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building a road to recovery?  
why Britain must re-think housing policy  

As recent figures have confirmed, the British economy is mired in recession. Worse still, almost all of 

the traditional monetary and fiscal policies which have been used to counter the destocking 

recessions of the past have failed, predictably, to reverse the deleveraging slump of today.  

Some commentators have suggested, quite rightly, that investment in a national house-building 

programme might kick-start the economy. Indeed, it is one of the very few viable policy options 

available to government. In the 1930s, building homes combined with big spending on rearmament 

made a huge contribution to dragging Britain out of the Great Depression. There are, moreover, 

compelling social as well as economic reasons for addressing Britain’s very real housing needs.  

However, both policymakers and the general public will need to overcome some severe 

misunderstandings and prejudices if such a policy is to work. This report starts with these somewhat 

strange states of mind before looking at how a home-building programme could kick-start an 

economic recovery. 

For at least two decades, Britain’s housing policy has been a disaster. Time and again, 

governments have forgotten that if you increase demand (which is what housing benefit does), you 

drive prices (rents) upwards. Conversely, building houses increases supply, driving long-run costs 

downwards. As a result, rents have reached all-time highs, and the cost of housing benefit to 

government has doubled over the last decade, yet the waiting list for housing has soared by 80% to a 

shocking 1.83 million. Young people’s lives have been blighted by being priced out of the housing 

market and forced into the insecurity and expense of the private rental sector. Housing completions 

are running at less than half the required level of 250,000 units per year.   

The property price bubble which burst in 2008 has destroyed value on a huge scale, has distorted 

the economy, and has absorbed capital which could instead have been put to productive uses. 

Despite worsening housing shortages, governments have been prepared to do almost nothing about 

issues such as local resistance to new development, or the proliferation of second home ownership. 

The plus-side is that real estate and construction, between them, are huge industries in which 

investment can leverage growth without sucking in significant imports. Government needs to 

invest in house-building – directly, not through PFI-type gimmicks – and reform the planning system 

to overcome NIMBY opposition to new development.  

Longer-term, a house-building programme will pay for itself, both through enhanced economic 

growth (and hence higher revenues) and through a reduced housing benefit burden. Nearer term, the 

divestment of the highest-cost social housing, and additional levies on second homes, can make 

significant contributions to defraying the cost. 

A national house-building programme is an economic imperative, and one that should not be 

thwarted by sectoral self-interest or by ideology.     
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PART ONE 

The issues - strange states of mind 

Housing is, in many ways, a unique field of economic activity, not least in its apparent capacity to 

prevent logical and rational thinking in policymakers and the general public alike. Let’s begin with 

some observations which, though surely straightforward enough, often struggle to gain recognition. 

1. High property prices are a social negative.  

2. High property prices are an economic negative.  

3. Increasing demand drives costs upwards, but boosting supply reduces prices. 

4. There has been a strange paralysis of policy for more than two decades.  

Government policy over the provision of housing has, for at least two decades, been a complete 

shambles, largely because rational analysis has been conspicuous by its absence. Policymakers 

have failed by: 

- Ignoring the relationship between supply, demand and price where housing is concerned. 

- Putting excessive faith in the private rented sector. 

- Allowing housing to fall into the long-standing, government-wide trap of favouring current 

spending over capital investment. 

- Failing to recognise the inter-generational inequities of failed housing policies.  

- Lacking the courage to tackle vested interests. 

1. High property prices are a social negative.  

One of the aims of government should surely be to ensure that everyone has access to housing, of 

the best possible quality and at the lowest feasible cost. This means that government has a 

legitimate interest in keeping property prices as low as is consistent with satisfactory returns on 

house-building. Property market fluidity is also essential to labour mobility.   

As fig. 1 shows, annual average house prices – expressed at constant 2011 values
1
 – virtually 

doubled between 2000 (£111,000) and 2007 (£217,000) before declining by about 25% (to £164,000) 

over the subsequent four years.  

The real incomes used in housing calculations, on the other hand, rose by only 6% between 2000 

(£34,500) and 2011 (£36,500). This meant that the multiple of property prices to earnings (fig. 2) rose 

from 3.2x in 2000 to 5.7x in 2007 before falling back to 4.5x last year. 

This process – which, incidentally, still leaves average property prices looking extremely overvalued 

against historic price/income ratios – has had some very distorting social as well as economic 

effects.  

 

 

 

                                                 
1
 Converted to 2011 values using the GDP deflator 
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Figs. 1 & 2: Property prices and earnings multiples, 1996-2011* 
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*Sources: Tullett Prebon calculations based on data from Lloyds Banking Group and Tullett Prebon UK Economic & Fiscal Database 

 

Most obviously, it has been extremely adverse for young people, who have seen housing priced out 

of their reach just as homeowners amongst their parents’ generation have seemed to prosper. 

Moreover, young would-be buyers no longer enjoy the perks that benefited their elders, perks such 

as (a) mortgage interest tax relief, and (b) deeply discounted right-to-buy prices on local authority 

home sales. This seems - indeed is - grossly unfair to a generation which is also poised to inherit the 

massive debts recklessly built up by their predecessors. 

Before it is countered that this is a zero-sum game – in other words, that young people’s losses are 

older people’s gains - we need to challenge the widespread assumption that house price escalation 

has been an unalloyed benefit for those who already owned their homes when the property price 

bubble began. This assumption is, in reality, something of a myth. 

For a start, housing equity is a notional rather than a real value. An increase in the market value 

of a property can be realised by an individual owner, but the aggregate increase in property values 

cannot be monetised, because the buyers and sellers of the national housing stock are, to all intents 

and purposes, the same people. So the supposed ‘wealth’ created by house price escalation is 

purely notional (meaning that it is incapable of being realised), whilst the debt secured against it 

is all too real. Indeed, the level of property values is a function, primarily, of the availability and price 

of funds. 

Moreover, the older generation which believes that it has gained from property price inflation, actually 

has three big problems, two of which are obvious though the third may be less than clear.  

The obvious problems are, first, that they may have extracted too much equity (in the form of 

equity release mortgages) – or may have taken on too much consumer credit - in the good years 

and, second, that the levels of mortgage debt that they have taken on may make them vulnerable to 

even comparatively modest increases in interest rates. According to official figures, a rise of just 

2.2% in mortgage rates could put as much as 52% (by value) of all variable-rate mortgages into 

distress (fig. 3). 
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Figs. 3: Mortgage risk exposure to interest rate rises* 
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*Source of data: Bank of England 

 

The third, less than obvious problem for existing homeowners is the widespread assumption that 

they can monetise the equity in their properties to fund a good quality of life in their retirement. But to 

whom, exactly, do retiring members of the baby boomer generation think they are going to be 

selling their houses when they seek to realise their equity by downsizing? Certainly not to the 

younger generation, who cannot afford to buy at anything remotely approaching current price levels.  

In short, demographic distortion is going to spring a very nasty shock on anyone who expects to 

retire in comfort on the basis of inflated housing equity. Whilst our assessment of price/income 

multiples suggests further downside of about 25% in real average property prices, there are well-

reasoned arguments which suggest that real-terms price declines could exceed 40%.       

2. High property prices are an economic negative.  

The second set of myths about high property prices is that they are good for the economy. In the 

short term, rising prices may be economically beneficial if they boost consumer spending, but this is 

a function of the rate of change, not of absolute property price levels.  

As soon as real prices cease to escalate – which at some point, of course, they must – this beneficial 

effect is lost, and any benefits are likely to reverse, because homeowners are left further in debt than 

they were before the escalation began. Between the end of 1999 and the end of 2007, mortgage 

debt outstanding increased from £494bn to £1.1 trillion, a real-terms increase of 53%.  

Over the same period, spurred by false confidence derived from inflated housing equity, unsecured 

debt rose from £121bn to £221bn. The massive increase in individual indebtedness during the 

bubble years now acts as a major damper to economic performance, something of which the 

average homeowner is probably very well aware, given that about £950bn has been wiped off total 

housing equity since 2007. 
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Another reason why inflated house prices are bad news for the economy is that properties are 

virtually zero-earning assets. Privately rented properties (accounting for barely 20% of the privately-

owned stock) do earn rents, but these, for buy-to-let properties, seldom cover the aggregate of 

capital and maintenance costs, whilst a big chunk of the income of the private rented sector comes 

from government anyway. Owner-occupied properties, which account for about 80% of property in 

private ownership, generate no income at all (though official statisticians try to claim otherwise 

through the use of “imputed” rent calculations). 

What this means is that the privately-owned housing sector is a capital sink, absorbing funds which 

could otherwise have been invested productively. If the £690bn expansion in property debt between 

1999 and 2007 had been deployed into industry instead, the economy would be very, very much 

more productive than it is today.  

Overall, then, the wholly futile exercise of increasing mortgage debt in order to inflate the value of the 

existing housing stock has been a huge negative for the economy. Whilst prices were rising, 

consumer spending was boosted, but this gain reversed when prices ceased to escalate. Huge 

amounts of capital have been diverted away from productive purposes, individuals have become 

dangerously leveraged, and Britain’s international debt exposure has been increased because most 

of the funding for this wasteful exercise came from abroad.  

3. Increasing demand drives costs upwards, but increasing supply reduces prices.  

As any school child learns in his or her very first economics lesson, prices are determined by the 

relationship between supply and demand. Increasing demand drives prices upwards, whilst an 

increase in supply will drive prices down.  

This, it might be thought, is far too obvious to be mentioned at all, but it needs to be reiterated here 

because, where housing is concerned, successive governments have acted in seemingly-total 

ignorance of this basic logic.  

By paying housing benefits, government expands demand and drives prices (rents) upwards, which 

explains why the cost of housing benefit to the state has risen from £11.1bn in 1999-2000 to £22.7bn 

in 2011-12. Thus seen, housing benefit has been a subsidy to the private rented sector, since the 

number of socially-owned homes decreased by 464,000 between 2000 and 2010, whereas there was 

a 2.1 million increase in privately-rented properties over the same period.  

So the more funds government makes available in benefits, the higher rents will be, for the 

simple reason that government has been increasing demand for rented properties. This problem is 

compounded when government continues to pay housing benefits in respect of properties in high-

cost areas. Despite emotive phrases such as housing “cleansing” or “apartheid”, there is no real case 

for the state paying high rents to house benefits claimants or those on low incomes in high-cost 

residential areas. Indeed, it has been argued, very persuasively, that government should divest 

social housing in high-cost areas, thereby generating funds which can be invested in new-builds.   
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Figs. 4: Housing completions since 1990-91* 
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*Source of data: Department for Communities and Local Government 

 

Conversely, if government wants to drive rents (and, hence, benefit costs) downwards, it needs to 

invest in increasing supply, not in boosting demand. There is, then, a compelling financial case for a 

state-funded house-building programme, because it will reduce the future cost of benefits. 

In any case, the need for more housing seems unanswerable. Despite huge increases in government 

spending on housing benefits, local authority waiting lists for housing have soared from 1.04m to 

1.83m over the last ten years, which is a huge social failing.  

As fig. 4 shows, housing completions have been far too low to meet society’s needs in recent years, 

and are now very far adrift of the 250,000 annual level which is the generally-accepted need created 

by demographic change. Over the last ten years, private housing completions have averaged 

155,000 per year, though this number has now fallen very sharply indeed. Social housing 

completions have averaged just 28,000 over the same period.  

4. A strange paralysis of policy. 

Over the last decade, there has been an appreciable increase in the British population, a trend, 

exacerbated, where housing needs are concerned, by changes in household demographics. Yet 

governments of both parties have failed completely to grasp the implications where housing policy is 

concerned.  

The results have been predictable. House prices have soared before beginning a slump which 

could still have as much as 40% further to run. Rents have soared, reaching an all-time record of 

£725 per month. The local authority housing waiting list has increased by 800,000 (80%), not 

surprisingly in that the aggregate stock of social housing has decreased by 464,000 over ten years.  

Despite a massive rise in mortgage debt, the stock of owner-occupied homes has increased by only 

281,000 over a decade which included a supposed boom in the property sector. Housing starts 

which, consensus estimates suggest, need to exceed 250,000 per year unless the housing shortage 

is to worsen, slumped to 128,000 last year, and seem poised to fall even further.  
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Young people have been priced out of the housing market, not least because they have been denied 

the perks (such as mortgage interest tax relief, and deeply discounted right-to-buy sales) which were 

enjoyed by their parents’ generation. Many young people have had no choice but to remain in the 

parental home for far longer than has been considered normal in the past.  

Many more young people have been forced into a private rented sector which is often insecure, over-

expensive and of poor quality. As Tracey Johnson of Norfolk told the BBC, she and her partner have 

been unable to save enough for a deposit, and are paying more in rent than they would be in monthly 

mortgage payments. “Renting is like living in limbo, we can't do anything to the property, like 

decorating, because it is not our home”, Ms Johnson added. “We run the risk every six months of 

being moved on, which has now happened. Another problem is that now we have been forced to 

move, we have to find another £2,000 for the initial rent deposit”. Small wonder that she described 

living in rented accommodation as “a nightmare, you can't live normally”
2
. 

The ownership of second homes has proliferated, turning many communities into out-of-season 

ghost-towns too small, in terms of full-time residents, to support local services. Whole streets in rural 

villages lie empty whilst local young people have nowhere to live.   

As we have seen, housing benefits have increased the financial demand for housing just as a lack of 

development has crimped supply, with the wholly predictable result that rents have soared. 

Government policies have had the effect of bailing out the bad bets taken on by many buy-to-let 

(BTL) investors, as well as handing over ever-increasing sums to private landlords.  

To cap it all, as we have seen, vast amounts of capital have been sunk, not in house-building, or 

investment in business, but in the ultimately futile exercise of inflating the value of existing, non-

earning assets. Meanwhile, governments have driven capital spending downwards, resorting instead 

to bad-value PFI (private finance initiative) schemes whose sole virtue is to keep debt off the 

government’s books. 

 

                                                 
2
 http://www.bbc.co.uk/news/business-19288208 
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PART TWO 

Building a road to recovery 

As our past research reports (such as Project Armageddon) have both explained and predicted, the 

economic and fiscal outlook for the UK has become extremely adverse. Recent data has confirmed 

both that economic output is declining and that government borrowing is increasing.  

Put very simply, Britain is in very big trouble because: 

1. The economy has been distorted by a decade of dependence on private borrowing and 

public spending; and 

2. Conventional fiscal and monetary policies (such as deficit stimulus, devaluation, low interest 

rates and quantitative easing) have proved ineffective in tackling a deleveraging recession. 

In this situation, very few viable options exist, but an increasing number of observers are coming to 

believe (as we do) that house-building might be a viable way of kick-starting the economy. 

For a start, real estate is a big sector, even if quite how big is open to conjecture. Data compiled 

under the former (SIC 2003) convention showed that real estate and construction contributed 

£372bn, or 30%, to British economic activity in 2009. The recently-adopted SIC 2007 methodology 

reduced this share to just £178bn (14%) by hiving off many activities into other categories, but this 

almost certainly hugely understates the real importance of the sector.  

Using official figures for sub-sector activity, we estimate that real estate and construction, together, 

accounted for £366bn (28%) to output in 2010, the latest year for which detailed data is available. To 

be sure, a big chunk (£67bn) of this was accounted for by “imputed rent”, the purely notional 

contribution which statisticians ascribe to the rent which homeowners would pay (presumably to 

themselves) if they did not own their homes. Even so, the real estate and construction sectors are 

huge, not just in terms of their direct contribution to economic output but also in their pivotal role at 

the top of a very extensive supply chain. 

Moreover, house-building is an essentially domestic industry, which has very important economic 

implications. If government were to initiate a major house-building programme, a host of businesses 

(including builders, electrical contractors, plumbers, builders’ merchants and various sub-contractors) 

would benefit, as would their employees. Most of this business would be placed with British 

suppliers, so far less of this stimulus would ‘leak’ into imports as it would if, say, VAT was cut as an 

alternative stimulus technique. 

The economic implications of house-building would defray, very materially, the capital cost of 

the programme. Very large numbers of workers would become taxpayers instead of benefits 

claimants, their employers’ tax payments would rise, and spending by newly-employed workers 

would boost the broader economy.  

Despite these very significant offsets, there would still be a need for capital investment, but this 

would not present an insurmountable difficulty. A recent report by the Policy Exchange
3
 explained 

how government could realise £4.5bn annually by selling off the most expensive social housing as it 

became vacant. The report went on to argue that boosting this to £6bn by borrowing against future 

                                                 
3
 http://www.policyexchange.org.uk/images/publications/ending%20expensive%20social%20tenancies.pdf 
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rental income streams would be sufficient to fund the construction of between 80,000 and 170,000 

units per year. 

We would be inclined to go rather further than this, adding directly-funded capital investment of £4bn 

to the £6bn projected by the Policy Exchange report to lift the annual investment programme to 

£10bn. This could be supplemented by a new levy on second homes. 

We would stress that this investment should be undertaken by local authorities or housing 

associations, and not through private-public gimmicks like PFI. The government and social sectors 

should act as owners and commissioners of new housing, whilst the role of the private sector would 

be to build the new homes as contractors. 

The most obvious obstacle to a major house-building programme is likely to be NIMBY (‘not in my 

back yard’) resistance to the building of new social housing adjacent to existing communities.  

Here, government needs to decide whether to allow local self-interest and prejudice to stymie an 

investment programme which is essential in the national economic (and social) interest. Government 

would almost certainly need to reform and streamline the planning system, face down local 

objections and expose such selfishness for what it is.  

The political challenges facing a new house-building programme should not be under-estimated, but 

rational calculation surely shows that this is far exceeded by the economic potential of a national 

housing programme.                      

       

 

 

 

 

Dr Tim Morgan 

Global Head of Research 
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Disclaimer 

The information in this communication is provided for informational and demonstrational purposes only and neither is it intended as an offer or solicitation 
with respect to the purchase or sale of any security nor should it serve as the basis for any investment decisions.  In the UK, this material is intended for 
use only by persons who have professional experience in matters relating to investments falling within Articles 19(5) and 49(2)(a) to (d) of the Financial 
Services and Markets Act 2000 (Financial Promotion) Order 2005 (as amended), or to persons to whom it can be otherwise lawfully distributed.  

Any reference to ‘Tullett Prebon’ refers to Tullett Prebon plc and/or its subsidiaries and affiliated companies as applicable. 

Neither Tullett Prebon plc, nor any of its subsidiaries (collectively, “Contributors”) guarantees the accuracy or completeness of the information or any 
analysis based thereon.  Neither Tullett Prebon plc nor Contributors make any warranties, express or implied, with respect to the information (including 
without limitation any warranties of merchantability or fitness for particular purposes) and neither Tullett Prebon plc, nor Contributors shall in any 
circumstances be liable for economic loss or any indirect, or consequential loss or damages including without limitation, loss of business or profits arising 
from the use of, any inability to use, or any in accuracy in the information. 

Tullett Prebon provides a wholesale broking service only.  It does not provide services to private clients. Tullett Prebon (Securities) Limited and Tullett 
Prebon (Europe) Limited are authorised and regulated by the Financial Services Authority (“FSA”). 

This publication is produced and distributed in accordance with ‘COB 12.2 – Investment Research’ of the FSA Handbook.  Recipients should note that all 
such publications are objective and impartial in their content unless clearly notified otherwise.  The author(s) act in accordance with Tullett Prebon’s 
‘Conflict Management Policy’, full details of which can be viewed on our website at www.tullettprebon.com. 
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