities, arrears and repossessions like we had in the early 90s

Whilst after other booms you will just see a dead market for a year or so like we did in 1980

Followed by a quiet unexciting but stable market for a few years

So another inevitable is that whether there is negative equity or not

There will certainly be a period of stagnation in market activity following a boom

House just don’t sell

Estate agents start laying off staff

Removal firms go bust

The newspaper property supplements go down to 2 pages and get tacked on the end of the house and garden section

French, American and Australian lenders go home swearing never to return

Regulators stop worrying about whether lenders have been selling the right mortgage

And start worrying more about whether lenders will still be there in 12 months time to sell any mortgages at all

To say that a property boom will be followed by a property recession is as certain as saying there will be a winter every year

It may be a hard winter or it may be a mild winter

But there will certainly be a winter

That’s quite a good allusion if you think about it

Every time we’re in a boom it’s as if we think summer will go on forever

Whilst booms are going on everyone really quite likes them

We all feel richer  

They liven up dinner parties

Governments love them because the voters feel better off and they get the credit

No one wants to be bored by being reminded of reality

But it is an interesting reflection on how we perceive things

That if the cost of milk, electricity or beer goes up that is inflation

And we think it is a bad thing

But if the price of houses goes up that’s an investment and we think it’s a good thing

Think about it

When house prices go up is your house worth more or does it cost more?

It is difficult to coincide the feeling that you are better off now your house is theoretically worth double or even treble what it was 3 or 4 years ago

With the feeling when you hear that this means your children’s school can’t get new teachers because they can’t afford to live in your area

Which brings me to another inevitable

And that is that towards the end of a boom everyone says that if the schoolteacher, junior doctor or whatever can’t afford to get on the housing ladder now

They never will

They will be priced out forever

The simple fact is that once the schoolteacher or the junior doctor or whoever has been priced out of the market

It is the current homeowners as well as them that have got a problem

Who do current homeowners think they are going to sell to when they want to move on?

If new buyers can’t afford to buy

Then in broad terms either prices or salaries or both

Have got to adjust so they can

In practice this probably means you either have to have wage inflation

Or a drop in house prices or both

This is not rocket science

If something gets too expensive people won’t buy it

Or can’t afford to buy it

If you over price you kill your market

That applies to houses as much as any other commodity you can think of

We now have the lowest number of first time buyer mortgages since 1974

Why?

Because we’ve priced them out of the market

But remember when we talk about the price of our houses increasing in a boom and dropping in a slump

We don’t actually mean that

My house hasn’t gone up in price

I may think it has because one of my neighbours has sold for an enormous figure

But the fact is that at the top of the boom considerably less than 10% of the housing stock is actually sold 

The other 90% hasn’t

If house prices quotes “fall” close quotes

That means the owners of the 5 or 10% that bought

Or perhaps more to the point did a capital raising remortgage during that period may suffer

But the rest of us don’t

We are not affected

When we come to sell it should really be academic if we sell for less than our neighbour did a few years previously

Provided we are buying and selling in the same market or not buying at all

Now if you think about it booms are fed by lending

Any one lending 5 or 6 times income isn’t helping some poor impoverished nurse to buy a house

They are in fact helping the existing owner to sell their grossly overpriced property

And make a huge profit at the expense of that poor nurse.  Who can hardly afford the mortgage now

And certainly won’t be able to if there is any increase at all in interest rates

Equally, if a lender is doing a 100% advance they are not lending on that property

They have bought it

What’s worse is that in many areas a lending of 100% today

Is in fact a lending of more than 200% of what the property was worth only say 3 or 4 years ago

What’s even worse they have probably lent the higher lending fee as well

This sort of risk might make some sense if lenders benefited from the increase in value

But they don’t

If the property goes up in value the borrower thinks they’ve been clever and takes all the profit

But if the property goes down in value

And the borrower can’t or won’t keep up the repayments

It’s the lender not the borrower who will end up with the loss

There are, however, some things that aren’t inevitable

Even if we do have negative equities

It isn’t inevitable that it has to become the lenders problem

If a borrower buys at the wrong time and pays too much that should be their problem not the lenders

Mortgage providers are just lenders

They are not in the property business

The lender does not share in any profit if the property increases in value

And it shouldn’t be their problem if it falls in value

Some people will always buy at the top of the market and see the equity reduce temporarily

There are plenty of examples of house values dropping in earlier booms

It happened to me personally in the 1970s but it was my problem

We only started hearing the phrase negative equities in the last boom

But then remember it wasn’t until that boom

That we started seeing 100 per cents, interest onlys, enhanced income multiples, remortgages, buy to lets and capital raising

Before that people just bought houses to live in

Not as investments

You didn’t have people who were borrowing not because they had to

But because they were hoping to make money

The trouble with these people is that they aren’t in it for the bad times

If the going gets tough they go

People who have not only bought a house for their family to live in

But have also invested a substantial amount of their own money into it either by way of deposit or by way of repayments over the years

Aren’t going to let it go without a fight

We must though remember that booms are geographically patchy  

If as normally happens the boom is greatest in London and the South East

They will suffer the greatest slump

Areas such as the North East, which were hardly affected by the 1980s boom

Hardly experienced the negative equity of the 1990s

Incidentally my feeling is that capital raising remortgaging was worse in the late 80s boom than now 

Having said this a lot of that remortgaging happened in 1989 or 1990 after the boom had peaked

When the property market was going dead

And lenders had spare funds to lend.  And the realisation that prices were about to drop hadn’t yet dawned 

So this may be a phenomena we may still see this time

The reason capital raising remortgages are a potential problem

Is because they are not based upon what someone is prepared to pay for that property

But simply on a surveyor’s valuation

At the end of a boom as less and less houses are actually selling

It is increasingly difficult to find any credible pricing to base valuations on

Another inevitable is that whilst at the end of a boom lenders lend too much

In the middle of the slump they lend too little 

At the very time they need to do everything they can to help to sustain the market

They over react and pull back which makes the situation even worse

Something which lenders did in the 1990s, which also made things worse

Was the dumping of repossessed properties without thought to the effect it had on the market  

This meant a property, which had sold for £100,000 two or three years previously

Was knocked down by auction or tender for £40,000

Which then meant all the properties in that street were down valued as well

And suddenly there were even more people with negative equities to worry about

And there were even more borrowers in trouble 

If things really do go wrong this time

And there are significant repossessions

Lenders must try to find a way of disposing of repossessed properties in such a way that it doesn’t simply force prices down even further

There are lots of other inevitables

One I like is bridging loans

As a phenomenon it’s quite an interesting one 

At the end of a boom people do seem to have a greater tendency to buy before they sell  

The retirement home, the French or Spanish property are all good examples

They have a sense of confidence because they believe their existing property is not only worth more than the new one

But that it is in fact still going up in value 

The fact is both the one they are buying

And the one they are selling are probably already over priced

But they don’t believe that

The price they are paying for their new house helps convince them of the value of the one they are selling

In other words if I am buying my new house for that

Then my present one must be worth at least this 

It is a sort of pyramid valuation process

As a result their existing house doesn’t sell 

Prices drop

The margin starts disappearing

Both houses start looking more like liabilities than assets  

They can’t afford both properties any longer

So after a few months they reduce the price to the figure they would have easily sold for originally

But it is now, in a falling market still too much

So a few months later they reduce it again

But again the value has already dropped and again it’s not enough 

The lesson in a falling market if you have to sell is be modest with your pricing even if people say you could have got more  

Sell and get out.  Within 12 months you’ll think you were the clever one

Another minor inevitable is that towards the end of a boom

When people begin to be priced out of the market in this hot spot or that

Well meaning politicians start demanding more affordable housing be built on the green belt or wherever

When I started researching this speech in August 2002 

One or two of my inevitables had already happened this time round 

One or two were beginning to happen 

But some including this one weren’t yet on the horizon

I love it when an inevitable comes together

So it was very gratifying from a personal point of view

When that nice Mr Prescott announced at the beginning of February 2003

His emergency plan to build an extra quarter of a million affordable homes in the South East 

To relieve the pressure in the London area

But whilst I personally was gratified to see my predictions being fulfilled

From a wider perspective I think it’s sad

It sounds like a good idea but it just makes things worse 

It concentrates jobs in the South East

Where the roads, public services, health, education and public transport are already over stretched and just can’t cope

The last thing the South East needs is more people

At the same time it increases the problem of other parts of the country that need to attract people not lose them  

The taxpayer ends up paying twice

Firstly, to subsidise wages and affordable housing in the South East

And secondly, by way of regional assistance to the deprived areas that have already lost more than enough population and industry 

If we do nothing it always sorts itself out

People who were thinking of moving jobs from Doncaster to Dorking decide they can’t afford it and stay where they are  

People in the South East move out either to get something better

Or just so they can afford to buy

I suspect plenty of us in this room are examples of migrations as a result of previous booms

If you do nothing it helps to restabilise the housing market in the South East without the need for any intervention

Another thing that happens at the end of the boom is that the supply of new houses starts to exceed demand

Whether this is a cause of the slump or a result of it I do not know

It may simply be that because a high proportion of property developments are conceived in booms

There is going to be an over supply at the end of the boom 

During a boom you see first time buyers queuing overnight on building sites to be the first in the queue when the houses are released the next morning

When you are in the slump you have any number of developments ticking over, closed or in receivership

I can think of any number of large housing developments that were planned to be finished in 3 or 4 years and took 15

In other words from the beginning of one boom to the end of the next one 

[If you were from my part of the world you would think of :]

Dussindale, in Thorpe St Andrew or Thorpe Marriott out by Taverham

If you were talking about the 1970s examples would be the three estates totalling 500 houses out by the Norfolk coast

Which were started by a developer called Trend in 1972 and finally finished in about 1988

In London the similar story would be the developments and conversions on the Thames

Particularly Butlers Wharf, which was developed by Terence Conran

Or some of the large loft conversions in the inner boroughs

Another problem at the end of a boom is that prices have become so unrealistic they clog the market

Everyone says that if prices are too high they’ll just drop but it doesn’t happen that way

It may be that very few houses are selling but one or two are

People selling are therefore not prepared to drop significantly 

Either because they need that amount to buy their new property

Or pay off their bridging loan or their mortgage

Or they may be those people who always come on to the market at the end of a boom

Just as a punt because they think it’s clever  

They’ll only sell if they get their asking price because they aren’t really serious

So the person who really needs to buy or sell doesn’t know what to do  

They are sensible enough to realise that prices are unrealistic  

But if they want to buy they are going to have to pay that price

So they have to ask a similar price for their own property

So they all just sit there clogging up the market

Not selling

Getting more desperate or disinterested

Stopping everyone else from getting a sensible market going again

In my experience it can take one, two or even three years to clear things

And then finally those that have to sell either bring their price down

Or get repossessed 

The estate agents finally lose patience with the time wasters and take the photos out of the window

Then if we are lucky a sensible market re-establishes itself

Now much of it seems a bit old hat

It’s happened

We’ve seen it

What’s new?

That leads me to another of my inevitables

And that is that there will always be a group

Particularly those whose job depends upon an active housing market

Such as estate agents

Who will keep swearing blind that the market is still active

And there is no problem

Slump?

I can see no slump

Then in a year or twos time you are chatting to them

And they start telling you how bad it’s been

That they didn’t sell anything for 3 months

6 months

A year

Or whatever

And you think

Hold on, these were the buggers who were quoted in the local press as saying no-one should worry         

Houses are still selling

There was a lovely example of this in the Daily Mail on 14th July 2003 under the heading  “Housing Market ‘bouncing back’

Quotes “The housing market could be on the point of a new surge, estate agents claim

Property sales last month were up 21% on March, according to a study of National Association of Estate Agents members

Last week’s cut in interest rates is expected to bolster the market further

Prices in London and the Southeast had fallen by up to 15%

But agents are now predicting an annual increase of up to 25%.” Unquote

Who comes up with these figures?

The point is why do these people think yet more price increases are something to be welcomed

If we are to prevent a slump we don’t need a more expensive market where even more first time buyers are priced out

We are all better off with a stable affordable market

It is that very encouragement by estate agents of price increases which leads to slumps

I don’t know why they do it, but they do it every time

It may have short-term benefits but in the end they suffer as much as the rest of us

Apart from that group the only thing I want to talk about today, which I think the majority of you may find controversial

Is interest rates

There is more strong feeling on this, this time, than I can recall in any previous boom

There is a widely held belief that this time we’ve cracked it

And low interest rates are really here to stay

All I’m going to do is to tell you what’s happened in the past

You can make up your own mind

For whatever the reason

And it may have been different each time

Interest rates have increased at the end of every other boom

In the late 1980s when I was still a practicing solicitor

I can remember a serious conversation with a financial adviser who was acting for one of my clients

In fact it was on a roll up scheme

But that isn’t strictly relevant

And I said yeah OK it seems to work if interest rates stay as they are

But what happens if they go up to 15% like 1981

I can remember both of us laughing at the thought

In just over a year mortgage interest rates had gone up to 14.5%

If you take the whole period between 1988 and 1990 mortgage rates increased from 9.8% to 15.4%.  Over 50%

This time we only need an increase of two or two and a half per cent

Which many of us still regard as small beans

To have much the same effect

How many people who are now taking out a 90% variable rate mortgage or remortgage

Would be able to survive a 50% increase in their monthly payments

As I say the speed of change can be frightening

At the end of the 1971-73 boom bank base rates went up

From a low of 7.5% at the end of June 1973

To 13% in November 1973

Up 5 ½ % in less than 5 months 

At the end of the 1978-79 boom

Base rates went up from a low of 6.5% in January 1978

To 14% in February 1979

7 ½ % in 13 months

If you want to be really frightened they got to 17% in November 1979 and stayed up there for 8 months

The similar figures for bank base rates in the last boom

Are a low of 7.5% in June 1988

Going up to 15% in November 1989

Double in 16 months

Every year for more than 40 years 13,000 people have watched the men’s finals at Wimbledon in the centre court

During the fortnight people have got through 34,000 kilograms of Strawberries

They have drunk 60,000 pints of Pims

And 14,000 bottles of Champagne

Now as we say nowadays past performance is not necessarily a guide to the future

The numbers at Wimbledon could be very different next year

Any number of things could happen

SARRS, tube or bus strikes, power failures, extreme weather, Tim Henman doing something     -     anything

But Wimbledon will plan on the assumption that this year is likely to be similar to last year

And on the whole they get it right

When it comes to interest rates, on the other hand

We know that after every property boom since the war interest rates have increased suddenly and dramatically

And every time

We haven’t said right there seems to be a pattern here

No every time we’ve said this time is different 

And up to now we’ve got it wrong 

Now I sincerely hope that those who think low interest rates are here to stay will be proved right this time

But on the basis of the experience of every other boom

My inevitable when it comes to interest rates

Is that during a boom interest rates drop

Which fuels the boom

And in the slump interest rates increase

Which of course makes the slump even worse

Now if you want to consider why

Part of the answer is that the economy always slows at the end of a boom

As a result Government borrowing which has dropped in the boom

Thereby softening interest rates even further

Then increases at the beginning of the slump

It’ very simple  

In a boom people are spending more

So the Government is getting in more taxes

At the end of the boom the economy slows down

People start spending less so the Government gets in less taxes

So the Government starts borrowing again

And that has the effect of firming up interest rates

As far as I can see this time is no different  

All these things are starting to happen

Government borrowing looks as if it is on the increase

We’ve had the start of inflationary pressures

Such as the fire fighters settlement

Increased Government spending

Council tax increases

The increase in employee NI payments

The current post workers claim

It looks as if we are about to see higher electricity prices as well 

Wholesale electricity prices are now up 15%

Incidentally it can’t be a coincidence that you always see energy prices increase at the end of a boom

We begin to see increasing announcements of redundancies

A few hundred here a few hundred there

But we are also beginning to see Hotel receiverships

Always a tell tale sign

We are hearing increasing concern about the volume of consumer debt

All of which sounds so very familiar

Consumer lending has reached record heights

If you look at inflation whilst inflation measured by the RPI is 2.9%

Public sector inflation is now 6.4%

Now look at interest rates

Historically to give a reasonable return savings rates should be around 3% above inflation

Mortgages should be 1 ½ % or 2% above that

In other words on savings we should be looking for a net return before tax of around 3%

Therefore on the basis of 2.9% inflation savings rates should now be at least 6% as opposed to the current 3 or 3½%

And mortgage rates should be at least 7½%

What I am saying is that the current low interest rates are unsustainable

Even at only 2.9% inflation

They are in fact being achieved at the expense of savers  

The primary reason its happened is not Europe

The fact is that there has been nowhere else for savers and investment managers to put their money  

As soon as Government borrowing takes off

And or the stock market starts looking attractive again

I think you’ll see these artificially low rates disappear quicker than they came

To return to my inevitables

The reason I have detailed them is to help identify the possible signposts of a boom

I’ll now give you a rough route map based upon all the booms of the last 30 years

Everyone I suspect can think of other things to add to it

To start with the end of the boom

House price increases have by now exceeded affordability 

And have become unsustainable

But people don’t accept the market is slowing down

And still think prices are going up

We have the bridging situations I’ve talked about

More people are buying houses in France

Remortgaging is on the increase

Less houses are actually selling

It’ becoming very difficult to get a chain together

And house prices are beginning to look ridiculous to everyone other than those trying to sell 

We then move into the slump which may be up to two or three years after the boom has peaked

Interest rates have now gone up

Estate agents and solicitors are noticing the pinch

Much less lending is happening except possibly on remortgages

People who don’t need to sell give up 

Those who have to are reducing prices

So far as the slump itself is concerned what exactly happens will depend on the economic climate generally

If the employment market stands up

Then although the property market will be difficult it won’t be catastrophic 

The odd forced sale because of bridging or bank collateral will be happening

But that won’t make a huge impact

If, however, unemployment is increasing

Then repossessions will be on the up

This will have a negative effect on prices as more forced sales happen

The longer this goes on the longer the slump and the worse it gets

Moving to the end of the slump

Prices are looking realistic again

They may have even dropped behind inflation

Interest rates are dropping

But confidence in the property market is still dead

Now for the beginning of the boom

Houses start looking affordable

Interest rates and possibly associated housing costs like energy have dropped

And without putting their finger on it people are feeling a bit better off  

The overdraft and credit card borrowings are going down rather than up  

The amount of the monthly repayments for the house I really want

Is now the same as what I was paying for my existing house a couple of years back
Which brings us to the early to middle part of the boom

The market is quite slow

And although prices are going up they are still realistic against inflation

And mortgage repayments compare favourably with what they were 2 or 3 years previously

But people are still cautious

Finally at the middle to end of the boom

Prices have leapt ahead

Affordable housing is becoming an issue again

Youngsters are panicking and forcing prices up

People are beginning to have unrealistic expectations of price

Bridging situations are starting to happen

You hear of more people planning to sell up and move to France

Which is where we came in

There are a couple of factors though to bear in mind when talking about these signposts

Firstly, booms are geographically patchy

So some areas may be affected earlier, some later, some not at all

Secondly, time scales are often much longer than you think

Take the eighties

The market was dead in 1980 and slow between 81 and 84

Prices increased slowly through 1985 and then prices took off in 1986

Whilst we may say the boom stopped in 1988

In fact no one accepted this until 1990 even 1991

So you didn’t really start seeing prices slip and reality prevail until say 1991 or even 1992

Whilst there was a market in London a bit earlier the market recovery in many other parts didn’t really start until 1998

Now that was a longer cycle than usual – partly because the slump was longer

In other words after the late eighties boom the false market of 1989 and the early 1990s took nearly 3 years to evaporate

The slump took say 4 years and the worst as always was at the end

The boom took one or two years to get started

And then lasted 3 years which brings us up to date

The longer the unreal market at the end of a boom goes on

The more the risk of negative equities

A bad slump seems to be where the previous boom has gone on too long

Prices have overtaken affordability

And are unsustainable

We used in the days of open coal fires to describe this as fanning the fire

If you kept the airflow too low the fire went out 

If you got it just right the fire would continue for hours

But if you opened the air vents too far

It would burst into activity and create a lot of heat very quickly

And then suddenly there was nothing left and it went dead

The best example was the late 80s boom  

By October 1987 the market was just peaking

But the price increases we’d had were probably sustainable

Then along comes black Monday

Share prices plummeted – nothing like what we’ve seen recently

But enough to panic the City

To help the City the Government dropped interest rates just at the wrong time for the property market 

It gave out the wrong messages

It gave the property boom a new lease of life 

Then they did something really stupid

It wasn’t that they abolished the joint MIRAS relief on 31 July 1988 

It was that they announced it months in advance so suddenly panic set in

Totally irrational

The saving wasn’t that great

It certainly didn’t compensate for the amount houses went up in that period

Stupid things happened

Like two 21 year old friends from work buying a flat together just to get the joint MIRAS relief

What this helps show is that despite their protestations Governments do not take housing booms seriously

In 1987 they thought the city was more important

This time I think it is convergence with the euro

In both cases the last few interest rate drops before the slump were wrong  

They didn’t have whatever effect they were intended to have on the City, stock market, exchange rates or Euro convergence

But the effect they had on the property market was catastrophic

What we have currently is a Yo-Yo

The lower rates go down

The higher they will eventually then come up

And that is why we have booms and busts 

If you want to alter the cycle

You have got to manage it at least one quarter

Which means eighteen months or two years

Ahead

In many ways it’s arguable that we get the first half of the cycle right each time

Because memories of the previous horrors are still clear

Then as rates go down something else always gets onto the agenda

I think its because that’s the part of the cycle when things look as if they are going right



Inflation low



Economy growing

So people think its safe to allow other considerations to creep in

They then take their eye off the ball

They are lulled into a false sense of security just because things seem to be going right

They forget how delicate the balance is

So at that stage instead of stopping rate reductions when they should

A few more are done  

Very popular at time but they go too far

So the Yo-Yo operates again

If you go too far down you’ve got to go up even further to compensate

If you want to look at a well managed boom it’s the 1978-79 one 

Neat and swift

Just enough to bring prices back in line with inflation

And then dampened down before it went too far

If anyone thinks there is a political dimension to what I am saying

There isn’t

Of the four booms I’ve experienced in my working lifetime

Two have been under Labour

And two under the Conservatives

Up to now the worst was 1986-88

Which was Conservatives

The best was 1978-79

Which was Labour

Why I am perhaps slightly more critical of the current one is that it was avoidable

We now know enough about booms not to make the elementary mistakes we are currently making

What I have been saying so far is simply based on observation

I have deliberately tried to avoid getting involved in economic theory

Because that’s not my job or experience

But I would just tender a hypothesis that the cycle of sustainable house price increases is roughly in line with inflation

Over say a 15 or 20 year period  

In other words in our market house prices don’t increase in a straight line

They happen in fits and starts

When prices drop too far against inflation that’s the beginning of boom

Obviously affordability comes into this as well

But in many ways it’s the same thing

If at the end of the boom prices have not only caught up with inflation but have gone a little bit further

That is probably sustainable

And you may have a dead market

But no significant negative equities

If though prices go too far not only is that final increase unsustainable

But the effect of the slump it creates may be enough to cause prices to drop even below that point

So we go backwards, which means negative equities

OK but how does all this help?

By understanding booms you can plan for them

Looking at it from say a lenders point of view

My first point is that there is still time to try to make sure that even if there is negative equity this time it isn’t their problem

The first thing to learn is that probably their worst lending is made after the boom has peaked 

Prices are at their highest

Volume is dropping

Lenders are faced with the choice of either cutting back lending

Or doing stuff they wouldn’t have done 2 or 3 years previously

This is the time to start being cautious

Its better to do no lending than bad lending

I am not just talking about 100%

And higher income multiples

And things like that

But should people be doing a remortgage for someone who is borrowing to pay off debts?  

If they’re in debt now

How are they going to cope with an even larger mortgage if times get tough?

This is also not the time for any lender to be doing any lending they are not used to or not happy with

If they haven’t previously done commercial lending or sub prime lending

This certainly isn’t the time to start

To move then to my next point

Whilst prevention is better than cure the other thing for lenders to consider is whether they are prepared if the worse does come to the worse

And they hit bad times like the early 1990s

And not only is there negative equity it also becomes the lenders problem

Remember how bad it got in the 1990s

I can remember a building society marketing director telling me that in 1993 he visited one of their branches

And 60% of all mortgage accounts at that branch were arrears cases

Everything lenders did during that slump was designed to make a bad situation worse

When interest rates spiralled in the early 1990s

And the house market went stagnant

And then started dropping

Some lenders became overwhelmed

They had kids who couldn’t or wouldn’t afford their mortgage repayments putting the keys through their door

They couldn’t distinguish between those who were genuinely trying to sort things out

And those who were trying to walk away

Those who were doing their best were often treated unsympathetically

If they tried to sort out the problem themselves 

By finding a buyer for less than they owed

Or tried to find a tenant

They often got an unsympathetic response even though they were losing a lot more than the lender was

So they gave up and walked away

Or were repossessed

And the lender ended up selling it for a lot less than if they had left it to the   borrowers

What was worse because of the time that it all took

The accrued interest

And the legal fees

Meant a shortfall of only a few thousand

Had become a bad debt of £30,000 or £40,000

Everyone was a loser

The lender never recovered that loss in full

The borrower was harassed for payment years later
The fact was each time a house was sold by mortgagees by auction or by tender for less than the mortgage

Not only was it compounding that debt

It was also increasing the problem every time it happened

Because it was pushing property values down even further

And so the problems escalated

This time it is important that if it looks as if things are going wrong

Lenders ensure that their staff are ready to handle problems at an early stage. 

Not just when they become full blown arrears. So we avoid the mass repossessions of the 1990s

Now I have followed booms over the years like other people follow killer sharks, volcanoes or hurricanes and actually they are all a science

It is enthralling and addictive

But that doesn’t mean that I think they are a good idea

Not only are booms a direct cause of inflation

They also totally distort not just the housing market

But also the whole economy

We now have a greater proportion of the population in owner occupation 

It is, therefore, essential that we have a market which allows them to move when they need to 

Allows them to budget

Does not dominate their lives

As it is we have lumbered ourselves with an unpredictable unstable market

Which deters people from moving

Constrains economic activity

And dominates the economy

And the problem is its effects extend far beyond just the housing market itself

For example

Because people feel better off when they think their house is worth more

They feel they can afford to spend and borrow

So as well as a housing boom

You also have a consumer boom

Which is, of course, also funded by credit

Booms are directly related to interest rates

When interest rates go down because most of us nowadays have mortgages

They instantly increase people’s buying power

The problem is that when they go up they have the opposite effect

During a boom, interest rates drop, which fuels the boom even further

But as soon as the slump starts interest rates increase

Which, of course, makes the slump even worse

This means any ensuing slump in the housing market is accompanied by a consumer slump

Shops have the worst Christmas for 10 years 

Pubs are empty

All this then feeds through to jobs as well

Which then creates the very unemployment, which makes the housing market even worse

The key to all this is of course interest rates

So I thought I might talk about them for a few minutes

I suppose I have spent the last 15 years looking at more interest rates than most

I have collected interest rates like other people collect beer mats or original Barry Manilow LP’s

Somewhere in all the Moneyfacts systems.

Whether they be printed, online, e-mail, fax or web

You’ll find most interest rates that move

As well as some that don’t

We don’t just cover savings and mortgages and cards and personal loans

We cover local authority bonds, treasury rates, money markets and Inland Revenue and Court rates

We reckon that at any one time we are monitoring more than 25,000 separate UK rates

Now if you do that whether you like it or not

You start to get a feel for the little buggers 

See their characteristics and idiosyncrasies  

One of the funny things about them is they are the only commodity which over the years has gone Down in price as well as Up

If you think about it everything else is measured in inflationary terms

In other words when we say inflation has dropped

We don’t mean prices have dropped we simply mean they have gone up less fast

Interest rates on the other hand actually go down

In other words when we have inflation

The price of my packet of Kellogg’s Cornflakes increases 

Even when inflation drops whilst the price of my Kellogg’s Cornflakes may go up less quickly

It is still going up

If inflation drops to near to nothing

Then the price of my cornflakes may remain static

Or indeed if there is a drop in raw material prices

Or there’s a special offer it might drop slightly

But broadly the movement is only one way

But with interest rates it’s different, in July 1998 mortgage interest rates were 8.95% 

Now they are 5.5%

In other words they have dropped by nearly a half

This was a real drop

Someone on a variable rate mortgage is actually paying about half of what they were paying 5 years ago 

Not going up less

Actually dropped

Interest rates are a political football

It is very popular when they go down and very unpopular when they go up

Interest rates probably have a greater control over our economic behaviour than anything

Other than wages

And even then wages may be effected by interest rates

When interest rates go down

Because most of us nowadays have mortgages

They instantly increase people’s buying power

And governments get re-elected

The problem is that when they go up they have the opposite effect

And the opposition suddenly starts looking so much more competent

Incidentally, I was saying some rates never change

There is a credit card which last changed so long ago that there is no one left at that bank who remembers exactly when

All they can say is that it was before 1988

I have got to say that when everyone else seems to be changing their rates every five minutes all at the same time

We at Moneyfacts sometimes wonder

Purely from a selfish point of view

Whether the rest could learn something from that bank

Over the last fifty years successive Governments of all persuasions have used interest rates


To get the pound up


To get the pound down


To get us into the ERM

To sort things out when we come out of the ERM


To try to get us into the Euro


To help the stock market 


To get inflation down

It is therefore understandable if we sometimes lose sight of the fact that actually interest rates are not primarily there to be a tool of Monetary Policy

They are actually there

To help people to expand businesses

Buy houses and cars and things like that

And to spread expenditure

Incidentally it is if you think about it a bit peculiar that the one tool we use to control inflation namely interest rates actually causes inflation

If inflation drops you drop interest rates so inflation drops even further

Then if inflation goes up you increase interest rates

Which makes inflation even worse

To return to my point

If you mess around with interest rates too much it can be counterproductive

I am not talking here about inflation

I am talking about interest rates as a commodity

If rates fall too low it is no longer worth your and my while saving

Any commodity must have a value

If it becomes too cheap it becomes counterproductive

In other words quite literally it is no longer worth producing it

A farmer who gets so little for his crops

That it doesn’t cover his costs of fuel, seed or fertiliser

Let alone his time

Stops growing it

An oil company stops new exploration when the oil price falls below a certain point

House builders stop building in a slump

If interest rates are too low

No one wants to invest

If interest rates are too high no one wants to borrow

The fact is when returns get too low people stop investing

I’m happy taking a risk that my Equity ISA may go down in value every now and again

Provided that when it goes up it shows growth of 10 or 15 or 20%

But if the best I can hope for is a miserable 3, 4 or 5% or even nothing

Then I’m not expecting any risk at all especially the possibility of a drop of 50%

We have the most sophisticated advanced retail finance industry of any in the world

And we are playing around with it as if we were still in the age of the Horse and Cart

The sort of fluctuations in interest rates we currently experience cause massive unpredictability to people trying to do the most important thing in their life

Namely buy a house

And invest in things like pensions

In the last 5 years mortgage rates have changed 20 times

Now we haven’t complained because these changes were in a downward direction and so we perceived them as being a good idea

Obviously this isn’t a view savers and investors necessarily share

But even looking at it from a borrowers point of view it has rather been like stuffing food into a starving man

If you are to make changes of this magnitude they have to be managed

Hold on you say that’s OK

What we’ve seen is rates drop

It’s only wrong when they go up.

Everyone applauds when interest rates go down

The press and politicians are never in any doubt that low rates are a good idea

And should always keep going down

They tell us how much better off everyone is when they do

There is that little spokesperson at “employers bodies” who is always quoted on the radio welcoming a drop when it happens and complaining when it doesn’t

OK who is better off?

It may have benefited house buyers

But even that is doubtful

You would have expected affordability ratios to have improved as a result of the drops in interest rates we have seen in recent years

But the opposite is the case

In other words the saving in interest rates has gone not to make houses more affordable to first time buyers

It has simply helped to push up prices

We are told manufacturing industry benefits from lower rates

But it certainly doesn’t seem to have made any difference  

They are in a worse position than ever

So who has it helped?   

It certainly hasn’t helped the pensioner

Or the saver

Or the investor on the stock market

Or the pensions industry

Or those with endowments

Or those taking out annuities

Or those running corporate pension schemes

Everything

The “endowment misselling”

The drop in the value of growth and income bonds and ISA’s

The problems at Equitable Life and all the other life companies

Are referable to low interest rates

Now you can tell me that we are better off with low interest rates as long as you like

You can tell that to the person retiring today

Whose annuity will be half in pounds and pence terms of what it would have been 8 years ago

It’s no good telling them inflation is lower  

The reality is that their income will be half

But their petrol, gas and rates are the same as they were

Or probably more

You can tell that to the Equitable Life with profits pensioners

Whose income dropped over night by a third

Not went up slower actually dropped by one third

You can tell that to the people who invested their life savings in a safe bond

And have seen it drop in value by a half

If you really want to be depressed

Think of the person retiring today and being forced to take a compulsory annuity  

Not only are annuity rates half of what they were 7 or 8 years ago

In some of the worst cases so is their pension fund

This means their pension could be as low as a quarter of what it would have been 7 or 8 years ago

Just think how much spending power has been pulled out of the economy as a result of all this  

The grey pound was one of the significant contributors to the economy in the late 80’s and 90’s

People go on about dropping interest rates to give the economy a boost

But they don’t seem to recognise the detrimental effect lower savings and pensions have had on the economy 

Despite everything everyone says

I don’t think getting rates too low is any better

Than getting them too high

The clever thing is to get them right

And keep them there

So people can plan and budget and invest and lend

Currently those in work are spending not saving

And those who rely on savings can’t afford to spend

What you want is the other way round

I wonder whether the point is

That low interest rates may help boost a manufacturing based economy

But they don’t work if you’ve moved to a service based economy 

Particularly if your biggest service based industries are in the financial sector where interest rates are the actual raw material not just a cost  

To return to booms and slumps

I had thought I might at this stage expound my theory that in fact none of all this is inevitable

If those responsible concerned themselves a bit more with the effects of interest rate changes on the housing and investment sectors

And managed rates more sensitively

If everyone was more confident and realised that this is a cyclical market

And there is no need for panic when prices increase in the boom

And there isn’t any need for panic when properties are hard to sell in the slump

If everyone accepted that it is just a cycle

And that it is us that is making the waves worse then it would cease to be a problem

We could control the worst excesses and even out the peaks and troughs

It might be less fun but it would be much better for everyone  

It would do more to help the house buyer than any mortgage regulation, buyer pack, electronic conveyancing or anti-gazumping legislation

Now as I say I was thinking of saying that but I eventually decided not to

Not because it was pompous and boring

Being pompous and boring has certainly never stopped me in the past

No the reason I decided not to

Is that my last inevitable is that at the end of a boom

Some sad git will always get up and be pompous and boring and say it really shouldn’t be like this

And I am buggered if I am going to be one of my own inevitables

So instead I will end on a more practical note

If things really do get bad in three or four years time

And you are at the end of your tether

And think the market will never recover

And the slump will be with us forever

Just stop and remember my inevitables

The wonderful thing about them is they work both ways

If a boom is always followed by a slump

This also means that when you are in the middle of a slump

The next boom is inevitably just round the corner
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