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Executive summary
UK average house prices have risen by over 160% in real terms
since the middle of 1996. Home ownership remains around
its lowest level for a generation. Among political leaders,
policymakers and commentators there is a broad consensus
that these problems are largely down to one failing: decades of
undersupply of housing.
But the housing shortage story is unconvincing. Official data on housing volumes and the day-to-day cost of putting
a roof over one’s head suggest that supply growth has been sufficient to restrain upward pressure on house prices.
However, much more powerful countervailing forces have driven them to record multiples of income. This implies
that the current policy focus on boosting supply does not offer a solution to the housing crisis and a fundamental
rethink is badly needed.

Housing supply has outstripped household formation for decades
It is commonly claimed that we have failed to build enough houses to meet the demand for places to live. But official
data suggest this is not the case: since the 1996 nadir of house prices, the English housing stock has grown by 168,000
units per year on average, while growth in the number of households has averaged 147,000 per year. As a result,
while there were 660,000 more dwellings than households in England in 1996, this surplus has since grown to over 1.1
million by 2018. Similar trends are apparent in Scotland and Wales. This story – based on the official count of dwelling
stock and the Labour Force Survey – is also visible in the English Housing Survey and corroborated by alternative
measures such as the growth in total residential floor space and bedrooms per head of population.
It’s possible that the growing surplus of houses nationally could obscure tighter supply at regional level. But here too,
the available data suggest that even in London and the South East, the number of houses has grown faster than the
household count.
These figures are often obscured as commentators tend to compare house building numbers with projections of
household formation. Both elements of this comparison have been misleading. First, ‘net additions’ to the housing
stock tend to be about 30% higher than the number of new build completions each year, so reliance on the latter
understates housing supply. Second, household projections have for many years significantly overestimated the rate
of household formation due to questionable assumptions in the official methodology. The Office for National Statistics
(ONS) has recently taken action to address these, resulting in household projections that are now much closer to past
trends. Had the ONS’s new methodology applied for the past decade we would be used to hearing housing need
figures of around 160,000 per year, rather than the 250,000 number that appeared in the government’s 2017 housing
white paper.
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The affordability of day-to-day housing costs
Despite the benign picture on housing volumes, it’s important to consider the cost of housing since that affects the
rate at which people form new households. Here it is essential to distinguish between the cost of housing services
and the price of housing assets. The day-to-day cost of housing services is measured by national statistical agencies
around the world by the market rent on a rented house or the equivalent ‘imputed rent’ on an owner-occupied
house. This cost can move independently of the purchase price of houses.
Any shortage of housing should therefore be reflected in rents and imputed rents rising faster than average
household incomes. But ONS and Department for Work and Pensions (DWP) data show that rents have risen slower
than median household incomes since 1996. Consequently, affordability constraints on households have also eased,
on average. Breaking the data down to the regional level shows a similar picture since 2005 (when a reliable regional
rent index became available). In London, affordability has not worsened for the average household since 2005, and in
all other regions rents have lagged household income growth. This is the opposite of what we would expect to see if
housing supply had been inadequate and chimes with the evidence of a growing surplus housing stock.

What has caused prices to boom?
If not a shortage of housing, what lies behind the explosion in UK house prices from around 4.5 times median
household income in 1996 to a multiple of around 8 today? The established theory of house price formation tells
us that changes are determined by a combination of market rents and the cost of capital. So house prices can jump
or crash in response to shifts in the main components of the cost of capital: mortgage interest rates, taxes, and
expectations of future price growth. Such volatility can occur even when rents are stable.
Since the late 1990s, mortgage rates have tumbled, with inflation-adjusted interest rates on five-year fixed-rate
mortgages, for example, falling from 8% to around 2% today. Since mortgage interest rates tend to be the dominant
element of the cost of capital for home owners, this change can be expected to precipitate a substantial increase in
house prices of a similar magnitude to the 160% increase seen since 1996.
Credit availability is also a potentially important contributor to house price movements and several authors have
highlighted the role of laxer credit conditions in the past, notably in the US in the run up to the financial crisis.
However, in the UK most moves to deregulate the mortgage market had run their course by 1996. It is not obvious
that a deterioration in lending standards is responsible for the price boom since then. Indeed the average loan-tovalue (LTV) for first-time buyer (FTB) mortgages has fallen from 90% in 1996 to 83% on the eve of the financial crisis,
and stood at a comparatively restrained 76% by the end of 2018. This suggests that changing economic fundamentals
are the dominant part of the UK house price story since the late 1990s.
Below the national averages there has been a rapid divergence of prices among the nations and regions of the UK.
London prices, in particular, have continued to grow strongly since the financial crisis and are almost 50% higher than
their 2005 level in real terms. Meanwhile outside the Greater South East, prices are largely unchanged on 14 years ago.
But the price boom in the Greater South East does not appear to be the result of an increase in the demand to live
there: even London rents have grown by just 2% in real terms over the period, while those in the East and South East
have slipped back. As a result, residential property yields have collapsed by a third in London over the past 14 years.
The main driver of divergent prices around the country therefore appears to have been growing global demand for
London (and potentially other major UK city) housing assets, but not growing demand from people to live there.
Nor is London’s story unique. The divergence of house prices in major global cities from their hinterlands is currently
playing out in many countries around the world. Various analysts, including the International Monetary Fund (IMF)
have attributed this phenomenon to global investor demand that focuses on financially-integrated global cities.
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How much would 300,000 net additions per year improve
affordability?
The growth in house prices in the UK over the past 23 years does not appear to have been the result of inadequate
supply, but could greater supply nonetheless be the solution? Hitting the government’s target of 300,000 houses per
year would certainly put more downward pressure on prices and rents. But the available academic evidence suggests
that no plausible rate of supply would significantly reverse the price growth of the past two decades.
Multiple modelling exercises, for the UK and elsewhere, find that a 1% increase in the stock of houses tends to lead to
a decline in rents and prices of between 1.5% and 2%, all else equal. This implies that even building 300,000 houses
per year in England would only cut house prices by something in the order of 10% over the course of 20 years. This
is an order of magnitude smaller than the price rises of recent decades. If we are to create more affordable houses to
buy and rent, the solutions lie elsewhere.

Explaining the growth in ‘hidden households’
Despite the encouraging data on volumes and the affordability of market housing costs on average, other trends
are less benign. First, the average household size across the UK has risen slightly in recent years, despite an ageing
population leading us to anticipate continued decline. Second, survey data suggest that there are now 400,000 more
families or individuals sharing a house with other families or individuals – so-called ‘hidden households’ - than there
would have been had the proportions stayed constant since the late 1990s. These developments are sometimes
thought of as evidence of constrained household formation. However, both trends appear to be explained by
the higher rate of migration to the UK over recent years: among UK-born households, average household size has
continued to fall, and there has been no rise in the proportion of UK-born hidden households. The uptick in both
trends nationally therefore appears to be driven by a bigger proportion of young, often single, migrants who survey
data suggest have always had a greater tendency to share housing.
An accompanying development is that there are almost one million more 20-to-34-year olds now living with their
parents than there were in 2002. This stark change seems likely to be the result of reduced affordability of housing
for young people – but for reasons unrelated to general housing supply. Weak wage growth, particularly since the
financial crisis, and housing benefit cuts have disproportionately affected young people, reducing rent affordability for
many of them even as it improves on average. A further factor is the erosion of social housing as an option for young
people, with almost 700,000 more of them now having to choose between paying market rents or living with their
parents, compared to 1996. Tackling these distributional problems directly is likely to be a far more effective strategy
to help young people than additional market supply.

The collapse of home ownership
High house prices are often seen as the cause of the collapse in home ownership across the UK. However a closer look
at the data suggests that the mortgage market is a more important factor.
In England, home ownership peaked at 70.5% in 2003 but collapsed quickly from 69.1% in 2007 to 63.1% by 2016 – a
period that saw quite sharp price falls across much of the country. The dominant cause of the collapse was the abrupt
slowdown in mortgage lending to FTBs, which almost halved between 2007 and 2008, and did not recover until
around 2014. This was reflected in a sudden drop in the median LTV for new FTB loans, from 90% in 2007 to 75% in
2009. Had new FTB mortgage issuance persisted at its pre-crisis rate, home ownership would not have fallen in the
subsequent years.
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Consequently, there is little reason to believe that supplying an additional 300,000 houses per year would raise home
ownership. This is both because its impact on prices would be limited, and because ownership rates are much less
sensitive to prices than they are to mortgage availability.

Policy implications
This analysis carries several important implications for the direction of housing policy in the 2020s.
n

Plans to boost housing supply above their current rates will not solve problems of high house prices or low home
ownership. Instead, greater supply is likely to result in further growth in the number of unoccupied houses, which
may not be an efficient use of scarce investment capital.

n

Growing housing affordability problems in the rented sector appears to be due to a combination of slow wage
growth for young people, erosion of the social housing stock, and housing benefit cuts. Tackling these problems
directly would be a far more potent (and less economically costly) way to improve affordability than boosting
market supply.

n

House prices are vulnerable to an end to the era of low interest rates and a reversal of overseas investment flows,
with potentially serious political consequences. This should raise questions for policymakers about whether and
how to insulate households from asset price volatility in future.

n

If financial stability in the mortgage market is to remain a policy priority, a return to higher rates of home
ownership will require more fiscal intervention either to subsidise FTBs or reduce financial incentives for landlords.
Either way, recent rapid growth in the number of families in the private rented sector suggests that policy should
urgently address the security it offers, and the quality of the service renters receive.
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1. Introduction
There is widespread consensus among politicians, commentators, academics and public opinion that the UK has a
housing crisis. There are several important aspects to our housing problems, including rising homelessness and an
unusually insecure private rented sector. But the collapse in home ownership and historically high house prices are
perhaps the most salient aspects of what commentators and policymakers refer to as the housing crisis.
UK average house prices rose by 161% in real terms between the middle of 1996, the nadir of the last house price
1
cycle, and the end of 2018. Over the same period they rose by a staggering 292% in London. Such high prices are, in
2
turn, blamed for the collapse in home ownership, which fell from its peak of 70.5% in 2003 to 63.1% in 2016.
When it comes to causes there is broad agreement, from the former Prime Minister, Theresa May, down, that one
3, 4
factor above all is to blame: decades of inadequate housing supply. Numerous major public reports have made the
5
case that supply has been insufficient to meet the country’s housing needs.
In 2004, before the collapse in home ownership, and only part way through the huge rise in house prices seen over
6
the past 20 years, the Barker Review concluded that there was “growing evidence of a persistent inadequate supply.”
More recently the attribution of blame for the housing crisis has become increasingly definitive. “For decades we have
failed to build enough homes to meet demand” opens the 2014 Lyons Review, “The consequences of this are widely
7
felt. House prices and rents are going up faster than earnings because demand massively outstrips supply.”
In 2016 the House of Lords Select Committee on Economic Affairs report Building more homes argued that “[Too] few
homes have been built over [recent decades]. House prices and rents in some parts of England have risen sharply.”8
The government’s 2017 housing white paper was even more stark: “The housing market in this country is broken,
and the cause is very simple: for too long, we haven’t built enough homes.”9 Then Communities Secretary, Sajid Javid,
hammered the message home: “Soaring prices and rising rents caused by a shortage of the right homes in the right
10
places has slammed the door of the housing market in the face of a whole generation.”
Almost without equivocation, the strong consensus, echoed among commentators and think tanks, is that the
housing crisis is at root a supply crisis. On this view the policy solution is clear: a massive increase in housing supply
holds the key to reducing prices and increasing home ownership.
This paper makes the case that the housing shortage hypothesis is misplaced. Drawing on empirical evidence and
theory, this paper argues that a shortage of housing did not contribute to the growth in prices since 1996, and that
even much higher rates of housebuilding sustained for a generation would not reduce prices to anything close to the
levels prevailing 20 years ago in real terms.
This paper argues that the housing crisis is in fact several different crises, with: high prices caused by global
macroeconomic conditions; low home ownership driven by the withdrawal of mortgage finance to first-time buyers
(FTB) in the years after the financial crisis; and rent affordability problems for some groups caused by slow wage
growth, benefit cuts and the erosion of the social housing stock. Increased supply of housing does not offer a solution
to any of these crises. It is time we looked to other policies to do so.
The paper is organised as follows. Section 2 sets out the data from various sources on housing supply volumes, household
numbers and their evolution over the past 23 years. Section 3 turns to housing costs and affordability as more reliable
indicators of the adequacy of housing supply. Section 4 then explores what has driven house prices to their current levels,
while Section 5 examines whether supply could be a solution to the housing crisis even if a lack of it was not the cause.
Section 6 looks at some important challenges to the story told by the aggregate data, before Section 7 explores the drivers
behind the collapse in home ownership. Section 8 concludes and draws out some policy implications.
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2. A strange kind of shortage
The most obvious place to start in testing the housing shortage hypothesis is to explore what has happened to the
numbers of households and houses in recent decades. If housing supply has been inadequate we might expect
to see household formation outstripping the rate of additions to the housing stock. This section first looks at the
growth of the housing stock, before turning to the change in household numbers. For reasons of data availability and
consistency, most of the data presented below relates to England, but the insights apply to the whole of Great Britain
since trends in Wales and Scotland are comparable.

A growing surplus stock of housing
11

How many housing units have we added since the mid-1990s? Data provided by the Ministry for Housing
Communities and Local Government (MHCLG) show that, between 1996 and 2018, a net 3.7 million houses were
added to the English housing stock. This represents an average of 168,000 net additions each year. It is commonly
thought that our performance when it comes to new housing supply compares unfavourably with the past, but this
view is often exaggerated by a focus on the rate of newly-built houses rather than the rate of net additions, which
12
determines housing supply. While house building in England averaged 265,000 per year between 1950 and 1980,
since many of these dwellings were replacing bomb-damaged or otherwise poor-quality housing, the overall housing
stock did not in fact grow nearly as fast, averaging about 211,000 per year. In fact, net additions between 1971 and
1981 averaged 190,000 per year – a similar rate to that achieved over the past 15 years (182,000). In recent years around
4% of net additions has been contributed by conversions – sometimes entailing a large house being split into smaller
ones. However, this is matched by the decline in household size (see Section 6).
Fig. 1: New build completions versus net additions, England, 1971-2019
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We can compare the performance of supply against the rate of household formation. The census provides the only
definitive count of the number of households in the country. However, in between censuses, the Labour Force Survey
(LFS), which is calibrated to census data, provides the best available readout and is used by the Office for National
Statistics to produce its household estimates. Being based on a survey, these estimates are subject to sampling error,
and the ONS notes that the 95% confidence interval for the 2017 household estimate (for example) is plus or minus
14
97,000 households. The LFS shows that by Q2 2018 there were 3.24 million more households in England than at the
same point in 1996, a growth rate averaging 147,000 net additional households per year.
The housing stock in England has therefore grown about 14% faster than the number of households over the period
of interest. As a result, the ‘surplus’ housing stock grew by around 70%, from 660,000 in 1996 to 1.12 million by March
2018. Similar trends are apparent in Scotland, where a surplus of 74,000 in 1996 had more than doubled to 169,000
15
by 2017, and in Wales, where the surplus increased from 56,000 to 92,000. Box 1 explains some of the reasons why,
despite these figures, the perception of persistent undersupply has taken hold.
Fig. 2: Dwellings in excess of households, England, 1996-2018
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Box 1 - The origins of the shortage story
How has the idea of a shortage of housing come about? Most of the evidence adduced in support of the idea
tends to point to figures comparing the rate of new homes supplied to some assessment of changing housing
need. But in most cases the figures used are flawed and the appropriate data show something different.
In measuring the housing supply side of the story, some commentators have pointed to MHCLG’s House
16
Building: new build dwellings statistics. As a guide to how many houses are being added to the stock each
year, however, this data source is highly misleading. Not only does the series understate the true rate of new
build - missing the output of SME builders, for example – but it also excludes other sources of change in supply
17
such as conversions, changes of use and demolitions. These limitations are acknowledged in the relevant
MHCLG release, which states that the Housing Supply: net additional dwellings publication is, instead, the
“most comprehensive measure of housing supply”. Using net additions data instead gives the full picture on
housing supply. The difference between the two series is substantial. Over the past decade, for example, the
new build statistics averaged 128,000 in England, but net additional dwellings were 30% higher, averaging
166,000 per year.
When it comes to housing need, it’s common to hear growth of housing need in England quoted at 250,000
or 300,000 per year. The most salient estimate appears in the 2017 Department for Communities and Local
Government (DCLG) white paper Fixing our Broken Housing Market, which suggests that 250,000 net addition
18
per year are required. This estimate – and almost all others referenced above – ultimately draws on past DCLG
household formation projections.
Fig. 3: Successive household projections versus outturn, England
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Yet those projections have proven consistently to be far too high. Fig. 3 shows a selection of successive
household formation projections since the 1992-based numbers of the Department of the Environment, up to
DCLG’s 2014-based estimates, released in 2016. It shows that all of these projections anticipated there would be
somewhere between 500,000 and 1.1 million more households in England by 2018 than the LFS suggests have
actually appeared.
The source of these repeated overestimates lies in the way projections have been based on the trend towards
shrinking average household size that prevailed between the 1971 (2.84 people per household) and 2001
censuses (2.38 people per household). Clearly, the smaller the average household size for any given population,
the more houses are required. This trend stopped around the turn of the century, with average household
size stabilizing. But subsequent projections continued to assume further shrinkage. The result has been that
government projections made over the past 15 years foresaw a rate of annual household formation of around
19
220,000 per year, some 70-80,000 more each year than have actually formed.
In the wake of these technical problems, the ONS consulted on and implemented a new methodology,
20
drawing on trends from only the more recent census data. The new approach, together with updated
population projections that were revised down, resulted in a significantly reduced household formation
projection of 159,000 per year (see the purple dashed line in Fig. 3). This is 24% less than the 2014-based
projection of 210,000 per year, yet still comfortably above the household formation rate since 1996, of just
147,000 (see the blue line).
A combination of partial supply data with substantial overestimates of need has therefore fuelled the
perception that housing supply has been inadequate. On the appropriate data, however, the opposite appears
to be the case.

These figures represent totals for England as a whole, so could it be that that we’ve been building houses in all the
wrong places, and this surplus has built up in places where people don’t want to live? Drilling down to the regional
level, that doesn’t appear to be the case. Regional housing stock data for the period show that the growing surplus
stock has been reasonably evenly spread. Fig. 4, below, shows the surplus count of dwellings by region for the years
1996-98 and 2016-18. A three-year average is taken owing to the volatility of LFS-based regional household estimates.
In the East Midlands, the East, and Yorkshire and the Humber, housing supply has kept pace with household
formation, maintaining a surplus of dwellings over households of 3-3.5%. But in all other regions it appears to have
outstripped household growth. This includes London and the South East, the regions commonly cited as suffering
from the most severe shortage. Both seem to have significantly out-built household formation rates over the past 20
years and now have a surplus stock higher (6.5% and 5.9%, respectively) than the average for England (5.1%).
Using MHCLG administrative statistics, based on dwelling counts by local authorities, and the census-based LFS to
capture household numbers should provide the most accurate picture of what’s been happening to the surplus
housing stock. But we can also use an entirely separate source, in the English Housing Survey (EHS), to get another
angle on the vacancy rate in the English housing stock. The EHS attempts directly to identify vacant properties rather
than comparing aggregate dwelling and household numbers. It suggests that there were 780,000 vacant properties in
England in 1996, and that number had grown to 1.1 million by 2016-17, a similar story to the main data source above.
Households and dwellings can of course vary in size, and the number of households is influenced by the cost of
housing (i.e. it is endogenous to housing supply), a point that we return to below. Consequently, it’s helpful to look at
a measure that is independent of these dynamics: changes in the total residential floor area and bedroom numbers
compared to the population. The English population grew by 14.6% between 1996 and 2017. Meanwhile the total
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Fig. 4: Regional distribution of surplus housing, England, 1996-98 and 2016-18 20
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residential floor area – calculated as the dwelling stock multiplied by average floor area from the EHS - increased
by 25.7%, with most of that growth happening in the years up to 2008. Similarly, the average number of bedrooms
per dwelling from the EHS suggests that their total number across the English housing stock grew by 19.5% over
the period, well ahead of population growth. While survey-based measures of residential floor space and bedroom
numbers are not perfect – there is likely to be a degree of sampling error, and we can make no adjustment for quality
- nothing here suggests that the supply of housing services per head is less than it was when house prices hit the
bottom in 1996.
All of these data sources therefore suggest that the quantity of housing supplied over the past 23 years has
outstripped both household formation and population growth. But since housing costs are a factor that influences
the rate of household formation, we need to go beyond quantities and consider what we can learn from how they
have evolved in recent years. This is the task of section three.
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3. One house, two prices
Changes in house prices are commonly seen as an indicator of the changing balance of supply and demand for
housing. Hence rising prices must, by definition, mean that demand is outstripping supply. However, the ‘demand
for housing’ is an ambiguous concept because housing has two distinct attributes: houses (and the land they sit on)
represent valuable assets, but they also provide a flow of services to the occupier on a day-to-day basis.
These two attributes give rise to two separate but linked markets: one for housing assets where the supply of and
demand for them is equilibrated by the price of houses; and a second for housing services, where supply and demand
is equilibrated by rents or the rental equivalent – or imputed rent - in the case of owner-occupied houses. Thinking of
housing as a flow of services from the structures and land that comprise a property is a useful analytical construct that
helps to separate out different influences on the price of housing units.22
These two markets are connected but distinct. It is entirely possible for the supply of housing to outstrip the demand
for places to live, causing the unit cost of housing (rents) to fall relative to incomes, at the same time as rapidlygrowing demand for housing assets causes the price of houses to balloon.
Consequently day-to-day housing costs, not house prices, are the market signal that tells us about the adequacy of
supply in meeting the demand for places to live.
The housing stock generates a flow of housing services, which households consume until the marginal value of the
services equals their cost. That cost is represented by the rent paid by households in the private rented sector, or the
‘rental equivalent’ for owner occupiers.
Imputed rent is a measure of the consumption of housing services by owner occupiers and can be thought of as the
rent that owner occupiers pay to themselves for the housing services they produce. Imputed rents are established by
estimating the market rent that would be payable on a house if it were owned by someone other than the occupier.
The market rent is therefore also the stream of rent that the owner occupier is forgoing by living in the house rather
than renting it out – the opportunity cost of the owner’s investment in their own house. This is why the ONS and
other statistical agencies around the world use rent indices to capture the changing cost of all housing for the
purposes of measuring consumer price inflation.23 In the past, concerns have been raised about the reliability of rent
data for the UK, citing the poor quality of available rent data and the small size of the private rented sector.24 However,
the recent development of the ONS’s Index of Private Housing Rental Prices (IPHRP) has substantially improved
the quality of the rent index that underlies the production of CPIH inflation, both because of the large sample of
administrative data it is based on – some 500,000 records each year - and due to the stratification that is used to
ensure imputed rents for different types of housing are determined by appropriate proxies.25 Meanwhile substantial
growth in the size of the private rented sector since 2003 has meant that any concerns about its size are reduced.
If we have been building insufficient housing to meet the needs of households over the past 20 years, this should be
reflected in deteriorating affordability, in the form of an increase in the cost of housing relative to average incomes.
Fig. 5 draws on the ONS IPHRP, an index that tracks the rents charged on private rented properties on a like-for-like
basis back to 2005 for England.26 Based on the same underlying data, the ONS produces an equivalent series for
owner-occupied housing (OOH(RE)). These two indices are represented by the dashed grey lines in Fig. 5 and can be
weighted together using ONS CPIH inflation weights to derive a ‘housing cost index’ for the market sector housing
stock, shown by the grey line in the chart. Comparing this to the change in median equivalised disposable household
income shows that housing costs grew in line with incomes until the financial crisis and have since grown significantly
more slowly, by around 16% up to the start of 2017 compared to 31% for household incomes.
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Fig. 5: Housing costs and household incomes, current prices, 2005-18 (2005Q1=100)
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Unfortunately, since the IPHRP series only begins in 2005, it does not cover the period of the most rapid house
price increases. Is there any evidence to support the idea that explosive growth in house prices relative to incomes
between 2000 and 2007 was supported by similarly rapid growth in rental prices?
One possible source of evidence is the Family Resources Survey (FRS), a survey of around 20,000 UK households that
asks renters what they pay. Using FRS data in the years after 2004 is problematic because the private rented sector
almost doubled in size over the subsequent twelve years. During this period the types of properties making up
the private rented sector changed significantly, making average reported rents an unreliable guide to rental price
27
changes on a like-for-like basis. Box 2 contains more detail on the different data sources used to track rents and
the complications introduced by compositional changes. However, in the years from 1996 up to 2004 the size of the
private rented sector was small but relatively stable (growing from 10.1% to 11.9% of the stock). This suggests that
FRS rent data was less affected by compositional change over this period and may at least be indicative of what was
happening to rents on a mix-adjusted basis over that period. Fig. 6 shows that rents in the FRS grew relatively quickly
in the early 2000s, albeit slightly slower than the acceleration of household incomes. Affordability for the median
household then continued to improve despite the financial crisis and recession.
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Fig. 6: Housing costs and household incomes, current prices, 1996-2018 (1996=100)
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Box 2 - Rent data
Trends in rental prices are a critical barometer of the housing market since, unlike house prices, their changing
affordability indicates whether the housing stock is keeping pace with need. So it’s important to track
changing rents accurately. There are several data sources that can be used to do this of which the three key
ones are: the FRS, the Valuation Office Agency (VOA) rent statistics, and the ONS rent index, IPHRP.
The FRS is a household survey that asks a sample of around 20,000 households a range of questions, including
about the rent paid by renting families. The VOA’s Rent Officers collect data on around 500,000 rented
properties each year from landlords and letting agents. Both the FRS and VOA data therefore allow us to track
the raw average of rent paid in the private rented sector.
The ONS, by contrast, produces IPHRP by adjusting the VOA data for the changing composition of the private
rented sector, in order to create a measure that tracks what is happening to the rent on any given type of
house.
Adjusting for compositional change in this way is essential to get a clear picture of what is happening to rents
in any meaningful sense. In recent years, for example, average rent in London has risen rapidly, but this has
29
largely been caused by the introduction of more expensive houses into the growing private rented sector.
Meanwhile the rent on any given London house has increased much more slowly.
For the purposes of monitoring the supply and demand of housing services, then, both the FRS and VOA
data are of limited use and can give rise to worries about rapidly rising rents that do not reflect the average
experience of renters. The differences can be substantial and raw averages highly misleading. The FRS, which
has smaller sample sizes, shows that average rents grew by 7.4% in real terms between 2005 and 2016, while
IPHRP shows that, on a like-for-like basis, rents actually fell 3.5% over the same period.
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Sub-national price growth: is London an exception to the
national picture?
At the national level, then, it appears that day-to-day housing costs have if anything lagged household incomes since
at least the mid-1990s. But at regional level we have seen sharply divergent trends in house prices in recent years.
Could it be that the national average is obscuring similarly divergent trends in costs, indicating a shortage of housing
in some parts of the country?
The regional rent index from IPHRP offers some insight back to 2005. This was a period of sharply divergent house
price growth across the country, with London prices up by almost 50% in real terms between January 2005 and the
end of 2018, and those in the South East and East by over 20%, while prices in other regions stagnated. If a housing
shortage is to blame in the high price-growth regions, we would expect to see comparable changes in their rents.
In practice London rents were just 3% higher by the end of 2018 than they were in January 2005, after inflation, with
rents in other regions down by between 5% and 14%.
Comparing the evolution of regional rent to local household incomes measured by regional Households Below
Average Incomes (HBAI) tells us how average housing affordability has changed over the period. Fig. 7 plots the
cumulative change (in nominal terms) in rent and incomes since 2005. Any regions lying in the yellow shaded zone,
above the 45-degree line, would have seen deteriorating average affordability, as rents outpace incomes. Those below
the line have experienced incomes growing faster than rents. The data show that in most regions median household
incomes have grown a fair amount faster than rents. London is an exception, but here rent and incomes appear to
have moved together. There is no apparent deterioration in the average affordability of day-to-day housing costs in
any region.
Fig. 7: Changing housing affordability by English region, nominal, 2005-17
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The fact that housing costs appear to have lagged household incomes over the past 23 years is consistent with the
growth in the housing surplus over the period. Both trends are the opposite of what we would expect to see if the
supply of housing was not keeping up with the demand for places to live. Neither changes in the price or quantity of
housing services suggest that housing supply has put any upward pressure on the house price-to-income ratio.
If we have been building more than enough housing to meet the population’s needs at stable rents, how can it be
that house prices have exploded? This is the question we turn to in the next section.
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4. What’s really behind house price increases?
Since 1996 the housing stock has grown by 3.7 million while the number of households has increased, on the above
estimates, by 3.2 million. Over the same period average household incomes have outstripped the day-to-day cost of
housing. Both metrics suggest that supply has been sufficient to reduce prices relative to incomes, all else equal. Yet in
practice house prices exploded after 1996, their ratio to median household income doubling from around 4.4 to hit a
multiple of nine in 2007 (see Fig. 8). Even on the most recent data the ratio remains around eight – far above the level
recorded at any time before 2004. If not a lack of supply, what can explain the jump we have seen?
Fig. 8: Ratio of UK house prices to equivalised household disposable income 1977-2016

Household income multiple

10
9
8
7
6
5
4
3

19
81
19
83
19
85
19
87
19
89
19
91
19
93
19
95
19
97
19
99
20
01
20
03
20
05
20
07
20
09
20
11
20
13
20
15

19
77
19
79

2

Source: Land Registry, ONS

The basic theory of house price determination has been set out in a number of papers that build on the standard
30
capital theory of Hall and Jorgenson (1967). That paper established how the relationship between the price
of a capital asset (in this case the house price) and the value of services that flow from it over time (the rent) is
intermediated by the ‘user cost of capital’ – the annual cost of using a unit of capital assets. This approach was
subsequently applied to housing by others such as Dougherty and Van Order (1982) and Poterba (1984), and the
insights from that work underpin the measurement of the housing component of consumer price inflation by national
31,32
statistical agencies in the UK, US and elsewhere.
Under this framework, the housing stock provides a stream of services that households consume up to the point
where the marginal value equals the marginal cost. In the private rented sector, this establishes the equilibrium level
of rent. The ‘user cost’ approach is inevitably a simplification of how prices are set, and several other factors can also
33
influence prices, most importantly the availability of credit via the mortgage market (see below). Nevertheless, it
illustrates the dominant influences on UK house prices over the period.
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In the owner-occupied sector, the cost of a house of price P can be represented by Pω where:

34

e

ω = ∂ + i + μ - ∆P / P

(1)

With ∂ as the depreciation rate associated with the property and a risk premium, i as the real mortgage interest
e
rate, μ representing taxes associated with the property, and ∆P / P representing the expected real capital gain as a
proportion of the current price. In quantifying the annual cost of the house, the interest rate applies to its whole value,
not just the mortgage-financed proportion, capturing the opportunity cost of the equity tied up in the house – the
forgone income on a risk-equivalent asset.
If it was cheaper to own than to rent, the returns on investment in housing would exceed those on equivalent
investments, making would-be owner occupiers or would-be landlords willing to pay more for a property. Hence
house prices will be bid up to the point that the cost of owning a given house, Pω, is equal to the annual rent.
Rearranging the equation tells us that the rent, R, divided by the user cost of capital, ω, should equal the house price, P.
P= R
ω

(2)

As already discussed, any shortage of housing services will be reflected in rents rising relative to income, which will
feed through directly to house prices via the numerator of the relationship expressed by (2). But as we have seen, rent
growth has been benign, only increasing by around 20% in real terms over the past 23 years, while median household
incomes rose by 42% between 1995-96 and 2017-18 after inflation. If anything, changes in the numerator appear to
have put downward pressure on the price-to-income ratio.
That leaves the denominator. The user cost of capital, expressed in equation (1), is largely independent of the
adequacy of the housing stock and most of its components tend to be stable over time, with the greatest volatility
in recent years seen in the real interest rate. Taking each element in turn gives a sense of their importance in the
determination of house prices and volatility in recent years.
∂ - The depreciation rate of the dwelling stock represents a cost borne by the owner of the property in the form of
maintenance outlays. While it is not easy to measure, the ONS estimates of dwelling capital stock consumption imply
35
that depreciation runs at around 1%.
μ - Property taxes and subsidies in the UK have not changed radically as a proportion of the value of the housing
stock in recent years. On the one hand, the withering of Mortgage Interest Relief at Source (MIRAS) and the rise in
stamp duty receipts over the past two decades have raised the effective tax rate. On the other hand, council tax
36
receipts have fallen as a proportion of the value of the housing stock. As an indication, combined stamp duty and
council tax revenues stood at around £45bn in 2017-18, approximately 0.7% of the value of the housing stock. This is
slightly down on 0.8% in 1999-2000. Consequently, there has been no radical shift that would appear to justify a big
change in house prices.
e

∆P / P – The rate of expected real capital gain is underpinned by the expected growth in real rents, which is in
turn determined by the adequacy of the supply of housing services. In the short run, other factors can and do drive
house price expectations which may sometimes cause prices to rise above, or fall below, a level justified by these
fundamentals, as was the case in 2006-07. Past house price movements can affect households’ expectations of future
trends regardless of fundamentals. Numerous studies have sought to establish empirical estimates of this effect,
several of which conclude that a four-year ‘memory’ of past house price growth can cause prices to overshoot (or
37
undershoot) fundamentals.
However, price growth expectations that are not justified by expected changes in stock, demographics or other
components of the user cost are unlikely to be sustained for long since they would create ever larger arbitrage
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opportunities. As Muellbauer and Murphy (2008) explain “[A] series of positive shocks to fundamentals can lead to
rising prices and the expectation of further appreciation leading to greater and greater overvaluation. In due course,
the increasing negative pull from fundamentals reduces the rate of appreciation.” Consequently, the likelihood of overor undershooting owing to extrapolative expectations at any short-term time horizon is high, but this is of much more
limited concern when considering the 20-year appreciation in house prices that is the focus of this paper.
Overshooting aside, therefore, if rents are a stable proportion of earnings and additional supply is keeping pace with
household formation, rational agents should expect real capital gain equal to the rate of growth of GDP per head
38
– something around two percent a year in normal times. Given the evidence on rents and supply over the past 23
years, we would expect this term to have been broadly constant over time.
i – Finally, we have the mortgage interest rate. This has plummeted over the past 20 years. Fig. 9 shows quoted bank
and building society interest rates on 75 percent loan-to-value (LTV) mortgages since 1996, adjusted for consumer price
inflation. Real interest rates on two-year fixed-rate products have fallen from around 5% in the late 1990s to zero today,
while the rate on five-year fixed-rate products has gone from around 8% to 2%. These changes in the cost of borrowing
are much larger than changes in the other elements of the user cost. Their impact has been substantially to lower the
user cost, and hence the denominator in equation (2).
Fig. 9: Inflation-adjusted mortgage rates, 1996-2018
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The implications for house prices of the large fall in the user cost are clear from equation (2). If the user cost has fallen as
significantly over the past 20 years as mortgage rates suggest, it would have been surprising not to have seen the large
and sustained increase in the house price-to-income ratio shown in Fig. 8.
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What role for credit constraints?
This trend in the user cost over the past 20 years is consistent with a large increase in prices. But such a simple model
39
40
ignores the role of credit constraints in their determination. Both theoretically and empirically, we would expect
credit constraints to be an additional factor affecting prices and rental yields. Looking at the US experience in the years
up to the financial crisis, Duca et al. (2011) document a precipitous deterioration in lending standards from around 2002,
defined by a rise in the LTV ratio for first-time buyers (FTB) from around 88% to approximately 93% by 2007. The authors
conclude that house prices are not exogenous to the prevailing ratio and that models that account for credit availability
on this definition fit the house price data better.
It seems likely that similar relationships would hold for the UK housing market. However, the trends in credit
constraints appear to have been rather different to those seen in the US in recent years. In the UK, deregulation of
the mortgage finance largely took place over the 1970s and 1980s, and had largely run its course by the mid-1990s,
41, 42
culminating in 1996 with the introduction of buy-to-let mortgages.
So there was limited change in the regulatory
environment over the period of interest for this paper. Indeed, looking at the comparable measure for the UK to that
used by Duca et al. for the US suggests that mean LTV for FTBs actually fell from around 90% in 1996 to 83% a decade
43
later, and stood at 76% in early 2019.
On these data it is not obvious that a rapid easing of credit availability played as big a role in the house price surge in the
UK since 1996 as it clearly played in the run-up to the US sub-prime crisis. In the wake of the financial crisis, significantly
higher deposit requirements for FTBs were accompanied by a substantial increase in interest rate spreads on new
44
mortgage lending, especially for those with smaller deposits. As a result, credit constraints faced by FTBs in the UK
appear to have been significantly tighter over the decade since the crisis than they were in the decade before it, yet
average prices remain close to pre-crisis highs in real terms.
At a regional level, the role of credit constraints may have been more significant in driving divergent trends in subnational house prices, particularly between London and the rest of the UK since the financial crisis. UK Finance data
analysed by the Centre for Cities highlights the degree to new mortgage lending was disproportionately directed
45
towards cities in the Greater South East between 2013 and 2018.

International and sub-national trends
The dramatic drop in mortgage rates has ultimately been driven by falling global interest rates, which raises the question
of why some countries have seen much greater house price inflation than others in recent years. Indeed, even within the
UK itself, price trends between different nations and regions have been strongly divergent. Prices in London grew by 41%
in real terms between January 2010 and December 2018, while the North West, Yorkshire and the Humber, and Scotland
essentially saw no real-terms change, and the North East saw a decline of 12%. If low interest rates were the primary
determinant, would we not expect to have seen more uniform price movements?
Three factors seem important to consider in explaining the data at the sub-national level. First, as recent International
Monetary Fund (IMF) research has demonstrated, there appears to be a strengthening correlation between house price
46
movements in major, financially-integrated global cities. This is a global manifestation of the increase in price movement
47
correlations found in the US following mortgage market deregulation. The IMF’s 2019 Global Financial Stability report
shows that many such cities – London, Amsterdam, Sydney, and Hong Kong, for example - have seen much faster house
price growth over the past six years than the growth seen in their respective hinterlands. The IMF’s view is that this
uneven pattern is the result of the global ‘hunt for yield’, with properties in major cities offering a different investment
proposition to those elsewhere. The report concludes:
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“[C]ities in advanced economies may be particularly exposed to global financial conditions, perhaps owing to their
integration with global financial markets or to their attractiveness for global investors searching for yield or safe assets.”
A related explanation for international investors’ apparent preference for cities may lie in the greater liquidity offered
by their housing markets for both rent and ownership: Blackpool may offer higher yields than London, but a Chinese
investor may be willing to pay a premium for exposure to London’s thicker market.
A second possible contributory factor in the divergence of prices within the UK (and elsewhere), is the dynamics of the
user cost when mortgage rates fall close to zero. Since depreciation is a function of the cost of the structure - land does
not depreciate - the depreciation rate on a London house will tend to be lower, as a proportion of the property value,
than that on an equivalent house in a more rural setting. If mortgage rates then fall uniformly across the country, by
equation (2) this would lower the user cost proportionately more on the London house than on the equivalent rural
house, causing the price of the London house to rise faster. The fact that council tax tends to be lower in London than
elsewhere in the UK further strengthens this effect.
Finally, it is possible investors perceive that strengthening agglomeration effects are pushing up the demand for housing
services in cities more than elsewhere, justifying the regional house price divergence. Such dynamics could stem from
48,49
growing spillover benefits in urban economies that are increasingly dominated by intangible investments and ICT.
However, as Fig. 10 illustrates, rental yields in London have collapsed in recent years as prices have exploded while market
rents – the demand for housing services - remained flat. This suggests that, while such an effect may be at play, it doesn’t
appear to be strong enough to explain the large price changes we have seen. It is possible that falling yields reflect
investors’ perceptions about future, rather than current, growth in urban rents. However, given the scale of price changes,
the rate of rent growth would have to increase markedly for such expectations to be borne out on any reasonable time
horizon.
The relative contribution of these and any other drivers of the regional price divergence is uncertain. But falling yields
indicate that rapid price growth in some regions has not been underpinned by rising rent – i.e. growing demand for, or
insufficient supply of, housing services.
Fig. 10: Cumulative change in real rents, prices and yields by English region, 2005-2018
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Turning to international comparison, there is a further set of reasons why price movements may diverge. One is
differences in financial institutions. For example, as discussed above, the UK took various steps in the 1970s and 1980s
to liberalise mortgage lending and introduced buy-to-let mortgages in 1996. Meanwhile, it is no coincidence that
Germany, where house prices have been far more stable over the past 20 years, has retained tighter constraints on LTV
50
and loan-to-income (LTI) ratios, and denied widespread access to home equity withdrawal.
Secondly, it is clear that while many countries saw unsustainably rapid house price growth in the run-up to the
financial crisis, in only some – Ireland, Spain and the US most obviously – did that develop bubble dynamics in which
vast oversupply of new housing stoked the frenzy and resulted in a large overhang of vacant and decaying ghost
51
estates. In the cases of the US and Ireland, house prices have recovered quickly since 2013, leaving them approaching
pre-crisis levels. While the timing of bursts of house price acceleration between countries are not synchronised, there
are nevertheless some common trends in prices over a longer time period.
In light of the benign trends in the market for housing services, this section has sought to explain what has been
driving house price growth over the past 23 years. The scale of the fall in interest rates - and investors’ associated
search for yield and demand for safe assets – in the context of an already liberalised mortgage market, makes the
sustained jump in the price-to-income ratio unsurprising. But while a lack of supply might not have been the cause,
could a big increase in the rate of house building nevertheless be a solution? The next section considers the evidence.
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5. Could supply be the solution?
The last two sections have suggested that the jump in house prices since 1996 was caused by the demand for
housing assets vastly outpacing their supply, owing to the plummeting cost of capital. Meanwhile supply outpaced
the demand for housing services, causing the day-to-day cost of housing to fall relative to income. This begs the
question: if high prices were not caused by a shortage of housing, could a huge increase in supply nevertheless bring
them back under control?
It is obviously the case that increased housing supply will, all else equal, reduce prices and rents. The important
question for a policy of supply as the solution to high prices relates to the degree of that sensitivity. Given the huge
scale of the real-terms price increase since 1996, we would need evidence that house prices are quite sensitive to
additional housing stock if building more is to make a meaningful contribution to reducing them.
52

A number of modelling exercises have been undertaken using aggregate data for the UK in recent years. They tend
to take similar approaches, basing the model on an inverted demand function for housing services, which describes
average house prices as a function of some measure of the housing stock, the number of households, household
income, and the user cost of capital.
The results of these studies show a large degree of consensus (see Fig. 11), with the sensitivity of house prices to
additional stock (the inverse of the price elasticity of demand for housing) reported as being in the range of -1.1 to -2.2.
In other words, an additional 1% more housing stock would be expected to lower house prices (and by implication
rents) by around 1.5% to 2%, all else equal. Similar results have been found for other countries including -1.5 for
53
54
55
France, -1.2 for Germany and -1.3 to -2.1 for the US. Based on its own internal model, the MHCLG takes a similar
56
view of the impact of supply, assuming that 1% more housing units will reduce prices by 2%.
Fig. 11: Selected results on the sensitivity of prices to housing supply
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To put these figures in context, it is worth considering the situation in England. The latest available data suggests
that the first half of 2018 England had a total of just under 24.2 million dwellings, 4.9% more than the number of
households. The above relationships suggest that, if households in England were to form at a rate of 200,000 per
year, net additions of 300,000 per year would cut real terms house prices by 0.8% per year, all else equal. Applying
the range of UK estimates above, such rate of additions might therefore be expected to reduce prices by between
7% and 13% over 20 years.
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Even if such a marked increase in new supply were to be achieved and sustained across the economic cycle for two
decades, the available evidence is clear that the price reduction would be modest relative to the 160% real terms
growth in house prices since 1996. Within the period of a generation then, the scale of house price movements
wrought by changes in interest rates and credit availability are an order of magnitude greater than anything caused
by plausible changes to the housing stock or the population. Consequently, if we want to increase the affordability of
housing, more effective solutions lie elsewhere.
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6. Constrained household formation and
housing inequality
The foregoing analysis focused on the key metrics that economic theory suggests we should consider to determine
what has driven house price growth over recent decades. While those trends do not indicate an undersupply of
housing, there are a number of other metrics that suggest less benign housing developments. Some researchers
have invoked these to argue that, despite the evidence on rent and housing stock, there nevertheless is a shortage
of housing – or at least that raising the rate of supply would help. This section considers these developments and
explores what might be behind them, in order to determine what they tell us about the state of housing in the UK.
Three important trends require explanation. The first is a rapid rise in the number of young people aged 20 to 34
living in their parents’ homes. Second, household survey data suggests that there has been an increase in the number
of families sharing a household. We explore these in more detail below.
The third potentially concerning trend is the stabilisation of, and recent rise in, average household size, which is closely
related to the first two trends. ONS data suggest that average household size in the UK fell rapidly over (at least) the
last three decades of the twentieth century, albeit at a declining rate towards the end of the century. From around
2003 that decline stopped, and households even started to grow a little from 2013 (see Fig. 12).
Fig. 12: Average household size, UK, 1996 to 2018
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It is not inherently surprising to see the average household size stabilising. Indeed, since nuclear families are the
basic social unit, it is hard to see how average household size could fall much further, even if housing costs were
to be dramatically reduced. Nevertheless, the UK’s ageing population does mean that we might have expected to
see a slight downward trend in average household size over the past 15 years. Certainly, the recent increase requires
explanation.
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More young people living in their parents’ home
Young people living in their parents’ home for longer is one possible contributor. A stark trend over recent years has
been the substantial rise in the number of 20-to-34 years olds doing so. Around 2.5 million young people lived ‘at
home’ between 1996 and about 2005. But in the late 2000s, and particularly from 2008, the number began to rise
quickly, hitting 3.3 million in 2013 (see Fig. 13).
Fig. 13: 20-to-34 year olds living with their parents, UK, 1996-2018
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It seems likely that declining affordability of housing for young people is behind this trend since there is no obvious
reason why this would have occurred purely out of changing preferences. But changes in housing affordability can
have any of three causes which may operate in combination:
1.

An undersupply of housing could raise market sector housing costs relative to average incomes, and therefore
constrain household formation;

2.

Changes to young people’s incomes, perhaps caused by reduced housing benefit entitlement or weak earnings
growth, could reduce affordability and therefore constrain household formation; and

3.

The erosion of the social rented sector could leave would-be new households constrained by only having the
alternative of paying higher market sector rents, where in years gone by they might have moved into social
housing.

The implications for policy of more young people living with their parents depends critically on which of these
possible causes lies behind the trend. A general increase in housing supply to bring down market rents and prices is
only a solution if the first cause is at play. Meanwhile, policies that raise the incomes of young people by some route
are the logical solution to the second, and more social housing would be the way to tackle the third.
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The evidence on average rents and incomes presented in Section 3 suggests that we can rule out the first driver. What
evidence is there of the other two?
The marked rise in numbers of young people living with their parents coincides with the financial crisis. There is
ample evidence that the labour market outcomes of young people have been weaker than those of other groups in
the labour force for some time, but particularly since 2008. The Institute for Fiscal Studies (IFS) has shown that people
in their 20s bore the brunt of the financial crisis’ impact on wages, with their median incomes falling by over 12% in
57
real terms in the five years after the financial crisis struck. The Resolution Foundation’s analysis has shown the real
58
incomes of people born in the 1980s slipping behind those born in the 1970s when they were the same age. And
59
the youth unemployment rate jumped in 2008 and only began to decline in 2013.
Since 2010 there have also been a number of benefit cuts that will have directly reduced housing affordability for
some. These include the decision to limit Local Housing Allowance (LHA) – available to private renters – to the 30th
percentile of local rents (down from the 50th) and uprate the allowance only with CPI. These measures alone are
60
estimated to be reducing the awards to private sector renters in 2018-19 by over £900m. In November 2010 the
government decided to raise the age up to which single people can only claim housing benefit to cover the cost of
shared accommodation from 25 to 35. This measure, estimated to be saving the exchequer around £230m this year,
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directly discourages low-income young people from forming their own household. The four-year freeze on LHA
from 2016 will have further reduced affordability, so it would be unsurprising to see those most dependent on such
support forming households at a lower rate.
These developments have nothing to do with changes in the cost of housing itself, but have nevertheless diminished
housing affordability for younger people relative to others, perhaps causing them to delay household formation.
At the same time, the erosion of the social housing stock has been felt most keenly by young people. In 1997 some
15.3% of 20-to-34 year olds lived in the social rented sector (excluding those living in their parents’ social rented
home) according to the LFS. But by 2017 that proportion had fallen to 10.1%. This is equivalent to around 680,000
young people, who would have been living in their own social rented house, now facing the choice of either paying
market rents or staying in their parents’ house. Reduced access to the social rented sector is likely to have damaged
affordability and hence constrained household formation among young people. Again this is not a trend that can
easily be addressed by more housing supply at market rents.

Hidden households
The second dynamic that has contributed to growing household size is an apparent increase in the number of ‘hidden
households’. There are several ways to define this concept, but in essence these are represented by heads of family
units who share a house with one or more other family units. While some of this sharing might occur out of choice,
some may also occur because the cost of housing makes sharing more economical.
According to the LFS, the number of second or subsequent family units within UK households increased from 7.2%
of all family units in 1997 to 8.5% in 2018. This represents some 400,000 more hidden households in 2018 than there
would have been had the rate remained unchanged.
It is reasonable to imagine that one of the causes of this change could be deteriorating affordability, for the reasons
discussed above. However, over the same period the UK has experienced a significant change in the composition
of the population that appears to explain the growth in hidden households. The foreign-born population of the
62
UK increased from 5.2 to 9.3 million between 2004 and 2018. If we decompose hidden households according to
migration status, it is clear that the UK-born proportion has not changed over the past 20 years, and the increase has
been concentrated among migrant households (see Fig. 14).
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Fig. 14: Migrant and UK-born ‘hidden’ households, UK, 1997 to 2018
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This is perhaps unsurprising when we consider that ‘family’ units include single adults sharing with other unrelated
adults. Many of these hidden households are therefore likely to be young adult migrants who tend to share housing
for a variety of reasons.

Average household size
More young people living with parents and increased numbers of hidden households have clearly contributed to
ending the trend towards shrinking household size over the past 15 years. But given the importance of migration,
described above, it is instructive to decompose the household size data according to place of birth. LFS data suggest
that non UK-born households have long tended to live in larger households than natives, averaging 2.79 people per
household since 1997. Hence the growth in their number has put upward pressure on the overall average household
size. Abstracting from this compositional effect, by isolating the trends for UK-born households, takes us a step closer
to seeing whether affordability problems lie behind the changes in average size.
Fig. 15 compares the trend in UK average household size to that of the UK-born population (households where the
head of household is UK-born). It shows that among the native population household size has continued to decline
since 2000, as we might expect it to given an aging population. It therefore suggests that the arithmetic effect of
more migrant households has caused the inflection in the overall trend.
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Fig. 15: Continued decline in average household size among UK-born households, UK, 1981-2018
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The evidence of this section shows that there are several factors influencing people’s housing decisions. Despite
average affordability improving, for some groups – including young people and anyone reliant on housing subsidies
– affordability has deteriorated. Meanwhile changes to the UK population due to immigration have also played a
significant part in increasing average household sizes.
To the extent that affordability has contributed to these trends, additional supply of market sector housing is unlikely
to have any meaningful impact. The causes appear to be distributional in nature – lower wage growth for some
groups, benefit cuts, and a shrinking social rented sector – and therefore require distributional solutions if they are to
be reversed.
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7. Why has home ownership collapsed?
Up to this point this paper has dealt with the question of why house prices have risen so much over recent decades
and the extent to which this is attributable to inadequate housing supply. But a similarly important, and closely-related
aspect of the housing crisis is the precipitous decline in home ownership rates over the past 15 years. A common
perception is that high house prices are the major cause of the decline. After all, having to raise a given percentage of
the house price as a deposit obviously gets harder as prices rise.
This idea has given rise to a simple syllogism that apparently explains the collapse in home ownership: a housing
shortage pushed up prices, and high prices inevitably exclude FTBs, therefore building more will raise home
ownership. As the then Secretary of State put it in his foreword to the 2017 housing white paper: “Soaring prices and
rising rents caused by a shortage of the right homes in the right places has slammed the door of the housing market
64
in the face of a whole generation.” As this paper has argued, the first premise is faulty. This section explains why the
second – that high prices have been the main cause of declining home ownership - is also flawed.
High house prices weighed on home ownership rates in the early 2000s. But the main driver of the later collapse in
home ownership appears to have been the sudden change in credit conditions for FTBs in the wake of the financial
crisis. This explanation points to a very different set of policy options if we want to recover the high home ownership
rates of the early 2000s.
Home ownership grew rapidly in the 1980s with mortgage market liberalisation and the Right to Buy policy of the
Thatcher government. After pausing during the house price falls of the early 1990s, the rate plateaued at around
70% in England from 2000 (see Fig. 16). By 2007, when house prices peaked, the homeownership rate stood at 69.1%,
1.4 percentage points lower than its 2003 record. After the financial crisis hit, the rate plummeted by a further 5.9
percentage points over the subsequent eight years, to hit a low of 63.1% in 2016.
Fig. 16: The collapse in home ownership, England, 1996-2018
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It is likely that high prices had some effect in causing home ownership to come off its 2003 peak. However, the timing
of the big drop in ownership does not immediately suggest that the impact from high prices was strong. From 2000
to 2007, when home ownership fell only slightly, UK house prices increased by 85% in real terms. Home ownership
65
then fell by 4.7 percentage points from 2007 to 2013, as house prices fell 22%.
Divergent regional trends in house prices also suggest that they cannot have been the major determinant. The precrisis period saw home ownership rising in some regions and falling in others, while prices boomed everywhere. After
the crisis the performance of prices differed markedly between regions, yet home ownership fell rapidly everywhere.
By 2016 prices in the three northern regions were down on 2007 by between 18% and 25%, while in London they
were up by 34%, yet home ownership fell more in the North than it did in the capital or the Greater South East (see
Fig. 17).
Fig. 17: Changing house prices and home ownership by English region, 2001-2016
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The dominant cause of the collapse in home ownership appears to lie in the mortgage market. The overwhelming
majority of FTBs need mortgage finance to buy a house. If high prices were weighing on their ability to access finance
in the run up to the crisis, we might expect to see the number of new FTB mortgages drifting downwards in the years
up to 2007. There is some evidence of this in the early 2000s, but in the five years up to 2007, UK-wide issuance of FTB
67
mortgages was reasonably constant at around 370,000 per year. In 2008 that number suddenly almost halved, to
192,000, and didn’t much recover for the next five years (see Fig. 18). Only in 2017 did it regain something close to precrisis levels.
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Fig. 18: New loans issued to FTBs, UK, 2003-2015
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The sharp discontinuity in lending just as the crisis struck and prices began to fall strongly suggests that access to
68
finance played a dominant role in the collapse in home ownership, as other authors have also noted. A concurrent
drop in median LTV for FTBs from 90% in 2007 to 75% in 2009 confirms the supply side nature of the shift, locking
out hundreds of thousands of new home owners each year until issuance began to head back towards more normal
69
rates from 2014. What’s more, many FTBs faced a sudden jump in mortgage interest rates relative to homeowners
with bigger deposits. Bank of England data show that the interest rate spread between 75% and 90% LTV mortgages
70
ballooned from well under half a percent to well over 2% between 2009 and 2012. To buy a house in the years after
2008, then, the median FTB had to have a much bigger deposit in cash terms than was needed before that point,
despite prices in most regions being lower, and had to pay far higher interest rates than others in the market, such as
would-be landlords. In this context it would have been remarkable if home ownership had not fallen steeply.
It is possible to simulate what would have happened to UK home ownership rates if FTB mortgage issuance from 2008
71
had continued at its 2007 rate of around 360,000 new loans per year. Fig. 19 shows the results (represented by the
yellow line) compared to the actual path of home ownership (grey line). This simple ‘what if’ projection is intended to
illustrate the scale of impact on home ownership caused by the sudden drop in FTB mortgage lending.
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Fig. 19: Effect on UK home ownership of maintaining the 2007 rate of FTB mortgage issuance
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Had the number of FTB loans originated each year stayed at or around pre-crisis levels, home ownership would have
remained at around 69%, rather than falling sharply as it did. Indeed, the past two years has seen the number of new
72
loans finally regain those levels and home ownership has begun to rise again as a result (see Fig. 16).
This section has shown that, while house prices are a factor in determining home ownership rates, shifts in the FTB
lending activities of banks played the dominant role in the collapse in home ownership. This insight has important
implications for policy that seeks to raise home ownership rates.
Raising the rate of housing supply will therefore have a negligible impact on home ownership, both because it will
only have a weak impact on prices, and bcause prices in turn only have a limited impact on home ownership. Rather,
the primacy of finance in this story suggests that there may be some trade-offs to be confronted if we want to
achieve and sustain high rates of home ownership. The final section sets these out.
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8. Conclusions and policy implications
The analysis of this paper suggests five broad conclusions and implications for housing policy in the UK.
1.

A shortage of housing did not contribute to house price increases between 1996 and 2018.

The data on private market rents, together with those on the housing stock, show that the supply of housing services
has comfortably outstripped demand since 1996. Over the period, rent and imputed rent (‘housing costs’ in the true
sense) have fallen relative to median household incomes. Consequently, housing supply does not appear to have
contributed to the sharp growth in the price-to-income ratio since the late 1990s.
At regional level the available data covers only the past 14 years but tells the same story for almost every region of
England. In London, housing costs have moved in line with median household incomes since 2005 hence, on average,
affordability has not deteriorated. This also confirms that the capital’s 47% real-terms price growth since January 2005
is not underpinned by either ‘too many people’ or insufficient housing stock. There is consequently little basis, even in
London, to invoke undersupply as the cause of high prices or, by extension, falling home ownership.
2. Raising the rate of supply will do little to bring prices down and will result in a growing number of
vacant properties.
The large body of literature on the responsiveness of house prices to supply indicates that even building 300,000
houses per year for 20 years would do little to reverse the price growth of the recent past. Such a strategy therefore
does not offer an effective solution to the problem of high prices.
One perspective on this is that, while 10% lower prices and rents after 20 years may not represent a complete solution,
it is an improvement and should therefore be welcomed. However we should be wary of the view that more housing
investment is always better, since a high proportion of the 300,000 net additions would go unoccupied.
While household formation is influenced by housing costs at the margin, the structure of UK households suggests
that it is to a large degree exogenously determined by social preferences. This is apparent from the current
composition of UK households. Some 85% of adults are either the head of household or the partner of the head of
household, implying that the large majority of adults would not be induced to form a new household however much
cheaper housing became. A further 12% of adults are related to the head of their household – primarily adult children
in their parents’ home – some of whom may be there out of choice and others due to affordability constraints. Only
3% of UK adults appear to be sharing with an unrelated head of household - the group from which new households
might most obviously form.
In addition, the existence of housing benefit means that those people who are most income-constrained are
somewhat insulated from market rents, making them less sensitive to the benefits of increased supply. In light of these
conditions, it seems unlikely that other would-be households are large enough in number or sufficiently sensitive to
housing costs for a 10% reduction over 20 years to make a significant difference to household formation rates.
Consequently, as the past 23 years have shown, out-building the rate of household formation inevitably results
in a growing surplus stock of housing. This has the benefit of reducing prices and rents. It may also ease labour
mobility and thus improve productivity. But investment that results in vacant properties also carries an economic
cost to society since it represents resources that cannot go into other potentially more valuable infrastructure or
consumption. The optimal level of vacant stock is therefore ambiguous and policymakers should be wary of assuming
that supplying housing services at a rate faster than the underlying growth in demand for their services is inherently
welfare enhancing.
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3. The distribution of housing has become more unequal. Reversing this requires distributional policies
and is not amenable to general market supply.
While the aggregate signals in the housing market suggest that supply has been more than sufficient to keep up
with the growing need for places to live, the rising number of young people living with their parents may be the
result of declining housing affordability for them. The primary causes of this appear to have been the stagnation of
young people’s incomes, the erosion of the social housing stock and, more recently, policies to cut housing benefit,
especially for young single adults.
None of these causes is efficiently or effectively addressed by a general increase in the supply of market sector
housing for the reasons set out above. Rather they suggest the need for targeted solutions such as more social
housing or more generous housing benefit, that will enable affordability-constrained young people to set up on their
own. A tighter labour market and stronger economic growth might also benefit the pay of younger people relative to
others and ease affordability problems.
4. House prices are vulnerable to an end to the era of low interest rates and a reversal of overseas
investment.
Economic theory tells us that the user cost of capital is a key determinant of house prices. It represents the discount
rate that, when applied to the stream of rental payment available on a property, gives the house price. Mortgage
interest rates have fallen substantially, in line with the declining global risk-free rate, since the late 1990s. This fall
offers ample explanation of the rise in house prices as the capitalised value of future rental payments, which have
themselves been relatively stable since 1996.
On one hand this is a comforting insight. It tells us that price rises do not reflect an increase in the day-to-day cost of
ownership. Higher prices combine with lower mortgage rates to ensure that the overall cost for an owner occupier is
broadly where it was in 1996, relative to average incomes. Rents tell a similar story.
On the other hand, this is deeply concerning for several reasons. Their home is by far most homeowners’ single biggest
asset. Owner occupation represents an extraordinarily high degree of asset concentration that would be regarded as unwise
in any other investment setting. Consequently, it concentrates a huge amount of risk on ordinary households that are not
well-placed to bear it. Against a backdrop of rapid house price growth across the country since the mid-1990s, this risk has
appeared very attractive as prices have grown. The trend appears to have cemented a popular perception that housing is a
one-way bet. In political economy terms too it has had a powerful impact since the benefits of rising prices are obvious to
owners of property, while the cost to would-be owners is muted by the prospect of further house price appreciation.
Were interest rates to begin to rise again, returning to something closer to levels seen in the past, much of this logic would
go into reverse. This could have potentially serious political repercussions if highly-indebted young homeowners - having
been sold the idea of home ownership as a rite of passage and ploughed hard-earned savings into their deposits - were to
see the value of their assets falling.
But there is a further worrying implication. If high house prices were the result of inadequate supply, the solution would be
amenable to concerted policy action to build more housing. If instead the problem is the result of global macroeconomic
conditions, this raises many more difficult questions. Is it desirable to allow the wealth of households to be so exposed to
the vicissitudes of the global economy? If the answer is no, what can be done?
Part of the answer appears to lie in the use of macroprudential regulation. Germany, unusually for advanced
economies, avoided the rapid house price appreciation in the decade up to 2007, a fact that has been partly
73
attributed to tighter LTV and LTI restrictions. Recent IMF research on the synchronisation of house price
changes between countries concludes that countries can insulate themselves from such global shocks through
macroprudential regulations such as stronger counter-cyclical capital buffers and tighter restrictions on LTV ratios,
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as well as through taxation measures. Whether more serious consideration of these tools to insulate home owners
is possible among politicians while house prices are stable or rising is unclear. In the wake of a sharp fall in prices,
however, such policy options may seem more appealing.
5. The collapse in home ownership was mainly due to withdrawal of mortgage finance from FTBs, which
suggests policymakers face a trade-off.
This paper has argued that, while high house prices affect home ownership, the dominant driver of its recent collapse
was a sudden stop on mortgage lending to FTBs. And in keeping with that explanation, the recent return to a more
normal pace of FTB lending has seen the home ownership rate stabilise and perhaps begin to recover.
This has important policy implications. The home ownership rate is in effect a direct indicator of the financial risk
being borne by lenders. High rates of home ownership can be achieved – even at extremely high price-to-income
levels - by allowing very high-LTV mortgages to be written. This is because small deposit requirements allow people
to buy a house sooner than if big down payments are required. Indeed if 100% LTV mortgages were available then
affordability barriers for FTBs would largely disappear whatever the level of house prices. Currently, the median LTV for
FTBs is hovering just under 85% (the mean around 76%). But significantly higher LTVs would obviously entail greater
risk for lenders.
Policymakers therefore have to trade off how much risk they are prepared to allow mortgage lenders to take onto
their balance sheets, against their desire for high rates of home ownership. If the FTB lending in the pre-crisis era is
now viewed as excessively risky, we may have to accept that the home ownership rate will not recover its 2003 peak.
Alternatively, if high home ownership is seen as socially desirable but privately risky, policymakers could choose to
subsidise the risk of lending to FTBs in order to bolster it without allowing excessive risk-taking by banks. This could
take the form of tax relief, as it did under MIRAS, an equity loan guarantee, as with the coalition government’s Help to
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Buy scheme, or indeed the promotion of privately issued equity loans that have been proposed in the past.
An equivalent fiscal intervention to assist FTBs and raise home ownership would be to raise taxes on landlords.
Targeted tax measures, such as the ending of higher rate tax relief on mortgage interest payments (phased in from
2016) and the stamp duty surcharge on second homes, eat into the financial return on buy-to-let housing investment
relative to comparable alternatives, since landlords have limited pricing power to pass these costs on to tenants. All
else equal this should cause some landlords to exit the market (or not enter it) and sell – either directly or via a chain –
to an FTB, raising the home ownership rate.
These options give rise to a home ownership policy trilemma (see Fig. 20). Policymakers can prioritise any two of:
high home ownership, financial stability in the banking system, or a greater degree of fiscal neutrality with respect to
tenure. History suggests that it is not possible to combine all three of these goals. This framework allows us to think
about the evolution of the policy stance over the past 35 years and its impact on the home ownership rate.
n

The period from 1983 to the late 1990s might be characterised as one of heavy fiscal intervention to boost home
ownership through right-to-buy and MIRAS, leading to rapidly growing rates of home ownership.

n

The period from the late 1990s to 2007 could be thought of as one of high ownership and relative fiscal neutrality,
with MIRAS abolished and Right to Buy slowing. But it appears in retrospect to have been financially unstable
with high-LTV loans issued to FTBs and very low mortgage rate spreads for low-deposit lending. This phase came
to an abrupt end with the financial crisis.
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n

In the early years after the financial crisis the system arguably moved towards being more financially stable while
the relatively low level of fiscal intervention remained unchanged. Not coincidentally, this was also the period
when home ownership fell sharply.

n

Finally, from 2013 onwards, the government began to introduce a range of policies directed at subsidising FTBs
and raising taxes on landlords. These included the Help to Buy equity loan and (now ended) mortgage guarantee
schemes that were announced in 2013. The subsequent withdrawal of higher rate tax relief on landlords’
mortgage interest from 2017 and imposition of a 3% stamp duty surcharge in 2016 increased the degree of fiscal
77
activism in favour of home ownership. Partly as a result of these changes home ownership stabilised and has
begun to recover.

Fig. 20: A home ownership policy trilemma?

Fiscal neutrality
on tenure

1995-2007?

2008-13?

2013
onwards?

Financial
stability

1983-95?

High home
ownership

In light of the experience of the past 35 years therefore, policymakers continue to face a trade-off on home ownership.
If a more stable mortgage market remains a priority, home ownership seems unlikely to recover the highs of the early
2000s without further fiscal intervention in favour of FTBs or against landlords.
Meanwhile, millions more people are now living for longer in the private rented sector, including a large rise in families
78
with dependent children. As a result, it seems inevitable that policy attention will increasingly fall on the sector’s
adequacy for that expanded role, both in terms of the security it offers to tenants and the quality of the service they
receive.
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