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The Effect of the Buy-to-Let Mortgage on the Price-Rent Ratio

UK house prices are now above their pre-crisis peak,
on most measures, and RICS lead indicators suggest Chart1 Price to Income and Price to Rent Ratios
that they will continue to rise through much of next year. 180
The strong growth in recent years has led to concerns
over the sustainability and affordability of current
prices, which look stretched relative to many valuation
metrics. Several common metrics that attempt to gauge
the extent of overvaluation in the property sector are
the ratio of prices to income, the ratio of debt service
costs to income and the ratio of prices to rents. Chart 1
shows the price-rent and price-income ratios relative to
their long term average (in this case the data has been
transformed so that the long run average equals 100)
over the course of the last three decades.

Index - Long term average (1987-2006)

The legitimacy of the price-rent ratio as a measure of
overvaluation rests in the user cost theory of house —Price to Rent Ratio
prices. According to this approach, in equilibrium, the 60 = =Price to Income Ratio
rental value of housing should equal its user cost,
where user cost takes account of all the costs and "
benefits associated with owning the property (interest 1987 1989 1991 1993 1995 1997 1999 2001 2003 2005 2007 2009 2011 2013 2015
payments, expected capital gains, maintenance costs, Source Halfx, Nationwids, ONS
property tax, etc). In a free and flexible market, arbitrage

opportunities should ensure the price-rent ratio should

be mean-reverting as long as the factors influencing user

cost are stable. Any permanent change in any of the

above determinants of user cost can result in a change chan2 Share of Dweling Stock in Diffrent Tenures

in the equilibrium price-rent ratio but a divergence in ¢

prices and rents caused by a short term change in any 5 " w |
of these factors is deemed unsustainable and prices
and/or rents can be expected to change again in future.
While many doubt the legitimacy of crude metrics such
as these given the changes in financial conditions in
recent decades and the dynamic nature of residential
property markets, they are still closely watched. Indeed,
despite their simplistic underpinnings, they have proved
over time to be reliable indicators of when markets are
overheating.

As chart 1 shows, the price-rent and price-income ratio
are both currently elevated relative to their historic trend. 8
The substantial loosening in credit conditions over the
course of the last 20 years has driven both ratios higher. 5
While both metrics moved almost perfectly in line with — =% of stockin owner occupancy (RHS) 60
each other in the 1987-2002 period, since then they have
diverged with the price-rent ratio significantly higher .
relative to its own past rate. To see what has driven the 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 2012

divergence between these ratios over the last 15 e

= % of stock in PRS (LHS)
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years we must look to the cause of the disconnect in the
historic relationship between rents and income.

The introduction of the buy-to-let (BTL) mortgage in

1995 and it's subsequent popularisation has resulted in a
doubling of the share of the housing stock being held in
the private rental sector (PRS) over the course of the last
15 years. Several studies have suggested that the growth
of the PRS has pushed up house prices and crowded out
other buyers and through this demand channel it will have
contributed to a rise in both the PR and Pl ratio. However,
the advent of this new source of finance for landlords also
had a significant effect on the supply side of the market:
Chart 2 shows the change in tenure structure in the UK
housing market that resulted largely from the advent of the
BTL mortgage.

The supply of housing tenures prior to the introduction of
the BTL lending can be thought of as being restricted by
a binding credit constraint which kept the stock of private
rental properties away from society’s desired level. Given
that the introduction of the BTL mortgage offered a new
type of buyer an entry point to a new investment market, it
is likely to have resulted in an increase in supply of rental
properties at a given rental yield. This credit constraint
can be thought of as an additional factor adding to user
cost and raising rents relative to prices. Data from the
English Housing survey indicates that average private
rental growth slowed in the post-2002 period. Income
growth also slowed over this time, albeit to a lesser
degree. More subdued rental growth relative to incomes
is what would be expected following a boost to supply that
leads to a more competitive rental market.

The continuing changes in tenure structure suggest

that the market is still in transit towards some sort of
equilibrium but given the other changes affecting the
market in recent decades it would be naive to think

that this is the only factor driving this change. Indeed,

the introduction of the Assured Shorthold Tenancy as

the default lease type and the removal of much of the
burdensome regulation of the sector were very pertinent
factors attracting investors: however, in the absence of the
BTL mortgage it is unlikely that the growth we have seen
in the PRS over recent years would have been possible.
The growth of the PRS since 2002 suggests that the

lack of financing for BTL purchase was indeed a binding
constraint prior to its introduction. While the ultimate
equilibrium in this market will take time to unfold and has
been disrupted by the financial crisis, the increased share
of properties in the rental sector is likely to remain a more
permanent feature of the market (see chart 3), unless
policymakers actively and try to discourage this outcome.

Chart 3 Buy-to-let Lending and Growth of Private Rental Sector
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Some of the divergence in the PR ratio over recent
years is almost certainly unsustainable given the role
that ultra low interest rates have played in driving

price growth. However, with rental values probably
growing more gradually now than would have been the
case in the absence of the BTL mortgage market, the
ultimate equilibrium is likely to be higher than its long
term average. Recent measures from the Chancellor,
such as the new stamp duty layer and the removal of
mortgage interest rate relief for buy-to-let properties
will discourage investment in the PRS and are likely

to also have an effect on the ultimate equilibrium PR
ratio. Indeed, in a question added to the January RICS
Residential Market Survey, around 50% of respondents
took the view that the recent policy changes would
cause landlords to reduce their property holdings.
There is the chance that institutional investment could
fill some of the gap if there was an exodus of private
landlords and recent announcements from the likes of
Grainger and L&G show their interest in the build-to-
rent sector. However, individual landlords have been the
backbone of this market and any significant withdrawal
of investment on their part would surely be impossible
to replace and would substantially change the supply/
demand dynamic in the market.

Given the many changes that have affected the PRS

in recent decades, the most substantial of which is
surely the growth of BTL lending, it is probable that
simple comparisons of the PR ratio to its historic

value will result in an inaccurate measure of valuation.
However, comparison of the ratio to more contemporary
values still gives useful approximations to changes in
affordability. As the RICS expectations data in chart

4 shows, housing affordability only looks likely to
deteriorate over the coming few quarters with a higher
net balance of surveyors expecting prices to rise rather
than rents.
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Confidence through professional standards

RICS promotes and enforces the highest professional
qualifications and standards in the development and
management of land, real estate, construction and
infrastructure. Our name promises the consistent
delivery of standards - bringing confidence to the
markets we serve.

We accredit 118,000 professionals and any individual or firm
registered with RICS is subject to our quality assurance. Their
expertise covers property, asset valuation and real estate
management; the costing and leadership of construction
projects; the development of infrastructure; and the
management of natural resources, such as mining, farms and
woodland. From environmental assessments and building
controls to negotiating land rights in an emerging economy;
if our members are involved the same professional standards

We believe that standards underpin effective markets. With
up to seventy per cent of the world’s wealth bound up in land
and real estate, our sector is vital to economic development,
helping to support stable, sustainable investment and growth
around the globe.

With offices covering the major palitical and financial centres
of the world, our market presence means we are ideally placed
to influence policy and embed professional standards. We
work at a cross-governmental level, delivering international
standards that will support a safe and vibrant marketplace

in land, real estate, construction and infrastructure, for the
benefit of all.

We are proud of our reputation and we guard it fiercely, so
clients who work with an RICS professional can have confidence
in the quality and ethics of the services they receive.
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